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

N\

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

The new Revision makes it clear that "the ability to apply standards of
business Jjudgment as distinct from strict accounting principles is at the heart of
& negoliated price or settlement.” and that "cost and accounting data may provide
guides for ascertaining fair compensation but are not rigid measures of it." It is
also made clear that the policies and procedures of ASPR Section III - Part & are
governing in the negotiation of fixed-price type contracts.

The need for consideration of costs under varying conditions 1s also dis-
cussed in this Revision. In retrospective pricing and settlements, the Revision
states "the treatment of costs is a major factor in arriving at the amount of the
price or the settlement." In the area of forward pricing the Revision recognizes
that it is not possible to 1ldentify the treatment of specific cost elements since
the bargaining is on a total price basis. Factors such as the technical, produc-
tion, or financial risk assumed, the complexity of the work, the extent of competi-
tive pricing, and the contractor's record for efficlency, economy, and ingenuity,
as well as available cost estimates are emphasized as being important in consider-
ing the reasonableness of a proposed price.

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

Applicability to terminations of fixed-price contracts

The new cost principles are to provide guidance in the negotiation of term-
ination settlements for the convenience of the government on fixed-price type con-
tracts. The cost principles formerly set forth in ASFR 8-302 will not be applicable
to new procurement after July 1, 1960 and will be replaced by the new cost princi-
ples in Section XV.

Applicability to subcontracts

A prime contractor, whose contract binds him to the new Section XV, will
be required to Justify the allowability of all costs under cost-relmbursement type
subcontracts of any tier above the first fixed-price subcontract in accordance with
the new Section XV, Part 2 (supply and research subcontracts with commercial orga-
nizations), or Part 3 (research subcontracts with educational institutions), or
Part 4 (construction subcontracts). In the case of negotiated fixed-price subcon-
tracts, the prime contractor is to use the new cost principles for guidance where
an evaluation of costs is required.

Advance Understandings

-

" The new cost principles recognize that criteria for the allowability of the selected

items of cost covered 1n Part 2 apply broadly to many accounting systems in varying con-
tract situations. Since reasonableness and allocability of certain items of cost may be
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difficult to determine; contractors are cautioned to seek agreement with the government
in advance of incurrence of special or unusual costs in categories where reasonableness
or allocability are difficult to determine. However, the absence of such an agreewment
will not in itself make costs unallowable.

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

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

In addition to advance understandings that may be common to all contracts, it may
ne~ sary to negotiate understandings specific to individual contracts such as pre-
e UPECT costs and use charges on fully depreciated assets. Advance understandings be-

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

LN

General Factors Affecting Allowability of Costs

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

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

Reasonableness - 1In determining the reasonableness of a given cost, consideration
shall be given to:

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

(ii) the restraints or requirements imposed by such factors as generally
accepted sound business practices, arm's length bargaining, Federal

. .
- and State laws and regulations,; and contract terms and specifica-

tions;

(iii) the action that a prudent business man would take in the circum-
stances, considering his responsibilities to the owners of the busi-
~ ness, his employees, his customers, the government and the public
. . at large; and o
- "/
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FOREWORD

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

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

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

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

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

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




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

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

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




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

December 16, 1957

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

My dear Mr. McGuire:

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

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

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

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

In our comments which follow we have approached the questions
posed by your recent letter—and Mr. Mulit’s letter of May 28, 1956,
relating to this subject—on three levels:

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

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

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

CONSIDERATIONS OF POLICY

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

Basic Procurement Policy

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

We think this an excellent statement of broad policy, although
we are constrained to observe in passing that it has been reduced, in
practice, to little more than an expression of pious hope. We think
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the heart of this statement—the proposition that policies observed
and means employed shall conduce toward “the lowest over-all cost
to the government”—deserves repetition and re-emphasis.

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

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

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

Background

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

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

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

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

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

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

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

Moreover, there has been increasing criticism from interested
Congressional committees of the extensive use of negotiated procure-
ment as distinguished from purchase by formal advertisement and

-,
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sealed bid. In brief, Congress is calling for a substantial reduction
in the negotiation of defense contracts while the instant proposal
would seem to us inevitably to extend the area of negotiation and
certainly to complicate its conduct.

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

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

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

The author’s emphasis on research and development contracting
seems especially instructive. 1t is in this area that cost-reimburse-
ment type contracts are peculiarly appropriate, although we endorse
completely Dr. Livingston’s reservations about their use. If cost
contracts have produced these results in an area where their use is
probably unavoidable, why multiply the effect of these ills by extend-
ing the underlying principle across the whole range of defense
contracting?

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

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

The Present Proposal

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Application of Cost Principles to Different Types of Contracts

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

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

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

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

It seems to us that a number of distinct disadvantages—over
and above the natural shortcomings of cost-type contracts to which
we have already referred—may be expected to result from the
application of a single set of cost principles to indeterminate price
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contracts in the twilight zone between pure-cost type and firm, fixed-
price contracts. The cost reduction incentive of greater profit based
on superior performance will have been largely dissipated. The
allowance or disallowance by rote of individual contract costs will
replace the exercise of sound judgment in price negotiation and, at
one stroke, the effect of such Armed Services Board of Contract
Appeals’ decisions as Swartzbaugh, Wichita Engineering, Gar Wood
and others will have been nullified. In short, the benefit, to govern-
ment and industry alike, of redeterminable, fixed-price and incentive-
type contracts will have been largely destroyed.

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

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

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

AN APPROACH TO CONTRACT COST PRINCIPLES

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

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

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

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

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

— 1. A statement of comprehensive cost principles should rest

upon a concept of reasonableness and allocability, rather
than allowability or unallowability.

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

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

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

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

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

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

SPECIFIC RECOMMENDATIONS

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

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

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

The King Canute Complex

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

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

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

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

Applicability of Proposed Cost Principles

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

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

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

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

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

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

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

o
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Under “Definition of Allocability,” 15-201.4, we recommend that
the word “or” be inserted between Subparagraphs (i) and (ii).

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

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

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

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

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

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

Selected Costs

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

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

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

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

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

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

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

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

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

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

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

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

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

Contributions and donations—In all candor, we see no basis
whatever for the disallowance of reasonable contributions and dona-
tions to charity and education. Business and industry have assumed
a major share of the responsibility for the support of eleemosynary
institutions, such contributions having long been considered a normal
cost of doing business and—if the principal test of allowability or
unallowability is benefit to the government—it seems to us such
expenses must qualify for cost reimbursement.
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Obviously, the government benefits directly to the extent that
industry’s contribution to charity and education reduces the drain on
the public treasury. Indirectly, but nonetheless powerfully, impor-~
tant ends of national policy are served by industry’s substantial and
long-continued contributions to education at all levels. At a time
when government itself seeks to improve the standard, and increase
the rate, of education of scientists and engineers, to disallow volun-
tary contributions toward that end would seem to indicate that one
branch of government is unwilling to support policies espoused by
another.!

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

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

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

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

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

*See attached “Statement of Principles on Education and Utilization of
Technical Manpower” adopted by the Board of Trustees of the Council for
Technological Advancement, MAPI’s affiliate organization, October, 1957.
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facturers are principally engaged in commercial production and their
products when sold to the government are frequently indistinguish~
able from those manufactured for sale in normal commercial chan-
nels. In view of this, we suggest that consideration be given to an
amendment of this provision so as to require advance approval of
the contracting officer for the use of overtime only in those plants
the output of which is solely devoted to government contracts.

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

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

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

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

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

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

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

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

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

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

Severance pay.—We note that the government recognizes its
obligation to participate to the extent of its fair share in any specific
payment of abnormal or mass severance pay. We assume this to
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include a share in increased contributions to state unemployment
funds when such increased contributions result from mass layoffs by
reason of contract terminations. If this is not intended, this para-
graph should be appropriately amended to take this kind of unusual
expense into account,

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

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

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

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

Conclusion

This concludes our observations and suggestions on the proposed
comprehensive set of contract cost principles. We should like again
to express our appreciation for this opportunity of commenting on
such an important change in basic procurement regulations—indeed,
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as we have pointed out, in basic procurement policy. If we can be
of any further assistance, or if you should desire to discuss these

matters directly with representatives of the Institute, please do not
hesitate to call upon us.

Respectfully,

CHARLES W. STEWART
President




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

December 16, 1957

Dear Mr. McGuire:

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

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

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

Respectfuily,
CHARLES W. STEWART
President

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




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

December 17, 1957

Honorable Lyndon B. Johnson, USS
Chairman

Preparedness Investigating Subcommittee
Committee on Armed Services

U. S. Senate

Washington 25, D. C.

My dear Senator Johnson:

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

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

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

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

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

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

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

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

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

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

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

Respectfully,

CHARLES W. STEWART
President

cc: Mr. Edwin Weisl, Counsel to the Special Subcommittee




MAPI GOVERNMENT CONTRACTS PROGRAM

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

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

The work of the Institute in this area has been greatly
assisted by the Joint Subcommittee on Government Con-
tracts of the MAPI Accounting Council and the CTA
Financial Council, the membership of which is shown on
page 29 of this pamphlet.
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REVISED PART 2, SHCTION XV (ALP/ £y eise )

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

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

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

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

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

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

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

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

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

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

INDUSTRY PCSITICON

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

DEFENSE POSITION

The proposal is not acceptable sincc cudit agencies have no a2lternative

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

INDUSTRY POSITION

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

DEFENSE POSITION

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

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

INDUSTRY POSITION

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

DEFENSE POSITION

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

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

INDUSTRY POSITION

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

DEFENSE PCSITION

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

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

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

INDUSTRY POSITICON

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

DEFENSE POSITION

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

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

INDUSTRY POSITICN

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

DEFENSE POSITION

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




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

NDUSTRY POSITION

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

DEFENSE POSTITION

The requirement of a specific contract provision for recognition of this
expense is necessary in order that the Government may exercise some control
over the amount of deferred maintenance expense which may be charged against
cost-reimbursement contracts. The contract provision requirement in no way
lessens the recognition of this expense. Since such expenses could be sub-
stantizl and the possibility of a dispuie would always be present as to the
amount which should be accepted as a contract cost, it seems best thet this
be covered by a contract provision.

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

INDUSTRY POSITION #1

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

DEFENSE PUSITICH #1

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

INDUSTRY PCSITION #2

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

DEFENSE POSITICN #2

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

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

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

INDUSTRY POSTITION

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

DEFENSE POSITION

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

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

INDUSTRY POSITICN #1

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

DEFENSE POSITION #1

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

INDUSTRY POSITION #2

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




! DEFENSE POSITION #2

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

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

and Other. (Tab i, page 15)

INDUSTRY PCSITION

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

DEFENSE POSITION

Costs incurred in these connections, whether the results of the actions
are successful or not, are unallowsble. Reimbursement of litigation costs
where the Government is a party to the suit is obviously untenable. The
Government cannct financially support the party with which it is engaged in
legal dispute.

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

INDUSTRY POSITION

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

DEFENSE POSITICN

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

Industry Position

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

Defonsoe Position

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

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

Industry Position

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

Defense Position

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




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

Industry Position

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

actual or an accrual basis.

Defenso Position

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

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

Industry Position

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

Defense Position

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

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

Industry Position

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




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

Dofenso Position

This matter is quite similar to the problem of allowability of adver—
tising. Doing business with the Government does not presume that dissemi-
nation of information about the business to the trade or publis through
exhibitions is necessary. The Government is agreeable, however, to accopting
its pro rata share of expenses incurred for the dissemination of techniocal
information or information aimed at stimulation of preduction through meete
ings or conferences. The exhibitions referred to by industry are those held
for purposes other than these; therefore, the costs thereof are considered
unallowable,

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

Industry Position

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

Defense Position

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

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

Industry Position

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

Defense Position

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

Industry Position

Industry contends that interest should bs allowable.

Defense Position

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

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

Industry Position

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

Defense Position

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

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

Industry Position

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

Defense Position

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

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

Industry Position

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

10




Defense Position

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

INTRODUCTION

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

The three parts attached cover statements of the applicability and
purpose, generel principles and standards for the determination of
costs, and their application in supply and research contracts with come
mercial orgmnizationse There will be three additional parts covering
the application of the principles to facilities contracts, construction
contracts, and resecarch and development contracts with educational or
other nonprofit institutions, However, these will be relatively brief
sections concerned primarily with spplications which differ from those
stated in Part 3 due to the specialized nature of these types of con-
tracts,

BACKGROUND

The history of cost principles utilized in making cost determina-
tions under defense contracts reveals a continuing search for & uniferm,
improved, and consistent body of such principles -~ satisfactory alike
to the Government and the contractor, The World War II period and the
years immediately following saw the birth of seversl sets, each of
which was applicable to different departments or different phases of
contract administrations

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

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

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

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

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

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

PHILOSOPHY

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

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

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

CHARACTERISTICS

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

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

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

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

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

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

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

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

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

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

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

Firsty a substantial portlon of procurement in recent years has
becn under incentive or fixed-price=-type contracts containing price
redetermination provisionse It can be safely assumed that part of this
increase has been due to the fact that the rather restrictive cost pro-
visions of Section XV do not apply to thosc types of contracts, =and in
practice more liberal cost principles have been zpplied in pricing such
contractse In addition to obtgining reimburscment for some of these
costs otherwise unsllowable by this means, cost to the Government is
ofhen increased because the percentage of profit is usually unjustifine
bly higher on fixed-price contracts containing retroactive price-rede-
termination clauscs than on cost-type contracts. Thus the advent and
intelligent application of the guides provided in the proposed state-
ment for appropriate use in fixed=-price contracts may even decrease the
cost of procurement by the Governmente

Secondy one of the most significant concepts of the proposed
statement, designed to result in a fair and reasonable allocation of
costs, 1s that of "direct costings" A clear statement of this long=-
utilized but rarely stated prineiple is one of the features of the
proposed cost principlese If gencrally accepted cost accounting prac-
tices could be said to have but one underlying principle, that prine
ciple would be direct costinge As stated in paragraph 15«211 "Every
major item of cost (actual or estimated) should be identified with the
unit being costed, whether it be the product, a job order, or a con-
tract, when such items of cost do not, in fact, have substantially
proportionate applicability to all classes of worke"
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The military departments hove long recogniged this principle in
procurement regulations and suiit instructions, Section XV, ASPR,
(as now published) distinguishes between direct and indirect costs in
accordence with the conventions of generslly accepted cost accomnting
practices but also recognizes that Wthere are numercus items of cost
which are generally classified as indirect costs but which may, in
perticular cases, properly be chargesble directly to the contract,
where the contractor demonstrates that such costs are specificeally
related to the contract." (Paragraph 15-202,3) It is obvious thst all
costs incurred are direct costs in relstion to the entire business,
and that indirect costs arise only because of the compartmentizing of
business activities by function, location, operation, contract; ecc,
The greater the compartmentization, the greater the nunber and amcunt
of indirect costs; fewer compartments result in fewer indirect costs.
Hence, when costs are assigned only to clzsses of work (i.e., commer-
cial and Government) most of the costs can be charged dirsctiy to the
tenefited class of work, leaving only a few costs incurred for common
objectives to be spportioned.

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

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

STGIFIC/ NT POINTE OF LFPLIC TION

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

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

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

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

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

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

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

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

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

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

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

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

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

-9
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Executive Compensetion ~- Changed emphasis places reliance on the
contractor's established practices and arm's length bargaining to result
in an equitable amount in each case, If these factors are present, rea-
sonableness of amounts of compensation will normally be assumed. Pension
costsy bonuses, and costs of stock options are considered as supplemen=
tary compensation and, therefore, as allowsble costs, subject to certain
protective restrictions,

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

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

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

related to Section XI, ASPR, State income taxes are made allowable on
an equitable basis like any other State and local taxes, for which they
are a substitute, Various types of insurance, for which costs are
allowable, are specifically listeds

Interest on Borrowings -- Interest paid or accrued, regardless of
the nature of the obligation which gives rise to the interest cost, is
not allowable. Profit margins allowed in contract pricing result from
the consideration of many factors, not the least of which is e return
on total capital employed by the contractor whether borrowed or owner-
contributed, To allow interest on borrowings as a cost would involve
a2 duplication of allowancee.

=10




Issues in Basic Concepts

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

Industry Contention

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

Our experience over many years has led us to the conclusion that what
was needed to cover cost considerations in procurement is & document which
(i) defines the cost areas, (ii) provides the necessary guidance to permit
the contractors, the contracting activities and the auditors to KNOVW the
treatment which will be accorded for the area, (iii) is drafted in a
manner suitable for incorporation by reference into cost-type contracts
so as to stipulate a sufficient reimbursement of cost provisions, but
sufficiently flexible to cover the problem of the cost considerstion in
the pricing of fixed-price type contracts.

On the basis of this experience, the entire DOD (including the audit
and procurement elements of the military departments) is unanimous in
the view that in basic format and content we need something very close
to the present draft. The staff does not believe this to be a serious
industry objection. We believe that the argument is made simply to beg
for the moment the problem of the unsllowables, but that any document
(such as an audit manual) which has the identical unallowables would
be subjected to the same objections. 1In the event that industry wishes
to press this point it is recommended that we rename it. Among the names

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

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




e b . i A

Recommendation

Maintain the nature of the document and negotiate with industry on

an appropriate title for the concept.

2. Objective

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

Industry Contention

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

Specifically, NSIA says the "uniformity of treatment of contractors,
without regard to the specific type of contract involved is, undoubtedly,
a desirable goal... However,"... "AMA calls it a commendable project”.
EIA says that "This Association has consistently taken the view that in
theory no exception can be taken to the development of one set of cost
principles for cost-type and fixed price contracts alike, provided..."
NAM says "We recognize the desirability of having & single set of cost
principles to be applied to all Government contracts when costs are a

[}

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

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

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

-2 -
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Principles provided that in their application, recognition is given
to the circumstances created by each type of contract as a part of
the conditions and factors which have a bearing on reasonabieness,
relevancy, allowability," etc. MAPI, on the other hand, takes the
point of view that, "Few, if any, advantages are discernable and that
the suggestions bristles with possible disadvantages."
Evaluation

Only MAPI thinks that the objectlve, even with acceptance of
certain policy changes, is unsatisfactory. There is general admission
that the use is proper (i) in cost reimbursement-type, (ii) incentive
type and price redetermination type contracts, so long as the "sound"
policies in Part 8, Section III, Price Negotiation Policles and Tech-
niques and Section VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comprehensive set is sound. Continue the
development. See the issue entitled "Application - Contractors should
not be bound by the principles in submitting cost data in support of
pricing estimetes"(paragraph 3.a.) for discussion of and recommendation
with respect to the use of the Set by contractors in the submission of
cost data by contractors to support pricing.

b. Allowance of all costs which are "normal costs of conducting
business 1s necessary.

Industry Contention

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

*-3-
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Specifically, NSIA says that the "cost principles must be based
on the Govermment's willingness to recognize and accept all normal
and legitimate costs of doing business. The determination of such
costs should not be subject to shadings, gradations, or special cir-
cumstances, nor should allowability be conditioned on the ability of
& contractor to previously negotiate special cost allowances into in-
dividual contracts. Again the NSIA speaks against the "disallowance
in vwhole or in part of many elements of costs which are generally
considered to be normal costs of doing business, costs which cannot
be avoided merely because the Government chooses to call them un-
alloweble and which in non-Government business are normelly recovered
in the market place in the price of the article mold." AMA seys that,
as a matter of sound philosophy, the Govermment must be willing "to
pay & fair and proportionate share of all the normal costs of conduct-
ing business.”" MAPI states that "To achieve & profit the business
first must realize enough.from the sale of its products or services
to pay all its costs of doing business. To the extent that it fails
to recover all its legitimate costs incurred in performing work for
a single customer it is subsidizing that customer. ...Zrﬁhi547 is not
sound economics and it is not sound public policy in the Government
interest.” The Chamber of Commerce seys that the "comprehensive set
of cost principles should allow all legitimate costs of doing business
provided they are reasonable and allocable to the contract involved."
EIA says 1t this way: "The basis and foundation of such & set of
cost principles would be a recognition by the Govermment that all

normal and legitimate costs of doing business are properly chargeable

N




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

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

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

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

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptance of such costs? We believe the answer is clearly 'no"
and must be specifically stated.

(2) "To avoid duplicate recovery". In several pleces we have in-
cluded provisions which are designed to reach equitable results, but avoid
duplicate recovery. For example, research and development costs incurred in
accounting periods prior to the award of the contract are not allowable, but
at the same time, we accept the cost of current research and development
activities. This is done in order to prevent duplicate payment (i) when
originally asccomplished and (ii) in the pricing of later production. We
believe that the results represents substantial equity to contractors who may
capitalize such costs as well as those who charge them to operations as they
are incurred.

Recommendation

Based upon conversations with certain industry representatives and the
general tenor of the written comments, it is believed that some relayation
of our treatment of a few costs would remove not only this objection to the
present draft but several others along with it, and still represent equitable
treatment. It is clear that their principal objections go to; (i) compensation
based upon or measured by profits, (ii) advertising, and (iii) contributions
and donations.

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

Industry Contention

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




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

decision as Swartzbaugh, Wichita Enginecering, Gar Wood and others

will have been nullified.”" It is stated further that "any revised
set of contrect cost principles should give full recognition to
doctrines propounded in the decisions of the Armed Services Board of
Contract Appeals. That is to say, the spirit of such cases as the
Swartzbeugh case,the Wichits Engineering case should be preserved."
The NSIA infers the seme thing when, in criticizing the disallowance
of "losses on other contracts" states: "As written, the paragraph is
inconsistent with the Court of Claims decision in the Bell Aircraft
Corporation v. U.S. ...where & Government contractor was allowed to
capitalize losses on experimental contracts and allocate them as
costs to other Government contrects."
Evaluation

We believe that these "gains'ought to be reappraised cn an
objective besis in the manner in which all cost elements should.
To the extent that this consideration indicates disallowsance, they
should be so treated. ASBCA and Court cases are determinations of
existing facts only based upon the then existing cost rules. The
question of whether these rules and, hence, these decisions are
proper from a policy standpoint is now up for recommendation.

Recommendetion

Reject the contention and reevaluate the items as appropriate.
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3. Agglication
a. Contractors should not be bound by the principles in submitting

cost data in support of pricing estimates.

Industry Contention

Industry must not be asked to accept the cost principles as

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

port of pricing, repricing, progress peyments, etc.

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

Evaluation

We recognize that our proposed provision / 15-101(a)(ii){A) / cannot
be strictly enforced upon contractors, particularly in connection with
precontrect negotiations. However, the statement of fact that contractors
are expected to follow these principles as & guide will, we believe, be
effective in most cases. However, whether industry accepts or not, we
need an objective standard by which to evaluate price proposels and if
industry includes unallowable cost elements we need to be able to identify
such costs through expanded audit evaluation of proposals.

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

SBupported by this provision in ASPR, we believe that contracting
officers and auditors will be able to obtain the cooperation of contractors

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

Maintain this concept in the course of the negotiation with industry.
b. Application of principles in resolution of cost issues will harm
negotiation.

Industry Contention

Industry's objection to the applicability provision which pro-
vides that the comprehensive set will serve as a "guide in the re-
solution of the acceptability of specific items of costs in forwerd
pricing when such costs have become an issue” is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.

While the NSIA does the same thing, they do so in a wey which will

permit the isolation of this provision as a seperate issue.

gpecifically, NSTA construes the words as implying that "controversial
issues cannot be negotiated and that they will be unilaterally settled by
the Govermment." Accordingly, NSIA suggests this application be deleted.
Evaluation

The general industry position is that the cost factors ought not to
be the subject of negotiation, thet price, not costs, in fixed-price con-
tracting ought to be negotlated. Since the Government agrees to the con-
clusion (see 3.b. &bove), provision is made that the principles shall be
used as a "GUIDE" in the establishment of the fixed price. Kot to do so
leaves the ASBCA and the Courts with the problem of the measurement of costs
in determining settlement of price without a yardstick. We consider the

guidance proper.




Recommendation

Since we believe that it is sound to utilize the same yardstick in
measuring costs in the settlement of issues as used in the negotiation
and termination action, adherence to the position is recommended.

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

a. Reasonableness as a standard.

Industry Contention

All comments offered indicated that "reasonableness! is a
critical consideration upon which a proper set of cost principles
should be constructed. They seem to say that use of the mere word
is all that is necessary to secure a proper performance. They
object particularly to some of our blanket determinations of un-
allowability which have been determined on the baesis that it is
unreesonable for any of the particular expense to be charged to

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

guessing" of contractor's mansgement.

Specifically, AIA says that reasonableness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deletlca.cf the "competitive
restraints” test says that this test "will require both the Contracting
Officer and audit personnel to mmeke economic determinations outside the
scope of their experience." NSIA says that "it is totally contrary to
good contracting policy"... to superimpose upon ['the contractor's
judgment_7 ... "ecriteria involving retroactive review of individual
business judgments with respect to the incurrence of costs." AMA says
that "organizations must function through the judgments and discretion
of its executives in the accomplishing of the purpose for which the
contract has been let", and suggests that it is not proper to second-
guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the requirement for special contract coverage "limits manage-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
Evalustion

It is essential that the definition of reasonableness be agreed upon.
Once it is egreed upon, 1t will be incumbent upon the Government repre=
sentatives to apply it in the performance under the contract. In the
event that such monitoring causes disellowances which will be interpreted
by contractors to be an "usurpation' of mensgement prerogative, resolution
can be effectuated through the "disputes' procedure. If reasonableness is
to mean anything at all, it must presuppose that it is possible for some-
thing to be unreasonable, end if an action is unreasonable, the cost
thereof should not be allowed. If such a determination of unreasonableness
of cost can be made in advance of the incurring of such cost, the contractor
should be benefitted.

Recommendation

The concept is sound and should be meintained.
b. Allocability as a standard.

Industry Contention

The concept of "allocability", like "reasonableness", needs no
definition or expansion. Any method of allocation, if in accordance
with generally sccepted accounting principles and practices, may be
used and must suffice for DOD contract costing purposes.
Specifically, MAPI says, "Comprehensive cost principles should recog-

nize that 'generally accepted accounting procedures' ineclude a variety
of acceptable methods of expense allocation” (but accepts our definition
vith only the addition of an "or" in its detailed criticism). In AIA's

rewrite, the definition is omitted and mentioned is made only to the




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

Evaluation

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

Throughout we have provided for the greatest latitude by such pro=-
visions as: "The contractor's established practices, if in accord with
such generally accepted accounting principles, shall be acceptable" and
"This principle for selection is not to be applied so rigidly as to
unduly complicate the allocation where substentially the same results
are achieved through less precise methods."

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

of allocability, but rather to the fact that the principles have determined

'12-




e

that certain elements such as contributions, profit sharing, and adver-
tising, are not allocable to Govermment contracts.

Recommendation

That this approach be continued.

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

Industry Contention

Uniformity in cost treatment is considered a sound objective.

However, this uniformity which has been a basic aim of all previous

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

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

allowable.

Specifically, NSIA states that "Uniformity of [fbost_7 treatment...
is a desirable goal." But it states that the negotiation requirement
"(a) favors any company in a strong negotiating position, (b) opens the
door to special treatment, and (c) limits menagement's discretion...
merely because cost coverage had not previously been negotiated." Again
it is stated that the new test of acceptebility, i.e., "compenies with
a preponderance of Government business ere not subject to competitive
restraints"...would promote a lack of uniformity in treatment...” The
C. of C. notes an inference "that the predetermination of basis for the
sllowability of costs nmust be sgreed to in advance" and recommends
deletion of the requirement. NAM feels that the negotiating languege
"limits management's prerogative to meke sound business decisions by
requiring prior approveal to incur legitimate business expenses...and
...8pecial provisions are required which have the effect of defeating

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

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

Some of the comments apparently arose through a mistaken impression
that failure to negotiate these items of cost in advance would meke them
unallowable. This 1s erroneous. Absolute uniformity of cost treatment
and cost result cannot be achieved. As a matter of fact, industry's own
proposals relating to the tests of reasonableness and generally accepted
accounting principles, if applied, can only result in gross lack of
uniformity of treatment and cost result. The negotiation technique
complaeined about was included in the draft to cause specific consider-
ation of the traditionally difficult costs which are potentially unsl-
lowable becuase of the high probebility of unreasonableness or nonal-
locgbility. We believe, moreover, that the very best finding of reason-
ableness of cost is one which is specifieally considered and negotiated
between the parties in advance. Because we believe that the success or
failure of the whole project is tied around these difficult costs, we
believe that it is essential that the concept be maintasined until it
is determined that a mutually accepteble DOD = Industry position can be
agreed upon.

Recommendation

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

Industry Contention

The selection of an accounting system is a management prerog-
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently epplied, it must suffice for governmental costing
purposes. It is therefore improper that particular eccounting
standards be included in the comprehensive set.

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

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

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standsrds for the
evalustion of the financial position of an enterprise and for the measure=-
ment of income and expense over & given period of time. Thus, & system
may be meintained in accordance with such principles, fulfilling the
requirements of management, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & product or
contract to the extent required for cost reimbursement or to support
pricing judgments. Thus, we have accepted the concept in its correct
sense by adding "applicable in the circumstances" meaning to DOD cone-

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

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

Within this very flexible framework of generally accepted accounting
principles and practices, in order to achieve some degree of consistency
and equity of treatment of different contracters and to eliminate as
meny questions as possible, we have set forth accounting standards or
guides in certain instances. These 4o not require that the contractor
change his accounting system any more than a taX statute requires him
to change his own method of accounting. But such guides are necessary
if we are to achieve any reasonable degree of uniformity of policy or
practice in the dealings of our thousands of procurement and audit
personnel with the many Defense contractors.

It is interesting to note that response of the American Institute
of CPA's did not contain objections to this aspect of the proposal.

Recommendation

That this general approach be continued.
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Issues in Basic Concepts

(in Brief)

Industry Contentions

The nature of the proposal is more

of "cost policies" than "Cost Prine-

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

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

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

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

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

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

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

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

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

Bvaluation and Recommendations

Both Government and industry require
the type of document which the draf't
represents. If consistency between
name and the nature of document is nec-
essary, change the name.

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

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

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

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

There was no intent to modify the

sound pricing policies. If the basic
direction does not so provide, suitable
mutually acceptable words ought to be
found.

ASPR, Part 8, Section III which the
Industry finds satisfactory now in-
cludes this provision.
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d. The application of the com-
prehensive set in the resolution
of cost issues is improper in that
it may imply that controversial
issves may not be negotiated but
will be unilaterally settled by
the Government.

It is contended that "reasonable-
ness" and "ellocability" are
adequate standards for the deter=
mination of cost. "Allocability"
is determined by the contractor's
normal accounting system if in
accordance with "generally ac-
cepted accounting principles.”
As a consequence it is questionw
eble that the requirement for
negotiation of certain of the
cost elements is sound. These
matters are discussed in the
following order:

a. Reasonableness as a =
standaxrd.

b. Allocability as a standard.

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

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

A yardstick for the measurement of
costs in the settlement of issues is
necessary. The standard set is-wxecom-
mended for this purpose.

"Reasonableness! requires both defini-
tion and application in the cost
elements.

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

We believe that the negotiation res::.:
quirement of some costs under some cir-
cumstances is sound. Benefit should
flow to the contractor by reason of
such agreements.

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




Issues in Ttems of Cost

(in Brief)

Industry Contention

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

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

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

Contributions and Donations.
Contributions are a part of

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

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

Bvaluation and Recommendation

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

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

We agree that the techrique for pay-
ing reasonable compensation should
not affect its allowability. We
recommend that cost of stock options
and compensation dependent upon or
measured by profits be made allowable.

We concur and recommend allowability
of reasonable contributions and
donations.

This problem has been thoroughly
studied and the conclusion reached
that interest should not be allowed as
a cost but that the degree of capital
requirements for carrying out the
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Overtime, etc., Industry is critical

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

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

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

Research and Development. Allow-
ance of applied research upon a
product line basis, and disallow-
ance of such product line research
in research contracts, is criti-
cized. The AIA criticizes, as

they did in their presentation

of 22 January, the requirement for
negotiation of the research expense.

Training and BEdQucational Costs.

Industry objects to (i) the limit-
ation of 2 hours a week for classes
during working hours, (ii) allow-
ance of only tuition, etc.,(but

not salary and subsistence) at post

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

Government's purposes should continue

to be taken into consideration in the
negotiation of the fee or price. Recom~
mendation: include this concept in T the
principles.

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

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

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

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

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

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

Industry Ccntention

Industry stated that the title of the document, "Contract Cost
Principles’, is a misnomer. A "principle", it is stated, is a concept
of fundame 1tal truth, while the draft document includes additional
rules, regulations, and menual-type matter. Industry suggests that
the document be recast into "principle” format, and if audit instruc-
tions are needed, they should be provided as & separate document.
Evaluation

Our experience over many years has led us to the conclusion that what
was needed to cover cost considerations in procurement is & document which
(1) defines the cost areas, (ii) provides the necessary guidance to permit
the contractors, the contracting activities and the auditors to XNOVW the
treatment which will be accorded for the aree, (iii) is drafted in a
manner suitable for incorporation by reference into cost-type contracts
so as to stipulate a sufficient reimbursement of cost provisions, but
sufficiently flexible to cover the problem of the cost consideration in
the pricing of fixed-price type contracts.

On the basis of this experience, the entire DOD (including the audit
and procurement elements of the military departments) is unanimous in
the view that in basic format and content we need something very close
to the present draft. The staff does not believe this to be a serious
industry objection. We believe that the argument is made simply to beg
for the moment the problem of the unallowables, but that any document
(such as an audit manual) which has the identical unallowables would
be subjected to the same objections. In the event that industry wishes
to press this point it is recommended that we rename it. Among the names

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

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

Mointain the nature of the document and negotiate with industry on

an sppropriatz title for the comncept.

2. Objective

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

Industry Contention

Industry (except MAPI) states generally that the objective of
one set of cost principles is sound for use, however, only in "cost-
related areas.” While there i1s & diversity of view as to what the
cost related areas are, there is general sgreement that it is im-
proper to use the set for the purpose of the submission of cost esti-
mates by contractors to support pricing. (See paragraph 3.a. en-
titled "Application - Contractors should not be bound by the prin-
ciples in submitting cost data in support of pricing estimates.™)
There is some feeling also that the entire firm-fixed price area is
not a cost-relsted area.

Specifically, NSIA says the "uniformity of treatment of contractors,
without regerd to the specific type of contract involved is, undoubtedly,
a desirable goal... However,"... "AMA calls it a commendable project'.
EIA says that "This Association has consistently taken the view that in
theory no exception can be taken to the development of one set of cost
principles for cost-type and fixed price contracts alike, provided...”
NAM says "We recognize the desirability of having a single set of cost
principles to be applied to all Government contracts when costs are a
factor, provided..."” AIA infers the same thing when it says that it
"has no objection to the establishment of & set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts and which..." [_Notwithstanding, the AIA provides an actual
proposal which provides different treatment of costs for both the nego-

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

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

-2 -
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Priniples provided that in their application, recognition is given
to the circumstances created by each type of contract as a part of
the couditions and factors which have a bearing on reasonableness,
relevancy, allowability," etc. MAPI, on the other hand, takes the
point of view that, "Few, if any, advantages are discernable and that
the suggestions bristles with possible disadvantages."
Evaluation

Only MAPI thinks that the objective, even with acceptance of
certain policy changes, is unsatisfactory. There is general admission
thet the use is proper (i) in cost reimbursement-type, (ii) incentive
type and price redetermination type contracts, so long as the "sound"
policies in Part 8, Section III, Price Negotiation Policies end Tech-
niques and Section VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comprehensive set is sound. Continue the
development. See the issue entitled "Application - Contractors should
not be bound by the principles in submitting cost data in support of
pricing estimetes"(paragraph 3.a.) for discussion of and recommendation
with respect to the use of the Set by contractors in the submission of
cost data by contractors to support pricing.

b. Allowance of all costs which are "normal costs of conducting
buginess is necessary.

Industry Contention

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

-3 -




Specifically, NSIA says that the "cost principles must be based
on tae Govermment's willingness to recognize and accept all normal
and legitimate costs of doing business. The determination of such
costs should not be subject to shadings, gradations, or special cir-
cumstances, nor should allowability be conditioned on the ability of
a contractor to previously negotiate special cost allowances into in-
dividual contracts. Again the NSIA speaks against the "disallowance
in whole or in part of many elements of costs which are generally
considered to be normal costs of doing business, costs which cannot
be avoided merely because the Government chooses to call them un-
allowable and which in non-Government business ere normally recovered
in the market place in the price of the article sold." AMA says that,
as a matter of sound philosophy, the Government must be willing "to
pay & failr and proportionate share of all the normal costs of conduct-
ing business." MAPI states that "To achieve a profit the business
Tirst must realize enough._from the sale of its products or services
to pay all its costs of doing business. To the extent that it fails
to recover all its legitimate costs incurred in performing work for
a single customer it is subsidizing that customer. ...ZfThi§J7 is not
sound economics and it is not sound public policy in the Government
interest.”" The Chamber of Commerce seys that the "comprehensive set
of cost principles should allow all legitimete costs of @oing business
provided they are reasonable and allocable to the contract involved."
EIA says it this way: "The basis and foundation of such a set of
cost principles would be & recognition by the Govermment that all

normal and legitimate costs of doing business are properly chargeable
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to Government business depending on their reasonableness and alloce-
bility to the work in question." NAM states that the comprehensive=-
set objective is sound provided the principles '"recognize the coneept
of reasonableness, generally accepted accounting practices and alloca-
bility, and encompass all normal costs of doing business." The Comp=
trollers Institute of America says that the proposal is defective
since it fails "to recognize or accept certain normasl and legitimate
costs of doing business and fails to give proper emphasis to the
basic principles of reasonableness, allocability and generally accepted
accounting principles and standards.”
Bvaluation

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

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

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

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptence of such costs? We believe the answer is
clearly "no"” and must be specifically stated.

(2) "To avoid duplicate recovery"”. We have proposed certain

compromises which, wkile perhaps not precise from an accounting view-
point, reach equitable results. Consider, for example, research and
development costs ircurred in accounting periods prior to the award
of a contract. They are declared ungllowable since we accept the cost
of current similer activities. To accept the cost of current research,
and then later pay again for the same benefit, would result in dupli=-
cation. In addition, this approach achieves substantial equity of
treatment of all contractors, whether they follow the practice of
capitalizing such costs or charging them to operations as they are
incurred. Our handling of plant recomversion costs represents another
example of this approach.

Recommendation

Based upon conversations with certain industry representatives
and the general tenor of the written comments, it is believed that
some relaxation of our treatment of a few costs would remove not only
this objection to the present draft but several others along with it,
and still represent equitable treatment. It is clear that their
principal objections go to; (i) compensation based upon or measured
by profits, (ii) aedvertising, and (iii) contributions and donations.

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

Industry Contention

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

-6 -




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

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified." It is stated further that "any revised
set of comntract cost principles should give full recognition to
doctrines propounded in the decisions of the Armed Services Board of
Contract Appeals. That is to say, the spirit of such cases as the
Swartzbaugh case,the Wichita Engineering case should be preserved."
The NSIA infers the same thing when, in criticizing the disallowance
of "losses on other contracts" states: "As written, the paragreph is
inconsistent with the Court of Claims decision in the Bell Aircreft
Corporation v. U.S. ...where & Govermment contractor was allowed to
capitalize losses on experimental contracts and allocate them as
costs to other Govermment contracts.”
Evaluation

We believe that these ''gains'ought to be reappraised cn an
objective basis in the menner in which a&ll cost elements should.
To the extent that this consideration indicates disallowance, they
should be so treated. ASBCA and Court ceses are determinations of
existing facts only based upon the then existing cost rules. The
question of whether these rules and, hence, these decisions are
proper from & policy standpoint is now up for recommendation.

Recommendation

Reject the contention and reevaluate the items as appropriate.




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

cost data in support of pricing estimates.

Industry Contention

Industry must not be asked to accept the cost principles as

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

port of pricing, repricing, progress payments, etc.

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

Evaluation

We recognize that our proposed provision [/ 15-101(a)(ii)(A) / cannot
be strictly enforced upon contractors, particularly in connection with
precontract negotiations. However, the statement of fact that contractors
are expected to follow these principles as a gulde will, we believe, be
effective in most cases. However, whether industry accepts or not, we
need an objective standard by which to evaluate price proposals and if
industry includes unallowable cost elements we need to be able to identify
such costs through expended audit evaluation of proposals.

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

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

-8 -
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Recommendation

Maintain this concept in the course of the negotiation with industry.
b. Proposed application in pricing seriously harms present sound
pricing policies.

Industry Contention

The draft, by its terms or by implication, largely negates the

sound negotiation policies and techniques contained in ASPR Part 8,

Section III, Price Negotiation Policies &nd Techniques, and Section

VIII, Termination of Contracts: (i) by necessitating a preoccupation

with elements of costs and the element of profit and thereby losing

the fundamental objective ~- Price, and (ii) resulting in interference
with the present sound policy emphasis toward firm fixed price con-
tracting.

Specifically, NSIA says that the format "changes the basic philosophy
with respect to the pricing of negotiated contracts' and results in
"mathematical pricing / which / is incompatible with the intent of fixed
price contracts and would result in pricing on the illegal basis of cost
plus a percentage of cost.! EIA says that the proposal "conflicts with
Part 8, Section III of ASPR which specifies in detail how the cuntract
price must be arrived at through negotiation...and as & practical matter,
the detailed cost treatment of Part 2 will have the same application for
fixed price redeterminable contracts as for cost-type contracts." AIA
says that the "application...in the form proposed to fixed-price type
contracts is viewed with grave concern. We do not believe that prices
under fixed-price type contracts should be established in a manner which
would substitute the arbitrary listing of allowable costs plus a profit
allowance for the sound practice of negotiating & total price... It is
our opinion that such a requirement would not only destroy the fixed~
price concept of contracting but would also impose arbitrary and burden-

some administrative controls upon industry which would seriously impair

management responsibility, authority, filexibility, and incentive."

-9 -
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The Chamber of Commerce says that the "contractor has no freedom to
bargain for a total rwice that will assure him a return of the actual
costs..." MAPI quotas with apparent appreciation several passages from
Part 8, Sectiorn IIT which it characterizes as an "eXxcellent statement
of broad policy" bu. states a "special concern with the possible effects
of this proposal’s adoption on firm, fixed-price contracting." Adoption
would "inevitably...extend the area of negotiation and certainly to
complicate its conduet.: The "proposal...cannot fail, in our judgment,
to distribute these (cost-type) disadvantages much more widely by con-
verting many so-called fixed-price agreements into cost-type contracts,
in fact if not in law." "Its specifications of cost allowability will
be substituted for that 'sound' judgment which this (pricing) policy'
invokes, and the distinction between ‘cost-type' and'fixed-price' con-
tracts will -- in a large measure -- have been obliterated.”
Evaluation

There was no intention of changing the "sound" procurement policy
relative to negotiation of prices as contained in ASPR Part 8, Section
III and of termination contained in ASPR Section VIII, relative to the
necessity of audit to support pricing, the use of cost data as submitted
by contractors and as developed by the Audit Agencies in pricing, nor
is there actually any change. The intention was simply that there ought

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

inquiry or audit is indicated and conducted. We do not believe that
industry actually believes what is contended here, since the seme agru-
ments can be made with respect to ANY KNOWLEDGE or concern with the

prospective costs of performance under any standards. Thus, they

must be saying that any knowledge, concern, or relationship of price to
expected cost of performance is not proper. We believe that the concern

- 10 -




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

Recommendation

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

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

Industry Contention

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

Specifically, AMA says that the "draft does not clearly spell out the
function of the contracting officer in meking business decisions, but
encourages an audit approach to contract writing and administration. While
the audit function is vital, it should only be advisory and business evalu-
ation and decision should he vested in the contracting officer.” AMA also
incorporated a previous submission in which it said, "Certainly all of
the tools of price redetermination should be available to and utilized
by, the Contracting Officer, but such aids should be advisory and not
conclusive. One of the objectives of the contemplated principles should

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

mination type contracts.?




Evaluation
Industry's suggestion is now included in Part 8, Section III, with
which Industry has expressed satisfaction.

Recommendation

No action.
d. Application of principles in resolution of cost issues will harm
negotiation.

Industry Contention

Industry's objection to the applicability provision which pro-
vides that the comprehensive set will serve as a "guide in the re-
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue" is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.

While the NSIA does the same thing, they do so in a way which will

permit the isolation of this provision as & separate issue.

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

The general industry position is that the cost factors ought not to
be the subject of negotiation, that price, not costs, in fixed-price
contracting ought to be negotiated. Since the Government agrees to the
conclusion (see 3.b. above), provision is made that the principles shall
be used as & "GUIDE" in the establishment of the fixed price. Not to do
so leaves the ASBCA and the Courts with the problem of the measurement

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

consider the guidance proper.

- 12 -




o bon

Recommendation

Since we believe that it is sound to utilize the same yardstick in
measuring coste in the settlement of issues as used in the negotiation
and termination action, adherence to the position is recommended.

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

&. Reasonsbleness as a standard.

Industry Content’ on

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

Specifically, AJA says that reasonsbleness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deletlca cf the "competitive
restraints” test says that this test "will require both the Contracting
Officer and audit personnel to maske economic determinations outside the
scope of their experience." NSIA says that "it is totally contrary to
good contracting policy"... to superimpose upon ZT%he contractor's
judgment;7 ... "eriteria involving retroactive review of individual
business judgments with respect to the incurrence of costs." AMA says
that "organizations must function through the judgments and discretion
of its executives in the accomplishing of the purpose for which the
contract has been let", and suggests that it is not proper to second-
guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the requirement for special contract coverage "limits manage=-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
BEvaluation

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

Recommendation

The concept is sound and should be maintained.
b. Allocability as a stendard.

Industry Contention

The concept of "allocability", like "reasonableness", needs no
definition or expansion. Any method of allocation, if in accordance
with generally accepted accounting principles and practices, may be
used and must suffice for DOD contract costing purposes.
Specifically, MAPI says, "Comprehensive cost principles should recog-

nize that 'generally accepted accounting procedures' include a variety
of acceptable methods of expense allocation" (but accepts our definition
with only the addition of an "or" in its detailed criticism). In AIA's

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

Evaluation

For purposes of this document, it is believed that definition and
some discussion of the concept of allocation 1s necessary. Allocation,
for certain business purposes such as published statements or taxes,
does not require the degree of refinement that is appropriate for our
costing purposes. OQur proposal merely points out the various methods
of allocation which should be considered in distributing expenses for
contract cost purposes depending upon the circumstances. EIA seemed to
recognize this view when they commented; "It (& set of cost principles)
would have as its two main objectives, first, the enumeration of ac-
ceptable methods of allocating earnings and expenses to segments of
the contractor's business and, where required, to specific contracts;
and second, the establishment of acceptable accounting methods for
identifying and reporting items of income and expenditures, and those
items of a Contractor's income statement which do not represent cost
of operations."

Throughout we have provided for the greatest latitude by such pro-
visions as: "The contractor's established practices, if in accord with
such generally accepted accounting principles, shell be acceptable'" and
"This principle for selection is not to be applied so rigidly as to
unduly complicete the allocation where substantially the same results
are achieved through less precise methods."

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

of allocability, but rather to the fact that the principles have determined
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that certain elements such as contributions, profit shering, and adver-
tisisg, are nct allocable to Government contracts.

Recomrnendatior

That this approach be continued.

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

Industry Contention

Uniformity in cost treatment is considered & sound objective.

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

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

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

allowable.

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

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

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

Some of the comments apparently arose through a mistaken impression
that failure to negotiate these items of cost in advance would meke them
unallowable. This is erroneous. Absolute uniformity of cost treatment
and cost result cannot be achieved. As a matter of fact, industry's own
proposals relating to the tests of reasonableness and generally accepted
accounting principles, if applied, can only result in gross lack of
uniformity of treatment and cost result. The negotiation technique
complained about was included in the draft to cause specific consider-
ation of the traditionally difficult costs which are potentially unal-
lowable becuase of the high probability of unreasonableness or nonal-
locability. We believe, moreover, that the very best finding of reason-
ableness of cost is ome which 1s specifically considered and negotiated
between the parties in advance. Decause we believe that the success or
failure of the ghole project is tied around these difficult costs, we
believe that it is essential that the concept be maintained until it
is determined that a mutually acceptable DOD - Industry position can be;
sgreed upon.

Recommendation

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

Industry Jontention

The 3selection of an accounting system is & mansgement prerog-
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently applied, it must suffice for govermnmental costing
purposes. It is therefore improper that particular accounting
standards be included in the comprehensive set.
8pecifically, NSIA says, "It would require drastic revisions in

existing and accepted accounting systems of contractors." AIA says that
we "...should recognize the basic principle that any financial system
must assign the total cost of doing business to the work performed upon
whatever basis fits a company's particuler reguirements for the realistic
reporting of operating results to stockholders, the Securities end Ex-
change Comuission, and others.! AMA states that we should recognize

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

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standards for the
eveluation of the financial position of an enterprise and for the measure-
ment of income and eXpense over a given period of time. Thus, & system
may be maintained in accordance with such principles, fulfilling the
requirements of wmanagement, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & product or
contract to the extent required for cost reimbursement or to support
pricing judgments. Thus, we have accepted the concept in its correct
sense by adding "applicable in the circumstances" meaning to DOD con-

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

As g1 exanmple of the inadequacy of "generally accepted accounting
princip.es and practices" for Government contract costing purposes, we
might :ite the treatment of depreciation on fully depreciated assets.
Ordinurily such depreciation could not be charged as a cost under
generally accepted accounting principles. However, to achieve equity
in reimbursing the contractor for use of hifSsassets in this category
in any procurement program, we permit a "use charge" under certain cir-
cumstances, which is the equivalent of depreciation.

Within this very flexible framework of generally accepted accounting
principles and practices, in order to achieve some degree of consistency
and equity of treatment of different contracters and to eliminate as
many questions as possible, we have set forth accounting standards or
guides in certain instances. These do not regquire that the contractor
change his accounting system any more than a tax statute requires him
to change his own method of accounting. DBut such guides are necessary
if we are to achieve any reasonable degree of uniformity of policy or
practice in the dealings of our thousands of procurement and audit
personnel with the many Defense contractors.

It is interesting to note that response of the American Institute
of CPA's did not contain objections to this aspect of the proposal.

Recommendation

That this general approach be continued.
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Issues in Basic Concepts

(in Brief)

Indur.tr:- Conteut ons
ot r———f—— ——

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

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

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

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

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

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

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

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

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

Evaluation and Recommendations

Both Government and industry require
the type of document which the draft
represents. If consistency between
name and the nature of document is nec-
essary, change the name.

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

All costs are not per se reasonable or
allocable against Gov't business. 1In
addition public policy and duplicate
recovery situations require disallow=-
ance in some respects.

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

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

There was no intent to modify the

sound pricing policies. If the basic
direction does not 8o provide, suitable
mutually acceptable words ought to be
found.

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




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

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

8.. Reasonableness as a -
standard.

b. Allocability as a standard.

¢. BSoundness of the require-
ment for negotiation in the deter-
mination of the cost treatment,
particularly reasonableness and
allocability is questioned.

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

A yardstick for the measurement of :uF
costs in the settlement of issues is
necessary. The standard set is recom-
mended for this purpose.

"Reasonableness! requires both defini-
tion and application in the cost
elements.

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

We believe that the negotistion res:i:w
quirement of some costs under some cir-
cumstances is sound. Benefit should
flow to the contractor by reason of
such agreements.

"Generally accepted accounting prin-
ciples” do not necessarily yield
costs related to a product or con-
tract to the extent required for cost
reimbursement or to support pricing
Judgments. Therefore, accounting
standards must be estsblished which
will provide this information.
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Issues in Items of Cost

(in Drief)

Industry Cortention

Advertising Costs: (i) product
edvertising creates mass markets,
which, in turn, contribute to
industry's ability to perform
defense work cheeper; (ii) in-
stitutional type advertising
effects employee and community
relations and stimilates in-
terest in employment; end (iii)
the requirements of carrying out
the contract sometimes require
advertising for scarce materials,
subcontracting and the like. It
is contended that all should be
allowed.

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

Cormpensation for personal
services. All techniques for
compensation of indivicduals for
services rendered ought to be
allowable if the total compen-
sation is reasonsble for services
rendered. Bpecifically, the
cost of stock options and com-~
pensation which may be dependent
on or are measured by profits,
are costs and should be made
allowable.

Contributions and Donations.
Contributions are a part of

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

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

BEvaluation and Recommendation

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

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

We agree that the techrique for pay-
ing reasonable compensacion should
not affect its aliowability. We
recommend that cost of stock options
and compensation dependent upon or
measured by profits be made allowable.

We concur and recommend allowability
of reasonable contributions and
donations.

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




10.

Overtime, etc.
of the draft which reflected the
policy existing at the time the
draft was written. We have since
modified the policy.

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

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

Research and Development. Allow-
ance of applied research upon a
product line basis, and disallow-
ance of such product line research
in research contracts, is criti-
cized. The ATA criticizes, as
they did in their presentation

of 22 January, the requirement for

negotiation of the research expense.

Traeining and Educational Costs.
Industry objects to (i) the limit-
ation of 2 hours a week for classes
during working hours, (ii) allow-
ance of only tuition, etc.,(but

not salary and subsistence) &t post

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

Industry is critical

Government's purposes should continue

to be taken into consideration in the
negotiation of the fee or price. Recom~
mendation: include this concept in the
principles.

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

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

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

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

The entire progrem was developed by the
procurement, manpower and reseerch in-
terests of OASD and the military depart-
ments as a reasonable program under
today's conditions. Recommend; no
change in the principle.




Issues in Basic Concepts ,‘/‘

|
N

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

Industry Contention

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

Our experience over many years has led us to the conclusion that what
was ne=ded to cover cost considerations in procurement is & document which
(1) defines the cost areas, (ii) provides the necessary guidance to permit
the contractors, the contracting activities and the auditors to KNOW the
treatment which will be accorded for the area, (iii) is drafted in a
manner suitable for incorporation by reference into cost-type contracts
80 as to stipulate a sufficient reimbursement of cost provisions, but
sufficiently flexible to cover the problem of the cost consideration in
the pricing of fixed-price type contracts.

On the basis of this experience, the entire DOD (including the audit
and procurement elements of the military departments) is unanimous in
the view that in basic formet and content we need something very close
to the present draft. The staff does not believe this to be a serious
industry objection. We believe that the argument is made simply to beg
for the moment the problem of the unallowables, but that any document
(such as an audit manual) which has the identical unsllowables would
be subjected to the same objections. In the event that industry wishes
to press this point it, is recommended that we reneme it. Among the names

{

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

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

Industry Contention

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

Specifically, NSIA ssys the "uniformity of treatment of contractors,
without regard to the specific type of contract involved is, undoubtedly,
a desirable goal... However,"... "AMA calls it a commendasble project.
EIA says that "This Association has consistently taken the view that in
theory no exception can be taken to the development of one set of cost
principles for cost-type and fixed price contracts alike, provided..."
NAM seys "We recognize the desirability of having a single set of cost
principles to be applied to all Government contracts when costs are a
factor, provided..." AIA infers the same thing when it says that it
"has no objection to the establishment of a set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts and which...” [/ Notwithstanding, the AIA provides an actual
proposal which provides different treatment of costs for both the nego-

tiation of prices and termination settlementz;7 The American Institute

of CPAs states concurrence "in the idea of a single broad set of cost
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Principlies provided that in their application, recognition is given
to the q’rcumstances cfeated by each type of contract as a part of
the couditions and factors which have a bearing on reasonableness,
relesancy, allowability,"” ete. MAPI, on the other hand, takes the
point of view that, "Few, if any, advantages are discernable and that
the suggestions bristles with possible disadvantages.”
Evaluation

Only MAPI thinks that the objective, even with acceptance of
certain policy changes, is unsatisfactory. There is general admission
that the use is proper (i) in cost reimbursement-type, (ii) incentive
type and price redetermination type contracts, so long as the ''sound"
policies in Part 8, Section III, Price Negotiation Policies and Tech-

niques and Section VIII, Termination of Contracts are emphasized.

Recommendation
The objective of the comprehensive set is sound. Continue the ngl N
development. See the issue entitled "Application - Contractors should
not be bound by the principles in submitting cost data in support of
pricing estimates"(paragraph 3.a.) for discussion of and recommendation
with respect to the use of the Set by contractors in the submission of
cost data by contractors to support pricing.
b. Allowance of all costs which are "normal costs of conducting
business is necessary.

Industry Contention

The basic objective of the comprehensive set must be fairness
and equity to Government and to industry. PFairness to industry
. requires recognition and allowability of ALL COSTS OF DOING BUSI-
NE3S to the extent that such costs are allocable and reasonsble.
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Specifically, NSIA says that the "cost principles must be based
op the Government's willingness to recognize end accept all normal
and legitirate costs of doing business. The determination of such
costs shouid not be subject to shadings, gradations, or special cir-
cumstances, nor should allowability be conditioned on the ability of
& contractor to previously negotiate special cost allowances into in-
dividual contracts?' Again the NSIA speaks egeinst the "disallowance
in vhole or in part of many elements'of costs which are generally
considered to be normel costs of doing business, costs which cannot
be avoided merely because the Government chooses to call them une-
allowable and which in non-Government business are normally recovered
in the market place in the price of the article sold." AMA says that,
as a matter of sound philosophy, the Govermment must be willing "to
pey & fair and proportionate share of all the normal costs of conduct-
ing business." MAPI states that "To achieve & profit the business
first must reelize enough.from the sale of its products or services
to pay all its costs of doing business. To the extent that it fails
to recover all its legitimate costs incurred in performing work for
a single customer it 1s subsidizing that customer. ...[fThis_7 is not
sound economics and it is not sound public policy in the Government
interest." The Chamber of Commerce says that the "comprehensive set
of cost principles should allow all legitimate costs of @cilng business
provided they are reasonable and allocable to the contract involved."
EIA says it this way: "The basis and foundation of such a set of
cost principles would be & recognition by the Government that all

~

normal and legitimate costs of doing business are properly chargeable
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to Government business depending on their reasonableness and alloca~-
bility to the work in question.” NAM states that the comprehensive-
set objective i1s sound provided the principles "recognize the coneept
of reasonableness, generally asccepted accounting practices and alloca-
bility, and encompass all normal costs of doing business.” The Comp-
trollers Institute of America says that the proposal is defective
since it fails "to recognize or accept certain normal and legitimate
costs of doing business and fails to give proper emphasis to the
basic principles of reasonableness, allocability and generally accepted
accounting principles and standards."
Evaluation
Of all the points raised by industry, this is probably the most
s difficult to resolve to the satisfaction of both parties. We agree
that epplication of the tests of allocability and reasonableness as
the sole criteria for determining allowability is appealing. However,
such application for purposes of this statement is not adequate for
two reasons. First, the two terms "allocable" and "reasonable,
despite the fact that we have defined them, are indefinite, judgment
terms. The thousands of users need further guidance and a fuller
description of their application to certain elements of cost if we
are to achieve any satisfactory degree of uniformity of treatment.
s ¢ una/o@[_é/,‘
Second, there are certain costs whichy 1) as a matter of public
policy, or (2) because allowance would represent duplicate recovery.

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

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

a selling expense. The code of ethics of public servants cleerly pro-

hibits acceptance of such favors. Are we then to condone the practice
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by inference by acceptance of such costs? We believe the answer is
cleerly "no" and must be specifically stated.

(2) "To avoid duplicate recovery". We have proposed certain

compromises which, while perhaps not precise from an accounting view=-
point, reach equiteble results. Consider, for example, research and
development costs incurred in accounting periods prior to the award

of & contract. They are declared unellowable since we accept the cost
of current similar gctivities. To accept the cost of current research,
and then later pay again for the same benefit, would result in dupli-
cation. In addition, this approach achieves substantial equity of
treatment of all contractors, whether they follow the practice of
capitalizing such costs or charging them to operations as they are
incurred. Our handling of plant reconversion costs represents another
example of this approach.

Recommendation

Based upon conversations with certein industry representatives
and the general tenor of the written comments, it is believed that
some relaxation of our treatment of a few costs would remove not only
this objection to the present draft but several others along with it,
and still represent equitable treatment. It is clear that their
principal objections go to; (i) compensation based upon or measured
by profits, (ii) advertising, and (iii) conmtributions and donations.

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

Industry Contention

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

-6 -




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

decision as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been nullified."” It is stated further that "any revised
set of contract cost principles should give full recognition to
doctrines propounded in the decisions of the Armed Services Board of
Contract Appeals. That is to say, the spirit of such cases as the
Swartzbaugh case,the Wichita Engineering case should be preserved."
The NSIA infers the same thing when, in criticizing the disallowance
of "losses on other contracts" states: "As written, the paragraph is
inconsistent with the Court of Claims decision in the Bell Aircraft
Corporation v. U.S. ...where a Qovernment contractor was allowed to
capitalize losses on experimental contracts and allocate them as
costs to other Covernment contracts." S ﬁﬁfﬁ: Ef?ﬁﬁ ~,
Evalugtion v

We believe that these "gains'"ought to be reappraised cn en
objective basis in the manner in which all cost elements should.
To the extent that this consideration indicetes disallowance, they
should be so treated. ASBCA and Court cases are determinetions of
existing facts only based upon the then existing cost rules. The
question of whether these rules and, hence, these decisions are
proper from a policy standpoint is now up for recommendation.

Recommendation

Reject the contention and reevaluate the items as appropriate.




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

cost data in support of pricing estimates.

Industry Contention

Industry must not be asked to accept the cost principles as

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

port of priecing, repricing, progress payments, etc.

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

Evaluation

We recognize that our proposed provision / 15-101(a)(ii)(4) / cannot
be strictly enforced upon contractors, particularly in connection with
precontract negotiastions. However, the statement of fact that contrectors
are expected to follow these principles as & guide will, we believe, be
effective 1n most cases. However, whether industry accepts or not, we
need an objective standard by which to evaluate price proposals and if
industry includes unallowable cost elements we need to be able to identify
such costs through expanded audit evaluation of proposals.

Apparently the requirement would be much less objectionable if certain
items were not flaﬁly disallowed in every case.

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

Meintain this concept in the course of the negotiation with industry.
b, Proposed application in pricing seriously harms present sound
pricing policies.

Industry Contention

The draft, by its terms or by implication, largely negates the

sound negotiation policies and techniques contained in ASPR Part 8,

Section III, Price Negotiation Policies and Techniques, and Section

VIII, Termination of Contracts: (i) by necessitating a preoccupation

with elements of costs and the element of profit and thereby losing

the fundamental objective -- Price, and (ii) resulting in interference
with the present sound policy emphasis toward firm fixed price con-
tracting.

Specifically, NSIA says that the format '"changes the basic philosophy
with respect to the pricing of negotiated contracts' and results in
"mathematical pricing [fﬁhich_7 is incompatible with the intent of fixed
price contracts and would result in pricing on the illegal basis of cost
plus a percentage of cost.! EIA says that the proposal "conflicts with
Part 8, Section III of ASPR which specifies in detail how the contract
price mugt be arrived at through negotiation...and as a practical matter,
the detailed cost treatment of Part 2 will have the same application for
fixed price redeterminable contracts as for cost-type contracts."” AIA
says that the "application...in the form proposed to fixed~price type
contracts is viewed with grave concern. We do not believe that prices
under fixed-price type contracts should be established in a manner which
would substitute the arbitrery listing of asllowable costs plus a profit
allowance for the sound practice of negotiating & total price... It is
our opinion that such & requirement would not only destroy the fixed-
price concept of contracting but would also impose arbitrary and burden-

some administrative controls upon industry which would seriously impair

management responsibility, authority, flexibility, and incentive.”
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The Chamber of Commerce says that the "contractor has no freedom to
bargain for a total price that will assure him a return of the actual
costs..." MAPT quotes with apparent appreciation several passeges from
Part 8, Section III which it characterizes as an "excallent statement
of broad policy" but states a "special concern with the possible effects
of this proposal's adoption on firm, fixed-price contracting." Adoption
would "inevitably...extend the area of negotiation and certainly to
complicate its conduct.: The "proposal...cannot fail, in our judgment,
to distribute these (cost-type) disadvantages much more widely by con-
verting many so-called fixed-price agreements into cost-type contracts,
in fact if not in law." "Its specifications of cost allowability will
be substituted for that 'sound’' judgment which this (pricing) policy
invokes, and the distinction between 'cost-type' and'fixed-price' con-
tracts will -- in a large measure -- have been obliterated."
Evaluation

There was no intention of changing the '"sound" procurement policy
relative to negotiation of prices as contained in ASPR Part 8, Section
III and of termination contained in ASPR Section VIII, relative to the
necessity of audit to support pricing, the use of cost data as submitted
by contractors and as developed by the Audit Agencies in pricing, nor
is there actually any change. The intention was simply that there ought

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

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

prospective costs of performance under any standards. Thus, they

must be saying that any knowledge, concern, or relationship of price to
expected cost of performance is not proper. We believe that the concern

"lO"'




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

Recommendation

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

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

Industry Contention

In pricing, the audit eaid must be advisory to the contracting
officer and price analysis should be the responsibility of the
contracting officer. To have either of these responsibilities
performed by the suditor necessarily results in formule pricing
and pricing by audit.

Specifically, AMA says that the "draft does not clearly spell out the
function of the contracting officer in meking business decisions, but
encourages an audit approach to contract writing and administration. While
the audit function is vital, it should only be advisory and business evalu-
ation and decision should be vested in the contracting officer."” AMA also
incorporated & previous submission in which it said, "Certainly all of
the tools of price redetermination should be available to and utilized
by, the Contracting Officer, but such aids should be advisory and not
conclusive. One of the objectives of the contemplated principles should

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

mination type contracts.!
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Evelusation
Industry's suggestion is now included in Part 8, Section III, with
which Industry has expressed satisfaction.

Recommendation

No action.
d. Application of principles in resolution of cost issues will harm
negotiation.

Industry Contention

Industry's objection to the applicability provision which pro-
vides that the comprehensive set will serve as a "guide in the re-
solution of the acceptability of specific items of costs in forward
pricing when such costs have become an issue" is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.

While the NSIA does the same thing, they do so in a way which will

permit the isolation of this provision as a separate issue.

Specifically, NSTA construes the words as implying that "contro-
versial issues cannot be negotiated and that they will be unilaterally
settled by the Government." Accordingly, NSIA suggests this applicetion
be deleted.
Bvaluation

The general industry position is that the cost factors ought not to
be the subject of negotiation, that price, not costs, in fixed-price
contracting ought to be negotiated. Since the Government agrees to the
conclusion (see 3.b. above), provision is made that the principles shall
be used as & "GUIDE" in the establishment of the fixed price. Not to do
s0 leaves the ASBCA and the Courts with the problem of the measurement

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

congider the guidance proper.
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Recommendation

Since we believe that it is sound to utilize the same yardstick in
measuring costs in the settlement of issues as used in the negotiation
and termination action, adherence to the position is recommended.

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

&. Reasonableness as a standard.

Industry Contention

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

Specifically, AIA says that reasonableness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deleticn cf the "competitive
restraints” test says that this test "will require both the Contracting
Officer and audit personnel to meke economic determinations outside the
scope of their experience." NSIA says that "it is totally contrary to
good contracting policy"... to superimpose upon [fthe contractor's
judgment;7 ... "criteria involving retroactive review of individual
business judgments with respect to the incurrence of costs." AMA says
that "organizations must function through the judgments and discretion
of its executives in the accomplishing of the purpose for which the
contract has been let", and suggests that it is not proper to second-
guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the requirement for special contract coverage "limits manage-
ment's preogative to make sound business decisions by requiring prior
approval to incur legitimate business expenses.
Bvaluation

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

Recommendation

The concept is sound &nd should be maintained.
b. Allocability as a standard.

Industry Contention

The concept of "allocability", like "reasonableness", needs no
definition or expansion. Any method of allocation, if in accordance
with generally sccepted accounting principles and practices, may be
used and must suffice for DOD contract costing purposes.
Specifically, MAPI says, "Comprehensive cost principles should recoge-

nize that 'generally accepted accounting procedures! include a variety
of acceptable methods of expense allocation” (but accepts our definition
with only the addition of an "or" in its detailed criticism). In AIA's

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

Evaluation

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

Throughout we have provided for the greatest latitude by such pro-
visions as: "The contractor's established practices, if in accord with
such generally accepted accounting principles, shall be acceptable" and
"This principle for selection is not to be applied so rigidly as to
unduly complicate the allocation where substantially the same results
are achieved through less precise methods."

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

of allocability, but rather to the fact that the principles have determined
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that certain elemerts such as contributions, profit shering, and adver-
tising, are not a&l’.ocable to Government contracts.

Recommendation

‘That this approach be continued.

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

Industry Contention

Uniformity ir cost treatment is considered a sound objective.

However, this uniformity which has been & basic aim of all previous

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

that certain listed costs be the subject of negotiation to meke them

allowable.

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

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

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

Justify it."

Evaluation

Some of the comments apparently arose through & mistaken impression
that failure to negotiate these items of cost in advance would meke them
unallowable. This is erroneous. Absolute uniformity of cost treatment
and cost result cannot be achieved. As a matter of fact, industry's own
proposals relating to the tests of reasonableness and generally accepted
accounting principles, if applied, can only result in gross lack of
uniformlty of treatment and cost result. The negotiation technique
complained about was included in the draft to cause specific consider-
ation of the traditionally difficult costs which are potentielly unal-
lowable becuase of the high probability of unreesonableness or nonal=-
locability. We believe, moreover, that the very best finding of reason-
ableness of cost is one which is specifically considered and negotiated
between the parties in advance. Decause we believe that the success or
failure of the vhola project is tied around these difficult costs, we
believe that it is essential that the concept be maintained until it
is determined that & mutually acceptable DOD - Industry position can be‘
agreed upon.

Recommendation

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

Industry Contention

The selection of an accounting system is a mensgement prerog-
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently applied, it must suffice for governmental costing
purposes. It is therefore improper that particular accounting
standards be included in the comprehensive set.

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

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

established accounting system." (Underscoring added.)
Evaluation

Generally accepted accounting principles are broad standards for the
evalugtion of the financial position of an enterprise and for the measure=-
ment of income and expense over a given period of time. Thus, & system
may be maintained in accordance with such principles, fulfilling the
requirements of mansgement, the stockholders, taxing authorities, and
others, and yet not necessarily yield costs related to & product or
contract to the extent required for cost reimbursement or to support
pricing judgments. Thus, we have accepted the concept in its correct
sense by adding "applicable in the circumstances" meaning to DOD con~

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

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

Within this very flexible framework of generally accepted accounting
principles and practices, in order to achieve some degree of consistency
and equity of treatment of different contracters and to eliminate as
many questions as possible, we have set forth accounting standerds or
guides in certain instances. These do not require that the contractor
change his accounting system any more than a tax statute requires him
to change his own method of accounting. DBut such guides are necessary
if we are to achieve any reasonable degree of uniformity of policy or
practice in the dealings of our thousands of procurement end audit
personnel with the many Defense contractors.

It is interesting to note that response of the American Institute
of CPA's did not contain objections to this aspect of the proposal.

Recomendation

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

(in Brief)

Industry Contention

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

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

Plant Reconversion Costs. Recon-
version from defense work to civie
lian work may be so costly as to
make it inequitable to require
such reconversion to be paid for
by the new production. It is
suggested that allowability
should be stated in such a way

as to not preclude payment there-
for by the Government.

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

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

that the general rule ought to

be "open marliet" rental worth of
the property.

Lvaluation and Recommendation

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

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

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

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

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




.....
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Research and Development. Allow-
ance of applied research upon a
product line basis, and disallow-
ance of such product line research
in research contracts, is criti-
cized. The AIA criticizes, as
they did in their presentation

of 22 January, the requirement for
negotiation of the research ex-
pense.

Training and Educationel Costs.

- Industry objects to (i) the limi-

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

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

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

-The entire program was developed by

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




Issue

1.

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

Indust Positio

The extension of cost principles to fixed price type
contracts will inevitably result in formula pricing. Industry
particularly objects to the requirement for submission of price
proposals in accordance with the cost principles., Objection is
made to use of principles in connection with terminated fixed price
type contracts and to their applicability to subcontractors and
vendors.

Goverpment Positiop

We have recognized that industry objections to our previous
draft are, to some extent, well taken. By emphasizing the pricing
principles set forth in ASPR Section III, Part 8, and by treating
the applicability of the cost principles to fixed price type con-
tracts in a separate section, we feel that there is less danger
of formula pricing. The requirement for submission of price
proposals in accordance with the principles has been eliminated.

We do not agree that the principles should hAve no applicability to
fixed price type contracts. We do not agree with Industry that the
cost principles be inapplicable to terminated contracts. The
principles would be used to provide general guidance in both the prime
and subcontract areas when costs are a factor in pricing.

Current Proposal

1. A new part is proposed in Section XV to specifically deal
with Fixed price type contracts.

2. Pricing, as distinguished from costing, is emphasgized.

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

4. The principles 'shall be used to provide general guidance
in the evaluation of cost data required to establish a fair and
reasonable price" when costs are to be considered in the negotiation
of fixed price type contracts.

Issue

2.

Recognition of all normal and legitimate costs.

Industry Position

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




2 rssue Cont.

Government Position

As a generality, we agree that we should accept our share
of the normal expenses of doing business. Nevertheless, the
difference between commercial business and government business
is such that certain types of expense should not be allocated to
us, no matter what the accounting system of the contractor normally
provides. Examples of such expenses are entertainment expgnse and
reserves for commercial bad debts.

Cur t Proposa

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

Issue

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

st Positio

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

Goverpment Position

"Generally accepted accounting principles" are broad standards for
the evaluation of the financial position of an enterprise and for
the measurement of income and expense over a given period of time.
Thus a system mey be maintained in accordance with such principles and
fulfill the requirements of management, the stockholders, the taxing
authorities, and others, and yet not yield cost data satisfactory for
cost reimbursement or to support priecing judgments without some
adjustments. Accordingly what may be "good accounting practice," for
the purpose of determining the company's overall income and expense ,
may be inappropriate when determining the price to be charged a
particular customer or class of customers.

Current Proposal

We have made no additional cq?nges in the cost principles to
accommodate this Industry argument. fetr N
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Issue

4. Advanced understandings with respect to certain specific cost

elements, aea—a—ponerat-idy.,

Industry Position

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

Y
Government Position , [FRTViE
We think that the desirability of reaching gﬁvanced understandings
on certain controversial items is an important-feeter of the regulation
and should be retained. We have made certain changes in this section
of a clarifying nature which are designed to accommodate the industry
objections in some degree.

C t Prcposal

We propose that the cost principle be changed to clearly indicate
that "the absence of such an advanced agreement on any element of
cost will not, in itself, serve to make that element either allowable
or unallowable." Additionally, we have segregated the items for which
advanced understandings are "normally essential" from those where
elements are "normally appropriate,”

issue
5. Advertising Costs.
I try Pogitio

While recognizing that some forms of advertising are seldom, if
ever, properly allocable to government contracts, Industry protests the
absolute exclusion of certain types of advertising costs and wants the
to present its case in negotiations to show whether and to what
%ent its advertising is of benefit to the Government, is reasonable
in charaeter and in amount, and is fairly allocable tc government contracts.




Issue 5. Cont.

Government Pogitiopn

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

Current Proposal

We propose that this principle be liberalized somewhat to include
the cost of exhibits sponsored by the Government as well as advertising
for scarce materials or disposing of scrap or surplus materials.

Issue

6. Compensation for personal services.

Ipdustry Position

Prior to the 15 October meeting, we had changed this principle so as
to allow the inclusion of profit sharing plans as a part of total compen-
sation. Industry agrees with this change.

Government Position

While no substantive issue with industry remains on this principle,
it is felt that certain additional language is desirable to recognize
that, in the determination of reasonableness of total compensation,
contracting officers, as a practical matter, can only cope with the
unreasonable or out of line situation. Since this is true, it is
felt that we should inject some flavor of this approach into the
cost principle to assist contracting officers in an extremely difficult
area of contract administration.

Currepnt Propogal

The following is proposed as an addition to the August 21 draft of the
eompensation principle: "In the administration of this principle, it is
recognized that not every compensation case need be subjected in detail
to the above tests. Such tests need be applied only to those cases in
which a general review reveals amounts or types of compensation which
appear unreasonable or otherwise out of line."

Issue

7. Research and Development.
Industry Positions

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

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

Goverpment Position

—&s~a~goao;a;a$ggiﬂe have changed our basic position on this
principle and our redraft incorporates the industry suggestion
that applied research be grouped with basic research. We have
added the concept, however, that in some cases it is desirable
that the Government bear less than an allocable share of the
total cost of a contractor's research program.

Current Proposal

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

Issue

8. Contributions and Donations.

dustry Posgitio

Industry objects strenuously to our proposed disallowance of
contributions and donations. Industry claims that expenditures
for contributions and donations are normal and legitimate costs
which they must incur., Industry feels that the possible problem
of excessive gifts can be solved by the establishment of certain
tests of reasonableness which are acceptable to both industry and
government.

Gov t Positio

We do not feel that all contributions and donations should be
allowable. However, we proposef an extensive change in this principle
to allow the costs of reasonable contributions to establish non-profit
charitable organizations. The Air Force representative does not concur
in this change from the 21 Aug draft. The following addition to the
21 Aug draft is proposed:

"Reasonable contributions and donations to established nonprofit
charitable organizations are allowable provided they are expected
of the contractor by the community and it can reasonably be expected
that the prestige of the contractor in the community would suffer
through the lack of such contributions.

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

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

5




Issue 8 cont.

allowable contribution must be deductible for purposes
of Federal income tax, but this condition does not,
in itself, justify allowability as a contract cost."

Igsue
9. Interest.

Industry Position.

Industry argued strongly that interest on borrowings made necessary
by our contracts should be allowed as a cost against our contracts.
Industry contends that the fluctuating nature of government business
precludes availability of equity capital in many instances.

Governpment Position

¥e do not feel that Industry has made a case for allowance of
interest as a cost. We feel that such allowance would provide a
preference for one method of obtaining capital requirements over other
methods, and therefore would provide an incentive for borrowing for the
performance of our contracts,

Current Proposal

While we propose that interest remain an unallowable cost, we are
recommending a revision in our profit policy appearing in ASPR 3-808..
by adding a new subparagraph (d) which would read:

"d. Extent of the Coptractor's Invegtment. The extent
of the contractor's total investment in the performance of the

contract will be taken into consideration in the fixing of the
amount of the fee of profit,"

Isgue
10, Training and Education.
Industry Position.
Industry did not make a strong case against our proposed cost principle

at the 15 Oct meeting. Subsequent written comments failed to mention this
item.

Golrerpment Posgitiop

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

Current Proposal

No change from the 21 Aug draft,




11. Plant Reconversion Cost.

Industry Pogitio

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

Goverpment Pogition

While retaining the substance of our previocus draft of this principle,
we recognize the industry argument that the payment of reconversion
cost on a case by case basis should not be precluded by the cost principles.

Current Proposal
We propose that the following provision be added to the principles:

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

12. Overtime.,

Indugtry Position

Industry's pecommendations here are limited to requesting a clarification
between overtime premium pay and fixed premium pay, both in ASPR Section XII
and the proposed Cost Principles.

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

Current Proposal
No change from our 21 August draft.



ISSUES IN ITEMS OF COST

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

1, Advertising Costs (a)

2. Bad Debts (b)

3. Compensation for Personal Services (f)

4, Contributions and Donations (h)

5. Interest and other Financial Costs (q)

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

8., Rental Costs

9« Research and Development (ii)

10. Training end Educational Costs (qq)




le Advertising Costs (a)
Contention

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

Evaluation

Industry generally seems to admit that product advertising ought not

to be alloocated against Government contracts. Institutional advertising

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

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

Recommendation
1, Disallow produoct and institutional advertising.

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

ment of the contract mission.

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

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




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

Evaluation

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

Reocommendation

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

immediately to the industrial associations for comment and after

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

-~ 4, are aoccorded different treatment from bonuses (which
are allowable under the draft). This distinotion is unsound since
they "are treated alike by the employer for other purposes.”

5. were recognized as "essential to the ultimate main-
tenance of the Capitalistic System" in 1939 by a Senate Suboommittes

whioh investigated profit sharing (bi-partisan - Senators Vandenberg

| and Herﬁingg.
be That Btook Options--~

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

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

3+ are allowable for tax purposes.

.

~ Recommendation

Allow immediate distribution type compensation plans which may be
3



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

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

Contentiqg

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

Evaluation

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

Recommendation

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

NAM, NSIA, AMA, API, C. of Ce, EIA oritiocize the unallowability
of this item. On the other hand, the AIA seeks the allowability of
interest only when it is assessed as a result of protecting rights
of the Government and at the Government's direction. CPA "agrees
with the disallowance of interest costs if it is made clear theat
the profit allowed is to be large enough to cover interest on the
turnover of borrowed ocapital in addition to a return on equity

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

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

4




s,

Bvaluation

The allowability of interest as a cost has been oonsidered many times
over the years, and again as late as last falle The general conolusion
reached was that although it was proper that interest not be allowed
AS A COST, it was appropriate that the fee, profit or price be established
in light of the cepital investment by the Contraoctor.

Reoommendation

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

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

in the performance of the contract will be taken into consideration

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

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

Contention

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

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

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

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

and operakle,.

Recommencetion

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

l. reduce administrative burdens on both Government and
irdustry



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

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

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

7. Plant Reconversion Costs (cc)
Contention
NAM, NSIA, AI:, Cs of Ce, EIA and MAPI are critical of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contrsctor's business and
the use of the plant and the extent of his involvement in defense
procurement programs should be the determining factor in the
determination of whether these costs are allowables The argument is
made that while the non-allowability may be correct with respect to
minor plant adjustments to undertake defense work, major or abnormal
changes ought to be allowed "on the basis of negotiation", particularly
where there is knowledge that after performance of the Defense work
the contractor will resume his previous operation.
Evaluation
The proposed action was taken in the belief that make-ready expense
ought to be allocated against the ensuing production. Thus, the Govern-
ment ought to allow the costs of preparing for the production under its
contract and the civilian production ought to take care of the meke-~ready
for the new produstion--thus such expenses should not be allocated against
the Goverrnment contract. Notwithstanding, we found it necessary to both
remove Gevermment property from the contractors premises and to rehabilitate

the premises "caused by such removal,

Recommendation

Maintain the principles

8. Rental Costs (hh)




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

oo generallye

Recommendation

Maintain the principle.




9. Research and Development Costs (ii).

Contention

NAM, NSIA, AMA, AIA, MAPI, C. of C., and EJA have criticized
this prineciple, although concluding, generally, that the present
draft represents the soundest draft which has besn yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research into basic and applied for the purpose of allowing the
applied on the basis of allocability to the product line; (ii)
the non-allocability of research overhead to the accomplishment of
a research contract mission; and (iii) the AIA particularly con-
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents an unwholesome control of
research.

Evaluation

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

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

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

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




Recommendation

Maintain the principle.

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

Contention

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

BEvaluation

The present proposal:

(1)

(i)

(iii)

(iv)

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

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

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

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

The above policy was developed cooperatively by the procurement,

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

During the development every aspect of the problem was reconsidered and

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

oircumstances.

156

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

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

activity ought to be accomplished outside of working hours but instances

9




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

appeared to be a reasonable solution.
In connection with (iii) industry objeots to the non-allowability
of salary and subsistence. Allocability of this expense against
Govermment contracts is a tight question. As a matter of policy;therefore,
we sought a reasonable solution and one in which & discipline to reasonabls-
ness would be provided. Shering of the expenses provides this incentive.
Finally, industry objects to the non-allowance of grants in (iv).
These were disallowed on the basis that grants are in fact donations and
should be allowed only if contributions generally are allowable (See Item

).

Recommendation

Maintain the principle except with respect to educational grants

whioh should be allowed as a contribution or donation.

10



ISSUES IN ITEMS OF COST

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

le Advertising Costs (a)

2. Bad Debts (b)

3. Compensation for Personal Services (f)

4, Contributions and Donations (h)

5. Interest and other Financial Costs (q)

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

8. Rental Costs

9. Research and Development (ii)

10, Training and Eduoational Costs (qq)




le Advertising Costs (a)
Contention

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

Evaluation

Industry generally seems to admit that product advertising ought not

to be allooated against Government contracts. Institutional advertising

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

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

Reoommendation
l. Disallow produot and Institutional advertisinge.

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

ment of the contract nmissione

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

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




ot

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

Evaluation

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

Recommendation

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

full consideration of such comments and appropriate modifications

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

3. are allowable for tax purposes and in rensgotiation.

4, are accorded different treatment from bonuses (which
are allowable under the draft). This distinotion is unsound since
they "are treated alike by the employer for other purposes."”

5. were recognized as "essential to the ultimate main-
tenance of the Capitalistic System”" in 1939 by a Senate Subcommittee
which investigated profit sharing (bi-partisan - Senators Vandenberg
and Herring).

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

Recommendation

Allow immediate distribution type compensation plans which mey be
3



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

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

Contentiqg

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

Evaluation

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

Recommendation

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

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

4




Evaluation

The allowability of interest as a cost has been considered many times
over the years, and again as late as last fall. The general conclusion
reached was that although it was proper that interest not be allowed
AS A COST, it was appropriate that the fee, profit or price be established
in light of the capital investment by the Contractor.

Recommendation

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

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

in the performance of the contract will be taken into consideration

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

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

Contention

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

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

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

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

and operalle.

Recommencstion

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

1. reduce administrative burdens on both Government and
irvdustry




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

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

sporadic or emergency nature, or which reduces overall
cost

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

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

the premises "caused by such removal”.

Recommendation

Maintain the principle.

8. Rental Costs (hh)




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

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

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

Recommendation

laintain the principle.




9+ Research and Development Costs (ii).
Conteuntion

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

Evaluation

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

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

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

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




Recommendation

Maintain

10, Training

the principle.

and Educational Costs (qq) See also Contributions and

Donations, 4.

Contention

i T
NAI{ »

AMA, AIA, MAPI, C. of C., and EIA are critioal of the ex-

tent of allowability included in this principle. Although the pro-
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the ourrent national poliocy to

stimulate

soientific and technical study and thus it is incumbent

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

Evaluation

The present proposal:

(1)

(i1)

(1ii)

(iv)

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

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

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

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

The above polioy was developed cooperatively by the procurement,

manpower and research interests of ASD and the military departments.

During the development every aspect of the problem was reconsidered and

the above was

oircumstances.

adopted as belng a reasonable treatment under today's

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

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

activity ought to be accomplished outside of working hours but instances

9




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

Recommendation

Meintain the principle except with respect to educational grants

which should be allowed as a contribution or donation.
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ISSUES IN ITEMS OF COST

Virtually every item of cost has been the subject of some criticism or
comment by some of the respondees. Many of these appear solvable by editing
some of the points into the document. As might be expected, all of the
Asgociations did not malie the same comment nor criticize the same element.
In order to reduce the problem to the costs which were subjected to the most
consistent and broad criticism, the following are discussed:

1.
2.
3.
L,
54
6.

Advertising Costs (a)

Bad Debts (b)

Plent Rehabilitation Costs (cc)
Rental Costs

Research and Development (i1)

Training and Educational Costs (qq)

1. Advertising Costs (a)

Contention

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

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

BEvaluation

Industry generally seems to admlt that product advertising ought not

to be allocated against Government contracts. Institutional advertising

may result in some benefit to the Government under certain circumstances,

but that benefit is somewhat elusive and thus ressonableness of cost is

extremely difficult to dedermine.




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

Recommendsation

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

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

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

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

Recommendation

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

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

the premises "caused by such removal'.

Recommendation

i~

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

NSIA, ATIA, MAPI, C. of C., EIA, and CPA are critical of two
provisions of the principle (1) the limitation on inter-plant
rentals that such should not "exceed the normel costs of owner-
ship" and (1i) that in general sale and lease back situations,
subject to negotiated exceptions, the costs should not exceed
that "which would have been incurred had the contractor retained
legal title to the facilities.” It is asserted that in both
situations the tests ought to be reasonableness of the rental,
including such other tests as "in line with those charged for
similar properties;" and "comparasble to normal rental to be paid
for like facilities in the open market." It is asserted that the
sale~-and-lease back technique is an "established method of reising
capi tal, !'

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

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

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

They say; "To judge the leaseback rental in terms of the lessor's costs had
he retained title is to measure the rental by the very index which the lease-
baclk arrangement was designed to repudiate." Goverament's recogniticn of the
validity of this argument was the very reason for adoption of the policy.

If the sale and leaseback technique is an "established method of raising
capital", there is all the more reason why we should not allow excess cost
attributable to this technique inasmuch as we do not allow the costs of
raglsing capital generally.

Recommendation

Maintain the principle.
5. Research and Development Costs (ii)
Contention

1AM, NSIA, AMA, ATA, MAPI, C. of C., and EIA have oriticized
this principle, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research into basic and applied for the purpose of allowing the
applied on the basis of allocability to the product line; (ii)
the non-allocability of research overhea} to the accomplishment of
a research contract mission; and (1ii) t: ATA particularly con-
tends that the requirement for negotiati ' to support reasonable-
ness of the research expense represents v unwholesome control of
research.

Evaluation
It is recognized that it is sometimes difficult to break down all

research into basic and applied. However it is sound that applied re-
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search be allocated to the product to which the research sttention is being
supplded. This being true methods must be found for segregating questionsble
projects appropriately.

Yhen research is the service being purchased it scems manifestly insp-
propriate that other epplied research expense be allocated against such a
mission since, as indicated above, spplied research should be absorbed through
sales of the product line.

Only the ATA males & strong case against the desirability of negotilation
of the reasonableness and allocability of research expense. This problem
was recently analyzed fully as a part of the AIA presentation of 22 Jenuary
1958, &nd that anslysis is applicable hereto. The conclusion reached was
that this requirement must be retained since; (i) in the aircraft industry
there are no competitive restraints to discipline the contractors and (ii)
theré is an urgent need for utillzing fully the results of the research
and for relating all projects to others.

Recommendation

Maintain the principle.
6. Training and Educational Costs (qq).
Contention

NAM, AMA, AIA, MAPI, C. of C., and ETA are critical of the ex-
tent of allowability included in this principle. Although the pro-
posed allowances are considerably more liberal than the status quo,
the industry contends that 1t is the current national policy to
stimulate scientific and technical study and thus it is incumbent
upon the DOD Yo encourage its contractors to minimize their efforts
in this regard, including cost support of the effort.

Evaluation
The present proposal:
(1) allows in-training and out~-training at vocational

and non-college levels.
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(11) ellows part time technical, engineering and scientific
education, including materials, textbooks, fees, tuition
and, if necessary straight time compensation for attendance
of classes during working hours for 156 hours per year.

(1ii) allows post-graduate tuition, fees, materials for fulltime
scientific and engineering education (BUT NO SALARY OR SUB-
SISTENCE), for bona fide employees for one school year for
each employee so trained.

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

The sbove policy was developed cooperatively by the procurement, manpower
and research interests of ASD and the militery departments. During the develop-
ment every aspect of the problem was reconsidered and the above was adopted as
being a ressonable treatment under today's circumstances.

In comnection with (ii) industry objects to the limitation of 156 hours a
year for the study during worling hours. Basically, this sort of activity
ought to be accomplished outside of working hours but instances were found
in which this was not possible. This appears to be a reasonable solution.

In connection with (iii) industry objects to the non-allowability of
salery and subsistence. Allocability of this expense against Government
contracts is a tight question. As & matter of policy therefore, we
sought a reasonable solution and one in which a discipline to reasonableness
would be provided. Sheripg of the expenses provides this incentive,

Finally, industry objects to the non-allowasnce of grants in (iv).

These were disallowed on the basis that grants are in fact donations and
should be allowed only 1f contributions generslly are allowable.

Recommendation

Maintain the principle except with respect to educational grants which

should be allowed s a contribution or donation.
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SECTION XV

COUWTRACT COST PRINCIPLES

15=-000 Scope of Sections This Section contains general cost principles

and stendards in connection with (i) the determination of historical costs,
(ii) +the preparation and presentation of cost estimates by contractors and
subcontractors, and (iii) the review, audit and evaluation of cost data; in
the negotiation and administration of Government contracts and subcontrects
thereunder.

Part 1 -~ Applicability

15-100 Scops of Parts This Part presoribes the circumstances under which

the cost prinociples and standards set forth in the several succeeding Parts
of this Section shall be used in contracting and subcontracting and the nature
of that usse.

15-101 Applicability of Part 2. (a) Generals In all contracts described

in ASFR 15-200, ASPR, Section XV, Part 2, shall:
(i) be incorporated by reference so as to provide the contractual

basis for ascertaining =

(A) reimbursable costs under cost-reiirbursement type contracts
and the cost-reimbursement portion of time and materials
contracts, and

(B) costs which will be allowed by the contracting officer in
unilaterally determining the amount due the contractor
under a fixed-prioce typé contract terminated for the
convenience of the Govermnment or a terminated cost-

reimbursement type contract;
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(ii) serve as the basis for =-

(A) the development and submission of cost data and price
analyses by contractors and prospective contractors in
support of pricing, repricing, negotiated overhead
rates, requests for progress payments, and termination
settlement proposals;

(B) the evaluation of cost information by contracting
officers in the negotiation and administration of
contracts, whenever such information becumes & factor
in pricing, repricing, establishing overhead rates,
disposing of requests for progress payments, or settle-
ment of termination claims by agreement;

(C) +the resolution of questions of acceptability of
specific items of cost in retrospective pricing;

(B) audit reports prepared by audit agencies in their
advisory capacity of préviding accounting information; and

(iii) serve as a guide for the resolution of questions of acceptability
of specific items of costs in forward pricing when such costs
have become an issuee.

(b) Use in Retrospective Pricing and Settlementse 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 ocompletion of the work,

negotiation of final overhead rates, or negotiation of a settlement agreement
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under a contraot terminated for the convenience of the Government), the treat-
ment of costs is a major factor in arriving at the amount of the price or settle-
ment, Aococordingly, ASPR, Section XV, Part 2, shall serve as the basis for

the development and evaluation of cost data, and in any event for the resolu-
tion of questions of acceptability of costs in retrospective pricings However,
the finally agreed price or settlement represents something more than the sum
total of acceptable costs, since the final price accepted by e ach 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 processs

(¢) Use in Forward Pricinge To the extent that costs are a factor in

forward pricing, ASPR, Section XV, Part 2, shall apply to the development and
evaluation of cost datas The extent to which costs influence forward pricing
varies greatly from case to case, In negotiations covering future work, actual
costs cannot be known and the importance of cost estimates depends on the cir-
cumstances. The ocontracting officer must consider all the faotors 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 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 Part 2 will be used
to develop and evaluate cost data, it will not control negotiation of prices for

werk to be performed in the future (e.g., negotiation of a firm fixed-price
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contract an intermediate price revision covering, in whole or important part,
work which is yet to be performed, or a targef price under an incentive contract.)
Nevertheless, when the question of acceptability of a specific item of cost
becomes an issue, Part 2 will serve as a guide for the resolution of the issuee.

{(a) "Allowable" and "Unallowable" in Connection with Fixed=Price Type

Contractss Ag used in ASPR, Seotion XV, Part 2, the words "allowable," "unal-
lowable," and the like, shall, in connection with any fixed-price type contract,
mean "aoceptable," "unaocceptable," and the like,.
Part 2 = Principles and Standards Applicable
to Supply, Service, and Research amd
Development Contracts with Commercial

Organizations

15-200 Scope of Partoe This Part contains, for use in accordence with the

. provisions of ASPR 15-10l1, general principles and standards for the evalua®hion
and determination of costs in commection with supply, service, and research and
development contracts, other than (i) such contracts with educational or other
nonprofit institutions, (ii) construction contracts and contracts for architeot-
engineering services related to construction, and (iii) facilities contracts and
clauses in supply or service contracts providing for the furnishing of facilitiesa

15-201 Basic Considerations.

15-201ls1 Composition of Total Costs The total cost of a contract is the

sum of the allowable direct and indirect costs allocable to the contract, in-
ourred or to be incurred, less any allocable credits. In asocertaining what
constitutes costs, any generally accepted method of determining or estimating
costs that is eguitable under the circumstances may be used, including standard

costs properly adjusted for applicable variances.
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. "= 15-20142 Faotors Affecting Allowability of Costse Factors to be considered

in determining the allewability of individual items of cost inoclude (i) reasonm
ableness, (ii) allooability, (iii) application of those generally accepted
accounting principles and practices appropriate to the particular circumstances,
(iv) significent deviations from the established practices of the contractor
which would substantially inorease the contract costs, and (v) any limitations or
exclusions set forth in this Part 2, or otherwise included in the contract as to

types or amounts of cost itemss

lﬁ-ZO{iﬁr ?efinition of Reasonablenesse A cost is reasonable if, in its
nature or amount, it does not exceed that which would be incurred by an ordi-
narily prudent person in the conduct of competitive business. The question of
the reasonableness of specific costs must be sorutinized with particular care in
sonnection with companies or separate divisions thereof which are not subject to
competitive restraints because the preponderance of their business is with the
Govermment or because of any other reason. ‘hat is reasonable depends upon a
variety of considerations and eiroumstances involving both the nature and amount
of the cost in question. In determining the reasonableness of a given cost,
cons ideration shall be given to:

(i) whether the cost is of a type gemerally recognized as ordinary
and necessary for the oonduot of the contractor's business and
the performance of the contract;

(i1) the restraints or requirements imposed by such factors as
generally accepted sound business praotices, arm's length bar-

gaining, Federal and state laws and reguletions, and contract

e terms and specifications; end
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(iii) +the action that a prudent business man would take in the cirw
cunstances, considering his responsibilities to the owners of
the business, his employees, his customers, the Govermment and
the public at large.

15-201le4 Definition of Allocability. A cost is allocable if it is assigne

able or chargeable to a particular cost objective, such as a contract, product,
produvct line, process, or class of customer or activity, in acoordance with the
rolative benefits received or other equitable relationshipes Thus, a cost is
allocable to a Govermment contract if it:
(i) is incurred specifically for the contracts
(ii) Ybenefits both the contract and other work or both Government
work and other work and can be distributed to them in reason-
able proportion to the benefits received; or
(iii) 1is necessary to the over-all operation of the business,
although a direct relstionship to any particular cost objective
cannot be shown.

15=-20l45 Creditse. The applicable portion of any actual or anticipated

income, rebate, allowance, and other credit relating to any allowable cost, re~
ceived by or accruing to the contractor, shall be credited to the Government
gither as a cost reduotion or by cash refund, as appropriates

15~202 Direct Costse

(a) A direct cost is any cost incurred or to be incurred solely for the
benefit of a single cost objective., Classification of an item as a direct cost
is not determined by its incorporation in the end product as material or labore

- Costs incurred or to be incurred solely for the benefit of the contract are direct
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costs of the contract and are to be charged directly theretos GCosts incurred
solely for the benefit of other work of the contractor are direct costs of that
work and are not to be charged to the contract directly or indirectly.

(b) This definition shall be applied to all items of cost of significant
amount regardless of the established accounting‘practices of the contractor
unless the contractor demonstrates that the application of his current practice
ac;;eves substantially the same results. Direct cost items of minor amount may
be distributed as indirect costs as provided in ASTR 15203

15~203 Tndirect Gosts

(a) An indirect cost is any cost incurred or to be incurred for the benefit
of more than one cost objective, Minor direct cost items may be considered to be
indirect costs for reasons of practicality. After direct costs have been deter-
mined and charged directly to the contract or other work as appropriate, indirect
costs are those remaining to be allocated to the several classes of worke

(b) Indirect costs shall be accumulated by logical cost groupings with
due consideration of the reasomns for incurring the costs which are in turn dis-
tributed to the cost objectives, Each grouping should be determined so as to
permit distribution of the grouping on the basis of the benefits accruing to the
several cost objectives, Commonly, manufacturing overhead, selling expenses, and
general and administrative expenses are separately grouped, Similarly, the par-
ticular case may require subdivisions of these groupings; ecge., building occupan~
¢y costs might be separable from those of personnel administration within the
manufacturing overhead group. The number and composition of the groupings shoulR
be governed.by fractical consideration die should be siich as not to unduly come
plicate the alldeatibn where substantially the same results are achieved through

less precise methodse
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(c) Each cost grouping shall be distributed to the appropriate cost objec—
tivese This necessitates the selection of a distribution base common to all
cost objectives to which the grouping is to be allocated, The base should be
selected so as to permit allocation of the grouping on the basis of the benefits
accrulng to the several cost objectives. This principle for seleci on is not to
be applied so rigidlyas to unduly complicate the allocation where substantially
the same results are achieved through less precise methodse.

(d) The method of allocation of indirect costs must be based on the pa¥=
ticular circumstaices involved. The method shall be in accord with those gen-
erally accepted a ccounting principles which are appiicable in the circumstances.
The contractorts established practices, if in accord with such generally accepted
accounting principles, shall be acceptable, However, the methods used by the
contractor may require reexamination when:

(1) any substantial di fference cccurs betwsen the cost patterns
of work under the contract and other work of the contractor; or
(1i)any significant change occurs in the nature of ithe businessy,
the extent of subwntracting, fixed asset improvement programs;,,
the inventories, the volume of sales and production, manufacturing
processes, the contractor!s products, or other relevant
circumstan ces,

(e) A base period for allocation of indirect costs is the period diring
which such costs are incurred and accumulated for distribution to work performed
in that perlod, The base period or periods shall be so selected as to represent
the perlod of contract performance and shall be sufficiently long to avoid

inequities in the allocation of costs, but normally no longer than one year,
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tihen the contract is performed over an extended period of time, as many
such base periodswill be used as will be required to represenmt the period

of contract performance.

15-20l; Application of Princinles and Standards.

15-204.1 General.

(a) Costs (including those discussed in ASPR 15-20L.2) shall not be
allowed except to the extent that they are reasonable (see ASPR 15-201.3),
allocable (see ASPR 15-20l.l), and determined to be allowable in view of the
other factors set forth in ASFR 15-201.2 .

(b) The extent of allowability of the selected items of cost covered
in ASFR 15-20L4.2 has been stated to apply broadly to many accounting systems
in varying contract situations. Thus, as to any given contract, the reasomable-
ness and allocability of certain items of cost may be difficult to determine,
particularly in the case of contractors whose business is predominantly or
substantially with the Government. In order to avoid controversy and
possible subsequent disallowance based on unreasonableness or non-allocabil-
ity, the extent of allowability of such costs should be specifically dis-
cussed and agreed to in advance of tha contractor's incurring of such costs
under cost-reimbursement type contracts, fixed-price incentive contracts, and
fixed-price contracts subject to price redetermination. Any such agreement
should be incorporated in cost-reimbursement type contracts or made a part
of the contract file in the case of negotiated fixed-price type contracts,
and should govern the cost determinations covered thereby throughout the

performance of the rslated contract. Such items of cost include:
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(1) wse chrrges for fully depreciated assets (AS.% 15-204.2(3)(6));
(i1) food and dornitory servicc furnished without coust to
employees or i.velving sirnificant lusses (ASTR 15-20L4.2(n));
(iii) deferred meintenance costs (ASTR 15-20L.2 (t)(1)(ii));
(iv) pre-contract costs (ASR 15-20L.2(da));
(v) roeseorch »nd develoo ent costs (2SR 15-20L4.2(1i)(6));
(vi) royoltiss (ASER 15-204.2 (§3i));
(vii) selling ond distribution costs (45.R 15-20L.2(kk)(2)); ~nd
(viii) travel custs, os relatcd to special or inss personncl nuve-
ment (L3.R 15-204.2(ss)(5)).
(c¢) Selected iteis of cost are considored in Aot 15-20L.2. However,
AOTR 15-20L.2 dees not cover cvery element .f cost ond every situetion that
“~ > mipht srisc in 2 porticulor cose. Foilure to treat aany item of cost in
ASFR 15-204.2 is not intended to imply tuot it is either allowoble or unallow-
able. Vith respect to ell items, whether or not specifically covered, deter-
nination of »llowability shall be hased on thie principles and standards set
forth in this Fart ond, where oppropriste, the trectment of simil-r or related
selected itoms,

15-20L.2 Selected Costs.

(o) Ffovertising (osts.

(1) Advertising costs include the cost of advertising media ond
coroliery cdministrative costs. Advert .sing medie include mrpagines, news-
napers, radio and television prograis, direct meil, trade napers, outdoor
advertising, dealer cords and window displays, conventions, cxhibits, free
goods and samples, and sales literctwre. The followdng advertising costs are

>llowable:
10
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(i) 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

(i1) help wantec advertising, as set forth in (gg) below, when
censidered in conjunction with all other recruiting costs.
(2) All other advertising costs are unallowable.
(b) Bad Debts. Bad debts, including losses (whether actual or
estimated) arising from uncollectible customers' accounts and other claims,
related collection costs, and related legal costs, are unallowable.

(¢c) Bidding Costs. Bidding costs are the costs of preparing bids or

proposals on potential Government and non-Goverament ccntracts or projects,
including the development of engineering data and cost data necessary to
support the contractor's bids or proposals. BEidding costs of the current
accounting period of both successful and unsuccessful bids and proposals
normally shall be treated as indirect costs and allocated currently to all
busiress of the contractor, in which event no bidding costs of past account-
i ng periods shall be allocable in the current pericd to the Government con-
tract; however, the contractor's established practice may be to treat bidding
costs by some other recognized method. Regardless of the method used, the
results obtained may be accepted only if found to be reasonable and
equitable.
(d) Bonding Costs.

(1) Bonding costs arise when the Government requires assurance
against financial loss to itself or others by reason of the act or default of
the contractor. They arise also in instances where the contractor requires

similar assurance. Included are such
11
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bonds as bid, performance, payment, advance payment, infringement, and fidelity
bonds.

(2) Costs of bondinyz required pursuant to the terms of the contract
are allowable.

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

(e) Civil Defanse Comth:,

(1) Civil defense costs are those incurred in planning for, and the
protection of life and property against, the possible effects of eneny attack.
Reasonable costs of civil defense measures (including costs in excess of normal
plant protection costs, first-aid training and supplies, fire fighting training
and equipment, posting of additional exit notices and directions, and other
approved civil defense measures) undertaken on the contractor's premises pursuant
to suggestions or requirements of civil defense authoritics are allowable when
allocated to all work of the contractor.

(2) Costs of capital assets under (1) above are allowable through
depreciation in accordance with (i) below.

(3) For contributions to local civil defense funds and projects, see
(h) below.

(f) Compensation for Personal Services.

(1) General, a. Compensation for personal servicss includes all

-renuneration paid or accrued, in whatever form and whether paid immediately or

deferred, for services rendered by employees to the contractor during the period

of contract performance. It includes, but is not limited to, salaries, wages,
12
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directors' and executive cormittee members' fees, bonuses, incentive awards,
employee stock options, fringe bencfits, and contributions to pension, annuity,
stock~bonus and profit-sharing plans. Except as otherwise specifically provided
in this paragraph (f), such costs arc allowablc to the extent that the total
compensation of individual cmployecs is rcasonablc for the scrvices rondered.

b. Compcnsation is rcasonable to the cxtont that the total amount
paid or accrucd, is commensuratce with compensation paid undcr the contractor's
cstablished policy and conforms guncrally to compensation paid by other con-
tractors of the same sizc, in the same industry, or in the same geographic arca,
for similar scrvices. Compcensation will be particularly scrutinized tu determine
whether the compensation is reasonable in amount and is for actual personnl
scrvices, rather than 2 distribution of profits, when peid (i) to owners of
closclyteld corporations, (ii) to partncrs and sulc proprictors, (iii) to
members of the immediate familics of persons within (i) and (ii), above, or (iv)
to persons who arc committed to acquire a substontial financial intcrest in the
contractor's enterprisc. In addition, compensation cxpenscs rmust be prrticularly
scrutinized in light of the presence or abscnce of the rostraints cccurring in
the conduct of cumpotitive busincss.

c. OGoumpunsation for scrvices rendered paid to partners and solc
preprietors in licu of salary will be allowed to the extent thet it is reason-
ablc and docs not constitute a distribution of profits.

d. In addition to the general requircments set forth in a through c
above, certain forms of cumpensation are subject to further reguirements as

speeificd in (2) through (11) bolow.
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(2) Salaries and Wages. Salaries and wages for current services

include gross compensation paid to employees in the form of cash, products, or
services, and are allowable subject to the qualifications of (y) below.

(3) Cash Bonuscs and Awards. Cash bomuses, suggestion awards, and

safety awards, bascd on production, cost recduction, or efficient management or
performance, arc alivwable to the extent paid or accrued pursuant tc an
agreement entered into in good faith between the comtractor and the cmployecs
before the servicgs were rendered, or pursuant to an cstablished plan followed
by the contractor s consistently as to imply, in cffect, an agrcement to make
such payment.

(L) Bonuses and Incertive Compensation Paid in Stock. Costs of

bonuscs and incentive compensation paild in the stock of the cuntractor or of an
affiliate arc 2llcowablce tou the extent set forth in (3) ahove (including the
incorporation of the principles of paragraph (7) below for defurred bonuscs
and incentive compensation), subjoct to the following additional rcquirementss
(i) wveluation placed on the stock shall be the fair market
value, determined upon the most objective basis availlable;
and
(ii) accruals for the cost of stock prior to the issuance cof such
stock to the employees shall be subject to adjustment
according to the possibilitics that the employces will not
receive such stock and their intercst in the aceruals will
be forfeited.
Such costs ctherwise allowable are subject to  adjustment according to the
principles set forth in (%)c. below. (But sec ASPR 15-204.1 (b).).

(5) Stock Options. The cost of upticns to employccs to purchasc

stock of the cuntractor or of an ~ffilistc are unallowablc,

(6) Profit Sharing Plons. "For purposcs of thuse principlos, profit
1L




Draft
10 September 57
Ruvised 10/1/57

shering plans are divided into twe types, namely, imnediote payment ploans and
deferred distributicn plans. Immediotc peyment plans include those which provide
for payment (of the profits being distributed) to the individual officers and
employces shortly after determination of the amount cdue to cach rather than after
a lapsc of a stataed period of years or upon the retircment, death or disability
of the individual officers and cmpleyccs. Deferred distribution plans include
thosc which provide for payment (of the profits being d istributed) into a scparate
bank account or fund usually undcér the control of a trustec, fur disburscment to
the indivicdual officers and employucs after a stated period of years or upon their
retirement, death or disability. Profit sharing plan custs under plans of the
immodiate distribution type a2re unollowable., Profit shering plan costs under
plans providing for deferred distributions will be allowable, subject to the pro-
- sions of paragraph (7) below, only in those cascs and to the extoent the distri-
butions of benefits arc to bo made upen or after retirement, disability or dcath
of the covered officers and employecs.

a. As used hercin, defoerrcd compensation in-

(7) Deferred Compensation,

cludeus a2ll remunsration, in whatever form, for services currently rendercd, for
which the cmployce is not paid until after the lapse of a stated perio’ of years or
the occurrcnce of obher events as provided in the plans, cexcept that it docs not in-
clude normal end of accounting pericd accruals. It includes (i) contributicns to
pension, annuity, stock bonus, and profit sharing plans, (ii) contributions to dis-
ability, withdrawal, insurancc, survivoership, and similar benefit plans, and (iii)
other defcerred compensation, whether paid in cash or in stock.
b, Deferred compensation, including profit sharing plan costs
_allowsble undor (6) above, is allowable to the extent that (1) it is for scr-

:us rondered during the contract period; (ii) it is, toguther with all
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other compensation paid to the employee, reasonable in amount; (iii) it is paid
pursuant to an agreement entered into in good faith between the contractor and
employees hefore the services are rendered, or pursuant to an established plan
followed by the contractor so consistently as to imply, in effect, an agreement
to make such payments; and (iv) for a plan which is subject to the Bureau of
Internal Revenue, it falls within the oriteria and standards of the Internal
Revonue Code and the regulations of the Bureau of Internal Revenue. (But see
ASPR 15-204,1(b).)
¢s In determining the cost of deferred compensation allowable
under the contract, appropriate adjustments shall be made for oredits or gains
arising out of both normal and abnormal employee turnover, or any other contin-
gencies that can result in a forfeiture by employees of such deferred compen-
sationes Adjustments shall be made only for forfeitures which directly or in-
directly inure to the benefit of the contractor; forfeitures which inure to the
benefit of other employees covered by a deferred compensation plan with no
reduction in the contractor'!s costs will not normally give rise to adjustment in
contract costse Adjustments for normal employee turnover shall be based on the
contractor'!s experience and on foreseeable prospects, and shall be reflected
in the amount of cost currently allowablee Such adjustments will be unnecessary
to the extent that the contractor can demonstrate that its contributions take
into account normal forfeitures. Adjustments for possible future abnormal for-
feitures shall be effected according to the following rules:
(i) abnormal forfeitures that are foreseeable and which can
be currently evaluated with reasonable accuracy, by
actuarial or other sound computation, shall be reflected
by an adjustment of current costs otherwise allowable; and
(i1) abnormal forfeitures, not within (i) above, may be made

the subject of agreement between the Government and the
16




ot

Draft
10 September 1957
Revised 10/1/57
contractor cithur as to an cquitable acdjustment cr 2
method of detormining such adjustment,
de In determining whether deforred compensation is for services
renderced during the contract period or is for futurc scrvices, consideration
shall be given to conditions imposed upon eventual payment, such as, requircments
of continued employment, consultation aftcr retirement, and covenants not to com-
pcte. Similar consideration should be given to the cost of past service credits
of pension and annuity plans.

(8) Fringe Benefits. Sco¢ (o).

(9) Overtime, Extra-Poy Shift and Multi=Shift Proemiums. Sce (y).

(L0) Training and Bducation Bxpenscs. Sce (aq).

(11) Insurancc and Indemnification. Sce (p).

(g) Contingencics.

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

(2) In historical costing, i.c., costing as rclated to past cvents or
expericnee, contingencics are not allowsble.

(3) In conncction with cstimetus of future coSts, centingencices fall
into two catugorics:

(i) those which may arise from presently known and oxisting
conditicons, the effcets of which arc foresccable within
rcasonable limits of accuracy; c.g., anticipated custs of
rejects and defective works in such situations where they
exlst, contingencies of this category are to be included in
the cstimntes of futurc cost so as to provide the best
estimatec of performance costs, and

17
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(ii) those which may arise from presently known or unknown
conditions, the effect of which cannot be measured so
precisely as to provide sesquitable results to the oon~
tractor and to the Govermnment; e.gs., results of pending
litigation, and other general business risks. Contin-
gencies of this category are to be excluded from cost
estimates under the several items of cost, but should
be disclosed separately, including the basis upon which
the contingency is computed in order to facilitate the
negotiation of appropriate contractual coverage (see, for
example, (p), (t), and (mm) below),

(h) Contributions and Donations. Contributions and donations are

unallowable,

(i) Depreciatione

(1) Depreciation is & charge to current operations which distributes
tﬂe cost of a tangible capital asset, less estimated residual value, over the
estimated useful life of the msset in a systematic and logical mamner. It does
not involve a process of wvaluation. Useful life has reference to the prospective
period of economic usefulness in the particular contractor!s operations as dis-
tinguished from physical life.

(2) NWormal depreciation on a contractor's plant, equipment, and other
capital facilities is an allowable eslement of contract cost; provided that the
amount thereof is computedes

(i) upon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1954); or
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(ii) 4n the case of nonprofit or tax-exempt orgenizations, upon
a property cost basis which could have been used by the
contractor for Federal income tax purposes, had such
organizations been subject to the payment of income tax;
and in either case

(iii) by the consistent application to the assets concerned of

any generally accepted aoccounting method, and subject to

the limitations of the Internal Revenue Code of 1954,

including ==

(&) the straight line method;

(B) +the deolining balance method, using a rate not
exceeding twice the rate which would have been
used had the annual allowance been computed under
the method described in (4) above;

(¢) +the sum of the years-digits method; and

(D) any other consistent method productive of an annual
allowance which, when added to all allowances for
the 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 besn computed under thre
method described in (B) above.

(3) Depreciation should usually be allocated to the contract and
other work as an indirect coste The amount of depreciation allowed in any
accounting period may, consistent with the basic objectives set forth in (1)
above, vary with volume of production or use of multi~shift operations.

19
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(4) 1In the case of emergency facilities covered by certificates of
necessity, a contractor may elect to use normal depreciation without requesting
a determination of ™true depreciation" or may elect to use either normal or
"true depreciation" after a determination of "true depreciation" has been made
by an Emergency Facilities Depreciation Boarde. The method elected must be
followed consistently throughout the life of the emargency facilitys UWhere
an election is made to use normal depreciation, the amount thereof for both the
emergency period and the posteemergency period shall be computed in accordance
with (2) above. IWhere an election is made to use "true depreciation," the
amount allowable as depreciation:

(1) with respect to the emergency period (5 years), shall be
computed in accordance with the determination of the
Emsrgency Facilities Depreciation Board; and

(ii) aftor the end of the emergency period, shall be computed by
distributing the remaining undepreciated portion of the cost
of the emergency facility over the balance of its useful life
(but see (5) belcw); provideg the remaining undepreciated
portion of such cost shall not include any amount of un-
recovered "true depreciationc"

(5) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necessary for current and immediw~
atoly prospective productione

(6) No depreciation, rental, or use charge shall be allowed on the
contractor’s assets which have been fully depreciated when a substantial portion
of such depreciation was on a basis that represented, in effect, a recovery

thereof as a charge against Government contracts or subcontracts. Otherwise, a
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mutually agreed upon use charge may be alloweds (But see ASPR 15-204,1(b).)

In determining this charge, consideration should be given to cost, total esti-
mated useful life at time of negotiation, and effect of any increased maintenance
charges or decreassd efficiency due to age.

(j) Employee Horale, Health, and Welfare Costs and Credits. Reasonable

oosts of health and welfare activities, such as house publications, health or
first-aid clinics, recreational activities, and employee counseling sserviaees,
incurred, in accordance with the contractor!s established practice or custom in
the industry or area, for the improvement of working conditions, employer=-
employee relations, employee morale, and employee performance, are allowables

Such costs shall be equitably allocated to
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all work of the contractor. Income generated from eny of these activities shall
be oredited to the costs thereof unless such income has been irrevocably set over
to employee welfare organizations,

(k) Entertainment Costse Costs of amusement, diversion, social activities

and incidental costs relating thereto, such as meals, lodging, rentals, transpor=
tation, and gratuities, are unallowable (but see (j) and (pp))e

(1) Excess Facility Costse Costs of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessary
for current and immediately prospective production purposes, are unallowable,
The costs of exoess plant capacity reserved for defense mobilization production
shall be the subject of a separate contracte

(m) TFines and Penaltiese Costs resulting from violations of, or failure

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

of ficehe

(n) Food Service and Dormitory Costs and Credits. Food and dormitory

services include operating or furnishing facilities for cafeterias, dining rooms,
canteens, lunch wagons, vending machines, living accommodations or similar types
of services for the contractor's employees at or near the contractorls facilities.
Reasonable losses from the operation of such services are allowgble if they are
allocated to all activities served. '"there it is the policy of the contractor to
operate such services without cost to the employee, reasonable costs of such
operations are allowable if they are allocated to all activities served. (But
ses ASPR 15-204.1(b).) Profits (except profits irrevocably set over to an em-

ployee welfare organization of the contractor in amounts reasonably useful for
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the benefit of the employees at the site or sites of contract performence)
acoruing 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 serveds

(o) Fringe Benefitse Fringe benefits are allowances and services pro=-

vided by the contractcr to its employees as compensation in addition to regular
wages and salariss. Costs of fringe benefits, such as pay for vaeations, holie
days, sick leave, military leave, employee insurance and supplemental employment
benefituplans, are allowable to the extent required by law, employer-employee
agreement, or an established policy of the contractors

(p) Insurance and Indemnificatione

(1) Insurance includes (i) insurance which the contractor is required
to carry, or which is approved, under the terms of the contract, and (ii) eny
other insurance which the contractor maintains in comnection with the general
oconduct of his businesse

8e Costs of insurance required or approved, and maintained, pur=-
suant to the contract, are allowabls,

be Costs of other insurance maintained by the contractor in con-
nection with the general conduct of his business are allowable subject to the
following limitetionss:

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

(ii) costs allowed for business interruption or other
insurance shall be limited to exclude coverage of
profit, interest, and any other items of cost un-

allowable under this Part;
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(111) ocosts of insurance or of any contributions to any reserve
covering the risk of loss of or damage to Government-owned
property are allowable only to the extent that the Goverument
shall have required or approved such costs;

(iv) contributions to a reserve for an approved self-insurance
program are allowable to the extent that the types of
coverage, extent of coverage, and the rates and premiums
would have been allowed had insurance been purchased to cover
the risks; and

(v) costs of insurance on the lives of officers, partners, or

proprietors are allowable to the extent that the insurance
represents additional compensation (see (f) above).

ce Actual losses which ocould have been covered by permissible

insurance (through an approved self-insurance program or otherwise) are unallow-
able unless expressly provided for in the contract, except;

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

(ii) minor losses not covered by insurance, such as spoilage,

breakage and disappearance of sinall hand tools, which occur
in the ordinary course of doing business, are allowable,

(2) Indemnification includes securing the contractor against liabili=
ties to third persons and other losses, not compensated by insurance or otherwisee.
The Govermment is obligated to indemnify the contraotor only to the extent ex-

.. pressly provided for in the ocontract, except as provided in (l)g_above.

(q) Interest and Other Financial Costse Interest (however represented),

bond discounts, ocosts of financing and refinancing operations, legal and pro=
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fessional fees paid in connection with the preparation of prospectuses, costs of
preparation and issuanoce of stock rightis, and costs related thereto, are un=-

" allowable except for interest assessed by State or local taxing authorities under
the conditions set forth in (oo) below. (But see (x)e )

(r) Labor Relations Costse Costs incurred in meintaining satisfactory

relations between the contractor and its employees, including costs of shop
stewards, labor management committees, employee publications, and other related
activities, are allowables

(s) Losses on Other Contractse An excess of costs over income under any

other ocontract (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 unsllowables

(t) uaintenance and Repair Costse

(1) Costs necessary for the upkeep of property (including Government
property unless otherwise provided for), which neither add to the permenent value
of the property nor appreciably prolong its intended 1life, but keep it in an
efficient operating oondition, are to be treated as follows (but see ASPR 15~
204.2(i)):

(i) normal maintenance and repair costs are allowable;

(ii) extraordinary meintenance and repair costs are allowable,
provided such are allocated to the periods to which appli-
cable for purposes of determining contract costs. (But

see ASPR 15-204.1(b)s)
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(2) Expenditures for plant and equipment which, according to generally
accepted accounting principles as applied under the contractor's established
policy, shoﬁld be capitalized and subjected to depreciation ere allowable only
on a depreciation basise

(u) danufacturing and Production Engineering Costs. Costs of manufactur-

ing and production engineering, including engineering activities in connection
with the following, are allowable:

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

(i1) ourrent production problems, such as materials analysis for
production suitability and component design for purposes of
simplifying productiona

(v) Material Coctse

(1) uiaterial costs include the costs of such items as rew materials,
parts, subassemblies, components, and manufacturing supplies, whether purchased
outside or manufactured by the contractor, and may include such collateral items
as inbound transportation and intramsit insurance. In computing material costs
consideration will be given to reasonable overruns, spoilags, or defective work
(for oo;;ection of defective work, ses the provisicns of the contract or proposed
contract ;elating to inspection and correction of defective work). These costs

are allowable subject, however, to the provisions of (2) through (5) below,
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(2) Costs of material shall be suitably adjusted for applicable por-
tions of income and other oredits, including available trade discounts, refunds,
rebates, allowances, and cash discounts, and oredits for sorap and salvage and
material returned to vendors. Such income and other oredits shall either be
credited direotly to the cost of the material involved or be allocated (as
oredits) to indirect costse. However, where the contractor can demonstrate thet
failure to take cash discounts was due to circumstances teyond his control, such
lost discounts need not be so orediteda

(3) Reasonable adjustments arising from differences between periodio
physical inventory quantities and related material control records will be in-
cluded in arriving at the cost of materials, provided such adjustments (i) do not
include "write-downs"™ or "write-ups" of values and (ii) relate to the period of
performance of the contracte

(4) Uhen the materials are purchased specifically for and identifiable
solely with performance under a contract, the actual purchase cost thereof should
be charged to the contracts If materiel is issued from stores, any generally
recognized method of pricing such materiael is acceptable if that method is con-
sistently applied and the results are squitable. Yhen estimates of material
costs to be incurred in the future are required, either ocurrent market price or
anticipated acquisition cost (if reasonably certain and determinable) may be
used, but the basis of pricing must be disclosed.

(5) Costs of materials, 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 ourrent mare

ket prices However, a devarture from this basis is permissible where (i) the
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item is regularly manufactured and sold by the contractor through commercial
channels and (ii) it is the contractorfs long-established practice to price inter-
organization transfers at other than cost for commercial work; provided that the
charge to the contract is not in excess of the transferor's sales price to its
most favored customer for the same item in like quantity, or the currznt market
price, whichever is lowere

(w) Organization Costse Expenditures, such as inocorporation fees, ate

torneys?! fees, accountants'! fees, brokers?! fees, fees to promoters and organizers,
in comnsotion with (i) organization or reorganization of a business, or {(ii)
raising capital, are unallcwable (see (gq) above),

(x) Other Business Exvensess Included in this item are such recurring

expenses as registry and transfer charges resulting from changes in ovmership

of sscurities issued by the contractor, cost of shareholders? meetinge, normal
proxy sollcitations, preparation and publication of rsports to shareholders, pre
paration and submission of required reports and forms to taxing and other regule-~
tory bodies; and incidental costs of directors and committee meetingses The above
and similar costs are allowable when allocated on an e quitable basis to all
classes of worke

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

(1) This item consists of the premium portion of overtime, extra pay
shift end multi-shift payments to employees. Preferably such premiums should be
separately identified and handled as indirect costs to be allocated to all work
of the contractor. However, where it is the normal practice of the contractor to
handle these premiums as direct costs, such practice is acceptable if it does not
result in the Government absorbing a disproportionate share of costse. The same

considerations govern their inclusion in or exclusion from the base for overhead
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distributione Such premiums, when allowable, shall be equitably allocated in
light of (i) the amount of such premium costs allocated to non-Government work
being concurrently performed in the contractor's plant and (ii) the factors which
necessitate the incurrence of the costse

(2) Overtims, extra pay shift and multi-shift premium expenses may
arise in two distinct weys in connection with the contract: (i) by initial
agreement between the contractor and the contracting officer that known condi-
tions warrant the use of such premium labor; and (ii) to meet unexpected condi-
tions or emergencies aricing in the course of the contraoct, not contemplated by
the contracting partisse

(3) The allowability of overtime, extra pay shift and multi-shifb
‘mpremiums will ba determinsd as follows:

(i) +to the extent that the contractor and tho contracting officer
initially sgree that such premiums are necsssary in view of
known conditions, and the contracting officer so authorizes
in writing, such costs are allowable; and

(ii) with respec’ to unexpected conditicns or emergencies arising
in the course of the contract, such costs are =~

(A) unallowable if the contractor is already obligated to
meet the contraot delivery schedule without additional
compensation therefor;

(B) allowable to the extent authorized in writing by the con~
tracting officer, in the case of cost reimbursement type
contracts; end

(C} allowable to the extent authorized in writing by the conw
tracting officer prior to final pricing, in the case of

fixed-price redeterminable or incentive type contracts.
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(z) Patent Costs. Costs of preparing disclosures, reports, and other

documents required by the contract and of searching the art to the extent neces~
sary to make such invention disclosures, are allowable. In accordance with the
clauses of the contract relating to patents, costs of preparing doouments and
any other patent costs, in comnection with the filing of a patent application
where title is conveyed to the Government, are allowables (See also (ii) and
(jj) velowo)

(as) Pension Plans, See (f) abova.

(bb) Plant Protection Costse Costs of items such as (i) wages, uniforms,

and equipment of personnel engaged in plant protection, (ii) depreciation on
plant protection capital assets, and (iil) necessary expenses to comply with
~military security requirements, are allowables

(ce) Plant Reconversion Costse Plant reconversion costs are those incurred

in the restoration or rehabilitation of the contractor’s facilities to approxi-
mately the same condition existing immediately prior to the commencement of the
military contract work, fair wear and lear excepteds Reconversion costs are
unallowable except for the cost of removing Government property and the restora-
tion or rehabilitation costs caused by such removale

(dd) Precontract Costs. Precontract costs are those incurred prior to the

effective date of the contract direotly pursuant to the negotiation and in
anticipation of the award of the contract where such incurrence is necessary

to ocomply with the proposed contract delivery schedules Such costs are allowable
to the extent that thay would have been allowable if incurred after the date

of the contracts (But see ASPR 15-204.Ll(b).)

(ee) Professional Service Costs = Legel, Accounting, Engineering, and

Other.
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(1) Costs of professional services rendered by the members of a
particular profession who are not employees of the contractor are allowable,
subject to (2) and (3) below, when reasonables in relation to the servioces
rendered and when not contingent upon recovery of the costs from the Govermment
(but see (w) above),

(2) Factors to be considered in determining the allowability of costs
in a particular case includes

(i) +the past pattern of such costs, partioularly in the years
prior to the award of Government contracts;
(ii) the impact of Government contracts on the contractor!s busi-
ness (i.0., what new problems have arisen);
(iii) +the nature and scope of managerial services expected of the
contractor'!s owm organizations; and
(iv) whether the proportion of Government work to the contractor's
total business is such as to influence the contractor in
favor of incurring the cost, particularly where the serv ces
rondered are not of a continuing nature and have little
relationship to work under Govermment contractse
Retainer fees to be allowable must be reasonably supported by evidence of services
rendereda

(3) Costs of legal, accounting, and consulting services, and related
costs, inourred in connection with organization and reorganization, defense of
anti-trust suits, and the prosecution of claims against the Government, are
unallowablee. Costs of legal, acocounting, and consulting services, and related
costs, incurred in connection with patent infringement litigation, are unallowable

unless otherwise provided for in the contract.
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(f£) Profits and Losses on Disposition of Plant, Equipment, or Other Capital

Assetse Profits or losses of any nature arising from the sale or exchange of
plant, equipment, or other capital assets, including sale or exchange of either
short or long term investments, shall be excluded in computing contract costs

(but see (i) (2) above as to basis for depreciation).

(gg) Reoruiting Costs. Costs of "help wanted" advertising, operating costs

of an employment office neceéssary to secure and maintain an adequate labor foroe,
costs of operating an aptitude and educational testing program, travel costs of
employees while engaged in recruiting personnel, and travel oosts of applicants
for interviews for prospective employment are allowables lhere the contractor

uses employment sagencies, costs not in excess of standard commercial rates for

“such services are also allowables Costs of special benefits or emoluments

of fered to prospective employees beyond the standard practices in the industry
are unallowablee

(hh) Rental Costs. (Including Sale and Leasebagk of Facilities).

{1) Rental costs of land, building, and equipment and other personal
property are allowable if the rates are reasonable in light of such factors as
the type, life expectanocy, condition, and value of the facilities leased, options
available, and other provisions of the rental agreement. Application of these
factors involves oomparison of rental costs with costs which would be allocable
if the facilities were owned by the contractor.

(2) Charges in the nature of rent between plants, divisions, or organi=
zations under common control are unallowable except to the extent such charges do
not exceed the normel costs of ownership, such as depreciation, taxes, insuranoce,
and maintenense; provided that no part of suoh costs shall duplicate any other

allowed costse
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(3) Unless otherwise specifically provided in the contract, rental
costs specified in sale and leaseback agreements, incurred by contreotors
through selling plant facilities to investment organizations, such as insurance
companies, or to private investors, and concurrently leasing back the same
facilities, are allowable only to the extent that such rentals do not exceed
normal costs, such as depreciation, taxes, insurance, and maintenance, borne
by the lessor, wlhiich would have been incurred had the contractor retained legal

title to the facilitiese

(ii) Research and Development Costse

(1) Research and development costs (sometimes referred to as general
engineering costs) are divided into two major categories for the purpose of con=
ract costing =~ (i) general research, also referred to as basic research, funda=
mental research, pure research, and blue-sky research and (ii) related research or
development, also referred to as applied research, product research, and product
line researchs

(2) General research is that type of research which is directed toward
increase of knowledge in science. In such research, the primary aim of the
investigator is a fuller knowledge or understanding of the subject under study,
rather than a practical application thereof. Costs of independent general
research (t.at which is not sponsored by a contract, grant, or other arrangement)
are allowable, subject %o (6) belows Reasonableness of the cost should be deter-
mined in light of the pattern of the cost of past programs, particularly those
existing prior to the placing of Government contractse

(3} Related research is that type of research which is directed
sovrard practical application of science. Development is the systematic use of
soclentific knowledge directed toward the production of useful materials, devices,

methods, or processes, exclusive of design, manufacturing, and production
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engineering (see (1) above)s. Costs of a contractor's independent related
research and development (that which is not spomnsored by a contract, grant, or
other arrangement) are allowable, subject to (6) below, under any production con-
tract to the extent that the research and development are related to the contract
product line and the costs are allocated to all production work of the contractor
on the contract product line. Such costs are urnallcwable under ressarch and
development contractss

(4) Independent research and development projects shall absorb their
appropriate share of the indirect costs of the department where the work is per-
formedo

(5) Research and development costs (inocluding amounts capitalized),
regardless of their nature, which were incurred in accounting periods prior to
she award of a particular contract, are unallowables

(6) The reasonableness of expenditures for independent researoch and
development must be scrutinized with great ocare in connection with contractors
whose work is predominantly or substantially with the Govermmente ‘/here such
expenditures are not subject to the restraints of commercial product pricing,
there must be assurance that these expenditures are made pursuant to a planned
research program which is reasonable in scope and is well managed. The costs
should not exceed those which would be incurred by an ordinarily prudent person
in the conduct of a competitive business. (See ASPR 15-204,1(b).)

(jj) Royalties and Other Costs for Use of Patentse

(1) Royalties on a patent or amortization of the cost of acquiring by
purchase a patent or rights thereto, necessary for the proper performance of the

" sontract and applicable to contract products or processes, are allcwable, unless:
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(i) +the Govermment has a license or the right to free use
of the patent;
(ii) the patent has been adjudicated to be invalid, or has
been administratively determined to be invalid;
(iii) +the patent is considered to be unenforceable; or
(iv) the patent is expirede
(2) Special care should be exercised in determining reasonableness where
the royalties may have been arrived at as a result of less than arm's length
bargaining; e. get
(i) royalties paid to persons, including corporations,
affiliated with the contractor;

o (ii) royalties paid to unaffiliated parties, including cor=
porations, under an agreeument entered into in contem-
plation that a Government contract would be awarded; or

(iii) royalties paid under an agreement entered into after the
award of the contracte

(3) Special care should also be exercised with respect to royalties
paild to unaffiliated parties, including corporations, upon patents the cost of
which, or the cost of research and development work thereon, were substantially
recovered through Govermment grants or charges against Government contracts or
subcontractse

(4) In any case involving a patent formerly ovmed by the contractor,
the amount of royalty allowed should not exceed the cost which would have been
allowed had the contractor retained title thereto.

"""""" (5) See ASPR 15-204,1(b).

(kk) Selling Costse

(1) Selling costs arise in the marketing of the contractor'!s products
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and include costs of sales promotion, negotiation, liaison between Government
representatives and contractor!s personnel, and other related activities,

(2) Selling costs are allowable to the extent they are reasonable
and are allocable to Govermment business (but see ASPR 15-204,1(b)). Allocability
of selling costs will be determined in the light of reasonable bhenefit to the
Government arising from such activities as technical, consulting, demonstration,
and other services which are for purposes such as application or adaptation of
the contractor'!s products to Govermment use.

(3) Notwithstanding (2) above, salesmen's or agents! compensation,
fees, commissions, percentages, or brokerage fees, which are ocontingent upon
the award of contracts, are allowable only when paid to bona fide employees
or bona fide established comuercial or selling agencies maintained by the con-
cractor for the purpose of securing businesse

(11) Serviee and Warranty Costse Such costs include those arising from

fulfillment of any contractual obligation of a contractor to provide services,
such as installation, training, correcting defeots in the products, replacing
defective parts, making refunds in the case of inadequate performancs, etce
When not inconsistent with the terms of the contract, such service and warranty
costs are allowable, However, cate should be exercised to avoid duplication of
the allowance as an element of both estimated product cost and riske

(mm) Severance Pay.

(1) Severance pay, also commonly referred to as dismissal wages, is
a payment in addition to regular salariss and wages, by contractors to workers
whose employment is beingterminateds Costs of severance pay are allowable only
to the extent that, in each case, it is required by (i) law, (ii) employer=
employse agreement, (iii) established policy that constitutes, in effect, an

implied agreement on the contractor's part, or (iv) circumstances of the

particular employment. 36
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(2) Costs of severance payments are divided into two categories as
followss

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

(ii) abnormal or mass severance pay is of such a conjectural
nature that measurement of cost by means of an accrual
will not achisve equity to both parties. Thus accruals
for this purpose are not allowable. However, the Govern-
ment recognizes its obligation to participate, to the
extent of its fair share, in any specific paymente Thus,
allowability will be considered on a case-by-case basis
in the event of occurrence,

(nn) Special Tooling Costs. The term "special tooling" means property

of such specialized nature that its use, without substantial modification or
alteration, is limited to the production of the per ticular supplies or the
performance of the particular services for which acquired or furnishede It

includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special
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taps, special gauges, and special test equipment. The cost of special tooling,
when agquired for and its usefulness is limited to one or more Government con-
tracts, is allowable and shall be allocated to the specific Government con-
tract or contracts.
(oo) Taxes.
(1) Taxes are charges levied by Federal, State, or local govermmentse
They do not include fines and penalties except as otherwise provided hereine
In general, taxes (including State and local income taxes) which the contractor
is required to pay and which are paid or acorued in accordance with generally
accepted accounting principles are allowable, except for:
(i) Pederal income and excess profits taxes;
(ii) taxes in connection with financing, refinancing or
refunding operations (see {q));
(iii) +taxes from which exemptions are available to the con-
tractor directly or available to the cmtractor bhased
on en exemption afforded the Government except when
the contracting officer determines that the adminis-
trative burden incident to obtaining the exemption
outweighsg the corresponding benefits accruing to the
Government; and
(iv) special assessments on lend which represent capital
improvementsa
(2) Unadjudicated taxes otherwise allowable under (1) above, but
which may be illegally or erroneously assessed, ars allowable; provided that
=~ the contractor prior to payment of such taxes:

(i) promptly requests instructions from the contracting

officer conocerning such taxes; and
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(11) takes all action directed by ths contracting
officer, including cooperation with and for the
benefit of the Govemment, to (A) determine the
legality of such assessment or, (B) seoure a
refund of such taxes.
Reasonable costs of any such action undertaken by the contractor at the direction
of the contracting officer are allowables. Intersst and penalties incurred by a
contractor by reason of the nonpayment of any tax at the direction of the ocon-
tracting officer or by reason of the failure of the contraoting officer to
assure timely direction after prompt request therefor, are also allowablee
(3) Any refund of taxes, interest, or penalties, and any payment to
the ocontraoctor of interest thereon, attributable to taxes, interest, or penalties
which were allowed as contract costs, shall be oredited or paid to the Government
in the manner directed by the Government, provided eny interest actually paid or
oredited to a contraotor incident to a refund of tax, interest or penalty shall
be paid or credited to the Govermment only to the extent that such interest
aocrued over the period during whioch the contractor had been reimbursed by the
Government for the taxes, interest, or penaltiess

(pp) Trade, Business, Technical and Frofessional Activity Costse

(1) Membershipse This category includes costs of memberships
in trade, business, techniocal, and professional organizationse Such costs are
allowable.

(2) Subsoriptions. This item inoludes cost of subsoriptions to

trade, business, professional, or technical periodicalse Such costs are
allowablee

(3) Moetings and Conferencese. This item includes cost of meals,

transportation, rental of facilities for meetings, and costs incidental
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thereto, when the primary purpose of the incurrence of such costs is the disse-
mination of technical information or stimulation of productiones Such costs are
allowablee

(qq) Training and Educational Costse

(1) Costs of preparation and meintensnce of a program of instruc-
tion at noncollege level, designed to increase the vocational effectiveness of
bona fide employees, including training materials, textbooks, salaries or
wages of trainees during regular working hours, and

(1) salaries of the director of training and staff
when the training program is conducted by the
contractor; or

(ii1) tuition and fees when the training is in an
institution not operated by the contractor;
are allowables

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

(i) treining materials;

(ii) +textbookss

(iii) fees charged by the educational institution;

(iv) +tuition charged by the educational institution, or
in lieu of tuition, instructors! salaries and the
related share of indirect cost of the educational
institution to the extent that the sum thereof is
not in exgess of the tuition which would have
been paid to the pertiocipating educational

institution; and
40
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(v) straight-time occmpensation of each employee for
time spent attending classes during working hours
not in excess of 156 hours per year where circum-
stances do not permit the operation of oclasses or
attendanos at olasses after regular working hours;
are allowables
(3) Costs of tuition, fees, training materials and textbooks (but
not subsistence, salary, or any other emoluments) in connection with fulltime
soientific and engineering education at a post-graduate (but not under-graduate)
oollege level related to the job requirements of bona fide employees for a
total period not to exceed one school year for each employee so trained, are
allowgbles In unusual cases where required by military techmology, the peried
may be extendede
(4) Meintenance expense, and normal depreciation or fair rental,
on facilities owned or leased by the contractor for training purposes are
allowable to the extent set forth in (t), (i), and (hh) above, respectively.
(5) Grants to educational or training institutions, including
the donation of facilities or other properties, scholarships or fellowships,

are considered contributions (ses (h) above)a
~ -

(rr) Trensportation Costss Transportation costs include freight,

express, cartage, and postage charges relating either to goods purchased, in
process, or delivered. These costs are allowablee When such costs can readily
be identified with the items involved, they may be drected costed as transporta-
tion costs or added to the cost of such items (see (v) above). Where identifi-

cation with the materials received cannot readily be made, inbound transportation
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costs may be charged to the appropriate indirect cost accounts if the contraoctor
follows a consistent, equitable procedure in this respecte. OCutbound freight,

if reimburseble under the terms of the contract, should be treated as =a

direct costoe

(ss) Travel Costse

(1) Travel costs inoluds oosts of transportation, lodging, sub=-
sistence, and incidental sexpenses, incurred by cuntractor psrsomnel in a
travel status while on official company businesse

(2) Travel costs may be based upon actual costs incurred, or
on a per diem or mileage basis in lieu of actual co&%s, or on a combination of
the two, provided the method used does not result in an unreasonable charge.

""""""" (3) Travel costs incurred in the normal course of over-all admin~

istration of the business and applicable to the entire business are allowableas
Such costs shall be equitably allocated to all work of the contractore

(4) Travel costs directly attributable to specific contraot per=-
formance are allowable and may be charged to the contract in aocordance with
the principle of direct costing (See ASPR 15-202},

(5) HWecessary, reasonasble costs of family movements and personnel
movements of a special or mass nature are allowable, subjeot to allocation

on the basis of work or time period benefited when appropriate. (But ses

ASFR 15-204,1(b).)
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(y)(3)(ii)
(z)
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(hh)(1)
(2)
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(6)
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NATIONAL SECURITY INDUSTRIAL

ASSCCIATIOR

Froposed DOD Comprehensive Contract Cost Principles

(Draft of September 10, 1957)

'Schedule A

Areas In Which There is Failure to_Recognize

1.
2.
30
4.
5.
60
T
8.

9.
10.
11.
12,
13.
14,
15.
16.
17,
18‘
19.
20.

21.

22.
23.

26.
27.
28.
29,
30.
31.
32,
33.
34,
-35.
36.
37.
38,
39.
40.
41.

True Costs in Whole or in Part

Advertising Costs

Bad Debts

Civil Defense Costs

Compensation for Personal Services

" " " "

Bonuses Other Than Cost
Payments in Stock

" " " " - Stock Options
" " " " - Profit Sharing Plans
" " " " - Deferred Compensation
including Pension and
Profit Sharing Plans
Contingencies
Contributions and Donations

Depreciation - Unrecovered True Depreciation
" - Idle or Excess Facilities
" - Use Charge on Fully Depreciated Assets
Entertainment
Excess Facility Costs
Food Service and Dormitory Costs and Credits
Insurance and Indemnification - Business Interruption
" " " - Government Owned Property
- Losses Not Covered
- Indemnification
Interest and Other Financial Costs
Losses on Other Contracts
Maintenance and Repair Costs — Deferred
Material Costs - Credits
" - Write-Downs or Write-Ups
" " ~ Interdivisional Transfers
Organization Costs
Overtime, Extra Pay Shift and Multi-Shift Premiums
Patent Costs
Plant Reconversion Costs
Precontract Costs
Professional Service Costs - Contingency on Reasonableness
" " " - Successful & Unsuccessful Claims

" " "t

" " "

Recruiting Costs
Rental Costs - Excess over Ownership
" " - Interdivisional
-~ Sale and Leaseback
Research and DeveIOpment Costs - Limited to Past Pattern
" -~ Limited to Production Contracts
" " " " -~ Precontract Costs
- New Test of Allowability

” "




15-204.2 (33)(1)

(3)
(a)

(kk)(2)
(mm) (2)
(pp)(3)
(aa) (2)
(3)
(4)

(5)
(ss)(5)

42,

43.
a4,

45,
46.
a7,
48.
49.
50.

31.
32,

Schedule A (Continued)

Royalties and Other Costs for Use of Patents - C.0, Determination
of Invalidty or
Unenforceability

- Unaffiliated Parties

- Patents Formerly
Owned

" " L1} " n " " "

" " " " " L1 " "

Selling Costs

Severance Pay

Trade, Business, Technical & Professional Activity Costs

Training and Educational Costs - Limitation of Hours
" " " " < No salary allowance; time limit.
" " " " = Limitation on maintenance,

depreciation and rents,
- Grants
Travel Costs - Allocable to period benefited.

” " " ”
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15-204.2 (f)(4)

o

(7)b

(ss)(5)
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Schedule B

Areas in Which Specific Contractual Coverage

1.
20
3.
4,
50
60
7o
8.
9.
10.
11,
12,
13ﬁ
14,
15.
16,
17,

or Authorization is Required

Compensation for Personal Services
Contingencies

Depreciation

Food Service and Dormitory Costs and Credits
Insurance and Indemnification

Maintenance and Repair Costs

Overtime, Extra Pay Shift and Multi-Shift Premiums
Patent Costs

Precontract Costs

Professional Service Costs

Rental Costs

Research and Development Costs

Royalties and Other Costs for Use of Patents
Selling Costs

Travel Costs
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION

Proposed DOD Comprehensive Contract Cost Principles

(Draft of September 10, 1957)
Schedule C

Areas in Which Reference is Made to

Lack of Competitive Restraint in Case of Government Contractors

(p)(1)c
(p)(2)
(t)(1)(i1)
(y)(3)

Fss)(S)

1.
2.
3.
4,
5.
6.
7.
8.
9.
10.
11.
12,
13.
14.
15.
16.
17.
18.
19.

Definition of Reasonableness
General
Compensation for Personal Services

" o ”" "

" fn " "

Depreciation

Food Service and Dormitory Costs and Credits
Insurance and Indemnification

Maintenance and Repair Costs

Overtime, Extra Pay Shift and Multi-Shift Premiums
Patent Costs

Precontract Costs

Professional Service Costs

Rental Costs

Research and Development Costs

Royalties and Other Costs for Use of Patents
Selling Costs

Travel Costs



NATIONAL SECURITY INDUSTRIAL ASSOCIATION

Proposed DOD Comprehensive Contract Cost Principles
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Schedule D

Areas Dictating Accounting System to be Employed
ang_i_Zor Consiitutiné Audit Manual AEEroach

15-202 (a) l. Direct Costs
(b ) 2. 1] "
15-203 (b) 3. Indirect Costs
(d) 4, 1" "
(e ) o " "
15-204.2 (d) 6. Bidding Costs
" (e)(1) 7. Civil Defense Costs
(f)EA) 8, Compensation for Personal Services
7) 90 n (] " "
(1) (4) 10. Depreciation
(3) 11. Employee Morale, Health, and Welfare Costs and Credits
(t) 12. Maintenance and Repair Costs
(v) 13. Material Costs
(y) 14. Overtime, Extra Pay Shift and Multi-Shift Premiums
(ee) 15, Professional Service Costs
- (11Y(2) 16. Research and Development Costs
(3 ) 17. ] U] " "
(4 ) 18. " 1] [} "
(5 ) 19. " " " "
(33)(2) 20. Royalties and Other Costs for Use of Patents
(3) 21 o 1@ 1" )] [1] 1 1" " ”
(4‘) o0, " " " " " " " "
(vx){(2) 23. Selling Costs
(00)(3) 24. Taxes
(rr) 2%. Transportation Costs
(ss)(5) 26. Travel Costs



15-000

15-100

15-101

5=101(a) (1) (B)

15-101(a) (ii)

15-101(a) (i1)(A)

15-101(a) (ii)(B)

15-101(a)(ii)(C)

101(a) (1ii)

NATIONAL SECURITY INDUSTRIAL ASSOCIATION AF:ZNPIX 1

Comments on DOD Proposed Revision of Section XV
Comprehensive Contract Cost Principles
(Draft of September 10, 1957)

Scope of Section

References in this section should be limited to the determination of
historical costs, and to review, audit, and evaluation of cost data.
It should not govern the preparation and presentation of cost esti-
mates by contractors nor should it be controlling in negotiation of
price.

Scope of Part

The references to "contracting and subcontracting”, when read with
Sections 15-101 and 15-200 indicate that the cost principles are
intended to apply to all prime contracts and subcontracts other than
those with non-profit institutions and construction and facilities
contracts. Use of the section should be limited to those prime
contracts and subcontracts under which the Government has the right
of audit review.

Applicability of Part 2

This section needs clarification to indicate that it will come into
play in a terminated fixed-price contract only after the negotiation
required under ASPR Section VIII has failed and settlement is there-
fore to be made by determination.

The wording should be changed to read "serve as a guide only for --".
It is inappropriate for any listing of allowable and unallowable costs
to be the basis for pricing negotiations.

This subparagraph should be deleted in its entirety and the section
should not control "the development and submission of cost data and
price analyses by contractors". Such data and analyses should be
developed in accordance with the contractor's established accounting
system. To do otherwise would necessitate changing established and
accepted accounting systems, which would be costly to both the
contractor and the Government and would produce chaotic conditions.

This section should not apply to progress pavments or settlements of
termination claims by agreement.

This subparagraph should be deleted in its entirety. No set of allow-
able or unallowable costs which fails to recognize the normal and
legitimate costs of doing business can be accepted as the basis for
resolving questions of acceptability of specific items of cost in
retrospective pricing.

Delete for the reasons stated above.
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-101(b)

15-101(c)

15-101(d)

15-200

15-201.1

15-201.2

Use in Retrospective Pricing and Settlements

The references in the second sentence to using part 2 as the basis
for the development of cost data and for the resolution of questions
of acceptability should be removed for reasons stated above. At
most, the section should be used only as a guide for the evaluation
of cost data.

Use in Forward Pricing

The same references should be eliminated from this section for the
same reasons.

"Allowable" and "Unallowable" in Connection with Fixed-Price Type
Contracts

No normal and legitimate items of cost should be considered either
"unallowable" or "unacceptable" in fixed-price contracting.

Scope of Part

This section should be clarified to indicate that the part does not
apply to fixed-price type contracts or to subcontracts under which
the Government does not have the right of Government review.
Actually, in fixed-price contracts costs are not subject to
"determination", rather price is negotiated. As to subcontracts,
clearly there would be no right on the part of the Government to
assert the section as against a subcontractor because there is no
privity of contract. Accordingly, its application, of necessity,
would be limited to those subcontracts on which the government has
a right of audit review.

Composition of Total Cost

This section can be applied only to cost-reimbursement type contracts
and it should be so stated.

Factors Affecting Allowability of Costs

This paragraph should be modified to delete from (iii) the words
"appropriate to the particular circumstances". The application of
generally accepted accounting principles and practices should be
consistent and should not be modified to particular circumstances.
Similarly, factor (iv) should be deleted. Where deviations from
established practices are made, they should be justified and approved
and should not effect the allowability of individual cost items.

Definition of Reasonableness

The second sentence should be deleted. The assumption that companies
are not subject to competitive restraints because of preponderance of
their business is with the Government is fallacious. It is also felt
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)_201.3

15-20104

15-201.5

15=202

15-203

- Definition of Reasonableness (Continued)

that the definition of reasonableness, as contained in this entire
paragraph, is not a true or valid definition. The reasonableness
of specific items of cost should be tested against such factors as
the established policies and practices of the contractor, the prior
experience of the contractor, and the prevailing level of compar-~
ative types of cost in similar concerns or in indurstry in general.
Any cost should be presumed reasonable, unless it is patently
unreasonable as to type or amount when measured by applying the
factors mention above.

Definition of Allocability

At the end of (i) there should be added the word "or" to clearly
indicate that the three provisions are alternative. It is also
suggested that there be inserted at the beginning of (ii) the words
"is of a nature which".

Credits

In the first line, the words "actual or anticipated" should be
deleted. Otherwise, the Government would be entitled to a double
credit; once when the credit was anticipated, secondly, when it was
actually received.

Direct Costs

Subparagraph (a) - Direct costs may be incurred for the benefit of

a single cost objective or a group of objectives when such costs can
reasonably be . directly allocated thereto. The first sentence
should be revised accordingly. The third sentence of subparagraph
(a) should be deleted because it would require changes in any
presently accepted accounting systems which produce reasonable
results and should be permitted. Subparagraph (b) should be re-
written to provide flexibility. As stated, it doesn't fit processed
cost systems, and the established accounting practice should be
acceptable if it achieves reasonable results.

Indirect Costs

Subparagraph (b) is considered to be restrictive and could be inter-
preted by field personnel to permit dictation of the accounting
system to be employed. In this instance also established methods of
allocation should not be disturbed when reasonable results are
obtained.

Similarly, in subparagraph (d) the material after the third sentence
should be deleted.

In paragraph (e) there should not be a requirement that the base
period must necessarily represent the exact period of contract per-
formance. The base period should be sufficiently long to avoid
inequities and should be established at the contractor's discretion
as long as the results are reasonable.
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-204

-204,1(a)

5-204,1(b)

Application of Principles and Standards

This paragraph should be recast in the affirmative to indicate that
costs are allowable to the extent they are reasonable.

This paragraph should be deleted in its entirety. The allocability
of costs incurred incident to the performance of a contract or in

the normal operation of the contractor's business should not be
contingent upon the ability of individual contractors to specifically
negotiate their allowance into individual contracts. See paragraphs
20 - 23 of the letter of transmittal.



National Security Industrial Association
Comments on Selected Costs Section of
Proposed DOD Comprehensive Contract Cost Principles
(Draft of September 10, 1957)

19-204.2 Selected Costs

(a) Advertising Costs

The draft of this paragraph fails to properly recognize legitimate advertising
expenses which contribute substantially to the contractor's ability to perform
and which should be allowable to the extent allocable to Government business.

Industry and the accounting profession generally, from World War II to the
present, have repeatedly emphasized that normal advertising costs are necessary
in the conduct of business and that the benefits resulting therefrom accrue to
all lines of the business and all customers. The benefits derived from sound
advertising are not limited to stimulating sales. In fact, more important
objectives, such as prestige, purchasing power, recruitment of high calibered
personnel, pride of workmanship and integrity of product are essential realiz-
ations, particularly from advertising of an institutional nature.

In addition to the advertising costs allowed by the draft, it is a minimum need
of contractors that the Government assume its share of reasonable and allocable
costs of exhibits, product advertising, general (institutional) advertising,
and employment advertising (not merely "help-wanted"). The Government should
i especlally allow the costs of exhiblts requested by it, such as at military

PG Jldisplay areas, small business opportunity exhibits, etc.

i
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2=204.2 Selected Costs

»

e

ey
»

(b)

(c)

(d)

Ere—

Bad Debts

Contractors sustain many types of credit losses as the result of handling
Government business. These losses include uncollectible debt balances
against vendors and customers on Government work, disallowed freight claims,
advances to employees, etc.. Such losses should obviously be construed as
allowable costs.

Recently, the Army has instituted new procedures which can result in credit
loss to a contractor. We refer to Army Procurement Procedure Change 32
which requires a prime contractor to pay the invoices of CPFF subcontractors
prior to Government audit. The post audit can result in disallowed sub-
contractor costs which are not recoverable by prime contracts. Credit
losses from this and similar causes are a Government responsihility and
should be borne by the Government. We also think the Government should
provide for costs of collection in cases of "slow pay" borne by a contractor
as a result solely of Government action.

Bidding Costs

This Paragraph as written does not recognize all costs incidental to the
preparation of bids and proposals or assure in the last sentence that all
costs shall be allowable if reasonable. Therefore, the words "and other
costs” should be inserted following "cost data" in the first sentence; also
in the last sentence the words "only" and "equitable" might be interpreted
to impose undue restrictions on the allowability of this class of expenses
and should be deleted. The word "may" should be changed to "shall".

Bonding Costs

No comment.
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(e) Civil Defense Costs

(1)

(2)

This sub-paragraph contains three phrases which are too restrictive and
should be deleted.

(a) The phrase "undertaken on the contractor's premises" should S
be eliminated since company sponsored civil defense training '
often occurs away from company owned areas,

(b) The phrase "pursuant to suggestions or requiremente of civil
defense authorities" should be eliminated since a contractor's
judgment of necessary civil defense measures should not be
questioned if such costs are reasonable. Cost principles
should not destroy the prerogative of management.

(¢) The phrase "when allocated to all work of the contractor”
dictates the accounting system of the contractor and, as it
clearly takes an audit manual approach, should be deleted.

No comment.

The reference in this sub-parsgraph to "(h) below" makes it clear that
contributions to local civil defense funds and projects are unallowsble.
Notwithstanding the provisions of paragraph (h) such costs should be
allowable as Civil Defense Costs and not as contributions.

Contributions to local civil defense funds and projects are an unavoid-
able cost of conducting business in a community. The contractor has an
obligation in the public and national interest to assist in civil
defense measures which are not limited to the contractor's premises, and
which may include contributions of funds, equipment and personnel.

There is more definitely an obligation if the contractor is a prominent
industry in the community, The benefits resulting from such particip-
ation accrue to all customers and products of the contractor and should
be allowable costs allocable proportionately to Government as well as
other business.
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(£)

Compensation for Personal Services

This particular section on Compensation for Personal Services is one of the
most objectionable areas in the entire draft. Instead of allowing compen-
sation subject to the test of reasonableness of the total compensation for
the services rendered, the proposal departs radically from this concept and
would subject total compensation to numerous other factors which would have
the effect of inquiring into and rejecting certain specific elements or
methods of compensation., In effect the proposal would substitute the judg-
ment of Government personnel for the judgment of management of industrial
concerns in determining thes methods used in compensating employees, This
approach is completely at wvariance with generally accepted accounting
principles and practices which have always regarded any form of compensation
for personal services rendered by employees as an ordinary and necessary
cost of doing business, This has alsc been recognized consistently by the
Internal Revenue Code as well as under various regulations and court
decisions,

The allowability of compensation paid individuals for Government contract
cost purposes should be tested only by the reasonableness of the total
compensation paid in the light of serwices rendered., The manner in which
the compensation is determined or paid is a matter of management judgment
which the Govermment should not question or attempt to usurp. Where the
total compensation is reasonable and necessary to attract and retain
capable personnel, it should be allowable., The presumption of reasonable-
ness should be accepied unless the c¢ost is patently unreasonable as to type
or amount, Priocr to making a determination of unreasonableness the
contractor should he given the opportunity to submit data sustaining the
cost. The burden of procf should be regarded as having been made if the
evidence submitted sustains the reasonableness of the cost and unless proof
to the contrary is established by the Government,

The proposed section completely fails to recognize that over the years a
number of definite techniques have been developed for arriving at ths total
compensation of individuals, These techniques which are widely employed by
different contractors today, include bonuses and incentive plans, profit
sharing plans, retiremsnt and pension plans, insurance programs, deferred
compensation contracts and stock option programs. These programs generally
have been adopted with an emphasis on incentive features and the selection
of the particular plans has been dictated by the needs of the business

and by variations in the complexity, volume, and other aspects of the
business, Adoption of such plans provide stability in basic salaries while
offering flexibility and incentive for stimulating efficiency in meeting
production schedules;, maintaining high standards of quality, and keeping
operating costs within budgets. All of these results have been of a very
real and direct benefit to the Government,
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(f) Compensation for Personal Services {continued)

In its treatment of specific elements of total compensation the proposed
section contains provisions which in their application would, cf necessity,
be arbitrary, discriminatory and whelly inequitable as between contractors.
It would discriminate particularly sgainst contractors having a preponderance
of Government business on the fallacicus presumption that they are not
subject to competitive restraints and therefore their costs are subject to
particular scrutiny which could lead only to arbitrary disallowances.

Therefore paragraphs (2) thrsugh {11) should be deleted in entirety with
corresponding deletion of c¢russ references contained in subparagraph (1).
The resulting paragrapt {1} would then contain an adequate description of
the economic {and reasonable) compensation cost which a contractor is
entitled te recover,

A few of the objections to the paragraphs are stated below:

(1) a This paragraph would make certain elements of compensation subject
to restrictions imposed by parsgraph {f) and therefore the reference
"Except as otherwise specifically provided in paragraph {(f)" should
be deleted., With *his correction and the sdditicnal test cortained
in the first sentence of paragraph {(b) adequate tests are existent
for determining the allowsbility or acceptability of compensation.

(1) b The last sentence of this paragraph {b) should be deleted because
of the falilacious presumpticn that certain contractors are not
subject to competitive restraints. Our objections to this are set
forth fully in the transmitial letter.

(1) ¢ No comment.

(1) d This paragraph should be deleted in its entirety since it relates to
the further requirements as specified in (2) through (11) below which
also should be delsted in entirety.

(2) No comment.

(3) This paragraph limits bonuses and awards to the cash type and fails
to recognize bonuses which may be pald in other forms. Moreover,
suggestion awards and safety awards should not be includable in total
compensation against which the reasonableness test is applied since such
items are not considered compensation for personal services but are
normal allowable business expenses. Also the terminology “pursuant
to an established plan foiiowed by the contractor so consistently as
to imply, in effect, an agreement to make such payment” could lead to
disagreement as to its meaning and should be deleted.
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(f) Compensation for Persgnal Serwices {continued)

(4) This paragraph, which is limited t¢ bonuses and incentive compen-
sation paid in stock. would subject such costs to the tests set
forth in paragraph 7 as well as to the provisions of paragraph
15-204.1 (b) which could only lead to disallowances in most cases.
The applications of these tests is inequitable for reasons stated
above and in the transmittal letter.

(5) The cost of stock options which can be measured by several accept-
able methods is very clearly an element of compensation and should
be allowable. The issuance of stock options to key employees of
corperate management is an accepted business practice and is used
as an inducement for such employees to stay in continuous service
in their businesses and to share in the corporate successes
achieved. It is recogrnized as 3 legitimate business expense and
should be allowed as an sxpense of doing business under Government
contracts.

(6) This paragraph contains the inference that a profit sharing plan
is a distribution of profits. This inference is incorrect. Such
plans provide a part of total c¢ompensation essential te attract
and retain manageria!l talent under present day conditions. The
amounts credited to empioyees under a profit sharing plan are
necessary ¢osts to a company measured by its financial performance.
Once a plan has been adopted, iiability for the incurrence and pay-
ment of these costs is fixed and unawvoidable. Accordingly,
contributions to such plans are in ne economic sense profits but
are compensation and should be allowable whether the plan is an
immediate payment or & deferred distribution one. The third
sentence of this parsgraph states the events which result in
distributions under deferred profit sharing plans. This fails to
recognize "termination of employment” as well as the events of
retirement,; death or disscility.

(7) This paragraph contains the inference that certain conditions
typical of deferred compensation plans would result in disallowed
costswhich is unacceptabie. For example subparagraph {a) would
not recognize "normal end of accounting period accruals"; (b)
contains the parenthetical reference to paragraph 15-204.1 (b)
which is highly objectionable for reasons stated in the transmittal
letter. In additien, this subparagraph would apply additional and
unwarranted tests for determining the allowability of deferred
compensation., Such tests should be limited to reasonableness in
amount and whether a plan has been approved by the Internal Revenue
Service. If the plan is an approved one it should not be questioned.
Subparagraph (¢) would require forfeitures to be taken into consider-
ation in determining deferred compensation costs currently allocable



"5-204,2 Selected Costs

(f) Compensation for Personal Services (conti
(7) (continued)

and would require that a distinction be made between possible
future abnormal forfeitures which are immediately forseeable and
those which are not. The effect of forfeitures under deferred
compensation plans is so infinitesimal in relation to total
contract costs and so small in dollar amount as to make it unwise
to require any special agreements regarding them. It would be
much easier to administer a policy which would merely call for
their being taken into account in determining currently allocable
cost. Subparagraph {d) contains provisions which are inconsistent
with deferred profit sharing plans and in any event contributions
to an approved and irrevccable plan should be recognized.



NSIA Comments on Selected Costs Section

)=-204.2 Selected Costs

(a)

Contingencies

Although this Paragraph reccgnizes as allowable any contingency reserves
arising from presently known or existing conditions which have frequently
been considered by auditors to be unallowable contingencies, the Paragraph
should contain general language making allowable an accrual for any true
liability when the only element of uncertainty is the time of payment or the
definite amount of payment. As to the latter, reasonable accrual should be
permitted. In other words, where a definite liability is accruing the cost
should be recognized and accepted in reasonable amount. A cost should not

be considered contingent if there is little doubt as to the existence of the
liability.

(1) No comment.

(2) This sub-paragraph should be revised to provide that contingencies
are allowable if the liability is admitted and the only question
open is the amount of the contingency and the time at which it must
be paid. It is commonplace that the costs of past performance
cannot be known at some historical costing point. For example, there
may be in process union contract wage negotiations, the result of
which will be applied retroactively. It is essential that historical
costs include an estimate of the effect of future events.

(3) No comment,
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(h)

Contributions and Donations

The flat disallowance of all contributions and donations is very inequitable.
The accounting profession, the Internal Revenue Service and industry in
general have long recognized that charitable contributions and donations are
necessary and recurring costs of doing business. It is inherently essential
under the country's economic system that support of charitable and philan-
thropic organizations must be borne by the people and a substantial portion
of this cost burden must be borne by business enterprises. An impelling
civic obligation to the local and national community makes it mandatory for
industry to contribute to these causes. These contributions augment good
public relations, aid in the development of technical education and
scientific research, and are essential for the public welfare. The cost of
these contributions are properly allocable to the cost and price of goods
and services sold. It is equitable that Government business should bear its
fair share of such costs. The Armed Services Board of Contract Appeals has
ruled that contributions to recognized charitable agencies, when an
established practice of the contractor, are acceptable as an ordinary busi-
ness expense.

The present atmosphere and environment on the need for scientific training
and for additional scientific educational institutions, makes it wise and
desirable that the Government support contributions made to the proper
institutions of learning. This should include grants to educational or
training institutions, including the donation of facilities or other
properties, scholarships or fellowships which are specifically disallowed
under Paragraph (qq) (5). The tests of reasonableness and allocability
provide adequate tests for the determination of allowability.
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(1)

(3)

(k)

Depreciation

(1)

(2) (1)

(2) (i1)

(2) (1i1)
(3)
(4)

This paragraph is unacceptable since it implies non-~recognition of
provisions for obsolescence and would make mandatory adjustments

of costs of assets for residual values even though recognition may
have been given to such factors in establishing depreciation rates.

This qualification should be deleted in its entirety. The test of
subsequent item (iii) is fully adequate. The present wording would
require, in many instances, minor corrections to restate property
cost basis to a tax basis; these are frequently not known for many
years because of open tax years.

This qualification should be deleted in its entirety for the

reasons stated above under (2) (i).
No comment.
No comment.

The phrase in (4) (ii) reading "provided the remaining undepreciated
portion of such cost shall not include any amount of unrecovered
"true depreciation’” should be deleted. The contractor should be
allowed to recover the full cost of all assets. This matter has
been commented on at great length in letters previously submitted.

This paragraph would limit depreciation on idle or excess facilities
to the extent that such facilities are reasonably necessary for
current and immediately prospective production. It should also
recognize facilities reasonably necessary for stand-by purposes for
Government work.,

The reference in this paragraph to ASPR 15-204.1 (b) should be
deleted for the reasons stated in the transmittal letter. The words
"a substantial portion of" in the first sentence should be deleted
since these are unnecessarily restrictive.

Employee Morale, Health and Welfare Costs and Credits

The last two sentences of this paragraph dictate the contractor’'s accounting
system and should be deleted for the reasons set forth in the transmittal

letter.

Entertainment Costs

To the extent that expenses of a purely personal nature are paid by a contractor,
it is appropriate that they be disallowed; however, many so-called
"entertainment” costs are ordinary and necessary in today's business atmosphere.
It is only appropriate that a realistic policy of the contractor in reimbursing
an employee for such expenses be recognized, and costs incurred under such a
policy be allowed.
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(1)

(m)

(n)

(o)

Excess Facility Costs

It is felt that this paragraph should take a positive approach and provide
that reasonable costs of maintaining, repairing, and housing idle and
excess contractor-owned facilities be allowable, It 1s unreasonable and
inequitable to limit allowability to those necessary for current and
immediately prospective production purposes or to condition allowability
on separate contractual coverage.

Fines and Penalties

No comment.

Food Service and Dormitory Costs and Credits

The reference to Paragraph 15-204.1 (b) should be deleted for reasons
stated in the transmittal letter.

Fringe Benefits

No comment.
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(p)

Insurance and Indemnification

(1)

(2)

Paragraph b (ii) should be deleted as a contractor should be
permitted to carry business interruption insurance at his discretion
and having done so, the full premium paid should be allowable,
Further, from a practical standpoint it is not possible to exclude
profit;, interest and unallowable cost ltems from standard insurance
policies,

Paragraph b (iii) should provide that costs of insurance or of any
contributions to any reserve covering the risk of loss of or damage
to Govermment-owned property are allowable %o the extent that the
Government has not relieved the contraetor of liability., Moreover,

it is a usurpation of management prercgative to demand as a condition
of allowability that the Government require or approve such imsurance,

Paragraph ¢ should be deleted in its entirety as it is another
instance of the failure of the Government to recognize a true cost
of doing business, This is discussed fully in the transmittal letter,

It is recommended that this paragraph be deleted. It is logical to
assume that normally both the Government and the contractor will
desire to insure that adequate coverage 1s cbtained. In the ahsence
of negligence on the part of the contractor, indemnification by the
Government against liabilities not compensated by insurance would
therefore of necessity result from some totally unexpected occurrance
which neither party could reasonably anticipate. For this reason,

it is petently unfair to make the contractor responsible for
insertion of express provisions to cover such contingencles when it
is impossible to determine them in advance of their occurrence.
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(q)

(r)

(s)

Interest and Other Financial Costs

The case for the allowability of interest has frequently been presented by
Industry to the Government in letters previously filed by this Association.
We feel quite strongly that at least interest costs related to securing
working capital which is to be used in the operation of the contractor's
business should be acceptable as a cost to Government contracts and the
Government should participate to the extent that such borrowing is required
for the performance of Government contracts., As is well known, the recent
funding problems of the Government and the current change in the regula-
tions relating to progress payments and reimbursement of costs under the
cost reimbursement type contractis has mede it mandatory upon the contractor
to increase the extent of borrowings.

Although it is recognized that the Government has stated increased borrow-
ings will be recognized in negotiation of the contract fee or profit, this
leaves the subject open to negotiation between Contracting Officers and
contractors. In most instances, it is our belief that where individual
negotiations are involved; the Govermnment representative will not adequately
recognize this factor, In addition, as a matter of equity, all contractors
should be entitled to equal treatment in reimbursement of costs and the
appropriate method of doing this is to make interest costs to Government
contracts sllowable,

Labor Relations Coat

No Comment

Losses on Other Contracts

This Paragraph should be revised to permit the allowability of losses or
costs incurred under participating research and development contracts
where it is intended. As written the paragraph is inconsistent with the
Court of Claims decision in Bell Aircraft Corporation, v. U. S., 100 F.
Supp. 661 (Ct. Cls. 1951) aff'd. per curiam, 344 U.S. 860 (1952), where
Government Contractor was allowed to capitalize losses on experimental
contracts and allocate them as costs to other Government contracts.

o
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(t) Maintenance and Repair Costs

(1) Sub-paragraph {ii) would limit the allowability of extraordinary
maintenance and repair costs to the portion directly allocable to
the period to which applicable for purposes of determining contract
costs, This could result in the disallowance of deferred mainten-
ance expenses allocable to precontract periods. This is a very
inequitable treatment and such cost should be recognized in the
period in which incurred, In any operating plant there is usually
some element of deferred maintenance, and a combination of engineer-
ing and management skills is necesseary if undue wear; plant break-
downs or other undesirable results ars to be avoided. Management's
decision as to when to repair is usually based on whatever action,
or inaction, as to maintenance will produce a minimum effect on cost.
Deferred maintenanze arises from such causes as:

(a) Inability to close a plant or part thereof, or remove a machine
for repair without interfering with a production achedule.

(b) The scheduling of periodic repair periods during which
accumulated repairs and overhauls are made,

(¢) The relatively high cost of overhauling a single item as
compared with the collective overhaul of a group of items during
or following an operating period.

(d) The lack of need for future efficiency as in the case of an
item which is to be disposed of,

Moreover, it will be administratively difficult for military auditors
and contracting officers to determine (a) deferred maintenance arising
out of abnormal operating cunditions and (b) when deferred mainten-
ance has been deleyed te 1 future period. It is believed that the
retention of this prov..ion in sub-paragraph (1) (ii) will cause an
increase in the number of "costs questioned" and can only result in
prolonged justification and argument and undue delay in asettlement,

The reference to Sub--paragraph 15-204.1 (b) should be deleted for
reasons stated in the transmittal letter,

(2) To Comment

(u) Manufacturing and Production Engineering Costs

No Comment
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(v) Material Costs
(1) No comment.

(2) This paragraph would require adjustment for credits whether or not
they are actually received. The last sentence also suggests that
discounts lost by a ccntracter are to be credited to the Government.
These provisions could be very unfair. A contractor should be
required to exert diligence to take advantage of cash discounts, but
it must be recognized that perfect performance in taking such dis-
counts is seldom attainable.

(3) This paragraph excludes "write-downs" and "write-ups" of values and
is inconsistent with generally accepted accounting principles and
practices. It is also inconsistent with the requirement in paragraph
(5) which requires interdivisional transfers to be made at the lower
of cost or market.

In combination these two paragraphs would require the contractor to
charge the Government less than cost for materials. It is difficult
to justify this requirement in a ststement which intends to describe
the basis for charging ¢eost. In this situation it would be preferable
to allow market write-deowns as cost in order to conform to generally
accepted accounting principlies and practices.

It is recognized industris! and commercial accounting practice to
reduce the value of inventory for the effect of losses resulting from
technological advances, engineering changes, defects, obsolescence,
shelf wear and other causes; and to charge such losses to the cost of
current operaticris, A proportionate share of such costs should be
allowable on Government contracts by reasonable apportionment, such
as allocation by product class and customer groups.

(4) This paragraph shculd be revised to provide that the cost basis should
be in accordance with generally accepted accounting princ .ples and
practices. In shops where manufacturing is done on a pr.,:ct or
program basis, material may be purchased specifically for and identi-
fiable solely with a contract, but costs on the contract may be
accumulated on the basis of standard costs adjusted for material price
variation, rather than actual purchase cost for that particular lot of
material or supplies. This paragraph as now worded makes it mandatcry
for the contractor to record purchase costs on a direct job order basis,
even when this js not his established accounting practice.
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Overtime, Extra Pay Shift and Multi-shift Premiums

Extra pay shift premiums and multi-shift premiums differ in fundamental
origin and nature from overtime premium and should be excluded from the
same treatment as overtime premium. Moreover, the paragraph as written
would subject these types of premiums to the same standards for approval of
overtime premium which is inequitable and unnecessary. The practice of
granting premium pay for unpopular multi-shift operations is a standard
operating procedure; in fact), it is normally made a provision in union
contracts, Therefore, a separate paragraph covering shift premiums

should be inserted with the understanding that shift premiums are allow-
able if in accordance with the contractor's practices and procedures,

(1) The last sentence of this paragraph should be deleted since it
dictates the accounting system of the contractor. This point is
discussed fully in the transmittal letter., Moreover, the word
"disproportionats" could be misinterpreted and it is suggested
that the word "inequitable® be substituted.

(2) This paragraph should recognize a third category of overtime origin,
namely administrative overtime which should be allowed without
any specifie approval reguirement,

(3) This paragraph fails %o rscognize that authority higher than the
contracting officer may authorize overtime,

For the above reasons, we believe that paragraphs (2) and (3) should be
deleted in entirety. The provisions not only impose restrictions greater
than those in the current DOD Directive 4105.48 but we also believe that
the definition should not be written around such directlive since it is only

The wording of this paragraph is unduly restrictive inasmuch as it indicates
that only those costs specifically mentioned are allowable. All costs lead-
ing to the issuance of patents as well as infringement, investigation and
litigation should be regarded as allowable costs. In addition the last
sentence adds two more restrictions {contract clause coverage and convevance
of title to the Government) which would limit allowable costs to those
related to patent applications where title is conveyed to the Government;
these are very inequitable.

15=204.,2 Selected Costs
(y)
a temporary measure,
(z) Patent Costs
(aa) Pension Plans
No comment.
(bb)

Plant Protection Costs

No comment,



NSIA Comments on Selected Costs Section

2‘-20502

Selected Costs

(v)

(w)

(x)

Material Costs

(5)

The requirement of this sub-paragraph that interdivisional sales or
transfers be priced at the lower of cost or market is inequitable
unless the write-down to market (replacement value) has been
recognized as an allowable cost {sese paragraph (3) above). Moreover,
thia paragraph states that a dsparture from the basis of the lower of
cost or market is permissible where *{1) the item is regularly manmu-
factured and sold by the contractor through commercisl channels and
(11) it is the contractor's long established practice to price inter-
organization transfers at other than zost for commercial work®., It

is impossible for both conditions under (i) and (ii) to exist
concurrently and therefore the word "and" before (ii) should be changed
to “or®, The requirement that interdivisional pricing policy be "long
established" is also inequitable since it would fail to recognize
changed economic conditions,

There does not appear to be any provision which permits the tranafer
of components and parts between plants or shops at incurred shop cost
without the nscessity of determining whether that cost is lower than
the current markst price, When sufficient reasons exist, such as
availability of material and parts required to meet schedules, quality
of work and material, and other considerations; the contractor should
not be forced to check the supplier market for cheaper prices,
Ordinarily, except in cas-s of flagrant failure to protect the interests
of the Government or deliberate abuse of responsibility, the judgment
of the contractor as to sources of supply should be accepted if
exercised in good faith.

Organization Costis

All true costs of business must be reccvered by a contrector in his business
operations, Organization costs are no exseption to this and should be
allowable, if they are amortized on a reasonable basis,

Other Business Expenses

No Comment

S s
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(cc)

Plant Reconversion Costs

Costs of removing the contractor's facilities and the restoration or
rehabilitation caused by such removal are legitimately as much a part of
restoration costs as are similar costs occasioned by the removal of
Government property. Both types of costs are due to the impact and dis-
continuance or diminution of Governmert business. There seems to be no
valid reason why a distinction should be made between Government property
and contractor property. Moreover, since such expenditures will not be
made until some time after the completion and final settlement of the
contracts which caused them, it is not realistic to limit allowability to
costs incurred, which infers that only actual expenditures made during the
period of contract performance will be allowed. It is quite obvious that
it is not feasible to hold all contracts open until all expenditures are
finally made, which may be a number of years after completion of Government
work, especially where a number of successive contracts are involved.
Reconversion costs determined and charged to current operations during the
periods of contract performance on the basis of reasonably substantiated
accruals should be allowable.

Precontract Costs

The limiting clauses "directly pursuant to the negotiation” and "where such
incurrence is necessary to comply with the proposed contract delivery
schedule" should be eliminated. The condition of allowability contained in
the second sentence should be the only condition of allowability of cost of
this nature.

The reference to ASPR 15-201.4 (b) should be deleted for the reasons given
in the transmittal letter.
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(ee) Professional Service Costs — Legal, Accounting, Engineering, and Other

(1) This paragraph would regard the costs of professional services
rendered by members who are not employees of the contractor, as
allowable "when not eontingent upon recovery of the costs from the
Govermment®, This phrase should be deleted since adequate tests
for allowability are provided without this added factor,

(2) The past pattern of such costs, the impact of Government contracts
on his business, the nature of his own organization, etc., should
also be removed as additional determining factors as to allowability,
The scope and extent of Government regulations, the changing require-
ments of contract clauses and peril or loss in connection therewith
frequently make it necessary that a contractor avail himself of
professional assistance which is strietly a management decision., As
a class, such costs should be allowable subject to the application of
the basic principles and standards of reasonablensss and allocability.
In addition, retainer fees should alsc be allowable as a normal
business expense without the qualification indicated.

(3) The cost of successful defense of anti-trust suits and the succesaful
prosecution of claims against the Government should also be allowable
since such costs are incurred through no fault of the comtractor,

The last sentence appears unduly restrictive. Rather than restricting
allowability to those instances in which provision is made in the
contract, such costs should be subject only to the tests of reasonable-
ness and allocablility.

(££) Profits and Losses on Disposition of Plant, Equipment or Other Capital Assets

No Comment

(88) Recruiting Costs

Allowable recruiting costs should be broadened to include advertising in
magazines, ete,, where the sole purpose is tc keep the name before the
public and to attract good personnel to the company, unless these costs
are allowed under advertising in paragraph 204,2 (aSn
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(hh) Rental Costs

(1)

(2)

(3)

Since the general test of reasonableness is specified for all costs,
particular considerations should not have to be spelled out in

that regard for rental costs, If specific tests became a requirement,
it is essential that the test of competitive rental for similar pro-
perties be added, The requirement for a comparison of costs which
would be allocable if the facilities were owned by the contractor
gets into the realm of conjecture and is inequitable. Normal tests
of reasonableness of rental costs should preclude the specific
limitations proposed.

This paragraph should be deleted since it would penalize contractors
leasing from common control compared with contractors who have conven-
tional leases, even though the rental charges are the same for both

or where the charges under the former are actually lower. It would

be very rare indeed to find a conventional lease where the rental

rate is equivalent to normal costs, such as depreciation, taxes,
insurance and masintenance expenses,

This paragraph is also inequitable and should be deleted. Its pro-
visions would discourage economic growth, The leaseback is an
established method for raising capital and would often not be used

by a contractor under the conditions imposed, since a substantial loss
could be involved, The basic rule of reasonableness recommended

above gives the Government complete protection.
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5-204,2

Selected Costs

(11)

Research and Development Costs

The need for adequate ressarch and development activity is of such importance
that adequate recognition should be given to this cost of industry in the
performance of this vital function. The benefits accruing to the Government
and to the nation as a whole from industry’s research and development efforts
are immeasurable when it is realized that these efforts are of vital concern
to the welfare, defense and security of the nation. It is therefore strongly
recommended that the Government give favorable recognition to all of auch
costs,

(1) No Comment

(2) The last sentence of this paragraph should be deleted since it would
base the test of reasonableness on the patterns of cost of past
programs, which is an unduly restrietive limitation.

(3) The definition of ®development” as being "the systematic use of
scientific knowlege directed toward the production of useful materials,
devices, methods, or processes, exclusive of design, manufacturing and
production engineering™ is not sufficiently clear and distinct from the
definition of general and basic research. Research which is directly
basic could be misconstrued as coming within this definition of
development and therefore the language should be changed accordingly.
In addition, there is just as much benefit accruing to a research and
development contract as accrues to a production contract and therefore
the words "under any production contract" should be deleted.

(4) This paragraph should be deleted as it dictates the accounting system
of the contractor (see transmittal letter for details),

(5) This paragraph is inequitable and should be deleted, Such costs are
true costs of doing business, and must be recovered by a contractor
in his operations. Moreover, to say that such programs do not benefit
current Government coniracting is completely erroneous and unjuatifiable,

(6) This paragraph referring to 15-204.1 (b) should be deleted for the
reasons stated fully in the transmittal letter.
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5§-204.2 Selected Costs

(ji) Royalties and Other Costs for Use of Patents

(1)

(2)

(3)

(4)

(5)

Under this paragreph, item (i1i{) should be eliminated since the deter-
mination of unenforceability of a patent is a judicial functlion and
not that of a contracting officer or of an auditor., Moreover, in

item (ii) the phrese "or has been administratively determined to be
invalid® should als¢ be deleted for the same reason. Royaltles which
are legal obligations of the contractor should be allowable, The
contractor should be protected in his legal obligations and costs
should be disallowed only in instances where the Government has speci-
fically assumed any liability for nonpayment of royalties by the
contractor.

This paragraph should be deieted for the reasons set forth in the
transmittal letter as dictating an audit manual approach.

This paragraph, which alsc constlitutes an audit manual approach, should
be deleted for the reasons set forth Iin the transmittal letter.

This paragraph should be deleted. This paragraph could result in the
disallowance of royaltles which the contractor must legally pay under
a patent which he in the distant past sold, where he did not reserve
any right to use such patent for the reason that he did not foresee
the necessity of its use in Govermment business at a future date.
This is an unjustifiable penalty and fails to recognize a true coat
of doing business,

This reference to ASPR 15-204.1 (b) should be deleted for reasons
set forth fully irn the tranamittal letter.
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15.204,2 Selected Costs

(kk)

Selling Costs

(1)
(2)

(3)

No comment.

This paragraph as presented in unacceptable. It would permit an
allocation of only those expenses which consist of "technical,
consulting, demonstration, and other services which are for
purposes such as application or adaptation of the contractor's
products to Government use". This is an unwarranted limitation

on this category of expense which should be fully allowable subject
to the tests of reasonableness and allocability.

The philosophy that selling and distribution expenses are generally
unnecessary in securing government business is a viewpoint that is
completely erroneous and unjustified. Although some contracting
officers do recognize certain direct selling expenses, they endeavor
to 1limit them to the portion which can be directly connected with
government orders. However, the Government fails to recognize the
indirect benefits it has taken advantage of in being able to place
orders for either standard commercial or especially designed products
with companies which, through expenditures for advertising, sales
promotion and selling activities, have the capacities to produce
efficiently and quickly the requirements of Government that otherwise
could not be possible without tremendous expenditures and extended
delays. This paragraph states that selling and distribution

expenses are allowable only if a "reasonable benefit to the Government"
can'be shown. All types of selling and distribution expenses should
be treated as allowable,

Delete the words "Not withstanding (2) above" for the reasons stated
above under (2).

Service and Warranty Costs

No comment.

Severance Pay

No comment.

Special Tooling Costs

No comment.
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cted Costs Section

5-204.2 Selected Costs

This paragraph should be deleted as it is inconsistent with the
allowability of financing costs.

This paragraph should neot require that the contracting officer
determine the extent of the administrative burden. This is
clearly a usurpation of a management prerogative.

This paragraph should not require that the contractor take the
actions required therein “"prior to payment of such taxes."
Frequently, due to the length of time required to obtain
contracting officer action, the contractor would be in default
in payment of taxes. In additien, the contractor should only
be required to take all "reasonable" action directed by the
contracting officer. This paragraph should be modified to define
more specifically what types of tax assessments must be dealt
with only under the Contracting Officer’s instructions. Almost
any taxes may be 1llegally or erroneously assessed and the
provisions as currently worded could conceivably require the
contractor to request instructions concerning payment of every
tax encountered, even though apparently qualifying under the
general definition of allowability in order to be assured of
reimbursement. Undoubtedly the intenf is more to provide a
procedure for dealing with atiempted assessments of Government
property in the contractor’'s possession by attributing fee title
or taxable possessory interest to the contractor. If this is
the case, the wording should be changed to encompass the actual
conditions which necessitates the Contracting Officer's
instructions in order to preserve the tax payments status as an
allowable cost.

No comment.
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5-204,2 Selected Costs

(pp)

Trade, Busjness, Technical and Professional Activity Costs

(1)

(2)
(3)

This paragraph would, by its definition, exclude service organizations
and Chambers of Commerce which are also necessary costs of doing busi-
ness. The definition .therefore should be amplified to include such
organizations.

No comment.

This paragraph as proposed is unduly restrictive in that it refers only
to technical information or information that is aimed at the stimulatien
of production. We feel very strongly that meetings, conferences, and
exhibits for the purpose of improving overall coordination of the busi-
ness or various segments thereof, or the dissemination of information
about the business to the trade, the public, prospective employees, etc.
is just as important to the successful performance of Government
contracts as are technical and production meetings. This paragraph
should therefore be expanded accordingly.
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o=204.2 Selected Costs

(aq)

(rr)

(ss)

Training and Educational Costs

The details in this paragraph are unjustifiably restrictive. These in-
clude such items as (1) specifying the number of hours an employee may
attend classes on a part-time basis during working hours, (2) specifying
that postgraduate but not undergraduate tuitions will be allowable costs
in connection with full-time educational programs, (3) limiting reimburse-
ment for full-time participation to one year for each employee except in
unusal cases, (4) disallowing as a cost "subsistence, salary or any other
emoluments"” of employees pursuing full-time scientific and engineering
education at post-graduate college level, and (5) prohibiting grants to
educational institutions. In addition to limiting severely the needed
flexibility of basic principles, this particular paragraph can have even
more far-reaching implications for other reasons.

We are, now, in a reappraisal of why the nation is falling behind in
education of scientists and engineers and in support of basic research.
Industry is the principal source of aid, especially to private educational
institutions of both secondary and collegiate levels. This definition,
however, would force industry to severely curtail its support of educa-
tional programs if the Government fails to carry its proportionate share.
All true costs of business must be recovered by a contractor in his busi-
ness operations; all training and educational costs are no exception to
this and should be allowed.

Transportation Costs

The last three sentences of this paragraph should be deleted as they
dictate the contractor's accounting system.

Travel Costs
(1), (2), (3) and (4) No comment.

(5) The reference to ASPR 15-204.1 (b) should be deleted for the reasons
set forth in the transmittal letter. Moreover, the phrase “subject
to allocation on the basis of work or time period benefitted when
appropriate"” should be deleted as dictating the contractor's account-
ing system.
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15-204.2 Selected Costs

Termination Claims

Recognition should also be given in the cost principles to the following
additional items of cost which are experienced by contractors under

termination claims:

Initial costs

High start up costs

Loss of useful value on special machinery and equipment

Post Termination Expense, including costs of handling,
packing and shipping material returned to suppliers,
or diverted to other uses at other locations of the
contractor

Preparatory Costs

Special leases

Subcontract Settlements
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PERRY MASON
RESEARCH ASSOCIATE

Honorable W. J. McNell
Assistant Secretary of Defense
Department of Defense
Washington 25, D. C.

Dear Mr. McNell:

The committee on national defense of the American
Institute of Certified Publlic Accountants has reviewed the
September 10, 1957 draft of the revision of Armed Services
Procurement Regulation, Sectlon XV, Contract Cost Principles.
The followlng comments represent the consensus of the members
of the commlttee on varlous parts of the draft.

We concur 1n the ldea of a single broad set of cost
principles, provliding that 1in thelr application, recognition
1s glven to the clrcumstances created by each type of contract
as a part of the conditions and factors which have a bearing
on reasgsonableness, relevancy, allocablllty, etc.

The commlttee feels, however, that revisions are
necessary 1In thils proposed draft in order to make 1t entirely
workable and suffilciently flexlble to be appllicable to all
types of contracts 1n which cost 1s a factor in price negotla-
tlons.

The suggestions which follow cover the polnts on
which our commlttee differs materlally wlth the position taken
in the draft, or where 1t was felt that clarificatlon was needed.

15-204.1(b) The language used in this paragraph
might be Interpreted as meanlng that the more controverslal
costs to which this sectlon refers would be disallowed in the
case of negotlated flixed-price type contracts unless covered
by an agreement 1n the contract file. The mere fact that nothing
1s done 1in advance should not result in disallowance of such
costs 1f the facts 1lndicate otherwise. The commlttee felt that
this polint should be clarified.

15-204.2(a) Advertising Costs. It was belleved that
the rules as to advertlsing costs were unnecessarily restrictive.

AMERICAN INSTITUTE OF CERTIFIE% PUBLLC ACCOMTS
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It would seem that advertising costs should be allowed where
benefits to government contracts can be shown. For example,
1t would seem reasonable to allow the cost of advertising for
scarce materials, or for second-hand machlinery when new
machinery is hard to obtain.

15-204.2(f)(6) Profit Sharing Plans. The members
of the committee found it difficult to see why "Profit sharing
plan costs under plans of the immediate distribution type are
unallowable." The ruling-out of any specific method of deter-
mining a portion of executlive or employee compensation seems
out of place In a definitlion of cost principles. The committee
felt that 1f the total compensation 1is reasonable, such distri-
butions should be allowed.

15-204.2(f)(7)b Deferred Compensation. The phrase
"it is for services rendered during the contract period" might
be misinterpreted so as to exclude provisions for currently
accrued pension costs which are calculated in part on the basis
of past services. It 1s suggested that a clarifying statement
be added to the effect that the amortization of pension costs
based on past services which 1s permitted for federal Income
tax purposes, is an allowable cost.

The committee also felt that the paragraph was not
clear as to the application of the carry-forward provisions 1in
connection with profit-sharing plans of Section 404(a)(3)(A)
of the Internal Revenue Code of 1954.

A wminor point - the Internal Revenue Service 1s twice
referred to under 1ts o0ld name, Bureau of Internal Revenue.

15-204.2(h) Contributions and Donations. The
members of the committee were unanimous in feeling that
reasonable amounts of contributions and donations should be
allowed. They suggested that the maximum could be the equiva-
lent of that allowed for corporate federal income tax purposes.

15-204.2(i) Depreciation. While it was agreed that
under generally accepted accounting procedures, and for tax
purposes, depreclation is based on original cost, sound compe-
titive pricing of products may require the recognition of
depreciation based on current cost. The committee suggests
that further conslideration be given to permitting, as an
allowable cost, depreciation calculated on the current cost
of assets used 1in government contract operations. The committee
reallzes, however, that such a departure from cost determination
for financial and tax accounting purposes may create difficult
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problems in trying to apply thls concept to Government contracts.

Referring to sub-paragraph (2)(1), it was assumed
that "property cost basis" generally means origlnal cost basis.
Also, 1t was felt that what 1s to be done 1n the case where
the depreciation taken on the books differs from that shown on
the tax return should be clarified as to the application of
this section.

It was also suggested that, in connection with sub-
paragraph (11i) on Page 19, it be made clear that the approved
types of depreciation calculation are not limited to those
included in this reference to the Internal Revenue Code of 1954,
For example, depreclation based on use or production would
presumably be allowable. The commlttee assumes that, insofar
as one of the methods listed in sub-paragraph (111) is used,
the amount cannot exceed the amount permitted for federal ilncome
tax purposes.

15-204.2(a) Interest and Other Financial Costs. The
commlittee agrees wlth the disallowance of inferest costs 1if it
is made clear that the profit allowed 1s to be large enough to
cover lnterest on the turnover of borrowed capital in addition
to a return on equlty capital, thus assuring equlitable treatment
of contractors employlng different methods of financing.

15-204.2(v) Material Costs. The committee felt that
more leeway should be allowed for the use of current material
costs. Specifically, 1t recommended that the following state-
ment, which appeared in an earlier draft, be restored: "When
materlals in 1lnventory at the commencement date of a Government
contract have a provable replacement cost significantly different
from book cost, elther the contractor or the Government may elect
to use such replacement cost in lieu of book cost in pricing
materials issued from such inventory." (Applications of Cost
Principles and Standards to Supply Contracts and Research and
Development. Contracts wlth Commerclal Organizations - Draft HWB
15 Mr. 1954),

15-204.2(y) Overtime, Extra Pay Shift and Multi-shift
Premiums. Referring to sub-paragraph (3)(11)(A) and (C), the
committee calls attentlon to the fact that overtime operations
do not necessarily increase unit costs since the higher labor
costs are often offset, or more than offset, by lower amounts
of assignable fixed overhead. It believes that, 1n the case of
negotiated fixed-price type contracts, special authorization
for the inclusion of overtime and similar premiums should be
requlired only when unlt costs will be lncreased.

_3-
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15-204.2(hh) Rental Costs. Sub-paragraph (3)
seems to the committee to be unnecessarily restrictive. If
the sale and lease-back is an "arm's length' agreement and
if the rentals are reasonable and 1n line with those charged
for similar properties, 1t was felt that the amount of rent
paid should be an allowable cost.

LRk 2]

The committee wishes to express its appreciation
of the opportunity to review the draft. It has attempted only
to make suggestlons that would constitute constructive proposals
leading to the goal of equitable treatment of both the Govern-
ment and the contractor. If we can be of any further service
to you in this matter, or if you have any questions as to our
suggestions, we hope you will let us know.

Respectfully submitted,

Committee on National Defense
American Institute of
Certified Public Accountants

A RVAN %

H. T. McAnly, Acting Chairman

HTM:Bm
cc: Honorable Perkins McGuire, Assistant Secretary of Defense
Mr. Kenneth K. Killgore, Director, Audit Divislon, Office
of the Assistant Secretary of Defense
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16 December 1957

The Honorable E, Perkins McGuire

Assistant Secretary of Defense
(Supply and Logistics)

The Pentagon - Room 3 E 810

Washington 25, De C.

Dear Mr. Secretary:

The National Security Industrial Association greatly appreciates the
opportunity to comment on the proposed revisions of Parts 1 and 2 of Section XV
of the Armed Services Procurement Regulation, The draft, of September 10, 1957,
has been distributed widely among our membership, and has been intensively re-
viewed by our Contract Finance Task Committee and our Procurement Advisory Com-
mittee. It has evoked a very strong and unfavorable reaction both from these
Committees and from our membership at large, which, as you know, represents an
extensive cross-section of all sections of American industry supplying the Mili-
tary Departments. Adoption of the draft would constitute a drastic change in
procurement practices, so broad in its impact that we earnestly solicit your
detailed consideration of the attached material reflecting the attitude of our
membership. Set forth below is a brief summary of these feelings.,

A. The proposed revision should not be adopted in its present form nor
in any revised form incorporating the same concepts.

B. Adoption of the draft would have the following impact on military
procurement:

l. It would discourage industry participation in the defense program
at a time when the greatest degree of industrial participation is
needed in the interesit of National security.

2. It would prove particularly burdensome and ineguitable to small
business organizations,

3. It would increase audit and accounting burdens on both the Gov-
ernment and Industry at a time when both are striving to achieve
the utmost in economy of operation.

e It, in fact, would result in a lack of uniformity of treatment
among contractors, thus defeating its primary objective.

C+ The draft has the following specific features which are basically
fallacious and objectionable:
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l. It would extend the theory of cost allowance and disallowance to all
types of prime contracts and subcontracts, whereas, legally and con-
tractually this theory can be applied only to cost reimbursement type
contracts. Uniformity of treatment of contractors, without regard to
the specific type of contract involved, is, undoubtedly, a desirable
goal, However, when this goal is to be achieved through the applica-
tion of questionable and arbitrary rules of cost acceptability, it
ceases to be desirable, In a fixed-price contraci, a contractor is
entitled to be paid the price provided for in the contract, or as
redetermined pursuant thereto., In any such redetermination, the

Yy negotiated price should not be unilaterally reduced by the disallow-

o ) ance of legitimate costs incurred by the contractor.

2. By its terms the draft dictates the accounting system to be employed
by contractors in that 1t governs the development and submission of
price analyses and cost statements and, hence, it precludes from

., .. tliprice negotiation any consideration of costs set forth as unallow-

’ lable in whole or in part.

3. It fails to recognize that reasonableness in amount and allocation
in accordance with an acceptable accounting system are the proper
tests of allowability of cost, and it substitutes instead arbitrary
determinations with regard to individual items.

‘ L, If implemented, it would, in effect, change all contracts to a cost-
49\ Q%u\ﬁ « reimbursement nature, because it becomes the basis for the resolution
o .t of questions of acceptability of specific items of cost in all con-
55@yw¢fxgg.é%?b:;}k Eﬁ?ifu%}ﬁflﬁﬁf?lo?i‘» fﬁ\«an.d jéuaiﬂi
5. Rather than“giving recognition to all normal and legitimate costs of
doing business, it _provides specific treatment for L5 selected items

of cost, of which{30 are disallowed in whole or in part, or made
3 N subject to specific negotiation, By comparison, only (17Yof these o
“ ;'””’ items are "unallowable" on cost type contracts under the present A
f ;'f Section XV; and only 9 of them are "unallowable" under the present '

~....  Section VIII.

6., It imposes a requirement that 16 specific elements of cost must be
; negotiated into each contract to be allowable, Swuch requirement for
Doy, v 7 1y 77 negotiatiome(a) favors any company in a strong negotiating position,
Mugjh ﬂNkJ;i,;;%b> Opens the door to special treatment, and (c) limits management's
. j(iiscretion to make sound decisions during the course of performance

New Leoo sy foret .
Doa ko &1 of the contract merely because cost coverage had not previously been

tf?;itﬂ?}f}ﬁmﬁiﬁ~g negotiated.
7e{ Finally, the draft incorporates a new test of acceptability, It es-
) tablishes that companies with a preponderance of Government business
\}k Ay are not subject to competitive restraints, and, accordingly, costs
A R W N of such companies must be scrutinized with great care, and, in many
’ A; O cases, allowed only if specifically negotiated into the contract.,

This would promote a lack of uniformity in treatment among contractors
! through the disallowance of such costs to companies predominantly en-
" gaged in Govermment work, and the allowance of them to other companies
" not so engaged.,

R h s B st et e+ e e o
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The Hon. %. Perkins McGuire

We are sympathetic to the Department's desire to adopt a single compre-

hensive set of cost principles., However, a comprehensive set can be applied to
&l Ll types of oontract*\only if the Department of Defense is prepared to recoﬁnlze
Je believe
that many of the differences of ‘opinion are susceptible to resolution if lully
explored across the conference table by representatives of Govermment and Industry.
Accordingly, we strongly urge that no action be taken on the present draft and that
a joint Government-Industry confersnce be called for the purpose of reaching agree-
ment on the bvasic principles, around which a set of cost principles should be devel-
oped. We are prepared to participate in such a conference at any mutuvally accept-
able time.

We appreciate the opportunity you have afforded us to submit these com-

cneral Comments -

Schedule A

Schedule B
Schedule C
Schadule D

Appendix 1

frve 5o Y,
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ments and sincerely hope that they will be constructive in developing a mutuvally
acceptable solution,.
Cordially,
L @ VY -
™. . McFarlane
\‘\\ “xecutlve Director
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Chairman, Board of Trustees

NATIONAL SECURITY INDUSTRIAL ASSOCIATION R. C. PALMER

President

R. C. SIMMONS
Chairman, Executive Committee

R. N. McFARLANE

NATIONAL HEADQUARTERS: //07 J9th Street, N W.- Washington 6, D.C. / Republic 7-7474 Executive Director

General Comments
of the

NATIONAL SECURITY IRDUSTRIAL ASSOCIATION
on the
DOD Proposed Revision of Section XV,

Comprehensive Contract Cost Principles
(Draft of September 10, 1957.)

1. Because of the vital interest this draft has to members of NSIA,
it has been reviewed intensively by our Contract Finance Task Committee
and the NSIA Procurement Advisory Committee consisting of more than 200
members, and therefore, the comments submitted below are representative
of a cross section of American industry both large and small, and of every

major segment of suppliers to the Military Establishment.

2. It is the opinion of all members who reviewed the draft that its
provisions are so drastic and objectionable as to make it unacceptable for
the following reasons, as explained fully later in these comments:
(a) 1Its provisions would hurt Govermment contractors,
particularly small business, many of whom would be
driven out of Government business, thus narrowing
the military base for procurement.
(b) It fails to give adequate recognition to the risks of

Government business assumed by contractors which has

b b KAt S N s o RN e < 0 e € b st ka4 PR 8 AT
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compared with other types of business, fan
(c) It represents a radical departure from currently /

existing procurement policies and practices,

(d) It multiplies the controversial areas involved and

-
would result in lack of uniformity of treatment thus

defeating its primary objective,
(e) It would require drastic revisions in existing and .,
accepted accounting systems of contractors,

(f) It would be burdensome and costly to administer

[N
N L
~ WAt C,\,‘J‘»;;‘ Voo

because of the increased requirements for negotiationtﬁQT"fﬂ‘>wff“:§.,>
TS LA A
{., Pé l-ux.('\\é’\\v
and audit of numerous specific cost elements, wav 4 iy T{OLIle«“ :
Sare Ly o, 5 Y ;:m
3 It is therefore strongly urged that it should not be released until

there has been a full and complete across-the-table review made of the

basic philosophies involved between representatives of the Department of
~ Defense and of American business. These basic issues must be satisfactorily
resolved by such a joint approach before any results can be obtained which

are fair and reasonable and in the best interests of both the Government

and Industry. Of necessity, any approach must be predicated upon a mutual
understanding of the problems inherent in this undertaking based upon

bilateral and not unilateral decisions,

4. The comments presented below are directed towards setting forth the
basic issues involved. The attached Appendix 1 presents more detailed
comments which are general in nature on each of the paragraphs of the
proposed regulation. If you so desire we are prepared to submit specifie

line-by-line recommended changes in wording at a later date.
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5 Our Industry Association is very much aware of the views of the
General Accounting Office and the Committees of Congress, and that you
have concluded that it would be more advantageous to have one set of cost
principles which are applicable to all types of contracts with industry.
However, our Association believes that a single statement of cost principles
would be acceptable to industry only if it adheres to certain basic premises
a8 set forth in our letter of September 17, 1956 to Mr. Thomas Wolfe, As
stated more fully in the letter, the approach to and the framework for a
comprehensive set of cost principles demands an entire new evaluation, one
which should not be hampered, confined or influenced by policies presently
enunciated in ASPR Section XV, Section VIII, or in any memoranda or im-
plementations of the individual Services as to particular elements of cost,

h Such an acceptable set of cost principles should recognize the following
basic principless

The approach to a set of cost principles must be based on

| the Government's willingness to recognize and accept all

normal and legitimate costs of doing business, The deter-

N hiwr i U,j ?“ehﬂk\¥!mination of such costs should not be subject to'Egggizéif

f
’ p oY »(
Y e pad e w2y (i gradations, or special circumstances, nor should allowability

.
4 At vatymirstiie
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’3be conditioned on the ability of a contractor to previously

g negotiate special cost allowances into individual contracts,
Fiao e xon {tALdeul(b) The cost principles should be concerned primarily with the

PJ\}‘ '“$“ﬁ' (o Ao ‘”JAIL. underlying principles of allocation or apportionment to a
g d m,ﬁ LJM@,’L( 2

b d ia v s} W Government contract of indirect costs of doing business, Such
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of the business, even though a direct relationship

to specific contracts cannot be determined.

The framework around which a statement of cost principles

is developed should be based on generally accepted

accounting principles and practices consistently followed.
For the purpose of this comment "generally accepted
accounting principles and practices" can be said to be
represented by an accounting system which in the opinion

of the contractor and the accounting profession produces
proper segregation of costs and equitable allocations of
expenses to all segments of a Contractor's business and

is consistently followed., Emphasis should be on reasonable-
ness and fairness with flexibility as to system as long as
the accepted principles are reflected in the over-all
results. Abusea can best be prevented by the application

of normal tests of reasonableness and allocability, and

the disallowances of unreasonable or improperly allocated
costs,

The application of an acceptable statement of cost principles
once established should be limited to contracts in which cost is
a factor in negotiating price and should not be applied to
contracts let under formal advertised bids or negotiated
contracts in whieh reasonableness of price can be established
based upon evidence of competition or other supporting data
without reference to cests,

Audit instructions should be put into a separate document

completely divorced from any statement of cost principles.,



6. The proposed statement of cost principles fails tc accomplish
any of these fundamental objectives. The basic reasons therefore are set

forth more fully below,

EXTENSION OF COST PRINCIPLES APPLICABLE TO COST REIMBURSEMENT TYPE CONTRACTS

é\B}hb AN T Fundamentally, the draft is a listing of allowable and unallowable

Jﬂlcosts most of the definitions of which have been adopted from earlier highly

; éaﬁ*yith respect to cost reimbursement type contracts, a proposal which
B -

objectionable proposals for the revision of Part 2 of Section XV of ASPR

merely extends such provisions across the board to practically all types

AN} ‘} ' of contracts. Even in comparison with these earlier drafts the current
LA

proposal represents a definite backward step from the standpoint of both

Government and Industry since it has multiplied the number of controversial

provisions as indicated below.

8, By its very terms, as defined in paragraphs 15-000, 15-100 and

15-101, the proposed regulation would apply to all Government contracts

and subcontracts thereunder, with the exception of construction contracts,

research and development contracts with non-profit institutions, and

. facilities contracts which are covered under other parts of Section XV,

' This would therefore include all contracts let by formal advertising,
negotiated contracts in which reasonableness of price can be established

by competitive or other pertinent factors, and all fixed price sub-

1?3 ﬁe» Ay contracts; which we believe should be excluded from the scope of the

(“Apg h4ﬁ~!

Ao & f LR F‘“,M&C & p fﬂ\
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cost principles in any event.
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9. Obviously, the scope of the application of the cost principles
should clearly define the types of contracts and the particular situations
in whieh the proposed principles are to apply. The principles for the
determination of cost should be limited in their application to situations
6}*3 fyﬁy vhere costs are a factor in determining reasonableness of price. The
}wh*;}La\ il applieation of the cost principles to subcontracts should also be clearly
defined with due consideration given to the preservation of the privity of

subcontractors,

CHANGF. IN BASIC PHILOSOPHY OF NPGOTIATION

10, The format of these principles changes the basie philosophy with

respect to the pricing of negotiated contracts, As indicated in paragraph

15-101 (d), the statement endeavors to provide for the reimbursability,
- SL”AiLiﬁ}lowability, acceptability, and the like (by whatever name called) on a
common basis for all fixed priee type contrac¢ts and accordingly calls for
{cost determinations under fixed price contracts. Thus identity as to type

of contract would be lost; and as a practical matter, every contract would

* become a cost type contract either on an estimated basis or an actual basis,
' This type of mathematical pricing is incompatible with the intent of fixed

j%ﬁﬁp' :fprice contracts and would result in pricing on the illegal basis of cost

mjg”” © plus a percentage of cost.

11, Sub-paragraph 15-101(a)(1i)(A) states that the cost principles

are to "serve as the basis for the development and submission of cost data

and price analysea by contractors in support of pricing, repricing,

negotiated overhead rates, requests for progress payments and termination

settlement proposals.," This indicates that contractors are to omit from
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submissions of actual cost data, estimates, or price analyses those s poct

{;@,u Ao

’
!

items of cost that are arbitrarily determined by the Government to
1 {’;&x

%AﬂA(“ﬁ2'
) Ul

missions of cost data or price analyses, any costs that are incurred sgﬁgnvﬂflﬁf ’
g*wupﬂvuf y

et

be unallowable but which are in reality normal legitimate costs of

\ﬂ/w 4
b
?

doing business, Under no circumstances can we agree to omit from sub‘

legitimate costs of doing business, and which are properly allocable

to a contract, even though the Government may be disinclined to share

S o0/
o oy
. ¢ "':) [T,

in such costs., Moreover, to do so would require drastic revisionj/yr
& S
' o ‘:, "“\z'ﬁu .

of exiating and accepted accounting systems,

fﬁa“”, 12, The use of cost principles should be limited to being a guide
,ﬁ»gmﬁﬁk?f \ in fixed price contracts (where cost is a factor in negotiating price)
ﬁ 3‘1'rnf/rather than an absolute basis for final determination (which determination
; would be unilateral) of questions of allowability or acceptability of
| costs, In sub-paragraph 15-101(a)(ii)(B) and (C) the use of the words
"basis" and "resolution cof questions" implies that controversial issues

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

Government,
13. Sub-paragraph 15-101(b) makes the statement that "In negotiating
A\ firm fixed prices or settlements for work which has been completed
\\ S '
ﬁiﬂj« ¥ or substantially completed at the time of negotiation . . - o« &« « & & &
M R

:f uﬁﬁm @yﬁti the treatment of costs is ¢ major factor in arriving at the amount
% of the price or settlement." Again this emphasis on cost as a major
Pf%;&ﬁ" % factor indicates a curtailment of pricing by negotiaticn and the

a adoption of price by formula based upon cost plus a percentage of cost,

This is completely inconsistent with the principles of negotiation of
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fixed prices as set forth in ASPR Section III, Part 8 on Price Negotiation

A

;;

Nyt
‘?_ &f“’“)k’

§

Policies and Techniques. The only area in Paragraph 15-101 which appears
to be left open for negotiation is where cost is a factor in forward
pricing, but even here Part 2 is specified as the basis for resolution

of questions of acceptability of costs,

14. As set forth in ASPR Section III Part 8, the primary objective of
the Government is to procure supplies and services from responsible sources
at fair and reasonable prices to both the Government and the contractor,
calculated to result in the lowest ultimate overall cost to the Government,
giving due consideration to such factors as capability or quality of
performance, ability to meet specifications, delivery in accordance with
required schedules, and improvement in the knowledge of the art., This
principle is applicable to the negotiation and administration of fixed price
type contracts, including price redeterminable and incentive types. In
establishing prices under negotiated contracts, educated judgment and not
mechanical rules or mathematical formulae based on cost should be used.

It follows that pricing decisions should not be made solely on the basis

A iiof a determination of costs and profits.

B

e

FACTORS AFFECTING ALLOWABILITY CF COST

15, In 15-202.2 reference is made to factors affecting allowability of
cost, one of which is "significant deviations from the established practices
of the contractor which would substantially increase the contract costs",
This factor is completely unrealistic and should be deleted., Deviations may
be necessary and required, as for example, to isolate pre-production costs
and to properly determine post-termination costs and expenses. Actually,
the factors of "reasonableness in amount" and "allocation in accordance with

generally accepted accounting principles and practices" are adequate in
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considering the determination of allowability of cost.

16. Although this paragraph includes reference to the "application of
those generally accepted accounting principles and practices appropriate to
the particular circumstances", the proposed cost principles do not in fact
agree with general commercial accounting practices in many important

respects. Moreover, the factor is qualified by the words "appropriate to

the particular circumstances” with the consequente that generally accepted

“™ accounting principles and practices could be very narrowly applied at the

discretion of Government personnel. Although generally accepted accounting
principles and practices should be the standard for allocability, the

proposed draft does not itself adhere to this standard, and is so incompat-
ible with it that it is frequently both inequitable and uneconomic from the

overall standpoint of the Government.

FAILURE TO RECOGNIZE NORMAL AND TRUE COSTS

17. The incompatibility of the proposed principles with generally
accepted accounting principles and practices is exemplified by the expressed
disallowance in whole or in part of many elements of costs which are generally
considered to be normal costs of dolng business, costs which cannot be avoided
merely because the Government chooses to call them unallowable and which in
Non-Government business are normally recovered in the market place in the

price of the article sold. Forty-five (45) specific items of cost, with

‘j‘l additional subdivisions under many, are dealt with in detail in these newly

w

méygv’prOposed regulations. In spite of the emphasis on reasonableness and alloc-

ability, the draft would disallow in whole or in part 30 out of 45 of these
specific 1items of cost. The attached Schedule A lists these items broken

down into 52 subdivisions.
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18, By comparison, 17 of these 30 items are unallowable under the
present ASPR Section XV, and only 9 of the 30 are unallowable in settlements
by determination of terminated fixed price contracts under the present
Section VIII. 1In other words, in comparison with the présent treatment of
cost—-type contracts, almost twice as many specific items of cost would be
subject to disallowance in whole or in part on all types of contracts

covered by the draft.

1G. These unallowable costs are not only in contravention of normally
accepted commercial accounting principles, but are also in violation of the
proposed revision's own general standard of reasonableness and allocability
in determining the allowability or acceptability of contract costs. All
types of expenses listed in Schedule A are customary costs of doing business
and are related to the continuing growth and vigor of a business enterprise,
and as such contribute materially to the whole of a company’s productive
potential. Even though some of these costs cannot be directly related to
any Government contract work, the Government is the beneficiary of substan-
tially lower overall productive costs made possible by the volume and scale
of operations which the contractor has attained by incurring such expenses.

Therefore, to disallow categorically any of these costs is unjustifiable and

their curtailment would not be in the best interests of the Government.

ITEMS REQUIRING SPECIFIC CONTRACTUAL COVERAGE OR AUTHORIZATION

20. In addition, Paragraph 15-204.1 refers to other elements of cost

~ which are made allowable or acceptable only if they are subject to specific

contractual provisions or advance authorization and even then some of these
are allowable only in a limited way. It is not clear why the items mentioned

are specifically singled out, nor is the listing in this paragraph all
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inclusive since frequent cross refg:;nce is made to this provision in other

paragraphs throughout the proposed regulation. There are 17 such areas of

cost involved as listed in the attached Schedule B,

21, This requirement would be combersome, administratively burdensome ,
and in fact would not achieve uniformity of treatment, as actual practice
would soon show some contracting officers willing and others unwilling to
negotiate these special provisions, Companies in a strong negotiating
position would undoubtedly achieve some manner of success in negotiating
such allowances while those in a weaker negotiating position would not.
Moreover, this requirement limits management's discretion to make sound
business decisions during the course of performance by requiring prior
approval to incur legitimate business expsnses. Just as important,
however, is the fact that rather than using the basic principles of
reasonableness and allocability in accordance with generally accepted
accounting principles and standards as the tests to determine costs,
special provisions are required to determine allocability. Inasmuch as
uniformity and equity in the allowance of costs is one of the objectives
of a set of cost principles, these requirements for obtaining special
contractual coverage or advance agreements should be removed from all of
these items of costs. Our smell business membership has expressed parti-

cular concern over this requirement.

INSERTION OF NEW TEST OF ACCEPTABILITY OF COSTS

22. The draft also incorporates a new test of acceptability of costs in
paragraphs 15-201.3 and 15-204.1(b) by stating that companies with a pre-
ponderance of Government business are not subject to competitive restraints.

It admonishes that their costs must be scrutinized with great care as to
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reasonableness and allocability, and with respect to such companies certain
costs are to be allowed only 1f they are specifically negotiated into
contract or agreed to in advance of the contractor's incurring of such costs.
Reference is made to this philosophy 19 times in the proposed draft as listed
in Schedule C, based upon the fallacious assumption that such companies are
not subject to competitive restraints. That this is far from true could be

\'} 3\:.‘*‘: "?‘% &-‘*»;f’{l& Lfﬁ sf'(»é'i" A “M Z’J {: FASUE B ;}j ~ *l J

readily demonstrated.

23. Why these specific cost elements should be singled out for this

test is not apparent, nor is 1t conceivable why such costs would be allowable

ito one company which is not predominantly engaged in Government work, and not

llowed to another, merely because it is predominantly Government. This test

s highly inequitable and should be deleted throughout the draft.

CHANGES IN ACCOUNTING METHODS AND PROCEDURES AND/OR AUDIT MANUAL APPROACH

24, As in earlier drafts of Part 2 of Section XV there continue to be
many provisions in the new proposal which either dictate the accounting

system to be used by the contractor or spell out such detail as to constitute
an audit manual approach. These areas totaling 26 are listed in the attached
Schedule D which is an increase of 6 over previous drafts with respect to
cost-type contracts. Indicative of the audit manual approach is.the direction
throughout the draft that the Government take into account other factors in
addition to the usual tests of reasonableness and allocability. To add these
new and most nebulous criteria, the application of which would necessarily be
even more vague and nebulous in character, will lead only to confusion, and

inconsistency of treatment.
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25, In the initial award of a Government procurement contract, the
contractor's general business reputation, management know-how, responsi-
bility, and productive efficiency are generally taken into consideration.
‘}JKFE@ ~ It is totally contrary to good contracting policy, in the interest of
y3’y#?tprva G?vernment as well as to the contractor, to superimpose upon this general
Liikgj&wilsﬁ;f)r;¥iew authority additional criteria involving retroactive review of
ngik?bj“%jéﬁindividual business judgments with respect to the incurrence of costs.
R ﬁ\éﬁ 7ﬁ}¢¢' is is particularly true since audits are generally removed from the
{“{uﬁs »”_v} existing circumstances underlying the business judgments at the time they
are exercised. Moreover, the insertion of these additional factors is
?m? | unnecessary in the light of the existing tests of reasonableness in amount
and allocability in accordance with generally accepted accounting

principles and practices. Such factors should therefore be completely

removed from the proposed revision.

TREATMENT OF INDIVIDUAL COSTS TO COVER SPECIAL CASES

26, The draft has entered into a detailed treatment of certain items

of cost, which obviously is an attempt to cover peculiar circumstances of
special cases. It should be recognized that emphasis should be placed on
the basic principles of "reasonableness in amount" and "allocability in
accordance with generally accepted accounting principles and practices®
rather than the injection of rigid detailed treatment of various cost
elements to cover such special cases. It is undoubtedly the intent of these
detailed instructions to provide Government auditors and contracting officers
with guides. However honorable the intent, detailed treatment of various
cost items generally leads to arbitrary, unilateral, and artificial

determinations which are not consistent with sound business practice nor with
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the basic principles of reasonableness and allocability. Therefore, we feel
that this has no part in a statement of cost principles and seriously limits
the flexibility of the basic principles in addition to creating costly
administrative problems and many misunderstandings.

% ¥ ¥
27, In conclusion, the application of the provisions of the proposed
cost principles to fixed price type contracts on much the same basis as
cost-reimbursement type contracts would impose burdensome administrative
controls thus inecreasing costs to the Government as well as impair manage-

ment responsibility, authority, flexibllity and incentive,

28, We are grateful for the opportunity of presenting these comments.
However, we believe that a fundamental problem of Government relations

exists which results from the lack of general understanding and agreement
between the parties involved which will never be resolved by an exchange of
correspondence., It is therefore requested that a conference be arranged to
explore fully and reach agreement on the basic philosophies around which a
Comprehensive Set of Cost Principles should be developed. Once this mutually
acceptable philosophy is reached it is suggested that a joint Goverrment-
Industry drafting committee be established to reduce these previously defined
policies and objectives to a detailed written form. Our Association is

ready to lend support to this undertaking and is willing to devote its
talents in whatever way 1s necessary to bring about a mutually agreeable

conclusion.

29, Because of the importance attached to this effort our Contract

Finance Committee has devoted extensive effort for more than a year to the
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development of an industry proposal for a Comprehensive Set of Cost
Principles. This is nearing the final stage of completion and we will
be prepared to present it for consideration in the very near future.

It is our opinion that this draft might provide the basis for resolution

of many of the problem areas discussed herein,

Attachments:

Schedule
Schedule
Schedule
Schedule
Appendix

HU QW



ASSISTANT SECRETARY OF DEFENSE
Washington 25, D, C.

SUPPLY AND LOGISTICS
CP

Dear

We have completed our staff analysis of the views of industry as
expressed in connection with the draft of the comprehensive set of cost
principles dated 10 September 1957,

We believe that the next step should be to consider with industry
certain issues which have been raised by industry comment and which are
basic to the realization of a mutuwally acceptable document, The issues
have been separated into twelve questions, four of which are basic to
the use of a comprehensive set of cost principles and the remainder of which
relate to those individual items of expense which were most widely commented
on,

There is attached a listing of the major issues which were taken from
e the prior comment of industry, This, together with a consideration of

certain sections of the September 10, 1957 draft which have been rewritten,
will be used as the agenda for the meeting. We believe that it is necessary
to adhere to this agenda in view of the extent of the questions raised, We
believe that the conclusions reached with respect to these questions will
serve as a basls for the solution of whatever other questions of lesser
significance may remain, '

We are inviting industry to meet with us on Wednesday, 15 October at
9 a.m, in room 3E 869, The Pentagon for a discussion of the principles in
order to permit their early publication, It is believed that a small
representative group can be most effective in maintaining the meeting at
a productive level, In terms of participation, each Association should
limit itself to a single spokesman and it is suggested that attendance be
confined to the minimum necessary to assiat the spokesman, As indicated
in my letter last February, it is my plan to attend this meeting, along with
the Assistant Secretary of Defense (Comptroller) and the Materiel Secretaries
of the Military Departments, in order that we may have a clear understanding
of Industry's position and of the proposed revisions as they now stand.

For your ready reference there is attached a copy of the draft dated

10 September 1957. In addition, there are attached revised drafts of
the following paragraphs which will constitute part of the agenda:
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Parﬁgrgph or Part

Part 1, "Applicability"

15-204,1(b)

15-204,2(f) Compensation

15~204,2(y) Overtime

15~204.2(i1) Research and
Develomment Costs

Purpose of Change

To clarify intent that Part 2 has application
to "megotiated® pricing and to clarify the
nature of the evaluation of cost data in

such pricing,

To express the intent that contractors should
negotiate in advance the reasonableness and
allocability of the enumerated items of .
expense under certain conditions; that failure
to do so involves grave risks for the con-
tractor with respect thereto; and that the
option to negotiate may be exercised by the
contracting officer as well as the contractor
or prospective contractor,

To simplify the coverage; to modify it to
provide for the allowability of management
incentives to the extent that the total compen-
sation is reasonable; and to sharpen the
guidance with respect to reasonableness of
conmpensation,

To provide compatibility with the principles
contained in ASPR 12-102,

To provide that independent applied research
and development may be allocated to appropriate
sponsored applied ressarch and development
contracts in instances in which a contractorts
normal course of business does not involve
production work,

A similar letter is being sent to the other industry Associations which
have been active in assisting the Department of Defense in the solution of

this complex problem.

Inclosures

Sincerely yours,
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2L August 1958
AGENDA

Keeting uith Industry Representatives
Contract Cost Principles

October IS, 1958

Differences in gensral concepts botwibn industry comments and
September 10 draft: -

1,

2,

3.

L.

Applicability -

Concern evidenced that the application to fixed-price type contracts
may lead to formula pricing,  Discuseion of revised Part 1.

"A11 Costa" concept -
Contention that Government should aecept a share of all normal

' business costs,

Reasonableness and allocability ~

Feeling expressed that the terms “reasonableness™ and allocability*
need no further amplification in the principles, Contractor's normal
practice and accounting system should govern acceptance of specific costs,

Advance understandings‘-
ObJjections were raised to the provision encouraging advance negotiations

to reach agreement on the basis for allowing certain costs, Discussion
of clarifying revision of Paragraph 15-204.1(b).

Specific iteme of cost:

1.
<,

3.
k.
Se

Advertising
Cempensation for personal services -

Discussion of revision of Paragraph 15-204.2(f).
Contributions and donations

Interest

Overtime - ‘
Discussion of revised Paragraph 15-204.2(y).

Plant reconversion costs.
Research and development -

Discussion of revised Paragraph 15-204.2(11).
Training and education
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3 21 August 1958
©d". " Proposed Amendments to Draft Dated 10 September 1957
P ~ SBCTION XV

5,
Waf A\‘:

.%o 7T GONTRACT COST PRINCIPIES

-7 ;
15-000 Scope of Section, This Section contains general cost principles
(@nd etandarde for use in connection with (1) the determination of~h&storieel
coeﬁ7, (11) the~preparation and presentation of-- eost estima%ee—by proepee%iwe

/”
P SRR v fvf 4 . Lo,

eontractore, contreeiora and-subcontractore in negotiate&‘proéurement and in
Bt L S TP S Y

termination for convenience of the Government and (iii) the audit of cost

4n the negotiation and administration of contracts, and (iv) the evaluation

of cost data in procurement and contract administration.

Part 1 - Applicability
- 15-101 Secope of Part. This Part prescribss the use of the cost principles
and standards set torth in the several succeeding Parts of this Section in
eontracting and eubcontracting and delineates the nature of such use under
&1}ferent circumetances.
15-101.1 ygg, Part 2 is prescribed for use:
(1) 4s a contractual basis, by incorporation by reference in the
contract, for determination of:

(A) reimbursable costs under cost-reimbursement type contracts
including c¢ost-reimbursement type subcontracts thereunder
and the cost-reimbursement portion of time and materials
contraets; |

-{B) terminations when the amounts thereof are determined
frun11atere11y,by’the contracting officer; ﬁ)
()] costs of terminated.cost-reimhuraement contracts,

K
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(i1) As a basis for:

(A) the development and submission of cost data and price
analyses by contractors and pronpedtive contractors as
reqﬁired in support of negotiated rzricing, repricing,
negoﬁiated overhead rates,\?equosts ?or progress payments,

ED

and settlement proposals under tewmination;

s
AN

(B) audit repdrts prepared by the Audit Agenciea in their

advisory caoacity of providing aceonnting information

‘.,v’t

s

/ respscting ncgotiated pricing, reprieing and terminat on.
(iii) By Contracting Officers in the evaluation of cost data, as

follows:

(A) In Retrospective Pricing and Settlements. In,negotiatiné:;
firm fixed prices or settlements for work which has been
completed or substantially completed at the time of L_ |
negotiation (e.g., final negotiations under fixed-price
incentive contract, redetermination of price after com- i

pletion of the work,-negeilaiion-of-finmal-vverhead-reates; a.

or negotiation of a settlement agreement under a contract 1
terminated for the convenience of the Govermnment), the X
treatment of costs is a major factor in arriving at the | ;E
amount of the price or settlement. Accordingly, ASFR, Hy‘ﬁl
Section XV, Part 2, shall serve as theigé;ig for evaluation ‘ z

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 cn the
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evaluation of each element of cost, but rather a final

resolution of all issues in the negotiation process,

(B) In Forward Pricing, -To the extent that costs are a-

--factor in forward pricing, ASPR, Section XV, Part 2,
—shall-serve as a guide in the evaluation 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 known and
the importance of cost estimates depends on the circum-
stané;s. Tﬁ%'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 extemt of
competitive pricing, and the centractor'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 Govermment and”prﬁvides incentives for
efficiency and cost reduction. In 'negotiating such a
price, it is not possible to ldentify the treatment of
specific cost elements since the bargaining 1s on a total
price basis. Thus, while Part\é w1l1 be used to evaluate
cost data, it will not control negotiation of prices for
work to be performed in the future, e.g., negotiation of
a firm fixed-price contract, an intermediate price revision
covering, in whole or important part, work which is yet

3
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to be performed, or a target price under an incentive Oy

contract. LA

(iv) As thq basis for the resolution of questions of acceptability }‘ L
L

of;ihdividual costs whenever such questions bscome issues, '

15-101,2 *vAllowable" and "Unallowable" in Connection with FPixed-Price

Iype Contracts. As used in ASPR, Section XV, Part 2, the words "allowable,”
%unallowable," and the like, shall,,i# comnection with any fixed-price type

contract, mean "acceptable,” funacceptable," and the like,
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Negotiation Re reﬁlen"t,

Modify 15-204.1(b) to read as follows: |

(b) The extent of allowability of the selected items of cost covered in
ASPR 15-204.2 has been stated to apply broadly to many accounting systems .:ln
varying contract situations. Thus, as £o any given contract, the ria.qomblonus
and allocability of certain items of cost may be difficult to determins, particularly
in the case of contractors whose business is predominantly or substantially with
the Govermment. In order to avold possible. subsequent disallowance based on
unreasonableness or non-allocability, it is important that prospective con-
tractors, particularly 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 where reasonableness or allocability
are difficult to determine. Such agreement may be initiated by the contracﬁng}
" officer. Any such agreement should be incorporated in cost-reimbursement type
contracte or made a part of the contract file in the case of negotiated ﬁ.nd-
price type contracts, and should govern the cost determinations covered thereby
throughout the performance ot the related contract. Included are such elements as:

(1) compensation fb peraonal services (ASPR 15-204.2(2));

(11) wuse charges for m;y depre’ ' t.ed assets (ASPR 15-204.2(1)(6));

(111) food and dormitory Asa\\\ hed without cost to employees
or involving si.gnificant loaaes &sm 15-204.2(n));
(iv) deferred maintenance costs (ASPR 15-204.2(t)(1)(41));
(v) pre-contract costs (ASPR 15-204,2(dd));
(vi) research and development costs (ASPR 15-204.2(11)(6));

(vii) royalties (ASPR 15-204.2(33));
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(viii) selling and distribution costs (ASPR 15-204.2(kk)(2)); and

(ix) travel costs, as related to special or mass perscnnel movement

(ASPR 15-204.2(28)(5)).
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Compensation for Personasl Services

Modify 15-~204,2(f) to read as follows:

(f) Compensation for Personal Services.

(1) CGeneral. &. Compensation 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, saiaries, wages, directors! and executive committee members' fees, bonuses,
incentive awards, employee stock options, employee insurance, fringe benefits,
and contributions to pension, ammuity, stock-bonus and plans for incentive
compensation of management employees, Except as otherwise specifically pro~
vided in this paragraph (f),JgggEmgggtgAare allowable to the extent that the

total compensation of individual employees is reasonable for the services

cendered and are not in excess of those costs which are allowable by the

o

Internal Revenue Code and regulations thereunder,

b. Compensation is reasonable to the extent that
the total amount paid or accrued, is commensurate with compensation paid under
the contractorts 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,\.ﬁpwever, certain conditions give rise
to the need for special consideration and possible limitation as to allowability
for contract cost purposes where amounts appear excessive, Among such conditions
are the following:

(1) Compensation paid to owners of closely held
corporations, partners, sole propriet?rs, or mambers of the immediate families
7
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- ~«thereof, or ﬁo persons who are contractually committed to acquire a substantial
Linancial interest in the contractort's enterprise, Determination should be made
that such compensation is reasonable for the actual psrsonal services rendered
rather than a distribution of profite.

(11) Any change in a contractorts compensation
poliey resulting in a substantial inorease in the contractorts level of
compensation, particularly when it was concurrent with an 1ncr:;se in the ratio
of Government comtracts to other business, or any change in the treatment of
allowability of specific types of compensation due to changes in Goverrment
policy.

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

~‘ c. Compensation for services rendered paid to partners

and sole proprietors in lieu of salary will be allowed to the extent that it
is reasonable and does not constitute a distribution of profits.
; 4. In addition to the general requirements set forth
in 8 through ¢ above, certain forms of compensation are subject to further
requirements as specified in (2) through (10) below.

(2) Salaries and Wages. Salaries and wages for current services

include gross compensation paid to employees in the form of cash, products,
or services, and are allowable subject to the qualifications of (y) below,

(3) Cash Bonuses and Incentive Compensation. Incentive compensation

for management employees, cash bonuses, suggoatibn awards, safety awards, and
incentive compensation based on production, cost reduction, or efficient
__performance, are allowable to the extent that the overall compensation is
8
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“ determined to be reasonable and auéh costs are paid or accrued pursuant to an
+greement entered into in good faith between the contractor and the employees i
before the services were rendered, or pursuant to an established plan followed {
by the contractor so consistently as to imply, in effect, an agreement to make
such payment., (But see ASPR l5v20h.1(b).) Bonuses, awards and incentive
compensation when any of them are deferred are allowable to the extent provided
in (6) below,

(4) Bonuses and Incentive Compensation Paid in Stock. Costs of
bonuses and incentive compensation paid in the stock of the comtractor or of |
an affiliate are allowable to the extent set forth in (3) above (inecluding g
the incorporation of the principles of paragraph (6) below for deferred bonuses |
and incentive compensation), subject to the following additional requirements: |

(1) valuation placed on the stock transferred shall be the »
fair market value at the time of transfer, determined
upon the most objective basis available; and i 5
(ii) accruals for the cost of stock prior to the issuance
of such stock to the employees shall be subject to adjust-
ment according to the possibilities that the employees ‘ -}
will not receive such stock and their interest in the
accruals will be forfeited,
Such costs otherwiseiallowable are subject to adjustment according to the

principles set forth in (6)c. below. (But see ASPR 15-204.1(b).).

. . N
R P
L Bt s T

(5) Stock Options, The cost of options to employees to purchase stock
of the contractor or of an affiliate is unallowable, ’

|
(6) Deferred Compensation. &, As used herein, defer{ed compensation

armame

..includes all remuneration, in whatever form, for services cérrently rendered,
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- Lor which the employee is not paid until after the lapse of a stated period
£ years or the occcurrence of other events as provided in the plans, except
that it does not include normal end of accounting period accruals. It includes
(1) contributions to pension, anmuity, stock bomus, and profit sharing Pplane,
(i1) contributions to disability, withdrawal, ineurance, survivorship, and
similar benefit plans, and (111) other deferred compensation, whether paid
‘dn cash or in aﬁock.

b. Deferred compensation is allowable to the extent
that (1)_11’. is for services rendered during the contract period; (4ii) it is,
together with all other compensation ;;aid to the employee, reasonable in
amount; (1ii) it is paid pursuant to an agreement entered into in good faith
between the contractor and employees before the services are rendered, or
pursuant to an established plan followed by the contractor so consistently

18 to imply, in effect, an agrsement to make encﬁ payments; and (iv) for a
plan which is subject to approval by the Internal Revenue Service, it falls
within the criteria and standards of the Internal Reveme Code and the
regulations of the Internsl Revenue Service, (But see ASPR 15-204.1(b).),

' ¢, In determining the cost of deferred compensation
allowable under the contract, appropriate adjustments shall be made for
credits or gains arising out of both normal and abnormal employse turnover,
or any other contingencies that can result in a forfeiture by employees pt
such deferred campensation. Adjustments shall be made only for forfeitures
which directly or indirectly inmure to the benefit of the contracter; for-
feitures which inure to the benefit of other employses covered by a deferred
compensation plan with no reduction in the ocontractort's costs will not normally

10
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give rise to adjustment in contract cé;tu. Adjustments for normal employee
arnover shall be based on "the contractor's axperience and on foreseeable
prospects, and shall be reflected in the amou?b' Pof cost currently allowable,
Such adjustments will be unnecessary to the éxtent that the comtractor can
demonstrate that its contributions take ,i’hio account normal forfeitures,
Adjustments for possible future abnol;pé/l forfeitures shall be effected according
to the following rules: .
(i,.)-' a.bnomlﬂtorfeitures that are foreseeable
" and which can be currently evaluated with
reascnable accuracy, by actuarial or other
sound computation, shall be reflected by an
ad justment 62 current costs otherwise
allowable; and
(1) abgo'ma:. forfeitures, not within (1) above,
| m} hg made the subject of agreement between
the Goﬁrment and the contractor either as
to an equitable adjustment or a method of
determining such adjustment, |

V'
£ d. In determining whether deferred compensation is

for services rendered during \Jtho contract period or is for future services,
considerat.ioﬁ shall be given to conditions imposed upon eventual payment, such
as, requirements of continued employment, consultation after retirement, and |
covenants not to compete,

(7) Fringe Benefits. See (o).
(8) Overtime, Extra-Pay Shift and Multi-Shift Premiums, See (y).

11 :




otal compensation of individual employees
will be deemed to be reasonable uniess the cost is clearly

unreasonable as to type or amount.
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(9) Zratning and Bdgsation Expetiass. Ses (qq).
(10) Ineursance and Indemnification. See (p). ‘
C N %
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esearch and Development Costs.

¢ ;Kl) Réseﬂfch and development costs are divided into two ma jor
¥ . ¥ _

categories- for the pﬁrpose of contract costing — (1) basic research, also

referred to as general research, fundamental research, pure research, and
i .

‘

blue;skylresearch and (ii) applied research and development, also referred

to as product resefrch and product line research.

.
"‘ .

% (2) Basic research is that type of research which is directed
{

‘@ftpward increase of lmowledge in science. In such research, the primary aim

of the 1'vestiga£or is a fuller knowledge or understanding of the subject

under stédy, rather than a practical application thereof, Costs of indepen~
dent basie reaeérch (that which is not sponsored by a contract, grant, or
other agrangemént) are allowable, subject to {6) below and subject also to
their being allocated to all of the work of the contractor,

(3) Applied research is that type of research which is directed
toward practical application of science., Development is the systematic use
of scientific imowledge directed toward the production of or improvements in
useful materials, devices, methods, or processes, exclusive of design, manu-
facturing, and production engineering, Costs of a contractor's independent
applied research and develorment (that which is not sponsored by a contract,
grant, or other arrangement) are allowable, subject to () 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 contiaét product lines, Costs of independent applied

research and development are unallowable under research and development

contracts, However, in cases where a contractor's normal course of business

13




does not involve production work, the costs of independent applied research and
development work (that which is not sponsored by contract, grant or other
arrangement) are allowable, subject to (6) below, to the extent that such work
is related and allocated as an indirect cost to the field of effort of the
Government applied reéearch and development contracts, i
(ly) Independent research and development pro;)ec'os shall absorb
‘ ftheir apprupriate share of the indirect costs of the department where the
work 18 performed. )

- (5) ‘neaea;ch and development costs (including amounts capitalized),
regardleas of their nature, which were incurred in accounting periods prior
to the award of a particular contract, are unallowasble.

(6) In addition to the definition of reasonableness provided in

ASFR 15-201.3, the reasonableness of expenditures for independent research
and development should be determmined in light of the pattern of the cost of
past programe {particularly fhoae existing prior to the placing of Govermment
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 predamiﬁantly or substantially with the Goverﬁment.ﬁﬂWhere such
expenditures are not subject to the restraints of commercial prodﬁbt pricing,
there must be assurance that these expenditures are made pursuant to a planned
research program which is reascnable in scope and is well managbdm \The costs
should not exceed those which would be incurred by an ogdinarilﬁ:prugent

person in the conduct of a competitive business. (See ASPR 15-26&.1(5).)
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(¥) Overtime, Extra-Pay Shift and Multi-Shift Premiums, Overtime, extra-pay

shifts, and multi-shift work is allowable to the extent approved pursuant to

ASFR 12-102,4, or authorized pursuant to ASPR 12-102,5,

“a
A
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I RAYTHEON MANUFACTURING COMPANY

ERNEST F. LEATHEM
ASSISTANT TG THE PRESIDENT

WALTHAM 54, MASSACHUSETTS

October 29, 1958

Comdr, J. H. !ﬁlloy‘, SC, UsH
0ffice of the Asmistant Secretary of Defense (S&L)
Washington 25, D. C.

Dear Fete,

I have not replied to your letters of October 21
and 23 because I wanted to complete my revieu of the transcript
and get it off to the printer's before writing you., This has
been done, and I expect that the first copies will be available
tonight, and all of them will be avallable tomorrow. I shall
send 200 coples to vou in talk as soon as they are avallable.
In order to provide legibility, it was necessary to retype the
entire job, so you will understand that it does not show the
interpolations you and I made to correct the text or to make
it more readable, Actually, I have made absolutely no change
in substance whatsocever, I have, however, carreocted gram=ar
and made & few eliminations to avoid redundancy. I have alsc
revised the list of attendees in order to show those who were
officially representing associations as veing from the asso-
ciation, with their company name in parenthesis, but showing
all other industry attendeses merely with the nam of their
company - or their association if they are employed on the
staffs of these associations, I am sure you will have no
objection to this revision,

¥When 1 send you the 200 copies I shall also enclose
the transcript which you sent me. This will show you the
changes which I made, if you care to run through it for that
purpose, I would appreciate it if you would save this for me
as I would like to retain it as owr official copy of the trans-
eript. I can get it back from you the next time 1 see you in
Washington, I am returning herewith the porticns of the trans-
cript which were duplicated, these being for the most part copies
of the presentations delivered by varicus industry personnel.

Qur schedule is as followss I am in the middle of

a first draft to be sent summerizing the industyy
position, This will go forward, before the end of the week,
to the confereds at the industry meetings. Another meeting
of industry conferees will be held on Thursday, November 6,
in New York, at which time I would hope that Tinal agreement
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can be resched un the text of the statement, If tnis is so,
it will then be typed on Friday, the 7th, and mailed that
evening, which should mean that it will be in the hands of
Seoretary MoGuire on the moraing of Monday, the l0th., I
assume this timetable is completely satizfactory as it is
within the 15-day limitation imposed by Secretary McGuire,
beginning from the date of receipt of the transcript, After
you have had a chance to study it I will talk with you or
Secretary McGuire further about it,

In the meantime, could you let me know how many
coples you would like to have of the statement, and whether
all of these need to be in Secretary Mclulre?!s hands on
November 107

With highest personal regards, I am

Cordially yours,

St P lattnn.

EFL1X

nese /
cc. Secretary McGuire



November 7, 1958

The Honorable E. Perkins McGuire

Agsistant Secretary of Defense
(Supply & logistics)

The Pentagon

Washington 25, D. C.

Subject: Comprehensive Cost Principles

Dear Mr. Secretary:

Pursuant to the suggestion made by you at the joint DOD-Industry con-
ference on Cost Principles held at the Pentagon on 15 October 1958, this letter
is submitted to amplify and explain further the industry views expressed at the
conference; and to comment also in some cases upon contrary views expressed by
government spokesmen. It has been prepared after the receipt of written comments
from each industry spokesman, and after a detailed review at a conference on
6 November among industry spokesmen or representatives of the associations who
participated in the preparation of the industry statements on 15 October. This
document represents the unanimous views of these people.

You and the other Assistant Secretaries have before you the task of
deciding upon issues on which wide differences seem to exist between government

and industry viewpoints as expressed ‘at the 15 October conference. In preparing
the industry statements for the conference, the views of the conferees (which
included managers, controllers, and professional accountants) were remarkably in
accord with each other. It is difficult to believe that this consensus of so

many different interests and viewpoints can be as wholly wrong as the government
spokesmen would lead one to believe, for these industrial and professional views
ay¥e based upon years of actual experience. We shall, therefore, try to show you
where we think we are truly apart, where implementations negate apparent intentions
with which we are in accord, and why we think a complete and exhaustive review of
the proposals outstanding are essential. In considering these, we know you will
show the same thoughtfulness and patience which has characterized your handling

of this complex problem to date.

The respon31bllity which you and the other Assistant Secretaries bear
in maklng these decisions is of the utmost gravity, as they affect the cost
recoveries and profit potentials of every company engaged in defense contracting -
not, as in the past, Just those which undertake cost reimbursement type contracts.
At the same time, however, this obligation to decide also provides a_unique
oQEggLnngxy - to cut through past disputes, to reassert principles basic to our
economic system, and to reaffirm that the prime obJectlve of our Government is to
be fair and egpltable in carrying out its business transactions. We feel that
you agree with us in this fundamental principle. For gxample, the definition of
allocability included in the latest draft (paragraph 15,201.4) does in fact
express a fair and reasonable approach. The problem lies, however, in that much
of the remainder of this draft of "Cost Principles® complstely negates this
definition. To correct this defect, you must make ®fairness" a concept more
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fundamental than f'reasonableness,™ or than Mapplicability," or than Mallocability,™
even though each of these three is of real importance and 31gn1f1cance. You must
also be ready to separate _principle from interpretation, and to require the clear
subordination of 1nterpretat10n to policy. This can be done, we submit, without
taking precipitate action, without conclusively binding the DOD or contractors
finally as to any specific element of cost, and without now attempting to perfeet
every interpretation. This is, we 31ncerely believe, the only fair and practical
way to issue comprehensive cost principles soon which will not evoke a storm of
protest, criticism and bitterness from many sources.

There are other compelling reasons for such a reconsideration of the
general aspects of these proposed regulations even at this late date. When they
are made effective, they will have virtually the same effect as the enactment of
new legislation, for they will change the ground rules from what they have ever
been before. If made applicable to current contracts to any extent, the regulations,
as proposed, would materially revise the basis under which every present contractor
agreed_to_perform his obligations. Undoubtedly they would also cause greatly
added costs of administration and of audit and negotlatlon both to contractors
and to the Government, and would force extensive delays in placing original con-
{tracts or definitizing necessary actions under other contracts. Any regulations
‘must ;- therefore, deal fairly with the entire spectrum of types of contracts,
whether now in existence or placed in the future. They may well becoms a precedent
:for later extension to all non-defense Government procurement. Surely, then, a
;self-imposed time schedule must yield to the necessity for being right.

We strongly urge that the whole body of general principles of cost
determinations be stated separately and apart from any official interpretations or
detq}led 1nstructions. We recognize that interpretations and instructions are
essential in the management and control of Government personnel, but these personnel
should all perform their work within the framework of policies and principles
determined at the Secretarial level. Thus the general would govern the specific,
whereas in theproposed document, the specific governg the general.” A clear way
{to draw this distinction, and to olifSree it, would be to leave interpretations

Jand instructions out of ASPR, confining it to principles and policy -~ and making

tthis the limit of a contractor’s obligation through incorporations by reference
;into specific contracts. Auditors® manual would be an adequate place for detailed
iinterpretations or instructions, provided these were approved by a central source

ito assure conformity to primeiple and policy, and uniformity among the several
Services.

While many particular differences between Government and industry were
disclosed at the 15 October conference, and others remain which were not discussed
there, the fundamental differences relate to the basic approach to be taken,
mentioned above, and to seven other factors, which are: 1) recognition of all
normal and legitimate costs, 2) reasonableness and allocability as adequate tests
and controls, 3) applicability, 4) effective date, 5) requirements of public
interest, 6) advance undeérstandings, and 7) individual items of cost. We believe
that all differences as to particulars would be readily resolvable if ways can be
found to reach agreement on the first five of these points. We shall, therefore,
devote most of the balance of this statement to them.

I. RECOGNITION OF ALL NORMAL AND IEGITIMATE COSTS

e

Industry believes that the Government should start from the propesition
that it is willing to accept any cost which has been incurred or accrued in good
faith by a responsible contractor exercising its best management skills in the

—
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conduct of its business. Then the Government might properly say that although

it will accept such costs, they must be appropriately and fairly allocated among
the contracts in question and other work of the contractor, in accordance with
accepted principles and an established method of accountings that the Government
will accept such costs only in so far as they are not unreasonable in amount, and
are not objectionable from the established standards of public policy. This
Ewculd provide a uniform and positive approach to the problems of cost analysis,
in marked contrast to the proposed regulations, which confuses principle with
practice, and policy with instruction. N

Contrast this, however, to what has been actually done. The Govern-
ment¥s draft, in Section 15-201.1, shows that the Government starts from the
premise we have proposed above (if one word - "allowable® - is eliminated), but
then the balance of the proposed regulations whittle away at this to such an
extent as to render Section 15-201.1 meaningless. This, we believe, is because
that in the proposed regulations, some costs are dealt with according to their

i functions, and others according to their objects. The distinction here is as
‘between, one the one hand, the purpose of the goods or services purchased, and,
on the other, the kind of goods or services purchaseds This distinction is
considered to be as between the function of the cost (its purpose) and the object
of expenditure (the kind of thing purchased). Among professional accountants, it -
is a basic principle of cost determination that all costs incurred by a contractor
should be judged for validity according to the function performed by the goods
or services they represent. It is unfair to disallow reimbursement of cost incurred
for a valid function merely because they are costs of an 'object of expenditurs®
which Government auditors or other critics deem to be generally objectionable by
its nature.

A single example of the distinction being drawn is illustrated by the problems
of advertising. If costs incurred to buy advertising may fairly be associated with
performance of a Government contract because of the nature of the results sought

i or achisved by the advertising, then these costs should not be deemed invalid for
reimbursement merely because of the tradition that #it is not necessary to advertise
to get Government business."

The Government?'s own internal accounting practices, developed since the
endorsement by the Hoover Commission in 1948 of the accounting distinctions
between ‘ifunctions™ and flobjects,"™ are utilizing more and more the approach we
advocate. An example is "performance budgeting.®

It is axiomatic that contractors must recover all of the costs they incur
somehow and somewherge If they do not, it is only a question of time when their
funds, capital and credit will be exhausted, their business insolvent and closed,
and the employment they have provided lost forever. This is why management must,
and always will, exercise judgment in incurring costs. Obviously, if fairness 1s
the overriding consideratlon, the Government should bear its fair share of all of
these costs ~ not just of some of them. To the extent that it fails to do so, it
is not only seeking or demanding special favors for itself, but is asking its
suppliers to nandlcap themselves when they go out in the market place to compets
with other companies for commercial or other non-Government business, because
they would have to recover Goverrment-disallowed costs from commerlcal prices.

To what extent is the Govermnment, in these proposed regulations, refusing
to bear its ﬁ%ir share? It would disallow 23 items entirely, of which only 18 are
disallowed by the provisions of the present” Section XV of KgPR. It would partially

————
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disallow 20 other items, of which only 6 are dlsallowed by the present ASPR. It
would subject I35 other items to special Tésts 6t reviews (not "principles™) which
would, by definition or tests applied, lead to still more partial or total dis-
allowances. Of these 19 items, 3 are disallowed and 7 are subject to "special
consideration' under the present ASPR. The proposed new regulations also suggest
advance negotiation of 9 items of which 7 are on the list for "special consider-
ation under the present ASPR. Elsewhere in the document, however, advance
negotiation is stated as a requirement of cost allowance in 6 additional cases.
The identification of the above statistics are included in the attachment hereto.

These figures demonstrate conclusively that the new regulations would
not only subject cost data to substantially more detailed and lengthy analyses and
reviews, with added costs to both Goverrnment and contractors, but that the negotiatior
proeess would likewise be lengthened, They alsc show that contractors must expect
to recover substantially less of their costs than they have heretofore obtained
under cost reimbursement type contracts, and to the extent the proposed regulations
are applied to other types of contracts, contractors must expect disallowances of
cost equivalent to the new measure of disallowances under cost type contracts. If
applied to terminations, the allowable recovery would also be much less than under
the provisions of Section VIII of ASPR. It is impossible to predict the measure
of such non-recoveries under the new regulation, but they would aggregate a
substantial portion of profits.

At the 15 October conference, the propriety of industry’s position has been
. recognized from time to time by Government spokesmen, but these sixty-two departures
from "principle" into M"instruction,™ from "function® into "obaect " were justified -
to the extent they were specifically discussed - on one or more of the following
grounds: statutory prohibition, public policy (whether expressed officially,
unofficially or merely implied), or unallocability to Government contracts. Implicit
i also were disallowances or limited allowances provided for solely because of
supposed difficulties in measuring reasonableness, allocability or equality of
treatment between Gofipeting conbractsrs: =" '

An examination of the disallowed or partially disallowed items, however,
discloses only one -~ 'contingent fees for gecuring government orders," which is
forbidden by statute. governing expenditure of DOD funds. Statutory prohibitions,
therefore, have created none of the disagreements.

Public policy is & subject we shall discuss more fully later. Allocability
should be a wholly separate question from allowability. If no allocability can be
shown or reasonably implied, industry does not expect recovery from the Covernment.

It does not, however, wish to be foreclosed from even the opportunity to prove or
show allocablllty, and any disallowances on a premise of total unallocability are,
therefore, objectionable, It is the height of accounting by object” rather than
by "function.®

Equality of treatment among competing contractors is, of course, required
by the paramount test of fairness. It is not accomplished, however, by total or
partial disallowance., Rather it must be realized through a recognition of all
normal and legitimate costs and judicious price negotiations. One company is not
superior to another because it may not have incurred a cost that the other company
has - the test _should be, what is the best overall price to the Government for
what it is buying? Competition is hampered - not encouraged - by arbitrary cost
disallowances,

_———
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} primary cost accounting principle applicable to Government contracts should be.

Neither is disallowance a solution to difficulty of measurement or con-
trol. Ways acceptable to both industry and government can be found to provide
equitable measurements for allowing the costs of such things as contributions,
| the maintenance of excess facilities, interest, grants to educational institutions,
advertising, civil defense, reconversions, applled research and develcpment, and
many other kinds of costs proposed to be disallowed or specially reviewed. Let
us recall Commander Malloy's admonition at the start of the 15 October conference
that Yany problem can be solved by reasonable men who are in possession of the
{facts and who are motivated to a common purpose’s So far as we know, a specific
joint effort to agree on such measurements has never been undertaken, face to face.
If the concept advocated at the outset of this statement wers adopted, these
determinations need not be made before cost principles are issued - because they
would each be interpretations and instructions for auditors and not a portion of
the Y"principles in ASPR.

In concluding discussion on this point, let us be sure that the Government
does not conclude that industry is seeking a blank check« If such an impression
has been left, please re-read the first paragraph of this Section I, and consider
the tests and limitations therein suggested.

II. REASONABLENESS AND ALLOCABILITY AS ADEQUATE TESTS AND CONTROLS

Government spokesmen at the 15 October conference, on several occasions,

. justified specific instructions, limited allowances or disallowances on the grounds
that #reasonablenessi! and "allocability'® are not sufficient, definable or usable
tests. Such a position is not only contrary to the experience of industry, the
opinions of every professional accountant who certifies to the accuracy and
propriety of corporate books and records, the history of Anglo-3axon and American
jurisprudence, but also to the words of the proposed regulations themselves.
"Reasonableness® or allocability" as tests are used 49 times throughout the 10
September 1957 draft, as amended by the 21 August 1958 draft. They were also used
by almost every Government spokesman at the 15 October conference,

One Government spokesman at the 15 October conference quoted excerpts
from an article by Dr. Howard Wright in THE FEDERAL BAR JOURNAL of April-June,
1958 as proof that Mgenerally accepted accounting principles' are not a suitable
base for cost determination. This was curious, however, because this phrase or its
equivalent was used 19 times throughout the DOD draft., He failed also to quote
Dr. Wright?s conclusion and recommendation, in the Same article, &s to what the

This is quoted from pages 167 and 168 of the JOURNAL, as follows:

®, « « o Cost principles used in contract pricing if they are to
apply in many situations should, in my opinion, be based on the
following assumptionss

. (1) Cost is something to be determined, not negotiated;
. (2) Competition in the market place will create equity;
? (3) The Government should recognize its share of the
i operating costs of the supplier;
i (4) The Government will not exercise its sovereign rights
in a contractual situation.
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Based on these assumptions, the author would propose the following
as the primary cost accounting principle applicable to Government
contracts:

YA1l costs incurred solely for the benefit of the
Government contract shall be charged directly thereto;
all cost incurred solely for the benefit of other
clagses of work shall be charged directly to such
classes of work. Other costs incurred benefit both
classes of work and shall be allocated to each in
proportion to the benefits derived or reasons for
incurring. "

Obviously, Dr« Wrightt's position is much closer to that of industry than it was
portrayed to bes

These are, therefore, usable tests recognized by all parties to the
present discussions. All that remains to resolve these differences, then, is to
agree on the kinds of tests to be applied in utilizing such terms as "reasonableness™,
"allocability®?, “standard accounting principles'?, and Pconsistently applied." We
believe a joint effort can also resolve these problems. As requested, there is
included in the attachments hersto recommended tests of Yreasonableness®, This
has been drafted carefully and has recognized agreements with much that is contained
in the DOD proposed definition {Section 15-201.3).

The use of "'reasonableness™, %lallocability’ and like concepts as tests
are wholly consistent with accounting by #function%, and the separation of principles
from interpretations and instructions, as heretofore recommended. When recognized
as adequate tests, they also go far to justify the recognition of all normal and
legitimate costs, as we have urged.

IIT. APPLICABILITY

In preparing a single set of comprehensive cost principles and providing
that they will be applicable clear across the procurement spectrum from cost
reimbursement type contracts on one side to price analyses submitted with bids for
firm fixed price negotiated contracts, including termination or change order
repricing claims against any type of contract, however placed initially, the
Department of Defense has made the fundamental assumption that cost allowability
is an identical problem throughout this spectrum and in each of the covered types
of transactions. We agree that a cost is a cost wherever incurred. Because the
proposed regulations arbitrarily exclude certain normal or legitimate costs from
consideration, the Government?s proposals of areas of applicability become
impractical and patently unjust.

If #fairness" is the ultimate test, as we have recommended, then it must
J be conceded that there is nothing fair about both retaining the unilateral right
! to cancel a contract for the Government®s convenience, and then - when that right
i1s exercised - changing the ground rules of allowable costs of termination even

_ ithough the initial contract may have been placed through advertised bidding, or on

‘a negotiated firm fixed price, or at’a time long before the new regulations were
even promulgaled! TYet in the absence of language to the contrary, this is a sure
result of the presently proposed language. Similarly, it is not fair to require
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a contractor to certify that something less than legitimate costs, actually incurred,
are "total costs.® Such costs do not become a profit’! merely because they are
ndisallowable’ under arbitrary Government regulations, This is another inevitable
result of blindly accepting these proposed regulations.

It is also interesting to contemplate the regulation's effects upon the
#growing-in~popularity™ incentive type contract. Consider the incentive contractor
who, against a $1000 target cost, is to be paid $100 profit, or a total of $1100.
It actually performs the contract with total costs of $950 but which, under these
regulations, might well result in allowable costs of only #900. If the incentive
profit division is 80% to the Goverrment and 20% to the contractor, the contractor
would receive a price of $1020, thus being required to give $80 of the "savings®
back to the Government, even though he had already actually paid out $50 of that
$80 as costs incurred. On his basis of costs, he would have received a price of
$1060 and a profit of §110. Thus his absolute and actual profit is reduced from
the target of $100, or from the deserved profit of $110, to $70, but the Government
would report to a Renegotiation Board that he had received a profit of $120% This
{ simple example, we submit, clearly demonstrates the unfairness of applying to
incentive contracts any cost principles which do not recognize all normal and
legitimate costs of doing business,

R e+ o

We camnot emphasize too strongly that experience of the last decade
indicates that to the extent that costs are rigidly decided to be allowable or
unallowable, formula price fixing is automatically involved. Despite the sincere
instructions in this draft that costs shall be only one factor of pricing, the
draft actually requires that many costs called "funallowable' be eliminated from
the submission from the outset. Thus such costs will never be considered in
mnegotiation, and will never become a factor in pricing. To this degree, formula
pricing has already occurred. In this atmosphere, an increased use of formula
pricing will be an inevitable result of putting regulations out in this format
‘and of this character. The Hoover Commission, in 1955, recognized this in its
recommendations for revisions in ASPR, Section XV, when it recommended cost
principles only for cost reimbursement type contracts, and that there only be
"guidelines for auditors” as to everything else.

Are "costs a factor in any negotiation before such costs are incurred?
They are not then costs, but only estimates of what costs will be - and one may
argue, but never decide, as to which is the most accurate of different estimates.
A final meeting of the minds occurs on price, not on costs - and this necessitates
sach party taking a risk of being wrong. This, however, is nothing to fear, or
to be ashamed of, for this has been the trading technique of centuries, and has
provided the highest incentives to sfficiency. To go to or toward rigid formula

pricing is to diminish or remove such incentives.

Implication exist that these proposed regulations may broadly apply to
subcontractors and vendors. There is no privity of contract between the Coverrment
and a subcontractor on any tier below the prime contractor itself, There can be

j no assurance, therefore, that a prime contractor can, even in the best of faith,
1in all cases obtain necessary goods or services from subcontractors under contracts
i containing Government clauses or incorporating by reference Government cost or

~ other regulatiions. Nor can it always require its subcontractors so to contract

{ with their vendors and suppliers. This has been the repeated experience in many

' instances where such attempts have been made., Also it is impossible to predict

-
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or anticipate at the time of initial negotiations, all such problems which may
arise with subcontractors. Thus, if applied to subcontractors? costs, this
regulation would appear in some cases to have the effect on the prime contractor
lof forcing it to accept not only the disallowances of some of its own costs, but
‘also of some of its subcontractors? costs. In other cases, it would deny the
cavailability of subcontractors to primes, thus forcing the use of second-best

. sources.,

For these reasons, and those advanced at the 15 October conference, we
strongly urge, at the very least, that this regulation not apply to fixed price
\negotiations, or to the preparation of cost estimates or price analyses in
inegotiated procurements or terminations, and that its use in such circumstances
ibe specifically negated; and that it not apply to any determinations of costs
or prices under any contract or subcontract in which it is not specifically
accepted by the contractor. If, however, the regulations are redrafted on the
principle of recognizing all normal and legitimate costs, reasonable in amount
and fairly allocated, then their applicability could be expanded. We oppose in
principle, however, any use of cost data as a formula basis for negotiating
prospective firm fixed prices.

IV, EFFECTIVE DATE

The regulations as proposed are completely silent on when and how they
will be made effective. This is a matter, however, which cannot be left undecided.

If the regulations are applied, in any way, to contracts in being, the
Govermment should be prepared to negotiate equitable adgustments of price., This
applies to contracts placed by advertised bids as well as by negotiation, for the
 applicability to termination settlements and pricing change orders affects these

contracts, too. We see no other way of being fair in making these regulations
effective. To say that they shall apply only to contracts negotiated after a
certain date, or executed after such a date, will not suffice - for then a con-
tractor is left with two different sets of cost accounting rules to apply - one

as to old contracts, and one as to new. This would continue until all present
contracts are run out, which could be years ahead. Experience under ASPR, Section
1 XV has shown that auditors and negotiators would try to apply the new regulations
i to existing contracts, whether the contractors had agreed to accept them or not.
This would only cause confusion, more delay, and more friction between Government
and business.

R L
—

r To be fair, then, the Government must be prepared to pay for taking
. away rights to cost recovery. Parenthetically, but also of importance, it must
also be prepared to accept and pay indefinitely for materially longer times for
cost and price presentations, audits, and negotiations, and substantial delays
in completing procurement and pricing actions. It just takes longer to isolate,
review, audit, discuss and decide about over 60 elements of cost than it does 18,
Or none. Thls will cost money to both the Government and the contractor in
higher administrative costs and time delays.

-

V. REQUIREMENTS OF PUBLIC INTEREST

At the 15 October conference, it was pointed out that Government officials
"must weigh rather carefully and rather heavily the public interest factor.!t Several

\ - L ————r sl . S A



The Hon. E. Perkins McGuire -9 - November 7, 1958

spokesmen alluded to this, and to "public policy' or such phrases, directly or
by implication. For example, one said, ¥are based not necessarily on public
policy stated in law, but on public policy which we derive from many sources,
from committee hearings, for example, personal conversations, and formal memos
from the various members of the legislative branch.?

We are sure that few of us in industry can appreciate the extent or the
‘snuances of pressures of many kinds which must be placed upon you and your staff,
directly or indirectly - including those from industrialists{ As citizens, we
want the public interest protected, and public officials placed under pressure to
protect thems At the same time, however, we want to be sure it is public interest,
or that it is public policy - and not merely some individualts concept of it, that
causes a decision to be made adverse to the interests of industry, and ultimately
to the Government itself.

In this arsa of cost principles, of allowable or unallowable costs for
contracts, etc., we do not know of any official or clearly identified legislative
expression of public policy., We do know of an expression of policy by an agency
of Congress ~ the Hoover Commission - which we have already quoted and endorsed.
We know of some individual rulings of the General Accounting Office on cost
allowability - but each of necessity is narrowly restricted to the facts of the
particular case, and is not unchangeable, overriding policy, nor should these be
deemed to be the establishment of policy. The same is true of rulings by the
Boards of Contract Appeals.

The proposed regulations depart from and are more restrictive then all
of these, in one way or another. Where, then, is the public policy or public
/ interest dictating such action? We fear that it is in the minds of staff personnel,
overly concerned with the attitudes or expressions, however well considered or not,
i of vocal or powerful legislators or other Govermment officials. ILet us recognize
{ that public policy in this field does not exist, and will not exist until you
and the other Assistant Secretaries make your decisions identifying the official
public policy of the Defense Department on which you are relying. It is our
ibelief that you have not been restricted in your decisions by any official of
,the Government, even though certain members of Congress and of the Administration
'may be unpatlent to have you reach decisions. This is why we have put forth,
| successively, such efforts to try to apprise you of industry's sincere and objective
views on these problems.

We may be considered by some to be biased, but we believe very deeply
that the welfare of our country's 20,000 defense contractors, large and small,
is important not only to defense, and maintaining our armed might, but also to
~the overall economy and welfare of our cities, towns, states and nation. These
¢ will be hurt by these proposed regulations - not vitally, but significantly - and
their profits, already below those of other industry, will be still less., Before
the action is taken, therefore, we request that you weigh very carefully whether
any public policy requires or makes desirable the infliction of this hurt.

VI. ADVANCE UNDERSTANDINGS (Section 15-204.1(b))

Industry welcomes any opportunity to agree in advance on cost principles,
cost allowances or any other points of potential controversy which might arise
during or after contract performance. If the intentions of this section as we
were given to understand on October 15 is truly to make available to contractors
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‘the privilege of taking up questionable items in advance and will not be deemed
. to be a regquirement, we believe it to be desirable., However, the language of
‘the section does not make this sufficiently clear and we are fearful that the
good intentions at the Secretarial level may not be carried out in the field,

Such agreements to be practical, can be on 8 contract-by-contract basis
as to only three of the cost elements listed. These are: (v) pre-contract costs
(ASPR 15-204,2(dd)): (vii) royalties {ASPR 15-204.2(3j)); and (ix) travel
costs, as related to special or mass personnel movement (ASPR 15-204.2(58)(5)).
All others must of necessity be treated uniformly and on an overall basis. No
forum is provided for such overall negotiations, nor is any basis provided for
ieffecting agreements binding for all Govermment end-use work, whether as a prime
;or subcontractor. The latter is especially burdensome for small businesses doing
'business as subcontractors to many large primese

Comparisons to custom under Part 5 of the present ASPR, Section XV are
invalid, as such discusssions have often been with auditors and not contract
officers, and not always embodied in formal contracts or agreements. DNor are
such overall agreements favoritism to contractors, for no special advantages are

| sought ~ only uniform treatment of these kinds of indirect costs.
l This section, then, should be deleted in its entirety, for the reasons
; outlined at the 15 October conference. If retained, however, it should affirm

:‘ that failure to negotiate in advance does not lead to disallowance, that initially

! negotiated amounts or clauses may be reopened on showing of necessity or changed

circumstances, and it should provide a forum in which contractors might negotiate
these factors on an overall basis.

VII. INDIVIDUAL ITEMS OF COST

We could extend our remarks at the 15 October conference and debate
further on each individual item discussed., This would be unnecessary if you accept
our basic premises, as heretofore outlined, for then you would not issue, as an
ASPR, any statement on allowances, disallowances, or review requirements for
individual elements of cost. If, on the other hand, you should decide to continue
the present format and approach implicit in the outstanding drafts, then, though
in overall disagreement, and in addition to the comments herein above expressed,
.we would want to be heard on individual items as completely as possible. Towards
‘this purpose, we have prepared and attached an illustrative list, with only a

'minimum of justification, stating industry®s position both on those items discussed
at the 15 October conference, and on those items not discussed but as to which

. disagreements still exist, We shall, of course, be glad to amplify these in
:writing or in person to any extent you or the other Assistant Secretaries may wishe

Apart from these items, it was apparent at the 15 October conference that
considerable redrafting of the proposed regulations is necessary to clearly express
the matters on which there is no disagreement except as to semantics. When your
overall decisions are reached, we hope that their implementation, as well as these

from Govermment and 1ndustry who are not committed to the old words and the old

}corrections, cain be made the basis of a joint drafting effort by a vegg_ggy;persons

I SR
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cliches. Such a procedure has been expeditious on other subjects - it should be
on this one, too.

In conclusion, may we express again our appreciation for your sincerity
and patience in hearing us out on these difficult issues. You have an opportunity
to make a unique and lasting contribution to the health and welfare of our defense
effort and the industries which are participants in it. We hope that we have
helped to show you how that can be done.

Sincerely yours,
- o
o R
oo I f',:,,_—&;;. LS
Ernest F. Leathem '
Associate Chairman
October 15, 1958 Conference

ENC.



ATTACHVENTS

I. TEST OF REASONABLENESS

We propose the following:

(a) In evaluating estimates or actual costs of performance of specific
contracts, the application of the test of reasonableness requires a flexibility
in understanding and the exercise of sound judgment in dealing with the specific
item after consideration of all influencing or related factors.

(b) Evaluations of reasonableness, of necessity, involve consideration
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances
under which it was incurred,

(¢) These elements may then be tested against one or more of the following
factors as appropriate:;

1) Whether the cost is recognized as an ordinary type of
expense in the conduct of the contractor?s business.

2) Whether the cost makes a functional contribution to
the conduct of the contractor?'s business,

3) Whether the cost was incurred in accordance with
established policies and practices of the contractors

4,) Whether the level of the cost is consistent with the
prior history or experience of the contractor with
regard to the cost, adjusted for changed conditions.

5) Whether the cost is compatible with the prevailing
level of comparable costs incurred in similar concerns,
in the same geographic area, or in industry in general.

6) Whether the cost exceeds that which would be incurred
by an ordinary prudent person in the conduct of
competitive business giving recognition to the
circumstances under which it was incurred.

(d) In the negotiation of fixed price contracts, the presumption of

reasonableness, of costs, as such, is not applicable inasmuch as the controlling
element in such negotiation is the overall price.

(e) As to allowability of costs under cost reimbursment type contracts,
the presumption of reasonableness shall be accepted unless the cost is patently
unreasonable either as to type or amount when measured by applying the appropriate
factors of those listed in (c) above. Prior to making a determination of unreason-
ableness, the contractor shall be given the opportunity to submit data sustaining
the reasonableness of the cost. The burden of proof shall be regarded as having
been met if the evidence submitted sustains the reasonableness of the cost under
the circumstances in which it was incurred.
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II, ADVERTISING - Section 15-240.2(a)

Industry recognizes that some forms of advertising are seldom, if ever,
properly allocable to Government contracts, but these are far narrower than the
areas of advertising, and other types of costs, absolutely excluded and ma@e
unallowable by this section. It protests, therefore, such absolute exclusions and
wants the right to present its case in negotiations to show whether and to what
extent its advertising is of benefit to the Government, is reasonable in character
and amount, and is fairly allocable to Government contracts. This is especially
necessary in view of the breadth of definition given to advertising in this section
and the artificial distinction drawn among varying advertising media.

Here, as in all specific elements of costs, we recommend that there be
no exclusions by definition, and that the tests of allowability should be defined,
and not the tests of unallowability., This would relieve cost elements of the
stigma of unallowability in general.

III. COMPENSATION FOR PERSONAL SERVICES - Section 15-204.2(f)

The 21 August 1958 revisions to this section are a great improvement,
but a few needs for clarification remain, as pointed out specifically by the
industry spokesman at the 15 October conference. As no serious disagreement
seems to have evolved at the 15 October conference, this seems to be purely a
drafting problem. It would be helpful, however, to reduce the quantity of needless
reviews by shifting the burden from the contractor (to prove reasonableness) in
part to the Government (to allege unreasonableness).

IV, RESEARCH AND DEVELOPMENT ~ Section 15-204.2 (ii)

We propose the following specific language to substitute for this
clause:

"l. Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller
knowledge or understanding of the subject under study, rather than
any practical application thereof. Applied research, for the purpose
of this regulation, consists of that type of effort which 1) normally
follows basic research, but may not be severable from the related
basic research, 2) represents efforts to determine and expand the
potentialities of new scientific discoveries or improvements in
technology, materials, processes, methods, devices, and techniques,
and 3) represents efforts to tadvance the state of the art?. Applied
research does not include any such efforts when their principal aim
is the design, development, or test of specific articles or services
to be offered for sale.

"2, Development is the systematic use of scientific knowledge which

is directed toward the production of or improvements in useful products
to meet specific performance requirements, but exclusive of design,
manufacturing, and production engineering,

"3. A contractor?!s costs of independent research as defined in (1)
above (not sponsored by a contract, grant or other arrangement,) shall
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be allowable as indirect costs, provided they are_incurred pursuant
to a broad planned program reasonable in scope, with due regard to
expansion when justified by changes in science and technology, and
which is well managed. Such costs should be charged off as incurred,
and not capitalized, and shall be equitably allocated to §ll the work
of the contractor, but in appropriate cases, such a}locatlons may be
made separately for each of acontractorts organizational seguents.

w,, Cost of contractor?s independent development, as defined in
paragraph (2) above (which are not sponsored by a contract, grant,

or other arrangement), are allowable to the extent that such
development is related to the product line for which the government
has contracts and provided such costs are reasonable in amount and are
allocated as indirect costs to all work of the contractor on such
contract product lines. Such costs may either be allowed as incurred,
or capitalized and amortized over a reasonable period, but the method
of recovery chosen by the contractor must be uniform and consistently
applied.

w5, If provided for under the contractorts accounting system, indepen-
ent research and development costs may, but are not required to include
amrunts representing appropriate shares of indirect or administrative
costs.™

This supports the basic industry position that applied research should
‘be grouped with basic research, and not with development (which Mr. Holaday's
comments supported)s These costs should be recoverable against the base of all
contracts of any type to the proportion which Government business bears to total
business or in accordance with other acceptable methods of allocations. Development
should be recoverable against all types of contracts, included within the product
line toward which the development is directed.

On study we believe this clause will be seen to provide the overall con-
trols sought by Messrs. Munves, Golden and others at the 15 October conference. On
the other hand, the proposed language in the 21 August 1958 draft would exclude
entirely all applied research cost recovery unless it was related to production work
in contract product lines. This is impractical because such research begins long
before such a relationship can be identified., Also it excludes any recovery of that
portion allocable to research and development contracts. This is manifestly unfair,
especially to those companies whose Government work is largely, but not wholly, on
that form of contract. Moreover, the requirement for applying departmental overhead
to R&D jobs should be permissive and not mandatory since the proposed draft would
force a contractor to perform his accounting in a prescribed way.

V. CONTRIBUTIONS AND DONATIONS -~ Section 15-204.2(h).

It is contrary to every instinct of humanity and fails completely to
recognize industry’s public and community responsibilities to deny acceptance of its
expenditures for contributions and donations as normal and legitimate costs.. :The
fear of the.Government seems to be excessive gifts or .improper:objects of givingy
These certainly can be defined, and tests of reasonableness established which are
acceptgble to both industry and Government. Every other branch of the Government
recognizes such expenditures as costs, except the Defense Department and GAO.
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This is a very small percentage of total costs for mo§t contractors, but
is a very vital one in maintaining external and community relations.

VI, INTEREST -~ Section 15-204.2(q)

The Government spokesman at the 15 October conference t09k a position.
contrary to all fact when he said that interest %is not.a price paid for something
used in production. It is incredible for anyone to think that a business can Pe
run or a Government contract produced without money, and that there is not a price

‘to be paid for money., The simple fact is that interest is a vital cgst of doing
‘business., Indeed, this cost of capital ranks with the cost of material, the cost
‘of labor, the cost of overhead, etc., as the fundamental costs of conducting any

business operation.

The most frequently presented arguments against interest recovery hinge
primarily upon the thesis that the Government should not favor those cgmpanies which
engage in substantial borrowing over those companies which rely primarily upon
equity capital., The proponents of such a thesis are ignorant of the peculiar set
of economics in military business as opposed to the acceptable economics of ordinary
commercial business. This separate set of economics must dictate to the sophisticatec

'and competent management of a military company that the best interests of their

stockholders are served by engaging in an optimum amount of borrowing to finance

‘the working capital requirements of military sales. This Wwleverage approach®™ is not

used for the purpose of pyramiding the earningson stockholders! equity, but rather
because of the cyclical, expandable and contractible, nature of military business.
Since most borrowings are of the short-term or V-Loan nature, which too is expandable
and contractible, management can to some extent insulate the company's financial
status against the cyclical hazards inherent in military business. To do otherwise,
i.e., to rely solely or primarily upon additional stockholders? capital for the
financing of military sales, would, by an professional investor standards, represent
poor management policy. Very simply, to have committed the corporation to a broadened
stockholder capital base and to be faced subsequently with a contraction in its
military sales would result in a diluted and weakened corporate status. Indeed,

the corporation would at that time look like an "uninvested" investment trust.

If, however, the financing of this business was pursued intelligently
via optimum borrowings, rather than additional stockholder capital solely, the
corporation would have its stockholder capital reasonably undiluted after both the
military sales and the aforementioned borrowings have been contracted and its
financial status, although reduced, would still be one of a going business. It is
for the Government?s protection that these military contractors remain going
businesses, following any contraction periods, since it might have to call upon these
contractors again in the event of a sudden outbreak of hostilities. Financing solely
through stockholders? capital will result in the virtual destruction of these
companies following a contraction period because stockholders will have descended
upon these corporations and divided the swelled cash purses. However, if these
corporations remain financially sound and flexible with an undiluted equity base
during any interim contraction periods, they will retain the capability of meeting
any new military requirements at short notice,

Therefore, the granting of interest recovery by the Government is not a
subsidy fgr weakly managed and weakly financed corporations, but instead represents
compensation to the well managed and well financed corporation for very properly
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incurred costs. Such management cannot ignore the fact that by their very nature
defense contracts often generate more requirements for working capital than any
other kind of business.

Finally, this is another instance in which all that industry seeks is an

opportunity to make its case in negotiations freely conducted, and not to be fore-
closed arbitrarily from such negotiations.

VII. PLANT RECONVERSION COSTS - Section 15-204.2(cc)

Industry believes that there are circumstances not within the limited
allowability provided in this section, and that these should be left open for
negotiation, This is another instance of unreasonable and arbitrary disallowance
in an area where adequate controls upon allowability should be readily devisable,
or could be negotiated in advance on a case-by-case basis., This matter can be
resolved by a joint drafting committee.

VIIT, OVERTIME COMPENSATION ~ Section 15-204.2(y)

Industry®s recommendations are limited to requesting a clarification
between overtime premium pay and shift premium pay, both in ASPR, Section XII and
any new Section XV,

This matter can be resolved by a joint drafting committee. Pl L
\ ‘hﬁ “"j’h (e v";‘. ‘]»: g
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ITEMS NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE ‘ﬂﬁgui PR
IX. RENTAL COSTS -~ Section 15-204.2(hh) e h

T

The provisions of this section, both as to normal rentals and lease-back
rentals, are unrealistic and inequitable in that the tests of reasonableness are
much too narrow. The ultimate test should be the rental value of comparable
properties, and not comparisons to costs which the contractor would have sustained
as owner, For example, the actual owner is entitled to a profit, to be included
in his rental, and not just a bare cost recovery.,

Full recovery of actual lease or lease-back costs have been maintained and
allowed in decisions of the Armed Services Board of Contract Appeals.

It would be unfair as to present lease or contractual commitments which
cannot be altersd to disallow now legitimate costs incurred thereunder. This is
a typical example of the injustice of changing rules in mid-stream.

X. CIVIL DEFENSE COSTS - Section 15-204.2(e)

It is unrealistic, and a detriment to the perfection of civil defense
plans for a community or area as a whole (which certainly must be done under threats
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken
off or away from the contractor‘s premises, and for contributions to local civil
defense funds and projectss The latter usually consist of employee time and
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant
protection costs than to charitable contributions.

The limitation that expenditures must be made at the suggestion or require-
ment of civil defense authorities is not only unrealistie, but a direct violation of
management®s right and duty to protect its properties.

This item is of insignificant dollar value in most companies, but is

illustrative of a number of items where partial disallowance is accomplished by
definition.,

XI. CONTINGENCIES - Section 15-204.2(g)

As to "historical contingencies,™ industry requests that they not be
categorically disallowed, but left open for negotiatione The proposed regulation,
in subparagraph (2), is based on the erroneous assumption that because the event
giving rise to the cost is in the past, then the actual cost can be definitely
known., This is not true in many normal business situations. One typical example
is warranty expense.

XII. DEPRECIATION - Section 15-204.2(i)

This section is replete with technical changes requiring the type of
language revisions which could be accomplished by a joint drafting committee. The
principal matter of substance which, in fairness, should be revised is subsection
(5) in order to recognize the national interest in maintaining stand-by defense
facilities,; even though these are not necessary to current or “immediately
prospective® production.

XIII. EXCESS FACILITY COSTS ~ Section 15-204.2(1)

Limiting the allowance of excess facility costs to "ecurrent and
inmmediately prospective purposes™ is too restrictive and does not serve the Govern-
ment s best interests. We feel that those facilities “reasonably necessary for
stand-by production purposes’ should be the criteria,

XIV. INSURANCE AND INDEMNIFICATION - Section 15-204.2(p)

Industry®s objections to this paragraph are technical but vital. These
are based upon the premises that (1) the portion of business interruption insurance
which 1s disallowed cannot be avoided by contractors as a normal and legitimate
business cost and should be allowed in full, (2) actual losses incurred through an
approved self-insurance program or otherwise should be allowed without being
contingent upon contractual coverage since these cannot be foreseen in advance of
occurrence, and (3) the contractor should not be prohibited from purchasing
insurance covering the insurable risk that a contractor has in Government property
unless there is a complete relief of liability granted to the contractor.
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XV. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2(q)

Financing and refinancing costs are an inevitable part of the costs of
doing business. These costs should not be shoved over entirely against commercial
business. Government should bear its fair share.

Does anyone really believe that financing is not required to do business
with the Government?

XVI., MAINTENANCE AND REPAIR COSTS - Section 15-20L4.2(t)

Industry recommends an ungqualified allowance of such costs, and hencs,
the deletion of subparagraphs (1)(i) and (ii).

XVII. MATERIAL COSTS - Section 15-204.2(v)

Technical revisions are required in subsections (2), (3) and (4) to assure
that the contractor is entitled to recover its full costs of materials, and to
recognize varying acceptable accounting practices. As to subsection (5), the
allowability of prices in interdivisional transactions is too narrowly defined and
needs extensive revision, especially to recognize the fact that competitive costs
exist as to wholly Government end-use components as well as to commercial components.

XVIII. ORGANIZATION COSTS - Section 15-20k,2(w)

True costs of organization are an inescapable cost and should be
allowable if amortized on a reasonable basis. Without them, the contractor would
not exist to undertake contracts for the Government.

XIX., PATENT COSTS - Section 15-204.2(z)

This section is unduly restrictive in its wording, and could be materially
improved by a joint drafting committee. The Govermnment certainly should not,
directly or by implication, disallow the costs of obtaining and protecting patents
to which it wants or claims license rights and, in addition, it should bear its
allocable share of patent costs incurred by the contractor.

XX. PROFESSIONAL SERVICES COSTS - Section 15-204.2(ee)

The success of a sult against the Government, or of defending a suit brought
by the Government, is proof of the contractor?s inherent rights. The professional
costs of defending these rights should, in all fairness and equity, be allowable.

Technical corrections and changes are also desirable in the tests of
reasonableness and allowability contained in subsections (1) and (2) of this
section.
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XXT. RECRUITING COSTS - Section 15-20L.2(gg)

We would prefer to see the subject of "special benefits or emoluments"
dealt with affirmatively. As presently written the use of "standard practices in
+he industry’* as a criteria for allowance would be most difficult if not impossible
to administer and determine, Therefore we recommend changing the last sentence
in this paragraph to read: "Reasonable costs of spscial benefits or emoluments
offered to prospective employees are allowable.®

XXII. ROYALTIES - Section 15-204.2(i3j)

This section needs material revisions and deletions. The determination
of the unenforceability of a patent (see subsection (iii)), or of its invalidity
(see subsection (ii)), are judicial functions, which under no circumstances should
ever be left to the determination of a contracting officer,

Royalty payments are usually based upon contractual obligations freely
negotiated at arms length, There is no reason why it is not enough to subject
them to ordinary tests of reascnableness.

XXIII. SELLING COSTS - Section 15-204.2(kk)

The philosophy that selling and distribution expenses are generally
unnecessary in securing Government business, and hence are unallowable, fails
to recognize the many indirect benefits the Govermment gains from a contractor’is
sales, distribution and sales enginesering functions. The paragraph as written
would permit an allocation of only those expsnses which consist of technical,
consulting, demonstration and other services® for purposes of adaptation of the
contractor?s product to Government use., This is an unwarranted limitation and
this category of expense should be fully allowable, subject only to tests of
reasonableness and allocability.

KXIV. TAXES - Section 15-204.2(00)

This section requires technical revisions to bring it into accord with
recent court decisions, and to permit a contractor to protect property against
tax lien enforcement, and to protect its interests in a timely manner when the
Government fails to meet date deadlines.

{XV. TRADE, BUSINESS AND PROFESSIONAL ACTIVITY COSTS -~ Section 15-204.2(pp)

Here again, exclusions by definition occur. One omits from allowability
nembership costs in service organizations which in fact are required to preserve
1 corporation®s status in its plant communities. The other places overly narrow
jalifications (i.e., "dissemination of technical information or stimulation of
yroductioni) upon meeting and conference expense allowability.

XVI. ADDITIONS NEEDED FOR TERMINATION SETTLEMENTS

Recognition should also be given in the Cost Principles to the following
»dditional types of costs which are experienced by contractors under termination
rlaimss

Common claims of subcontractors

Costs continuing after termination

Initial costs (including high start-up costs)

Interest on beorrowings , . .

Loss of useful value of special machinery and equipment
Pregaratory expenses

SpLatafett,gXyenses

Subcontract settlements
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ATTACHMENTS - 10
Made Unallowable
by Present ASFR

Ttem Paragraph of Proposed Cost Principles Section XV
Accruals for mass or abnormal

severance pay (sec. 15—204-2§mm)(2)(ii))
Commissions and bonuses ESec. 15-204.2 f;) yes
Unrecovered true depreciation (Sec. 15~204.2(1i)4(ii) yes
Tnsurance (Sec. 15-204.2(p)
Deferred maintenance (Sec. 15-204.2(t)1(ii)
Material costs - credits (Sec. 15-204.2(v)2)

R " — writeups or

writedowns (Sec. 15-204.2(v)3) yes
Lease-back costs (Sec. 15-204.2(hh)(3))
Memberships (Sec. 15-204.2(pp)(1)
Training and educational costs (Sec. 15-204.2(qq)(1,2&3)
XXIX COST ELEMENTS FOR WHICH SPECIAL TESTS OR REVIEWS ARE REQUIRFD

Made Special
Unallowable Consideration
Paragraph of By Present Required by

Ttem Proposed Cost Principles  ASPR Sec.,XV  ASPR Sec.XV
Bidding costs (Sec. 15-204.2(c))
Compensation for personal services (Sec. 15-204.2(f)) yes
Future contingencies (Sec. 15=204.2(g)(3)) yes
Emergency depreciation or

amortization (Secs 15=204.2(1)(4)
Use charge on fully depreciated

assets (Sec, 15-204.2(1)(6)) yes
Insurance (Sec, 15-204.2(p)) yes
Costs of materials transferred

between plants or affilitates (Sec. 15-204.2(v)(5)) yes
Overtime, extra-pay shift and

multi-shift premiums €Sec. 15~204.42(y) yes
Pre-contract costs Sece 15~204.2(dd)) yes
Professional service c¢osts (Sec. 15-204.2(ee)(1) and (2))
Recruiting costs (Secs 15-204.2(ge))
Rental costs (Secs 15-204,2(hh)(1) and (2)
Research and development costs(Sec. 15-204.2(ii)) yes
Royalties (Sec. 15-2044.2(33)) yes
Selling costs (Secs 15-204.2(kk)) yes
Severance pay (Sec. 15-204.2(mm))
Unadjudicated taxes (Secs 15-204.2(00)(2))
Meeting or conference expense (Sec. 15-204.2(pp)(3))
Travel costs (Secs 15=20442(s8)(5))

XXX ITEMS ON WHICH ADVANCE NEGOTIATION IS REQUIRED AS A REQUIREMENT OF COST ALLCWANCE

Contingencies (Sece 15-204.2(g))

Insurance and indemnification
(1losses not covered by insurance - Sec. 15-204.2(p)(1)c)
(Indemnification - Sec. 15-204.2(p)(2))

Patent Costs (Secs 15-204.2(z))
Professional service costs (Secs 15=204.2(ee)(3)
Rental Costs (Sec, 15-204.2(hh)(3)
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XXVII COST EILEMENTS MADE WHOLLY UNALLOWABLE Made Unallowabl
by Present ASPF

Item Paragraph of Proposed Cost Principles Section XV _
Bad debts (Sece 15-204.2(b)) yes
Stock options (Sece 15-204.2(£)(5))
Historical contingencies (Sec. 15-204.2(g)(2)) yes
Contributions and donations (Sec. 15-204.2(h)) yes
Entertainment (Secs 15-20442(k)) yes
Excess facility costs (Sec. 15-204.2(1))
Interest (Sec. 15-204.2(q)) yes
Bond discounts (Sec.s 15-20442(q)) yes
Costs of financing and refinancing (Sec. 15-204.2(q)) yes
Legal and professional fees paid

in preparation of prospectus (Sec. 15-204.2(q)) yes
Costs of preparation and issuance

of stock rights (Sece 15-204.2(q)) yes
Losses on other contracts (Sece 15-20442(58)) yes
Organization costs (Sece 15-204.2(w)) yes
Reorganization costs (Sece 15-204¢2(w)) yes
Costs of raising capital (Secs 15-20442(W)) yes

legal, accounting and consulting

services (of certain types) (See. 15-204.2(ee)(3)) yes
Federal income taxes (Sece 15-204.2(00)(1)(1)) yes
Taxes in comnection with financing,

refinancing or refunding (Sece 15-20442(00)(1)(ii)) yes
Special assessments (Sece 15-20442(00)(1)(iv))
Taxes for which exemptions are

available etc. (Sece 15-20442(00)(1)(iii))

Grants to educational or training institutions, including the donation of
facilities or other properties, scholarships or fellowships (Sec. 15-204.2(qg)(5))

Losses from sales or exchanges of
capital assets (Sec. 15-20L.2(£1F)) ves
Contingent fees for securing government orders yes

XXVIIT COST ELEMENTS MADE PARTIALLY UNALLOWABLE

Advertising Costs (Sece 15-20442(2)) yes
Civil defense costs (Secs 15-204.2(e))
Depreciation on idle or excess

facilities (Secs 15-204.2(1)(5))
Use charge in fully depreciated assets (Sec. 15-204.2(i)(6)) yes
Fines and penalties (Sece 15-20442(m))
Insurance on lives of officers,

partners or proprietors (Sec. 15-204.2(p)1(v)) yes
Patent costs (Seces 15-204.2(2))
Reconversion costs (Sec. 15-20442(cc))
Costs of special benefits or emoluments

offered to new employees (Sece. 15-204.2(gg))

Applied research and development
costs (Secs 15-204.2(i1))
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3780 WEST SIXTH STREET  +  LOS ANGELES 5, CALIFORNIA

November 17, 1998

Hon. Perkins McGuire

Assistant Secretary of Defense (S&L)
The Pentagon

Washington 25, D. C.

Dear Mr. Secretary:

Unfortunately, I could not take part in the November
6 and 7 industry meetings which resulted in Mr. Leathem's com-
prehensive letter to you--industry's final "rebuttal" on Cost
Principles. OQOur President and our Cost Principles Committee
have reviewed Mr. Leathem's letter and wish me to express to
you our general support of its contents.

There is one additional aspect which they would like
me to stress--the situation respecting fixed-price contractors.
We believe you are sold, so to speak, on the inequitable effect
of applying the principles in their present state to the settlement
of fixed-price terminations where the principles were not embodied
in the original letting of the contract. But we believe further
emphasis on the hazards, both to industry and government, should
be made with regard to any application in the area of fixed-price
contractinge.

To illustrate the harm to government, as well as industry,
we should note that the word "unallowable" with respect to a cost
reimbursement-type contract is to be taken to mean "unacceptable”
with regard to a fixed-price contract (13-101.2.) 1In negotiating
a new fixed-price contract, therefore, it is evident that all
"unallowable" items must be automatically excluded from the area
ot negotiation.

This places the prospective fixed-price contractor in one
ot two positions, both of which are untenable:

(a) He must conduct "negotiation" solely within the area
of "acceptable" items--that is, be negotiated out
of some of them and hence wind up in a position

inferior to that of a cost-reimbursement contractor,
or

Formerly SMALL DEFENSE ASSOCIATION
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(b) he must consider a_formula price-=all acceptable
costs, plus a percentage thereon--as _the most
desirable result of his so-called negotiation.

My statement at the defense-industry meeting on October 15
cited a specific instance of formula pricing. This was confined to
a single instance merely for sake of brevity. Our experience has
been that formula pricing is increasing on all fronts. It is par-
ticularly evident in the matter of repricing "negotiations" conducted
by mail, a common circumstance as between the smaller contractors
and government purchasing offices located remote from the plants in-
volved.

In repricing, the formula approach seems particularly
hazardous to government because it tiptoes dangerously close to the
forbidden cost-plus-a-percentage-of-cost. From the contractor’s
standpoint, the limitations inherent in formula pricing are completely
counter to the higher risk philosophy which normally does and should
surround fixed-price work. Rather than accept a cost straight-jacket
on a fixed-price contract, the incentive will be to seek a CPFF con-
tract which, at least, guarantees payment of agreed costs.

To be constructive, we would like to suggest that the
commitment to issue the Cost Principles be honored by proceeding
on the basis of having a set of principles applicable only to cost-
reimbursable type contract (as suggested by the Hoover Commission)
making such minor modifications in the existing writing as to effectuate
this change together with the handful of revisions necesssry to
bring equity into the treatment of certain specific costs as delineated
in Mr. Leathem's letter and its attachments.

I want to thank you personally for your great courtesy dur-
ing our time together in Washington. It added to the very sizeable
respect our SIA people have for the guy who is sitting in your chair.

Sincerely,

JM:bb
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Joun MARSCHALK

3780 WEST SIXTH STREET
LOS ANGELES 5, CALIFORNIA

DUNKIRKQB—'-QQ!?

April 22, 1959

Hon. Perkins McGuire

Asst. Secretary of Defense (S&L)

Pentagon ASRTRe . 3l AR OBy wes
Washington 25, D.C.

Dear Mr. Secretary:

It was certainly gracious of you to write as you did on
April 8. Let me repeat what I said at the close of the session: Pete
Mulloy is an excellent chairman and one of the most competent people
I've met on your good staff. He never seemed to pre-favor either a
Government or industry position, but showed highest regard for what
seemed the most reasonable logic on any given point. In fact, he was
so doggone deft that I found myself yielding on some points I had
originally intended to be fairly noisy about.

As he probably told you, I never did get off my soap-box
on certain aspects of handling fixed price. If I had my druthers, I'd
like to see all references to fixed price contracting taken out of
Section XV, Part 2 - some of them interfere with this part's use in
cost-type contract language -~ and have these references picked up in
the new Part 5. And as Pete also knows, I'm still afraid that the big
majority of contracting officers are much too human to avoid falling
back on formula pricing unless the fixed price language is less man-
datory in tone.

In spite of the foregoing, I sincerely feel the language
appropriate to cost-type contracts, if issued just as we left it at
the conclusion of our session, would represent a job exceedingly well
done from both industry and Government standpoints.

Thank you again for having me take part. It was no
sacrifice at all, and it's always a pleasure to serve you.

Sincerely yours,

JM-1a h Marschalk

P.S. James Dunn sent me the copy of MIL-D-30727, the drawing control
specification. I've written to tell him how delighted I am to see
that the objectionable provisions were deleted...and much thanks to
you, sir?
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15000 Scope of Section.

This Section contains general cost principles

.

&— and procedures for the determination and allowance of costs in connection
&« with the negotiation and administration of cost-reimbursement type contracts
« and contains guidelines for use, where appropriate, in the evaluation of

¢ costs in comnection with certain negotiated fixed-price type contracts and

4 contracts terminated for the convenience of the Government.

Part 1 - Applicability

15-101 Scope of Part.

This Part describes the applicability of succeeding
&— Parts of this Section to the various types of contracts in connection with
& which cost principles and procedures are used.

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

THis catégar
€——— Other Than Educational Instfitutions. includé&s

cost-reimbursement
(ASPR 3-4049) A

& type contracts /\i‘or supplies or for experimental, developmental, or research
&«— work (other than with educational institutions s as to which ASPR 15-103
{
< applies), except that bhe-&eem does not include facilities contracts (see
5

& ASPR 15-1CR) or construction contracts (see ASPR 15-104). A

—Wﬁhe cost principles and procedures set
€—forth in Part 2 of this Section shall be ugsed in connection with cost-

€— reimbursement supply and research contracts with other than educationa}
€— institutions -

(i) as the contractual basis, by incorporation by reference in the
contract, for determination of reimburseable costs under cost-

reimbursement type contracts%&—h@b}, including cost-

reimbursement type subcontracts thereunder, and the cost-

reimbursement portion of time-and-materials contracts

o



Gnie>>  (ASPR 3-405.1); —>
(ii) as the basis for the negotiation of overhead rates
(ASPR Section III, Part 7); and
(iii) as the basis for the determination of costs of terminated
cost-reimbursement type contracts where the contractor
elects to Mvoucher out™ its costs (ASPR Section VIII,

Part 4), and for settlement of such contracts by deter-

minstion (ASPR 8-209.7). —
In addition, Part 2 is to be used as a guide where costs are to be considered
in négstiating fixed-price type comtracts, ss indicated in Part 6 of this
Segiiéﬁ.
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(iii)  as Yo basia f" tRe deTermmaton of costs
Terminaled cosl-nemburremad” fype contracts
where o conlactor elechs fo “vouchsr out =ik
coxfs (ASPR Section NI, Part 4 ), and fwxe
aefT leme ,7! auch cnfracks dy deferminaton
(AsPR ¥- o.oq.'z).
th addiiod, Pait 3 g o to be uoed s deferminng e
allowalle conts ,,} rusearch and Jeuelofmf mlcmi & educafronal
isTictons  wnder grombs . Furller, Parf™ 3 i Le waed as
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15-106 £ Reserved.
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allowablllty of the selected items of cost sovered 1n-ﬁ6PR—i5-29ka—has» hasa

been stated to apply broadly to many accounting systems in varying contract
situations. Thus, as to any given contract, the reasonableness and allo-
cability of certain items of cost may be difficult to determine, particularly

,_p‘__-r:',‘..;. m.r'*m o P - ~eve OV JJ( @ /‘l Aosiel ‘“/J““f "éaL TR T § i
r\ ' éffective com£;t1t1ve restralnts. In order to avoid -i~~gwyfTG

p0351ble 'subsequent dlsallowance or dlspute based on unreasonableness or non-

,7“'[(. ((‘r( \wf\;a(‘ c-*p{{‘ Py Ao L; A i‘ard _(u(f . ~’L[~U< /Ht R r.v‘f)
(ﬁ gllocabl p/
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lity, it is important that pros ect1Ve contractorsfseek agreement
with the Government in advance of the incurrence of speclal or unusual costs
in categories where reasonableness or allocability are difficult to determine.
Such agreement may also be initiated by contracting officers individually,
or jointly for all defense work of the contractor, as appropriate. Any
such agreement should be incorporated in cost-reimbursement type contracts,
or made a part of the comtrast file in the gase of negotiated fixed-price {
type contracts, and should gevern the coqt'treatment covered thereby
throughout the performance of the comtrast. But the absence of such an
advance agreement on any element of cost will not, in itself, serve to
make that element either allowable or unallowable. Examples of costs on
which advance agreements may be particularly important:
(i) compensation for personal servicegsﬁ#ﬁ?&-&ﬁ=€9ﬁ~%¢#§%¢»—
(ii) wuse charge for fully depreciated asset;;éﬁﬁﬂﬁ~&§-@0#w@=a—

w6
(iii) deferred maintenance cost%; AT ¥
(iv) pre-contract costq?@AﬁﬁR:I5320§¥2"fdd§$§===~
(v) research and development cost33(ﬂSPﬁ—tﬁ=29ﬂ?2“6$$%66}}7*——
(vi) royaltie%;éASEE=E§=3°#;2ﬁ#ﬁﬂ++?:;“L
(vii) selling and distribution cost?jﬁ?SPR€£5=20ﬁ72'fﬁk9ﬁﬂ9§r"——"
~ L~

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

movement AASPR—5=20r {5 0w




OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D.C.

SUPPLY AND LOGISTICS

L May 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPFLY AND LOGISTICS)
Through:s Director of Procurement FPolicy )

SUBJECT: Letter From John Marschalk With Respéct to Contract Cost
Principles.

In his letter of April 22, 1959, John Marschalk has repeated a
recommandation which has been made many times in the past; namely,
that the Cost Principles in Part 2 of Section XV be restricted to only
cost-type contracts. In this instance, he has recommended that any
and all non-cost type contract language be removed from Part 2, to
be picked up in the new Part 5 dealing with fixed-price contracts.
Both Mr. Kilgore and I feel that any such revision would in large
part negate one of the princiral objectives of the cost principles;
namely, to provide a single useful document to be used whenever costs
are a factor. The present draft of Part 2 does contain some language which
is associated with fixed-type contracts. However, this language does not
detract from the usefulness of Part 2 for Cost-type Contracts. 1If it were
to be removed from Part 2 and placed in the new Part 5, it would be very
confusing and difficult to work with. We have made one change, however,
of this general character as the result of our recent Industry discussions.
In the current draft, we have changed the location of the treatment of
Advance Understandings by removing it from Part 2 and placing it in Part
1 of Section XV. In a small way, this partially accommodates Mr. Marschalk's
recommendation. We feel that this is as far as we should go in this regard.

We have prepared a new draft of the Cost Principles, giving effect to
, the latest Industry recommendations and to certain editorial rearrange-
i ments which we have made in our further study of the Cost Principles.
§ I am meeting with a departmental group on Tuesday, May 5th and Thursday,
. May 7th, to secure departmental reaction to the changes which we have made,
# 1 am hopeful that the departmental coordination work will be completed
% this week and that I will then be in a position to provide you with our
2 recommendations.

~

Y J. M. MALLOY
Incl. J ¢dr, sc, USN
Ltr. fm Mr. Marschalk Staff Director, ASPR Division
dtd 4/22/59 Office of Procurement Poliey




OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25,D. C.

SUPPLY AND LOGISTICS

4 May 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS)
Through:t Director of Procurement Foliey

SUBJECT: Letter From John Marschalk With Respect to Contract Cost
Frinelples.

In his letter of April 22, 1959, Jobn Marschalk has repeated a
recommendation which has besn mede many times in the past; nemely,
that the Cost Principles in Part 2 of Sectlion XV be restricted to only
cost-type contracts., In this instance, he has recommended that eny
and all non=cost typs contract language be removed from Fart 2, to
be picked up in the new Part 5 dealing with fixed-price contracts.
Both Mr. Kilgore and I feel that any such revision would in large
part negate one of the principal objectives of the cost principles;
namely, to provide a single useful dooument to be used whenever costs
are a factor. The present draft of Yart 2 does contain some lenguage which
is assoofated with fixed-type contracts. However, this language doaes not
detract from the usefulness of Fart 2 for Cost-type Contracts. If it were
to be ramoved from Part 2 and placed in the new Part 5, it would be very
confusing and diffioult to work with. We have made one change, however,
of this general character as the result of our recent Industry discussions.
In the current draft, we have changed the location of the treatment of
Advance Understendinge by removing it from Part 2 and placing it in Fart
1 of Section XV. In a small way, this partially accommodates Mr. Marschalk's
recommendation. We feel that this 1s as far as we should go in this regard.

We have prepsred a new draft of the Cost Prineiples, giving effect to
the latest Induetry recommendations and to certain editorial rearrange-
ments which we have made in our further study of the Cost Prineiples.

I am meeting with a departmentel group on Tuesdsy, May 5th apd Thursday,
May 7th, to secure deparimental reaction to the changss which we have madae.
I am hopeful that the departmental ecoordinstion work will be completed
this week and that I will then be in a position to provide you with our

recommendations.
J. M. MALLOY
Incl. Cdr, SC, UBR
Lir. fm Mr, Marschalk Staff Director, ASFR Division

atd 4/22/59 Office of Procurement Folioy



29 July 1959

Dear Mr. Marschalk:

I am inolosing = copy of our latest draft of the comtract cost
prineiples for your information. This draft is furnished to you for
your personsl informetion in view of your helpful assistsnce in con-
naction with cur recent review of the language of the regulation.

1 am sure that you understand my requeet that jou hold the contents
of this draft cenfidentis]l until its publication,

Ve sre, 1 think, getting nearer to s publicmiion date, although
this depends on our suceess in dealing with the Cemptroller General.
We had scheduled a meeting with Mr. Campbell last week but 1t was
cencelled at the lsst minute. It will probably be rescheduled shortly.
Ve hope to convipnce Mr. Campbell that he sbould not get into the
detalls of the cost principles becauss of our desire Yo publish them
at ap early date. If we are sucesssful, we will be sble to go forward
shortly. If not, I esn't prediet it.

I am not furnishing the attached draft for comment. However, I
sm sursé that you reslize that we will always be happy to recsive your
suggestions for correction of any possible arrors which might have crept
into our efforts.

As we gel closer to a publicelion date, I sm becoming incresaingly
awvarae of the need for rather expllielt Instructions with respect to the cut-
over to the mew principles. We ars curraently experiencing some diffi-
culties in this regard in comnsctlon with Section XV, Fart 3 with the
Universities. Cur current thinking is to have the new principles effective
on 1 Jepusry; however, if there is much furthor delay, we would hawve to
put this off until 1 July 196C. They would apply only to new contracts or
to amendments to existing comtraets calling for new procurement. 1 think
that the new princliples can be used rather quickly in the fixed price sres
wvhere they are for use only es & guide. It would seem that any difficulties
thet arise could be ironed out in the nsgotistion proesss.

We foresee a problem in connection with smending existing cost type
contracts Involving the legel question of adequate consideration. We are

i



currently working on this problem apd if you have any idess that may
help us, please feel Iree to drop we a line.

3incerely,

Jo M, MALOY
Gdr, 5C, USH
Staff Director, ASFH Division
Offiece of Procurement Follcy

Mr. John Marschalk
3780 W, 6tk Street
Los Angeles, 5, Calif,

Identical letter sent to: Mr. Bellows Mr, McAnly and Mr. Haynes
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John Marschalk

2850 Belden Drive m———r

Houywoocl 28, Cn].iIomia

August 18, 19359

Cdr. J. M. Malloy
aff Director,-ASPR Division
“P¥ocurement Policy
Assistant Secretary of Defense (S&L)
Washington 25, D.C.

Dear Pete:

Thanks for your kind letter of 29 July and the enclosed latest
draft of Cost Principles.

I'm much impressed with the physical changes, renumbering of
paragraphs and so on. Also, it's good to see that a number of the wordings
we sweated over found their way inte print.

Only one major recommendation that didn't make the grade bothers
me, the one which would deny reimbursement for a royalty payment on a patent
"administratively determined to be invalid" or "considered to be unenforce-
able". Considered by whom?

Nearlyall the other provisions as to reimbursement type contracts
strike me as representing big improvement for both industry and government
when compared with earlier drafts. On fixed price contracts, we appear to
have lost another change that really ought to have stuck, the final sentence
under 15-602(b)(i), in that "the final price accepted by each party should
not reflect agreement on the evaluation of each element of cost"...etc. I
go down with colors flying on the belief that any other wording denies the
thesis of negotiation.

You may want to check a couple of apparent typo errors. On page
30, first line of paragraph (d) appears to have an omission. And on page 51,
in the second line, the word preceding "settlement™ seems like it ought to be
"or" instead of "of".

As to effective dates, is it a worthwhile idea to consider per-
missive effectiveness immediately as to any contractor who agrees to accept
it by modification of existing contracts? This might be very beneficial to
companies with complicated contract structures. The hardest problem would
be to work under two different standards of acceptability.

Thanks again for keeping me posted.

Sincerely,

o
JM-1a d  .~John Marschalk



SOME PROBLEMS OF NEGOTIATION AND ADMINTSTRATION
oF
COST REIMBURSEMENT TYPE CQNTRACTS WITH COMMERCIAL CRGANIZATIONS
UNDER
THE NEW ®COST PRINCIPLES" PROMULGATED BY THE REVISIONS TO SECTION XV
OF THE
ARMED SERVICES PROCUREMENT REGULATION
ISSUED ON

NOVEMBER 2, 1959

AN ADDRESS
DELIVERED BY ERNEST F. LEATHEM, ASSISTANT TO THE PRESIDENT, RAYTHEON COMPANY
AT A BRIEFING CONFERENCE ON GOVERNMENT CONTRACTS
SPONSCRED BY
THE FEDERAL BAR ASSOCIATION AND ITS PHILADELPHIA CHAPTER
IN COOPERATION WITH
THE BUREAU OF NATIONAL AFFAIRS, INC,
AT
THE SHERATON HOTEL, IN PHILADELPHIA, PENNSYLVANIA
ON
FEBRUARY 19, 1960




Mr. Moderator, Fellow Panel Members, Ladies and Gentlemenrt

It has been a long time since I have addressed an audience composed primarily
of lawyers, For that matter, it has been a long time - almost thirteen years =~ since
I have myself practised law, I am, therefore, rusty both as to the law itself and to
any approach slanted solely or primarily toward lawyers, I would be doing you all an
injustice were I to attempt to resurrect from the dim past such an approach in talking
about the subjéct - or rather, that part of the subject - which has been assigned to me

today., 8o expect no citations or Latin maxims, and few if any quotations,

Instead let us pick out and discuss just a few - four to be exact -~ areas in
which problems have already been met, or will surely arise, in putting the new ASPR
Section XV cost principles into effect.under cost-reimbursement type contracts. I say
these are just a few, because there are seven subsections under Sec, XV, Part 1, eight
in the first four sections of Part 2, and forty=-six under Sec. 15-205 alone, I predict
that one or more problems will arise under each of these sixty-one within the next
eighteen months, It must always be so as long as Government continues in its obstinate

refusal to recognize as costs all true costs of conducting a business,

It is not my purpose today, however, to rehash the debates which went on for

the eight years during which these new ASPR provisions were under study, preparation,
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review and revision, For the time being, at least, these are all water over the dam.
Now the new provisions are officially promulgated, and will become mandatorily effective
on and after July 1. Nor do I propose to cover, however lightly, all of the principles
as stated, Even if time should permit, I would not do it - for no one can wet-nurse
you through this complex field, Whether you act for Government agencies, for defense
contractors, or as private practitioners, there is no possible substitute for your own
careful and painstaking reading and study of the document which spawned this monster,
ASPR Revision No. 50 of November 2, 1959. 1In fact, from now on, I shall assume that
you have read it, and not only it, but also the ¢ld rules in the present Section XV of
ASPR, and even the last draft of the new provisions presented to industry for comment
= that dated September 10, 1957. For ease of reference, I shall call these, respectively,

the "new rules,®? the “old rules," and the "last draft.™

The first problems I want to discuss are those created by making the new
rules effective on July 1, 1960 to all contracts thereafter issued, The exact langunage
used is as followse

"This Revision shall be effective at all applicable echelons with respect to
contracts issmed on or after 1 July 1960, but compliance is authorized upon
receipt hereof. Existing cost-reimbursement type contracts may be amended,

but only if the amendment will not be to the disadvantage of the Government,
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Thus, if a proposed amendment would result in the allowance of greater
costs, there must be an equivalent benefit to the Government in the form of
improved delivery schedules, increased quantities of work, offsetting reductions

in administrative expenses; or the like,"

Elsewhere, in the news release issued by the Department of Defense, No, 123359
of November 2, 1959, announcing the issuance of the revised cost principles, and in the
Question and Answer Sheet which accompanied the news release, it was stated that the
#allowability of costs under cost-reimbursement type contracts is not materially changed
from the previous regulation," and that "contractors can expect about the same result,”
Yet it is a fact, just to mention two items, that under certain circumstances, development
costs are for the first time allowed as a cost, and the allowability of research costs
is extended beyond mere fgeneral research;" which is all that the old rules permitted

under any circumstances,

Now let us asgume that contractor A, holding outstanding CPFF contracts which
will extend to July 1, 1962, has never before sought recovery of general research but
has in fact company=sponsored programs of applied research and of development which would
qualify for cost allowability under the new rules, In order to amend its present contracts
to incorporate by reference the new rules; must A match precisely the dollar value of

its impending recovery of research and development costs by showing what lesser costs




e

| will be allowed because of the more restrictive nature of the new rules, and if this

does not yield enough dollars, then go on to undertake additional work; faster deliveries
or other new cost=creating obligations? A strict reading of the quoted language leaves
no doubt that this, and only this, is the price to him of an amendment. Thus it has no
value to him, and he cannot be expected either to seek it, or to agree to it if proposed

to him by a Government negotiater.

And yet, can it possibly be that the Government wants its regular defense
contractors to have to keep two sets of overhead rates - one applicable to old contracts
issued prior to July 1, 1960, and another applicable to new contracts issued after that
date; and to keep these dual accounting systems in being so long as any old contracts
continue or are extended? Does it really want to set up barriers as rigid as these, or
does it want to get all cost=reimbursement contracts under the new rules, and to have

uniformity of treatment, as soon as this practically can be done?

This is where you Government lawyers come into the picture, for if the past
repeats itself, you will either volunteer or be called upon to say what is compliance

with the quoted language, and to say whether a given set of circumstances does in fact

=+ yield "an equivalent benefit to the Government.™ Here you can receive little help from

either the contractor or the contracting officer; for neither will honestly be able to

assign a dollar value to savings from single, versus double, bookkeeping, audit; rate

OO —
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sreparation, negotiation and contractual amendment,

It seems proper, therefore, for me to suggest that the purpose may be more
important than the words, and that the words should be interpreted and applied to carry
out the purpose - and also, that perhaps the best solution of all would be for
Cormander Malloy and his associates in DOD to rewrite this language to recognize the
real, though intangible, benefits to both Government and industry of having one set of

rules and not two,

Already, defense contractors are being asked to incorporate by reference the
new rules not only into new contracts now being negotiated for issuance prior to July 1,
but also into amendments of present contracts occasioned by funding actions; changes in
scope, extensions of work time, or other reasons, If the unwary contractor, being
anxious to please and with neo bargaining position to resist, agrees - is he later going
to be met by a legal ruling of failure to provide adequate consideration? This has
happened in the past -~ steps should be taken now to prevent it happening again in the

future,

The next problem I want to discuss is the applicability of the new rules,
I shall try to stay away from the tempting extensiom of this discussion to what happens
about the various kinds of fixed-price contracts under the provisions of Part 6, and

shall let that drop after merely saying that I am inherently suspicious of the use of
o ]
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the phrase ™guidelines for use in the evaluation of costs.™ But there are going to be

problems, even in the applicability of the new rules to cost-reimbursement type contracts,

The new rules say that they "contain general cost principles and procedures
for the determinatiom and allowance of costs in connection with the negotiation and
administration of cost-reimbursement type contracts,” except facilities or construction
contracts, and shall be "the basis for determination of reimbursable costS; ccescco
including cost-reimbursement type subcontracts thereunder, and the cost-reimbursement

portion of time~-and-materials contracts." I am sure that this will be read by the

-. auditors to mean that their findings are absolute, and that this language leaves no

latitude for negotiating,

Yet the next subsection says the new rules shall be "the basis for the
negotiation of overhead rates." Sinée an auditor admittedly has no power to negotiate,
this seems to give the ultimate decision to the contracting officer or his delegee in
overall rate negotiations. Is there, then; to be one group the contractor deals with
as to direct costs, and another as to indirect costs, and none as to all costs? If

such be the intention, look out for fireworks from the contracting officers|

The new rules contain, for the first time, definitions of M™reasonableness"
and®allocability.™ Contractors with whom I have talked find no fault with these, and to

have them spelled out with such care is a real achievement of the new rules, Indeed,
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many professional accountants believe that the new rules would be excellent had they
stopped right there, Do these provisions give us any guide as to the authority to
determine applicability? I believe they do - for in Sec., 15-20h(a), it is said tmat
"Costs shall be allowed to the extent that they are reasonable, allocable and
determined to be allowable in view of the other factors set forth in ASPR
15-201,2 and 15-201.5., These criteria apply to all the selected items of
cost which followy, notwithstanding that particular guidance is provided in

connection with certain specific items for emphasis or clarity,"

These words certainly seem to make reasonableness and allocability the
ultimate tests, and it would seem that even the most audacious auditor would leave
the determination of reasonableness to the contracting party = namely, the contracting

officer,

I really believe we shall have no more problems in this area under the new
rules than we have had under the old rulesy; but being new rules; and hence subject to
new interpretations, I suspect that some of our old problems may be repeated, I hope,
though, that we all can agree that the contracting officer or his delegee should retain
the ultimate authority for cost settlements as well as price settlements and other

contract terms.
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The applicabilityof the new rules to successive tiers of subcontractors
holding cost-reimbursement type subcontracts may prove more troublesome, It is not
enough to pass this off by saying that all the new rules say is that the primewill only
be paid for payments to subcontractors which recognize the allowances, disallowances and
interpretations contained in the new rules, This is a pretty hefty stick, and you can
be sure that the prime will be taking every possible step to pass the new rules through,
by contract terms, to tle cost-reimbursement type subcontractors - but in many cases,
he cannot force such acceptance, and even if he does, he often will not be permitted to
audit a major company's costs merely because it is a subcontractor, So here we are with
the same problem the Air Force is facing in its efforts to have prime contractors get
more cost data in pricing subcontracts - some way mwst be provided for Government audit
of subcontracts and for the protection of private data belonging to the sub when cost

data is disclosed to the prime, This is easier said than done}

The third area of discussion is about adva.nce understandings, As you know,
the new rules list, in Sec. 15-107, eight cost elements as to whieh defense contractors
are urged to make advance agreements which can be embodied in contract terms., Actually,
elsewhere in the new rules, advance agreements are urged or required as to at least five
additional kinds of costs, The last draft made, as to the eight listed items, an advance

agreement mandatory if any such costs were to be allowed, but the new rules are less

U
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stringent and now states "But the absence of such an advance agreement on any element

of cost will not, in itself, serve to make tia t element either allowable or unallowable,"

Nevertheless, advance agreements are certainly desirable, and industry

representatives have welcomed the forthright recognition of their desirability in the

new ASPR provisions. Any contractor which does a lot of cost-reimbursement type con-

tracting with the Government will be sure to seek them and to want promptly to negotiate

such agreements - but how will he go about it? This is far from clear, and this is the

reason I want to discuss this problem today,

To get the matter sharply into focus, let me list the items about which advance

agreements are suggested, As I do sc, consider as to each whether separate agreements,

contract by contract, are practical - or whether the particular cost factor is one which

must - to be feasibly handled - be treated alike in every situation, no matter who the

customer is or what the type of contract used, I suggest that some are one, and some

are the other, and some are mixed,

The eight items listed in Sec, 15-107 ares=

1) Compensation for personal services

This I believe can be handled only on an overall basis

2) Use charge for depreciated assets
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This T believe can usually best be handled on a contract-by-
contract basis, in the situations where such assets are in fact
to be used - but if it is a complete facility, building and

equipment, then an overall treatment might be required,

3) Deferred maintenance costs

Except in rare instances, this would normally be spread across

an entire plant area's overhead costs, and should, therefore,

be treated on an overall basis.

L) Pre-contract costs

Obviously, this should be covered on a contract-by-contract basis,

for such costs would not always be incurred, or if they were, should

not be borne in any degree by another contract or group of contracts,
5) Research and development costs

The whole concept of Sec. 15-205.35 is predicated upon an overall

treatment, even though recovery of development costs may be possible

only against Government purcheses within a given product line,

6) Royalties

Here, it seems to me, is a mixed situation, If a contractor's

obligations to.pay royalties extend over all its products, or even
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all the products of a single division, then this can be handled
on an overall basis, If, however, the royalty obligations are
narrower, then recovery should be restricted to the situations
where royalties have to be paid, and probably would require a

ceontract=by-contract treatment,

7) Selling and distribution costs
Normally, these can and should be spread over all of a contractor's
business and, therefore, can be handled on an overall basis, This
is true even in a business which has some Government and some commercial
business, for Government selling and distribution costs - other than
advertising - are quite different and identifiable from ncormal commercial

sales activities,

8) Travel costs, as related to special or mass personnel moveﬁent
This is, againg a situation which could be mixed, Normally it would
relate to the specific performance or service requirements of a single
contract; and hence would lend itself to contract~by-contract treatment,
But how about the move into a completely new and distant laboratory,
production facility or test site made by a company to improve its

facilities, or to draw upon a new labor market? If this new location

_
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will serve more than one contract, or especially if it will
perform both Government and non-Government work, then such costs

should be spread across all work on an overall basis.

The five other areas in which advance agreements are suggested or required ares
1) Contingencies (Sec, 15=205,7(ii))
The possible allowability of contingency reserves as a cost is here
recognized officially for the first time, but will undoubtedly be
approached warily by individual contracting of ficers., It seems to
me, therefore, that this must be handled only on a contract-by-

contract basis,

2) Insurance (Sec, 15-205,16(a)3)
This relates to the allowability of losses against a self-insurance
program which could have been covered by permissible insurance, only
if provided for in the contract, It is impossible in advance to predict
either the nature or extent of such losses in any precise way, but
reasonable actuarial approaches can be taken in fixing charges to a
self-insurance program. These;, it seems to me, must be viewed only on
an overall basis, and cannot be left to separate allowance on one contract

and disallowance on another,
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3) Plant reconversion costs (Sec. 15~205.29)
These are stated to be recoverable only "in special circumstances,"

and hence must only be handled on a contract-by-contract basis,

i) Professional and other services in connection with patent litigation
(Sec. 15-205.31(¢c))
It seems clear that the drafters of the new rules intend this to be
negotiated on a contract-by-contract basis, but like royalty costs,
situations might arise where equity would require an overall treatment
and spreading of such costs, I, therefore, consider this a mixed

situation,

5) Rental costs (Sec. 15-205.34(c))
This relates to rental costs fixed in sale and leaseback agreements,
These often cover major real estate and facilities, or plant areas
alone, Where they do, an overall agreement is the only fair basis
for spreading such costs across all the work done in such facilities

or plant areas,

In these thirteen situations, then, we have only four that clearly lend

themselves to a contract-by-contract negotiation, and six demand overall treatment
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if we are to avoid excessively long negotiations of single contracts and the probable
inequity of varying conclusions by different contracting officers. The other three are
mixed, How and with whom does a contractor negotiate for the overall agreements needed?
There is no part of the Department of Defense set up or authorized to conduct such
negotiations, nor are there single representatives yet able to speak for all parts of
any one of the three Armed Serviceas, The only exception to this statement is the
Tri-Service Committee just starting to work on advance agreements covering research and
development costs, but even it will only try to cover the largest 50 or 60 defense
contractors, Many more than these will need overall agreements covering research and

development costs,

We have, therefore, the recognition and promise of advance understandings
and agreements, but as to six, and possibly nine cost-~elements, no place to get an
agreement carrying any assurance that the treatment afforded will be fair, prompt and
uniform, except possibly as to research and development costs, This is a situation
whieh I hope will have the attention of each of the Services and of the Department of
Defense. In the meantime;, however, one device is possible = and even a cure if the
various parts of each Service can be brought together into a single, Servicewide

negotiation, That is the "basic agreement.t

The basic agreement has been used by the Air Force with some contractors
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with considerable success, but it has not been widely used elsewhere, For cost-

reimbursement type contracts; its usage has even been less, To some extent this

reluctance has been the result of unwillingness to come to grips with difficult or

controversial problems, or the inability to bring together persons with authority to

represent or speak for each part of any one of the Services. There has also been

reluctance among some Government lawyers to have contract issues resolved in what they

have considered to be a vacuum, apart from the Governmentis requirements and the

contractor's problems relative to a particular procurement, Some have raised questions

of adequacy of consideration, or other potential legal obstacles,

Yet here is the only method, new in existence, by which schedules of

reimbursible costs, tailored to each contractoris accounting system and containing

the advance agreements needed for these ten elements of costs under the new rules,

can rather readily be negotiated for incorporation into contracts to be issued after

July 1 of this year, I recommend, therefore, that this method be employed by the

departments as rapidly as possible, even to the extent of assigning personnel and

clothing them with anthority to negotiate overall basic agreements as expeditiously

as possible, I also suggest again that the objectives gait the action, and that the

Government lawyer seek out ways to accomplish the objectives, and not interpose recadblocks,

The final point I want to discuss with you is the concept of costesharing,
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which is set forth in Sec., 15=205.35(h)} pertaining to the allowability of research and
development costs, The philosophy back of this appears in the definition of reasonable-
ness, in Sec. 15-201,3, where it is saidr

"The question of the reasonableness of specific costs must be scrutinized

with particular care in connection with firms or separate divisions thereof

which may not be subject to effective competitive restraints.™
A preponderance of Government business apparently may create a presumption that

competitive restraints are absent,

I can assure you that this is the exception rather than the rule, There
are few businesses whose purchases are so sought after and fought for as are the
kinds of things the Government buys by negotiated procurement., I can assert categorically
that a preponderance of Government business rarely, if ever, frees a company from compet-
itive restraints, Remember that restraints are not imposed merely by having to bid on
the price of identical or substantially identical items. Price is only one facet of
competition, Others, equally important, are labor rates - fixed by the competition
for jobs in the area or industry, technical capabilities - the competition to out-
design someone else, production know=how - the ability to produce faster, or better,
or cheaper than someone else, None of these are lessened by having a preponderance of

Government business,
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But having assumed an absence of competitive restraint, Sec, 15-205,35(h)

goes on to says

*In recognition that cost sharing of the contractor'!s independent research

and development program may provide motivation for more efficient accomplish-

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

less than an allocable share of the total cost of the program,!
Now what does this mean? I can show you by pointing to what the Air Force is doing,
Before the new rules were announced, but apparently just after the quoted language was
decided upon, the Air Materiel Command at Wright Field on March 2L; 1959 issued, over
General Graalman's signature, a memorandum to all Commanders of purchasing activities,
directing "support of allocable general research costs on a dollar-for-dollar basis
«oooe When the Government is the principal customer.” This position was reaffirmed
by General Davis at AMC at a Symposium on Subcontracting held in October 1959; when he
indicated that 50% sharing was the average, and that negotiations would be upward or

downward closely from that averagse.

This approach, unless enforced so as to have the Government bear close te
its full allocable share of allowable costs, can result in great imjustices to individual
contractors, but even more important, it may vitiate the real reasons why this new cost

allowance was included among the new rules, Let me illustrate what I mean,
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Imagine two companies, A and B. Company A's business is 25% with the
Government and 75% commercial, Company B's business is just the reverse, 75% with the
Government and 25% commercial., Each does a volume per year of $100,000,000 and each
devotes 5% of its billings, or $5,000,000 to company-sponsored research programs, the

costs of which are allowable under ASPR 15-205,35,

In the case of company A, if cost sharing was based directly on the principle
of allocability, 25% of $5,000,000, or $1,250,000 would be allowed against its Government
business., The Air Force formula, however, would allow dollar-for=dollar sharing, or

$2,500,000 to be borne by the Government,

In the case of company B, allocability would result in 75% of $5,000,000 er
$3,750,000 being borne by the Government orders, but by the Air Force formula, only

$2,500,000 would be so borne,

This means; of course, that company B would have to spread the other
$2,500,000 against $25,000,000 of its annual commercial volume, making this factor a
10% cost of doing a dollar of commercial business, Company A, on the other hand, could
spread its other $2,500,000 over $75,000,000 of commercial volume, making its factor
only 3-1/3% of the commercial sales dollar, Surely Company A is way ahead of Company B

in the competitive maelstrom of commercial business, all because of the over-cautious




and suspicious attitude of the Government toward the very contractor who was willing

to give the Government more rather than less of its capabilities and capacities,

Is this deserved, and does it serve the best interests of the Government?
Surely not, if the Government really does want its contractors to remain competitively
free and independently strong instead of becoming mere agencies of the Government. But
there is another vital factor here, Which of the two companies in my example, A or B,
is going to slant its corporate-sponsorsd research program more toward fields which will
advance the state of the art helpful to the design and production of missiles or other
military devices? Surely not A, for there is no incentive for it to increase its share
of Government work, for after all, it wants to serve principally that 75% of commercial
customers, Similarly, B will most want to serve its 75% customer - the Government.
Therefore, B's program = given equal skill and luck - will be far more productive of
new knowledge vital to Government work than will Afs program - and this is the very
reason the Government was willing to pick up this new tab by the new ASPR rules, Its
top officials; not only in the Department of Defense, but also in the Armed Services
themselves, knew that industrially-sponsored research must be supborted by Government
funds and increased if the United States is to have a real chance to stay abreast of
Russia's scientific achievements, much less to close a "missile-gap," if sich a thing

truly exists.
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I submit, gentlemen, that the fear of the lack of competition and its
step-child, "cost=sharing," must not be allowed to negate the objective to foster and
give incentives to more, rather than less, independent research and development by

industry,.

In summary, and in conclusion, then = these new rules will not yield the same
results as the old., In some respects they are more restrictive, both by actual disallow=
ances and by more detailed analyses of costs - while in other respects, they permit
greater cost recovery, notably for research and development costs. They contain workable
definitions of "reasonableness®™ and "allocability", even though the former expresses
unwarranted concern over the possible absence of competitive restraints, They suffer,
as did the old rules, from the fallacy of questioning or disallowing elements of true costs
of doing business for real or imagined reasons of public policy or equity, and tend
thereby to become an audiﬁor's manual rather than workable policy statements., Nevertheless,
they are out and my guess is that they will not be soon changed to any material extent,
Therefore, I am more concerned about the practical problems of being ready to live with

them and under them by July 1, 1960. I have tried to point out four problem areas in this

regard, and how each might be resolved, These arec
1) The elimination of dual accounting systems and getting all cost-reimbursement

type contracts and subcontracts under the new rules as soon as can practicably




2)

3)

L)
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be done, without the strict balancing off of consideration for the changes

to existing contracts,

The determination of who has authority for final answers to questions of

applicability, and as to interpretation, both as to prime contracts and

subcontractse.

The use of basic agreements or some other readily available technique to

accomplish advance agreements as to those cost elements which can only be

equitably negotiated on an overall basis.

Prevention of the objectives of the new rules as to research and development

cost recovery being vitiated by over-zealous application of the "cost~sharing

concept.®

There are already many other problems under the new rules, and doubtless still

more will develop as they begin to become effective, I hope what I have said, howsver,

will give you som® food for thought, and much motivation for prompt action in the four

pressing problem areas I have outlined,

Thank you for your kind attentiom,
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. Mr. Moderator, Fellow Panel Members, Ladies and Gentlemen:

It has been a long time since I have addressed an audience composed primarily
of lawyers, For that matter, it has been a long time - almost thirteen years - since
I have myself practised law, I am, therefore, rusty both as to the law itself and to
any approach slanted solely or primarily toward lawyers, I would be doing you all an
injustice were I to attempt to resurrect from the dim past such an approach in talking
about the subject - or rather, that part of the subject - which has been assigned to me

today., So expect no citations or Latin maxims, and few if any quotations,

Instead let us pick out and discuss just a few - four to be exact - areas in
which problems have already been met, or will surely arise, in putting the new ASFR
Section XV cost principles into effeect.under cost-reimbursement type contracts, I say
these are just a few, because there are seven subsections under Sec, XV, Part 1, eight
in the first four sections of Part 2, and forty-six under Sec. 15-205 alone, I predict
that one or more problems will arise under each of these sixty-one within the next
eighteen months, It must always be so as long as Government continues in its obstinate

refusal to recognize as costs all true costs of conducting a business,

It is not my purpose today, however, to rehash the debates which went on for

the eight years during which these new ASPFR provisions were under study, preparation,
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review and revision, For the time being, at least, these are all water over the dam,
Now the new provisions are officially promulgated, and will become mandatorily effective
on and after July 1. Nor do I propose to cover, however lightly, all of the principles
as stated, Even if time should permit; I would not do it - for no one can wet-nurse
you through this complex field, Whether you act for Government agencies; for defense
contractors, or as private practitioners, there is no possible substitute for your own
careful and painstaking reading and study of the document which spawned this monster,
ASPR Revision No, 50 of November 2, 1959, In fact, from now on, I shall assume that
you have read it, and not only it, but also the 0ld rules in the present Section XV of
ASPR; and even the last draft of the new provisions presented to industry for comment
«~ that dated September 10, 1957, For ease of reference, I shall call these, respectively,

the f"new rules," the "old rules," and the "last draft."

The first problems I want to discuss are those created by making the new
rules effective on July 1, 1960 to all contracts thereafter issued, The exact language
used is as followss

®This Revision shall be effective at all applicable echelons with respect to
contracts issued on or after 1 July 1960, but compliance is authorized upon
receipt hereof, Existing cost-reimbursement type contracts may be amended,

but only if the amendment will not be to the disadvantage of the Government.
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Thus, if a proposed amendment would result in the allowance of greater

costs, there must be an equivalent benefit to the Government in the form of
improved delivery schedules, increased quantities of work, offsetting reductions

in administrative expenses, or the like,"

Elsewhere, in the news release issued by the Department of Defense, No, 1233=59
of November 2, 1959, announcing the issuance of the revised cost principles, and in the
Question and Answer Sheet which accompanied the news release, it was stated that the
*allowability of costs under cost=reimbursement type contracts is not materially changed
from the previous regulation," and that "contractors can expect about the same result,™
Yet it is a fact, just to mention two items? that under certain circumstances, development
costs are for the first time allowed as a cost, and the allowability of research costs
is extended beyond mere tgeneral research,™ which is all that the old rules permitted

under any circumstances,

Now let us as‘sume that contractor A, holding outstanding CPFF contracts which
will extend to July 1, 1962, has never before sought recovery of general research but
has in fact company-sponsored programs of applied research and of development which would
qualify for cost allowability under the new rules, In order to amend its present contracts
to incorporate by reference the new rules; must A match precisely the dollar value of

its impending recovery of research and development costs by showing what lesser costs
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will be allowed because of the more restrictive nature of the new rules, and if this
does not yield enough dollars, then go on to undertake additional work, faster deliveries
or other new cost-creating obligations? A strict reading of the quoted language leaves
no doubt that this, and only this, is the price to him of an amendment. Thus it has no
value to himy, and he cannot be expected either to seek it; or to agree to it if proposed

to him by a Government negotiator.

And yet, can it possibly be that the Government wants its regular defense
contractors to have to keep two sets of overhead rates = one applicable to old contracts
issued prior to July 1, 1960, and another applicable to new contracts issued after that
date, and to keep the;e dual accounting systems in being so long as any ©ld contracts
continue or are extended? Does it really want to set up barriers as rigid as these, or
does it want to get all cost=reimbursement contracts under the new rules, and to have

uniformity of treatment, as soon as this practically can be done?

This is where you Government lawyers come into the picture, for if the past
repeats itself, you will either volunteer or be called upon to say what is compliance
with the quoted language, and to say whether a given set of circumstances does in fact
yield "an equivalent benefit to the Government.®™ Here you can receive little help from
either the contractor or the contracting officer, for neither will honestly be able to

assign a dollar value to savings from single, versus double, bookkeeping, audit, rate
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preparation, negotiation and contractual amendment.

It seems proper, therefore, for me to suggest that the purpose may be more

important than the wordsy; and that the words should be interpreted and applied to carry

out the purpose - and also, that perhaps the best solution of all would be for

Commander Malloy and his associates in DUD to rewrite this language to recognize the

real, though intangible, benefits to both Government and industry of having one set of

rules and not two.

Already, defense contractors are being asked to incorporate by reference the

new rules not only into new contracts now being negotiated for issuance prior to July 1,

but also into amendments of present contracts occasioned by funding actionsy, changes in

scope, extensions of work time, or other reasons, If the unwary contractor, being

anxious to please and with no bargaining position to resist, agrees -~ is he later going

to be met by a legal ruling of failure to provide adequate consideration? This has

happened in the past = steps should be taken now to prevent it happening again in the

future,

The next problem I want to discuss is the applicability of the new rules,

. I shall try to stay away from the tempting extension of this discussion to what happens

about the various kinds of fixed-price contracts under the provisions of Part 6, and

shall let that drop after merely saying that I am inherently suspicious of the use of
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the phrase ™guidelines for use in the evaluation of costs.™ But there are going to be

problems, even in the applicability of the new rules to cost-reimbursement type contracts,

The new rules say that they "contain general cost principles and procedures
for the determinatiom and allowance of costs in connection with the negotiation and
administration of cost-reimbursement type contracts," except facilities or construction
contracts, and shall be "the basis for determination of reimbursable costsS, cceece.
including cost-reimbursement type subcontracts thereunder; and the cost-reimbursement
portion of time-and-materials contracts." I am sure that this will be read by the
auditors to mean that their findings are absolute, and that this language leaves no

latitude for negotiating,

Yet the next subsection says the new rules shall be "the basis for the
negotiation of overhead rates." Sinée an auditor admittedly has no power to negotiate,
this seems to give the ultimate decision to the contracting officer or his delegee in
overall rate negotiations, Is therey; then; to be one group the contractor deals with
as to direct costs, and another as to indirect costs, and none as to all costs? If

such be the intention, look out for fireworks from the contracting officers}

The new rules contain, for the first time, definitions of M"reasonableness"
and%allocability.™ Contractors with whom I have talked find no fault with these, and to

have them spelled out with such care is a real achievement of the new rules, Indeed,
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many professional accountants believe that the new rules would be excellent had they
stopped right there., Do these provisions give us any guide as to the authority to
determine applicability? I believe they do - for in Sec, 15-204(a), it is said that
"Costs shall be allowed to the extent that they are reasonable, allocable and
determined to be allowable in view of the other factors set forth in ASPR
15-201.2 and 15-201,5, These criteria apply to all the selected items of
cost which follow, notwithstanding that particular guidance is provided in

connection with certain specific items for emphasis or clarity,"

These words certainly seem to make reasonableness and allocability the

ultimate tests, and it would seem that even the most audacious auditor would leave

the determination of reasonableness to the contracting party - namely, the contracting

officer,

T really believe we shall have no more problems in this area under the new
rules than we have had under the o0ld rules; but being new rules, and hence subject to
new interpretations, I suspect that some of our old preblems may be repeated, I hope,
though, that we all can agree that the contracting officer or his deleges should retain
the ultimate authority for cost settlements as well as price settlements and other

contract terms.
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The applicabilityof the new rules to successive tiers of subcontractors
holding cost=reimbursement type subcontracts may prove more troublesome, It is not
enough to pass this off by saying that all the new rules say is that the primewill only
be paid for payments to subcontractors which recognize the allowances, disallowances and
interpretations contained in the new rmles, This is a pretty hefty stick, and you can
be sure that the prime will be paking every possible step to pass the new rules through,
by contract terms, to tle cost-reimbursement type subcontractors = but in many cases,
he cannot force such acceptance, and even if he does, he often will not be permitted to
audit a major company's costs merely because it is a subcontractor, So here we are with
the same problem the Air Force is facing in its efforts to have prime contractors get
more cost data in pricing subcontracts - some way must be provided for Government audit
of subcontracts and for the protection of private data belonging to the sub when cost

data is disclosed to the prime, This is easier said than donel

The third area of discussion is about advance understandings. As you know,
the new rules list, in Sec. 15=107, eight cost elements as to which defense contractors
are urged to make advance agreements which can be embodied in contract terms. Actually,
elsewhere in the new rules; advance agreements are urged or required as to at least five
additional kinds of costs. The last draft made, as to the eight listed items, an advance

agreement mandatory if any such costs were to be allowed, but the new rules are less
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stringent and now states "But the absence of such an advance agreement on any element

of cost will not, in itself, serve to make tm t element either allowable or unallowable,"

Nevertheless, advance agreements are certainly desirable, and industry

representatives have welcomed the forthright recognition of their desirability in the

new ASPR provisions., Any contractor which does a lot of cost-reimbursement type con-

tracting with the Government will be sure to seek them and to want promptly to negotiate

such agreements - but how will he go about it? This is far from clear, and this is the

reason I want to discuss this problem today.

To get the matter sharply into focus, let me list the items about which advance

agreements are suggested., As I do so, consider as to each whether separate agreements,

contract by contract; are practical - or whether the particular cost factor is one which

must = to be feasibly handled -~ be treated alike in every situation, no matter who the

customer is or what the type of contract used, I suggest that some are one, and some

are the other, and some are mixed,

The eight items listed in Sec, 15~107 are:

1) Compensation for personal services

This I believe .can be handled only on an overall basis

2) TUse charge for depreciated assets
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This I believe can usually best be handled on a contract-by-
contract basis, in the situations where such assets are in fact
to be used - but if it is a complete facility, building and

equipment, then an overall trsatment might be required,

3) Deferred maintenance costs

Except in rare instances, this would normally be spread across
an entire plant area's overhead costs, and should, therefore,

be treated on an overall basis.

4) Pre-contract costs
Obviously, this should be covered on a contract=by-contract basis,
for such costs would not always be incurred, or if they were, should
not be borne in any degree by another contract or group of contracts,
5) Research and development costs
The whole concept of Sec. 15-205.35 is predicated upon an overall

treatment, even though recovery of development costs may be possible

only against Government purchases within a given product line,

6) Royalties

Herey, it seems to me, is a mixed situation, If a contractor's

obligations to.pay royalties extend over all its products, or even
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all the products of a single division, then this can be handled
on an overall basis, If, however, the royalty obligations are
narrower, then recovery should be restricted to the situations
where royalties have to be paid, and probably would require a

contract=by-contract treatment,

7} Selling and distribution costs
Normally, these can and should be spread over all of a contractor's
business and, therefore; can be handled on an overall basis, This
is true even in a business which has some Government and some commercial
business, for Government selling and distribution costs - other than
advertising - are quite different and identifiable from nermal commercial

sales activities,

8) Travel costs, as related to special or mass personnel move@ent
This is, againy, a situation which could be mixed., Normally it would
relate to the specific performance or sgrvice requirements of a single
contract; and hence would lend itself to contract<by-contract treatment,
But how about the move into a completely new and distant laboratory,
production facility or test site made by a company to improve its

facilities, or to draw upon a new labor market? If this new location
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will serve more than one contract, or especially if it will
perform both Government and non~Government work, then such costs -

should be spread across all work on an overall basis,

The five other areas in which advance agreements are suggested or reguired ares
1) Contingencies (Sec, 15-205,7(ii))
The possible allowability of contingency reserves as a cost is here
recognized officially for the first time, but will undoubtedly be
approached warily by individual contracting officers, It seems to
me, therefore, that this must be handled only on a contract-by-

contract basis,

2} Insurance (Sec, 15-205,16(a)3)
This relates to the allowability of losses against a self-insurance
program which could have been covered by permissible insurance, only
if provided for in the contract, It is impossible in advance to predict
either the nature or extent of sﬁch losses in any precise way, but
reasonable actuarial approaches can be taken in fixing charges to a
self-insurance program. These; it seems to mey; must be viewed only on
an overall basis, and cannot be left to separate allowance on one contract

and disallowance on another,
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3) Plant reconversion costs (Sec. 15-205.29)
These are stated to be recoverable only "in special circumstances,"

and hence must only be handled on a contract-by-contract basis,

}}) Professicnal and other services in connection with patent litigation
(Sec, 15-205,31(c))
It seems clear that the drafters of the new rules intend this to be
negotiated on a contract-by-contract basis, but like royalty costs,
situations might arise where equity would require an overall treatment
and spreading of such costs, I, therefore, consider this a mixed

situation,

5) Rental costs {Sec. 15-205,3L(c))
This relates to rental costs fixed in sale and leaseback agreements,
These often cover major real estate and facilities, or plant areas
alone, Wherse they do, an overall agreement is the only fair basis
for spreading such costs across all the work done in such facilities

or plant areas,

In these thirteen situations, then, we have only four that clearly lend

themselves to a contract-by-contract negotiation, and six demand overall treatment
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"""""" if we are to avoid excessively long negotiations of single contracts and the probable
inequity of varying conclusions by different contracting officers, The other three are
mixed, How and with whom does a contractor negotiate for the overall agreements needed?
There is no part of the Department of Defense set up or authorized to conduct such
negotiations, nor are there single representatives yet able to speak for all parts of
any one of the three Armed Services, The only exception to this statement is the
Tri-Service Committee just starting to work on advance agreements covering research and
development costs, but even it will only try to cover the largest 50 or 60 defense
contractors, Many more than these will need overall agreements covering research and

e

development costs,

We have, therefore, the recognition and promise of advance understandings

and agreements, but as to six, and possibly nine cost-elements, no place to get an

agreement carrying any assurance that the treatment afforded will be fair, prompt and

uniform, except possibly as to research and development costs, This is a situation

which I hope will have the attention of each of the Services and of the Department of

Defense., In the meantime, however, one device is possible - and even a cure if the

various parts of each Service can be brought together into a single, Servicewide

negotiation, That is the "basic agreement.t

The basic agreement has been used by the Air Force with some contractors
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with considerable success, but it has not been widely used elsewhere, For cost-
reimbursement type contracts, its usage has even been less, To some extent this
reluctance has been the result of unwillingness to come to grips with difficult or
controversial problems, or the inability to bring together persons with authority to
represent or speak for each part of any one of the Services, There has also been
reluctance among some Government lawyers to have contract issues resolved in what they
have considered to be a vacuum, apart from the Governmentis requirements and the
contractorts problems relative to a particular procurement, Some have raised questions

of adequacy of consideration, or other potential legal obstacles,

Yet here is the only method, now in existence, by which schedules of
reimbursible costs, tailored to each contractor's accounting system and containing
the advance agreements needed for these ten elements of costs under the new rules,
can rather readily be negotiated for incorporation into contracts to be issued after
July 1 of thi; year, I recommend, therefore, that this method be employed by the
departments as rapidly as possible; even to the extent of assigning personnel and
clothing them with anthority to negotiate overall basic agreements as expeditiously

as possible, I also suggest again that the objectives gait the action, and that the

Government lawyer seek out ways to accomplish the objectives, and not interpose roadblocks.

The final point I want to discuss with you is the concept of cost-sharing,
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thch is set forth in Sec. 15=205.35(h) pertaining to the allowability of research and
development costs, The philosophy back of this appears in the definition of reasonable-
ness, in Sec, 15-201,3, where it is saids

"The question of the reasonableness of specific costs must be scrutinized

with particular care in connection with firms or separate divisions thereof

which may not be subject to effective competitive restraints,®
A preponderance of Government business apparently may create a presumption that

competitive restraints are absent.

T can assure you that this is the exception rather than the rule, There
are few businesses whose purchases are so gought after and fought for as are the
kinds of things the Government buys by negotiated procurement. I can assert categorically
that a preponderance of Government business rarely; if ever, frees a eompény from compet-
itive restraints, Remember that restraints are not imposed merely by having to bid on
the price of identical or substantially identical items, Price is only one facet of
competition, Others, equally important, are labor rates - fixed by the competition
for jobs in the area or industry, technical capabilities - the competition to out~
design someone else, production know-how - the ability to produce faster, or better,
or cheaper than someone else, None of these are lessened by having a preponderance of

Government business,
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But having assumed an absence of competitive restraint, Sec. 15-205.35(h)

goas on to says

tTn recognition that cost sharing of the contractor's independent research

and development program may provide motivation for more efficient accomplish-

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

less than an allocable share of the total cost of the program.®
Now what does this mean? I can show you by pointing to what tle Air Force is doing,.
Before the new rules were announced, but apparently just after the quoted language was
decided upon, the Air Materiel Command at Wright Field on March 2L, 1959 issued, over
General Graalman's signature, a memorandum to all Commanders of purchasing activities,
directing m"support of allocable general research costs on a dollar-for-dollar basis
soooe wWhen the Government is the principal customer," This position was reaffirmed
by General Davis at AMC at a.Symposium on Subcontracting held in October 1959, when he
indicated that 50% sharing was the average, and that negotiations would be upward or

downward closely from that average,

This approach; unless enforced so as to have the Government bear close teo
its full allocable share of allowable costs, can result in great injustices to individual
contractors, but even more important, it may vitiate the real reasons why this new cost

allowance was included among the new rules, Let me illustrate what I mean,
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Imagine two companies, A and B. Company A's business is 25% with the
Government and 75% commercial. Company B's business is just the reverse, 75% with the
Government and 25% commercial, Each does a volume per year of $100,000,000 and each
devotes 5% of its billings, or $5,000,000 to company-sponsored research programs, the

costs of which are allowable under ASPR 15205,35,

In the case of company A, if cost sharing was based directly on the principle
of allocability, 25% of $5,000,000, or $1,250,000 would be allowed against its Government
businesa. The Air Force formula, however, would allow dollar-for-dollar sharing, or

$2,500,000 to be borne by the Government.,

In the case of company B, allocability would result in 75% of $5,000,000 er
$3,750,000 being borne by the Government orders, but by the Air Force formula, only

$2,500,000 would be so borne,

Tis means;, of course, that company B would have to spread the other
$2,500,000 against $25,000,000 of its annual commercial volume, making this factor a
10% cost of doing a dollar of commercial business, Company A, on the other hand, could
spread its other $2,500,000 over $75,000,000 of commercial volume, making its factor
only 3-1/3% of the commercial sales dollar, Surely Company A is way ahead of Company B

in the competitive maelstrom of commercial business, all because of the over-cautious
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and suspicious attitude of the Government toward the very contractor who was willing

to give the Government more rather than less of its capabilities and capacities,

Is this deserved, and does it serve the best interests of the Government?
Su?ely not, if the Government really does wént its contractors to remain competitively
free and independently strong instead of becoming mere agencies of the Government. But
there 1s another vital factor here, Which of the two companies in my example, A or B,
is going toslant its corporate-sponsored research program more toward fields which will
advance the state of the art helpful to the design and production of missiles or other
military devices? Surely not A, for there is no incentive for it to increase its share
of Government work, for after all, it wants to serve principally that 75% of commercial
customers, Similarly, B will most want to serve its 75% customer - the Government,
Therefore, B's program - giyen equal skill and luck - will be far more productive of
new knowledge vital to Government work than will A's program - and this is the very
reason the Government was willing to pick up this new tab by the new ASPR rules, Its
top officials, not only in the Department of Defense, but also in the Armed Services
themselvesy knew that industrially-sponsored research must be supported by Government
funds and increased if the United States is to have a real chance to stay abreast of
Russial's scientific achievements, much less to close a "missile-gap," if sich a thing

truly exists.
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I submit, gentlemen, that the fear of the lack of competition and its
step-child, "cost-sharing," must not be allowed to negate the objective to foster and
give incentives to more, rather than less, independent research and development by

industry,

In summary, and in conclusion, then - these new rules will not yield the same
results as the old, In some respects they are more restrictive, both by actual disallow=
ances and by more detailed analyses of costs = while in other respects, they permit
greater cost recovery, notably for research and development costs, They contain workable
definitions of "reasonableness® and %*allocability", even though the former expresses
unwarranted concern over the possible absence of competitive restraints, They suffer,
as did the old rules, from the fallacy of questioning or disallowing elements of true costs
of doing business for real or imagined reasons of public poliey or equity, and tend
thereby to become an auditor's manual rather than workable policy statements., Nevertheless,
they are out and my guess is that they will not be soon changed to any material extent,
Therefore, I am more concerned about the practical problems of being ready to live with
them and under them by July 1, 1960. I have tried to point out four problem areas in this
regard, and how each might be resolved, These aresz

1) The elimination of dual accounting systems and getting all cost~reimbursement

type contracts and subcontracts under the new rules as soon as can practicably
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3)

L)

-2

be done, without the strict balancing off of consideration for the changes

to existing contracts.

The determination of who has authority for final answers to questions of

applicability, and as to interpretation, both as to prime contracts and

subcontracts,

The use of basic agreements or some other readily available technique to

accomplish advance agreements as to those cost elements which can only be

equitably negotiated on an overall basis,

Prevention of the objectives of the new rules as to research and development

cost recovery being vitiated by over-zealous application of the "cost=sharing

concept.®

There are already many other problems under the new rules, and doubtless still

more will develop as they begin to become effective, I hope what I have said, howsver,

will give you some food for thought, and much motivation for prompt action in the four

pressing problem areas I have outlined,

Thank you for your kind attentiom.
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION Bu’lletq’n v
Procurement
NATIONAL HEADQUARTERS: //07 19t/ Street, N.W. - Bashingtorn 6.0.C /RE})ublic 77474 InfOTmathn
No. 151-60 17 February 1960

To: All Members, National Security Industrial Association

Subject: Cost Principles - November, 1959 Revision to Section XV, Armed Services
Procurement Regulation.

In November, 1959 there was forwarded to you with Procurement Information Bul-
letin No. 147-59, a copy of the Department of Defense press release announcing the is-
suance of revised cost principles for use in defense contracting. This Bulletin is being
issued to provide further information on the cost principles.

There is attached a summary, prepared by the Contract Finance Subcommittee, of
more important provisions of the revised principles. The summary relates primarily
the cost principles as they apply to supply end research contracts with commercial

organizations.

As may be expected in a revision of this nature, there are a number of areas in
the cost principles that will reguire further interpretation and discussion by industry and
the govermnment. However, the attached summary was not written with the idea of attempting
to resolve problems connected with this Revision or to place our own interpretations on
given items. Rather, it was prepared for the purpose of summarizing the Revision on as
factual a basis as possible and to highlight the areas that may be of particular interest
to the NSIA membership.

As a further effort to a better understanding of the cost principles, the Con-
tract Finance Subcommittee is planning to hold a seminar-type meeting in April or May for
the benefit of all interested NSIA members. At this meeting, it is proposed that a panel
of industry and government personnel will discuss those areas of the cost principles that
are of most interest to the membership. Particularly, it is planned to review items that
the membership feels need clarification, further interpretation, or revisicn. In prepara-
tion for this, it would te very much appreciated if, after you have completed your review
of this Bulletin and the revised cost principles, you would submit a list of suggested
items you would like discussed. If at all possible, it is requested that your sugges-
tions be forwarded to the undersigned no later than March 1lhth, 1960.

(Over)

This Bulletin 1= designed to set forth actiwvities of Assoeiation commitiees dealing with military procurement proce-
dures. Comments, eriticisms and suggestions expréessed lerein represent the views of committer members only.
It remains for each member to make its own policy decisions and to deal with the M litary Establishment ax it sees fit.




For those of you who do not already have a copy of the revised cost principles,
these may be purchased from the Superintendent of Public Documents, U. 5. Government
Printing Office, Washington 25, D. C. at a price of $.35. For identification purposes,
cite "Revision No. 50, Armed Services Procurement Regulation'.

Cordially,

William F. Romig
Committees Executive

WER/ jtm
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NATIONAL SECURITY INDUSTRIAL ASSCCIATION

SUMMARY OF CONTRACT COST PRINCIPLES AND PROCEDURES

REVISION NC. 50 TO ARMED SERVICES PROCUREMENT REGULATION

Introduction

On November 2, 1959, Armed Services Procurement Regulation Revision No. 50 was re-
leased by the Department of Defense and will replace the existing Section XV in its en-
tirety.

The issuance of this Revision came about as & result of several years of intensive
study, negotiation, and compromise among the three Armed Services, and discussion with
representative groups from industry.

This new Revision demands thorough study by all contractor personnel engaged in the
negotiation and administration of military contracts. The more important changes may be
summarized as follows:

1. Individual items of cost, many of which were previously not covered or were
only briefly mentioned are now discussed in greater detail as to definition,
reasonableness, and allowability. In some cases the treatment of certain
items has changed.

2. Applicability of the cost principles has been broadened to include their
use as a guide to military personnel in evaluating cost data submitted,
R when appropriate, in connection with the negotiation of prices under fixed-
price contracts.

3. The cost principles contained in Section VIII of ASPR will be eliminated
and replaced by the new cost principles, which will be applicable or used
as a guide in the negotiation of termination settlements of all contracts,
including those awarded through formally advertised bids.

These and other provisions of the new cost principles are discussed in the follow-
ing paragraphs.

Effective Date

Use of the new cost principles and new termination paragraphs 8-213, 8-301 and 8-302
as set forth in Revision No. 50 are mandatory with respect to contracts issued July 1,
1960 and thereafter but immediate use may be permitted. This means that cost-reimburse-
ment type contracts being currently negotiated may by mutual agreement employ either the
cost principles set forth in ASPR through Revision No. 49 or those listed in Revision
No. 50. Similarly in the negotiatioh of fixed-price contracts, mutual agreement may be
reached as to the use of the termination clauses contained in the ASPR through Revision
No. 49, which would incorporate the cost principles of Section VIII, or the new para-
graphs incorporating the new Section No. XV. To prevent misunderstanding, however,
specific agreement should be reached in each case.

Existing cost-reimbursement type contracts may be amended to include the latest
. cost principles but only if such amendment is not to the disadvantage of the government.

e
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Obviously, circumstances permitting the selection and application of one set of cost
principles from that of three possibilities will pose problems for an indefinite period of
time. Xach contractor will need to evaluate the advantages or disadvantages of negotiat-
ing for the use of the new principles, or allowing contracts to run out based on existing
terms in light of a number of factors. Among these factors are the following:

1. The administrative problems in working with different sets of cost princi-
ples; 1.e., negotiation of overhead rates, audits, etc.

2. The effect on allowability of costs.

3. A contractor's ability to negotiate on a timely basis those advance under-
standings which he considers desirable in order to avoid later disagree-
ments.

4., The attitude of subcontractors and prime contractors in accepting a change.

Applicability

The new cost principles represent significant changes from the old principles be-
cause, in addition to use in determining reimbursable costs under cost-reimbursement type
contracts, including overhead rates thereunder, their applicability has been broadened to
*nclude:

’.w 1" . . . ~ 03 .
guidelines for use, when appropriate, in the evaluation of costs in
connection with certain negotiated fixed-price type contracts and con-
tracts terminated for the convenience of the Government."

Applicability to cost-reimbursement type contracts

The new Section XV will apply on a contractual basis by virtue of incorpo-
ration into the contract for the determination and payment of costs under:

Cost contracts

Cost sharing contracts
Cost-plus-fixed-fee contracts
Cost-plus-incentive-fee contracis
Facility contracts (now in preparation)

RS I = UV VI

It will be used as the basis of negotiations of overhead rates applicable to
cost-reimbursement type contracts and for the determination of costs under term-
inated cost-reimbursement type contracts when the contractor elects to "voucher
out" its costs and for the settlement of such contracts by determination.

Applicability to negotiated fixed-price type contracts

The new Revision will serve as a guide in the negotiation of prices for
fixed~price contracts and subcontracts. Included in this category are:

e 1. PFirm fixed-price contracts
2. Fixed-price contracts with escalation
3. Redeterminable fixed-price contracts
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4., Fixed-price incentive contracts
Non-~cost-reimbursable portion of time and material contracts
Labor-hour contracts

[OANN}

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

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

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

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

Applicability to terminations of fixed-price contracts

The new cost principles are to provide guidance in the negotiation of term-
ination settlements for the convenience of the government on fixed-price type con-
tracts. The cost principles formerly set forth in ASPR 8-302 will not be applicable
to new procurement after July 1, 1960 and will be replaced by the new cost princi-
rles in Section XV.

Applicability to subcontracts

A prime contractor, whose contract binds him to the new Section XV, will
be required to justify the allowability of all costs under cost-reimbursement type
subcontracts of any tier above the first fixed-price subcontract in accordance with
the new Section XV, Part 2 (supply and research subcontracts with commercial orga-
nizations), or Part 3 (research subcontracts with educational institutions), or
Part 4 (construction subcontracts). In the case of negotiated fixed-price subcon-
tracts, the prime contractor is to use the new cost principles for guidance where
an evaluvation of costs is required.

Advance Understandings

.,

The new cost principles recognize that criteria for the allowability of the selected
items of cost covered in Part 2 apply broadly to many accounting systems in varying con-
tract situations. Since reasonableness and allocability of certain items of cost may be



- T

difficult to determine, contractors are cautioned to seek agreement with the government
in advance of incurrence of special or unusual costs in categories where reasonableness
or allocability are difficult to determine. However, the absence of such an agreement

will not in itself make costs unallowable.

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

With respect to costs that are regularly or customarily incurred, an over-all agree-
ment with the three Services may be necessary to insure equitable and uniform treatment.
This 1s particularly true in the case of indirect costs which may be recovered through
the application of negotiated overhead rates. To date no procedure has been established
for negotiation by the contractor of over-all advance agreements. However, the new prin-
ciples do provide that advance agreements may be sought by contracting officers individ-
ually or jointly for all defense work of the contractor as appropriate. This provision
has already given rise to the promulgation of different clauses by the various agencies
in connection with the allowability of research and development costs as well as to the
formation of a Tri-Departmental Committee to deal with this matter.

In addition to advance understandings that may be common to all contracts; it may
T - necessary to negotiate understandings specific to individual contracts such as pre-
we2tract costs and use charges on fully depreciated assets. Advance understandings be-

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

General Factors Affecting Allowability of Costs

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

In addition to recital of the general factors, reasonableness and allocability are
now defined and basic criteria are set forth for their determinstion. As a practical

matter these criteria are the same as used in the past, although not previously enum-
erated. These are as follows:

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

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

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

(iii) the action that a prudent business man would take in the circum-
stances, considering his responsibilities to the owners of the busi~
~ . ness, his employees, his customers, the government and the public
. ) at large; and
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(iv) significant deviations from the established practices of the contractor
which may unjustifiably increase the contract ccsts.

Allocability -~ £ cost is allocable to a government contract if it
(1) is incurred specifically for the contract;
(ii) benefits both the contract and other work, or both government work

and other work, and can be distributed to them in reasonable propor-
tion to the benefits received; or

(iii) is necessary to the overall operation of the business, although a
direct relationship to any particular cost abjective cannot be shown.

The new cost principles also indicate that the reasonableness of costs must be scrut-
inized with particular care in the case of contractors who may not be subject to effective
competition restraints.

It should a2lso be noted that in the listing of specific items of cost additional
specific criteria are established for reasonableness and allocability. Contractors
should scrutinize these with care in order to determine if their costs meet these cri-
teria.

The new Revision provides also that in ascertaining what constitutes costs "any
generally accepted method of determining or estimating costs that is equitable under the
circumstances may be used including standard costs properly adjusted for applicable

variances." This represents a more favorable recognition by the Department of Defense
=™ the use of standard costs since the 0l1d cost principles stated that "the use of normal
standard costs (with appropriate adjustments for variances ...) is acceptable in deterwm-

ining amounts of provisional or interim payments, but final allowable costs must represent
actual costs."

Direct and Indirect Costs

The new cost principles define direct and indirect costs and criteria relating there-
to. As written these represent a practical approach in light of the procedures and prac-
tices used by industry. :

Selected Items of Cost

Paragraph 15-205 treats in a comprehensive manner 46 selected cost items. Generally,
each item is defined and explained and the circumstances and nature regarding its allow-
ability or umallowability are discussed. It is not intended to cover in this paper every
element of cost or every situation that might arise in a particular case. Contractors
should bear in mind that failure to treat any item of cost in this Section is not in-
tended to imply that it is either allowable or unallowable.

Tux; paragraph is an improvement over the old cost principles to the end that it
Provides contractors with & e . w..Prstanding, in most instances, of the Department
of Defense's regulau...” . <wscribing indfvicua. £Lems f cost more clearly and in
greater detail and by indicating the criteria for judging i1ewsonableness and allocability
for certain items. Unfortunately, however, some costs are arbrirarily declared to be
"mallowable without regard to reasonableness or allocability to government business.
‘mples of this are contributions and donations. It is primarily fur this reason
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7t is recommended that contractors compare quite carefully the description of each
o8t item in this Section with the terminology employed in their present account struc-
ture to assure that costs are not being improperly labeled. Failure to do so could re-
sult in the disallowance of a good allowable cost because of terminology rather than on
the merits of the cost itself.

There follows for your information brief comments on certain cost items in this
Section.

Advertising Costs - 15-205.1

This paragraph expands on the old cost principles by defining advertising media in
detall and by including as allowable advertising costs (a) the cost of participation in
exhibits provided the exhibits do not offer specific products or services for sale and
(b) advertising for the exclusive purpose of obtaining scarce items or disposing of
scrap or surplus items. It continues to allow the costs of help-wanted advertising
and advertising in trade and technical journals. In the case of the latter it elimi-
nates the previous requirement that it be for the purpose of offering financial sup-
port. All other advertising costs are stated to be unallowable.

i dding Costs - 15-205.3

This paragraph indicates that bidding costs of successful and unsuccessful bids are
to be treated normally as allowable indirect costs of the current accounting period. If
it is the contractor's established practice to treat bidding costs by some other method,
the results obtained may be accepted if reasonable and equitable. Contractors may wish
to consider obtaining advance agreements if bidding costs are treated in other than the
manner indicated.

Compensation for Personal Services - 15-205.6

This paragraph indicates that compensation costs are allowable to the extent that
the total compensation of individual employees 1s reasonable for the services rendered
and to the extent that the costs are not in excess of those allowable by the Internal
Revenue Code and regulations thereunder. It establishes criteria for determining
reasonableness and treats certain forms of compensation in considerable detail. It
specifically recommends advance understandings in the case of cash bonuses and incen-
tive compensation, bonuses and incentive compensation paid in stock, and deferred com-
pensation. The cost of options to employees to purchase stock is unallowable.

Because of the detail with which compensation is treated, it would be advisable for
contractors to study this paragraph carefully and assure themselves that their compensa-
tion policies are consistent with the specific criteria set forth and result in reason-
able total compensation for individual employees.

- ntingencies - 15-205.7

This paragraph makes contingencies for historical costing purposes generally
unallowable except in special cases.
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In connection with estimates of future costs, contingencies are either to be in-
cluded in the estimates of cost or disclosed separately for negotiation of appropriate
coverage. The treatment of each item depends upon the degree of accuracy with which
the future course of events can be predicted so as to provide eguitable results.

Depreciation - 15-205.9

This paragraph is basically consistent with the rules of the old cost principles on
depreciation but covers the subject in greater detail. It is recommended that contractors
review this Section carefully to see that their depreciation practices are consistent with
the criteria set forth.

Sub-paragraph (f) of this Section states that a reasonable use charge may be agreed
upon and allowed in the case of fully depreciated assets provided the original depre-
ciation was not recovered substantially against government contracts or subcontracts.

An advance understanding is recommended for this item.

It is noted that when contractors elect to use true depreciation, the amount agreed
on is to be allocated rateably over the full five-year emergency period, and thereafter
contractors are precluded from recovering any unrecovered true depreciation. This de-
serves careful consideration since in some stances, the determination of true deprecia-
tion may not coincide timewise with the start of the five-year emergency period.

Excess Facility Costs - 15-205.12

P

Contractors should note that costs of maintaining, repairing, and housing idle and
excess contractor-owned facilities are allowable only if reasonably necessary for standby
purposes. 1t should also be noted that this paragraph provides that a separate contract
should be obtained to cover costs of excess plant capacity reserved for defense mobiliza-~
tion production.

Insurance and Indemnification - 15-205.16

The new Revision provides that the costs of insurance required or approved under
the terms of the contract are allowable. Costs of other insurance, in connection with
the general conduct of business, are allowable if the types and extent of coverage are
in accordance with scund business practice and the premiums are reasonable. Costs of
business interruption insurance are allowable to the extent it excludes the coverage
of profit. Costs of insurance covering the risk of loss or damage to government prop-
erty are allowable only to the extent that the contractor is liable for such loss or
damage. The cost of reserves for self-insurance programs are allowable provided they
do not exceed the equivalent purchased insurance. ©Since actual losses, which could
have been covered by an approved self-insurance program or otherwise, are unallowable,
contractors should carefully review their practices and consider the advisability of
negotiating advance understandings.

Regarding indemnification, the cost principles state "the government is obligated
to indemnify the contractor only to the extent expressly provided for in the contract.”
For this reason, contractors engaged in missile and other potentially hazardous work
- ~=chould give serious attention to obtaining advance agreements for specific indemnifi-
.ations over and above the standard provisions of the clauses entitled Insurance -
Liability to third Persons (ASPR 7-203.22 and T7-402.26).
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Maintenance and Repair Costs - 15-205.20

Both normal and extraordinary maintenance and repair costs are allowable but in the
case of extraordinary costs they must be allocated to the periods to which applicable.
Advance agreements are recommended if maintenance costs are deferred.

Manufacturing and Production Engineering Costs - 15-205.21

Costs of engineering in connection with current manufacturing processes and current
production problems are allowable. Contractors should exercise care in the classifica-
tion within their accounts of these costs as distinct from general research and develop-
ment costs.

Material Costs - 15-205.22

Masterial costs are treated in considerable detaill and flexibility is provided to
recognize the various practices of contractors.

Specific provision is now included for the allowance of a contractor's inter-organi-
zation charges on a price basis, in lieu of cost where "(1) the item is regularly manu-
factured and scld by the contractor through commercial channels, and (2) it is the con-
+~actor's long established practice to price inter-organization transfers at other than

v >l fOr commercial work" provided this price does not exceed the price charged to the
most favored customer for the same item in like quantity, or the current market price,
whichever is lower. Although Section XV does not specifically recommend advance under-
standings with reference to a contractor's inter-organization transfers at price, con-
tractors may wish to consider the advisability of such understandings.

Overtime, Extra Pay Shift and Multi-Shift Premiums - 15-205.25

These costs are allowable "to the extent approved pursuant to ASPR 12-102.4 or per-
mitted pursuant to ASPR 12-102.5". Contractors should be familiar with these provisions
and negotiate for the approvals of overtime, where required, with the cognizant contract-
ing activity. Ad advance understanding may be required to assure recovery of costs.

Plant Reconversion Costs - 15-205.29

The costs of removing government property and related plant restoration and rehab-
ilitation costs caused by the removal are allowable. Advance understandings are re-
guired for the allowance of additional costs in special circumstances.

Pre-Contract Costs - 15-205.30

Advance understandings are recommended to achieve allowability of pre-contract
costs.

FProfessional Service Costs - Legal, Accounting, Engineering and Other - 15-205.31

4 The cost of professional services rendered by other than the contractor's employees
are allowable subject to special criteria. However, such costs in connection with orga-
nization and reorganization, defense of antitrust suits, and the prosecution of claims
against the government are unallowable. Such costs in connection with patent infringe-
ment litigation are allowable if provided for in the contract.

v
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:Tuiting Costs - 15-205.33

In general, this category recognizes industry practices. However, contractors
should review their practices to insure they are consistent with those followed in their
industry, since the costs of special benefits offered to prospective employees are unal-
lowable beyond the standard practices in the industry.

Rental Costs (Including Sale and Leaseback of Facilities) - 19-205.3%4

This category of costs is allowed. However, criteria as to reasonableness are estab-
lished which require careful review by contractors, particularly those who rent exten-
sively if rental costs exceed costs of ownership. Advance agreements are especially
important if sale and leaseback agreements are involved since in the absence of specific
contract provisions, rental costs are allowable only to the extent they do not exceed
the costs to the contractor had he retained title.

Research and Development Costs - 15-205.35

The contractor's independent "basic" and "applied research" as defined are allowable
when allocated to all work of the contractor. The contractor's independent "development"
is allowable when allocated to a&ll work of the contractor on related product lines for
which the government has contracts. In addition, the costs must be reasonable in amount,
should be pursuant to a broad planned program, reasonable in scope, and well managed.
Certain other tests must also be met.

7 1In view of all the criteria the contractor is encouraged to negotlate advance under-
andings based on submission of his planned independent research and development pro-
grans. In certain cases the government may support less than an allocable share of the
total cost of the programs. In these cases, the bases for agreement include but are not
limited to (i) agreement to accept the allocable costs of specific projects, (ii) agree-
ment on a maximum dollar limit on costs, an allocable portion of which will be accepted,
(iii) agreements to accept the allocable share of a percentage of the contractor's

planned research and development program.

This paragraph represents a substantial change in Defense Department policy brought
about by recognition of the need to encourage research and development, in the national
interest. In further recognition of the importance of these cost elements and their
magnitude, a Tri-Departmental Committee composed of technical as well as procurement
representatives has been established to negotiate advance understanding with contractors
whose business is on a Tri-Service basis. The activities of this committee will un-
doubtedly establish precedents of value to guide procuring agencies and contracting
officers.

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

This paragraph encourages the use of advance understandings. Royalties or other
costs for purchase of patents or rights thereto if necessary for proper performance of
the contract and applicable to contract products or processes are allowable unless the
government has a license or right to free use, or the patent is invalid, unenforceable,
or expired. Certain tests are set forth to determine whether the costs are reasonable.




Selling Costs - 15-205.37

This paragraph is also one that encourages specific advance understandings. It de-
fines selling costs and provides for their allowability and appears to exclude product
advertising costs.

Severance Pay - 15-205.39

Severance pay is an allowable item of cost, either on 2n actual or an accrual basis
provided such payments are required by law, employment agreement, or other established
policy, and provided such costs are reasonable and allocated to all work of the contractor.
The cost of abnormal or mass severance payments will be considered on a case by case basis.

Taxes - 15-205.41

Taxes in general are allowable except for Federal income and excess profit taxes,
taxes in connection with financing, refinancing, etc., taxes from which exemptions are
available and assessments which represent capital improvements on land. Taxes upon which
a claim of illegality or errcneocus assessment exists are allowable; provided that prior
to payment of such taxes: the contractcr requests instructions from the contracting of -
ficer concerning such taxes and takes all action directed by the contracting officer in
determining the legality of the tax or securing a refund. These provisions should be
~~refully considered, together with the specific tax clauses required elsewhere in ASPR

~ which may be included in contracts. This is particularly so with reference to taxes
o being levied by various taxing authorities on government property or its use by the
contractor.

Termination Costs - 15-205.42

This paragraph recognizes that terminations give rise to incurrence of costs or the
need for special treatment of costs which would not have arisen but for the termination.
Such costs and provisions regarding their allowability are set forth and should be care-
fully reviewed. It should be noted that the new cost principles will apply in the case of
terminations to all types of contracts negotiated after July 1, 1960 and to all contracts
negotiated prior thereto in which either the new cost principles or the new termination
clauses are included. With respect tc terminaticn of cost-reimbursement contracts, the
new principles present little change from the principles previously established by the
termination clauses. However, with respect to fixed-price contracts the new principles
are more restrictive, particularly with respect tc consideration of allowance of interest
on beorrowings and certain advertising expenses.

Training and Educational Costs - 15-205.h4kL

Training and educational costs are listed as allowable subject to certain restric-
tions. This makes it desirable for contractors to evaluate their educational programs
to determine whether advance understandings are necessary.

Travel Costs - 15-205.46

~=wws Travel costs are allowable; however the importance of advance understandings is
stressed with respect to costs of special or mass movements of personnel.

-~ END -
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Co Wo Snider
Speech for SIA Seminar - May 26, 1960

You have heard the opening remarks by our two previous panel members,
Commander Malloy of the Office of Assistant Secretary of Defense, and Mr. Gruenwald
of Tockheed Aircraft Co. I am assuming that in addition to the information contained
in their opening statements, that you also have a certain familiarity with the subject

of the Armed Services Procurement Regulations, entitled, "ASPR Section XV."

You know, then, that under the new Cost Principles Regulations, regardless
of whether the contract is of a Cost-Relmbursement-Type or a Negotiated-Fixed-Price-
Type, or if the contract has been terminated, it will now be audited under the new
provisicns of Section XV. With respect to terminated contracts, the major change in
auditing under Section XV, instead of the old Section VIII, is that interest which was
previously an allowable cost in a termination situation is no longer allowed. Under
Cost-Reimbursement-Type Contracts and Negotiated-Fixed-Price Contracts, the new
principles provide more specific guidance than in the past and it seems to me that this

will result in a reduced recovery by the contractor in many instances.

The subject of research and development costs representing a contractors
independent research and development work which is not sponsored by a contract, has
been mentioned briefly and inasmuch as the new regulations provide that prospective
contractors may seek agreement with the Govermment in advance of incurrence of this
type cf cost, it is undoubtedly advisable to reach an agreement before monies are
spent in this area. Actually, as we know, there is an Air Force letter dated March 2k,
1959, which provides that as a rule of thumb the Govermment will accept only 50 percent
of independent research and development. I believe therefor, that a contractor may
expect to be limited to this percentage - probably as a top figure which will be
shared by the Government.

However, the principal fault that I have to find with the Cost Principles is
not so much in what is said but rather in how this is administered. As you know,
industry worked for a good many years with the Govermment in trying to iron out the
differences that existed in the thinking with respect to the regulations that were
ultimately issued. In all probability, it could be stated that the new regulations
represent a pretty fair compromise and that the position of the small businessman is -

pretty much the same as the large company.
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Unfortunately, however, the personnel in the Government who wrote these
regulations are not the same individuals who administer them and it is in this area
thet I feel we run into the prinecipal problem when you consider the quantity and
quality of the administrative contracting officers, cost analysists, financial officers,
production officers, security inspectors, resident inspectors, inspectors of the wages
and hours division, officers charged with the responsibility of inspecting stockroom
activities, use of Government Furnished Equipment, authorization of personnel, and
last but not least, Army, Air Force, Navy, and Maritime Commissioned auditors. Very

often much is left to be desired from the standpoint of the small businessman,

Then, too, the small businessman very often does not have in his own
organization an individual or individuals who are well gqualified to cope with this
problem, I am reminded of the story of a small businessman who had been doing an
excellent Job in industry and who the Defense Department sought out for one of its
Cast-Plus development contracts. As in most small business organizations, he had few
records, controls and established procedures. The Department of Defense felt they
should give him some help and they sent their various bureaus in to assist him. Stock
control procedures were installed, progress charts, filing systems, all of the safe-
guards and controls normally found in Goverrment operations were properly installed.
A few months later the Contracting Officer stopped by to see this individusl to check
on how the contract was coming along and he asked him whether he had gotten the
proper help from the various agencies. He answered that they had the systems all
installed and said he knew exactly where all the materials were in the plant, that
he knew how much it cost to do almost anything and that he had all the graphs and
progress charts all up to date. The Contracting Officer then said, "Fine, now how's
the work coming along?" to which he replied: "Oh, we've stopped all production,

everybody's too busy working on the recordsd”

Then superimposed upon this whole system is the General Accounting Office
which in practice and procedure has made each of the other agencies extremely sensitive
as to what 1t may interpret as contract costs and what policies and procedures of a

company meay be approved.
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I should like to recommend to ycu the statement of Mr. Charles E. Hastings,
President and Chief BEngineer of Hastings-Raydist, Inc, Hampton, Virginia, before the
Select Committee on Small Business, United States Senate, March 20, 1959. In one
paragraph of his statement he says, "The G.A.O. has often been referred to as the
'watchdog of the public purse.! I well recognize, gentlemen, the advantages of such
a watchdog; however, when the watchdog turns and bites not only the robber, but the
butcher, the milkman, the iceman, the neighbor, the guest and even the child, it
cannot truly be said that the watchdog is properly serving the desired purpose. In
such cases, the dog is usu:lly destroyed and the owner reguired to pay the price for
the dog's actions. Too vicious a watchdog is frequently more costly than the possible

robber. "

It may be that Mr. Hastings is a little strong in his recommendations,
however, if you consider some of the things that have happened to hils company in
dealing with the Government, you will perhaps understand his thinking and as a matter
of fact to a greater or lesser degree some of the things that have happened to him
have probably happened to all of us. I think it is therefor probably worthwhile to

list his recommendations:

1. Government contracts with small business should be simple, concise
and easily understood, with emphasis placed on performance and

achievement (Internal Revenue short form).

2, Small business, to participate effectively in defense projects
under Cost-Type contracts; must be exempted from most of the
provisions, technical regulations and audits under the present
ASPR, specifically Section XV. I would personally recommend
that ASPR not apply to small businesses at all.

3. Small business must be protected against illegal and improper
actions of Government auditing and administrative officials
other than through recourse to costly and time-consuming appeal
procedures and the courts. A house-cleaning of the General
Accounting Office should be made, limitations placed on its
powers, and it should be held more closely accountable to

Congress for its action.
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An independent statistical study should be made to determine the

=

true opinions, attitudes and feelings of the small businessman
toward Government contracts and the administrative agencies

involved.

5. Ilegislation should be provided to authorize the awarding of
demages, attorney's fees, and interest by the Armed Services
Board of Contract Appeals and the courts to small businesses
if small businesses are forced to go to these costly ends to

obtain what is due them.

6. Small business, if it is to prosper and grow, should be

exempted from the Renegotiation Act.

T. That if the Government wants to help small business, the help
should be in the form of tangible help which any small
businessman can understand and benefit from - l.e. concrete
benefits, clearly defined, easily understood and equally

applicable to all small businesses.

8. Government contracts with small business should rel eve the
contractor of most of the onerous, expensive and conflicting

audits, regulations and unnecessary administrative controls.

In all probability, the new cost principles are here to stay. In my
opinion, the best solution for small business would be the elimination of their
application to companies under a certain size. We have a prec. .dent for this in
the tax law which provides for a reduced rate on income below $25,000. We also
have a case in point ir tiw Nenegotiation law that provides for a floor of

$1,000,000 of sales, below which it is inapplicable.

I think we should push for this as a solutii: and at the same time
make our feelings known that the regulations are being very poorly administered.
In this effort we could well join forces with other representative groups such as

A T.A,, N.5.I.A., and E.I.A.
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This panel discussion on "Cost Prineciples” is timely in some respects.
However, we are also at a disadvantage becsuse, as of this date, we have not had
any experience in operating under the new ASPR release, No. 50. Some of the
reservations thet I, and perhaps others of you in industry, hold with respect to
this document is the mamnner in which it will be adminmistered by the Armed Services.
With all due respect Lo one of my colleagues on this panel, Commander Malloy, I
would like, with his permission, to quote from his speech of February 19, 1960,

at Philadelphia, Pennsylvania:

"We have many cases that go Lo the Armed Services Board of Contract
Appeals which involve the factor of costs. The Board will bave use for these
nev principles, particularly in the area of fixed-price type contracts. For the
past several years, the Board has had no guidelines whaisoever in this area and,
hence, it created its own rules ana precedents. I believe that many of ithese

precedents will be upset in the future.”

I alsoc believe that many of these precedents will be upset. Perhaps it
is wishful thinking but I hope that we are wrong and that prior decisions can be
used as guidelines for determining aliowsble costs. The Board's decisions were
made after careful review of the facts, giving due comsideration to the rights of
the Govermment and the contractor. If we must accept the new Cost Principles as
& means of upsetting prior preceaentff-:ti’{«;;‘iﬁ-mnﬁ’;mme that the revised
Cost Principles were developed as & means of disallowing more of & contractor’s
legitimate and necessary business expense.? I hope and believe that the Commander
did not intend his statement to earry this inference, but that the new Cost
Principles are more specific apd thereby will eclsrify areas in the so-called gray

zone.
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One of the areas in which there no doubt will be mueh controversy is
the so-called "Cost Items Recommended for Advance Upnderstanding.” Section 15-107
defines this as special or unmusual coets in categories where resasonablemess or
allocability mre difficult to determine. Sections 15-201.3 and 15-201.k4 in turn
define ressonableness and allocability. I will not attempt at this time to evaluate
or discuss the pros and cons of these definitions except to point out that they
appear to follow and restate the old primciple of Treasury Decision 5000, i.e.,
"Is the cost necessary for and incidental to the performance of the contract?”
Admivistration of a contractor's costs under these principles is difficult at
1ts best, and opens the way for a wide divergence of opinion which may result in
many directives or regulations. With your permission, I would like to review

with you ome such case already in existence,

One of the cost jtems recommended for advance understanding is "Research
and Development.” Section 15-205.35 defines Research and Development which industry
has basically accepted. However, the corditions of reasoneblencss and allocability
are comtrary to industry practice, contrary to 8 free enterprise aystem, Jetrimentel
to a2 healthy and expanding indusiry so essential to the protection and growth of
our country. Costs of a contractor's Independent Research and Development must be
recovered as overhead through the sales of its produets, In terms of Govermment
contracting, the costs should therefore be allowable in determining the sales price.
The Cost Principles, hovwever, state that cost sharing may motivate for more efficient
accumplishment and, therefcre, in some cases, the Government bear lese than an

allocable share of the total cost.

As an administrative procedure, over ome year ago the Air Force issued &

letter which stated that procurement personnel should establish support of allocable
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general research costs on & dollar-for-dollar shering with the compeny, or
maxiwum limit of support vwhen the Government is the principal customer, Per-
centages of sharing other than 50«50 may be appropriate in particulsr csses.

This policy assumes that cne-half of the costs should be taker from the company's
profits and the other half allocated through overhead to all of the contractor's
business ~-- military and commercial. The portion taken from profits assumes that
it is an investment by the contractor in fubture produets or future business, It
takes funds from the stockholders or owners of the business the same as using
funds for buildings and equipment. 3Bui here the philosophy parts. Even under
investments for bulldings and equipment, the coniractor recovers costs through
depreciation alloecable to all the work performed. DBut not R&D -- these costs are
the contractors, never to become allowable under present or ‘uture business.
There, of coursc, can be little disagrecment &s to the goal or oblective of the
Government, which is tc obitain the waximu: development of knowledge and technology
as well as to obtain the best application thereof in &ppropriate channels in

consideration for the monies expended. .
SR VN A AN T B A P A

- uﬁ .
Another cless of’expenses to which I would like %o invite your elitention
is the cost item that is more restrictive under the new Cost Principlzs. Your past
experience, Iindustery practices, or Board of CTontracs Appeals decislons uay or may
not be ibz basiz for guidelines in making & determination as to alloswabiliby. As
an example of this class of expense, I calil your attention to Section 15-205.3%,
Rental Costs (Including Sele and Leaseback cf Facilities), paragraph (c), which

states:
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"Unless otherwise specifically provided in the contraet, rental costs
specifled in sale and lemaseback agreements, incurred by contractors through
selling plant facilities tc investment organizations, such as insurance companies,
or to private investors, &nd concurrently leasing back the same facilities, are
allowable only tc the extent that such rentals 4o not exceed the amount which the

eontractor would have received had it reteired legal title to the facilities.”

The manner in which this principle is administered could result in
substantial cost disallowances. It may be appropriate to apply this prineciple
to new sale and lemsehack transactions but it should not apply to lease contracts
entered into in good faith by & contractor prior to the issvance o¢f the rew Cost
Principles. OSale and leaseback has been an acecepted industry practice, There
are Board of Contract 3ppeals decisions that have upheld this practice. Tf the
costs under this type of sgreement heve beep allowable in the past, they should
be allowable in the futwre, Any other treatment or besis of disallowance is, by
administrative decision, making the new Cost Prineiples retroactive. Such & pro-
cedure would not in my opinion be fair and reasonable because the contractor cannct
change his lease agreepent to mect the administrative decision. The lest of reason-

ableness should apply tc both the Government and comtractor,

The last item that I would like to eall fo your attention is the application
of the Cost Prineiples to certain fixed-price type contracts. It will directly
affeect the subcontractor as well as the prime contractor, Prime contractors will,
of necesslty, be required to train persomnel in the application of the Cost Principles
to subcontract negotiaticn., The subtontractor in turn will, no doubt, be required

to maintain more detsliled records in support of its costs.
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I sincerely Lope that I have not appeared to be critical for I did not
intend %o do so. A great amount of effort has been axpended over the past seversl
years by very competent personnel from the Government and industry in developing
the revised Cosgt Prinmeiples. Compromises were made by both sides. The acid test
is yet tu be applicd snd the success of this docuunent depends to a great extemt

upon its adwministration,
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" 'zh cover the handling of governwent coatracts placed by the Pefense Departmeant
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Sec Forelgn FTurchaces
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Section Termination of Contracts
Sectinn Patenta & Copyrights

Section Bonds & Insurvance

Section Padersl, Ytate & Locsl Yanes
Section Labor

Section Goyvernment Froperty

Section Inapecticn & Acceplance
Section Contrack fost Privceiples
Section rcocuremeny Forms

Section Extraordinary (ontractual Actlons to Pacilleate the

¥ational Deferve

In addition to these basic Armed Service Procuremsnut Regulaticns, each Se-vice
follows up with implementations ¢f their own, known as AFPI (Air Force Procurement
Instructien), -~ Aflr Force people say ASFR follows AFPI! -- NPD (Wavy PFrocuvement
Directive}, and APP {Army Procurenment Procadvre}. The individual Sevvice
interpretations sometlimes differ greatly so s coniractor must be ready to livs
with 3 different sets of rules, depending onr which Service is his custemer. T
of industry's bigrest grives is the lack of uniform lmplementstion by the wavrieuw
Services of the begsic ASFR especlaily at the field lavel. However, that is a
subjest of its own, so tonight we'll stick with the basic ASPR Section XV without
golng into details of how the 3 gevvices interpret Lt.

As an sside at this point, I would like to point sut that industry does and must
constantly review how the warious ASTR sections are working out in sctusal
practice. vYarlous findusiry organizations, such as the Zlectronlc Industries
Asgeciation, the Naotional Security Industrial 4ssocistion, the Aersspace
Industries Association, the Automobile Manufacturers Assoclation, the Natiensl
Agsgeiation of Manufacturers, the U.$. Chamber of Commerece, and the Machinexy &
Allied Products Institute, sppoint committees of industzy speclalists £o keep
watech on the different fields of government precurement. The government also
favors this mutually beneffcial approach, e&nd jeint industry-government meetings
sre oftea held, et which industry's recommendations for changes in the basic
ASFR are reviewed. Theve is an over-all ASPR Comuittee headed by Capt. Malloy
which reviews and approves or disapproves all recommznded changes to the basie
ASPR as recommended by the ASPR Sub-Commitiees covering each Section of ASPR.
These ASFR Sub-Committees are composed of members frem all the Militarxy Services.
Tt is the ASFR Committez and Sub-Commititeecs that industry must deal with in
tecommending chanpes to ASPR. I am particularly familiar with these endeavors
{as Chailrman of the YA Terminstion Committee) in the terminstien f£leld where

1 heve seen 2 mumber of indus€rv recompeudstions sctually incorporated in

e



Baction VITI, ASPR. Mot tootisg wy own horu buik the working re
the Industry end Covernment In the Termination field is consides
with the result that more hes been accomnlished in this srez to
benefit of both sides than in auy other avea of defense conirscting. Presently
we are jointly preparing a8 simplified Terminstion guide primavily for use ¢f
grzall subs who don't know how to handie s Yermination and are confusad by

&STR Section VIII. Indugtry nseds the help of all of vou engaged in defenss
contracting. If you have any ideas or complaints, don't hesitate to bring them

to the attention of the appropriste industry association.

Before tackling ewxactly what is in the new Section XV and its impact on defenss
industry, I believe you would find it interesting to learn some of the history
behind the so-celled new Section X¥, which went into effect last July 1.

Prior to that date, the old Section XV covered cost principles applicsbie o
Cosg-type (CFPF, etc.) contracts only. Price redetermination contracks wereuw'd
covered specifically by eny Sectisn although the old Seetion XV was used as

a guide by Government persomnel. Terminatlon cost principles were a separste
set contained Iin Section VIll, ASPR. Ceat principles for forward pricing,
quotations, establishing negotiated or firm £ixed prices, ete., did not exist,
as such setions were generally accomplished by negotiation.

For a long time the government has been attempting to issue a comprehensive

set of cost principlies which would put all c¢osting actions under the same rules.
Industry has strongly oppesed such an idea on the grounds that different typs
contracts and costs {cost reimbursement v.s. fixed price)} do not lend themselwes
to 8 single set of princlples; also, that negotisted fixed price contracts ave
priced largely on a competitive basis. However, because of pressure by GAD and
Congress, the Depsrtment of Defanse, through Revisien No. 50 on November 2, 1959,
issved the New Section XV Contract fost Principles and Frocedures te be
mandatorily effective as of July 1, 1960.

Thanks to concentrated asetion by industry which culminated in & }oint Dafense-
Industry conference on Cctober 15, 1958, prior to the issuance of the new
Seetion XV, the new cost principles are more fleui{ble than the goverument had
originally intended. For instance, although they continue to serve as the
contractual basis for the payment of costs under cost-reimbursement type
conkracts, they will serve only as & guide in the negetiastion of prices or
settlements in 2ll other defense contracting. Also, "Reasoaakleness" is the
major test applied by the new Section X¥ in measuring the allowability or
nonallowability of costs.

Nevertheless, government suditovs 2ll over the country have turned to the new
principles with welish and sre sitempting to apply them across the hoard as
though they were mandatory. The result is a trend toward "formula pricing.”
One big reason for this is the present cost-cutting drives being pushed by sll
the Services; another one is the adwerse GAO publicity over the past fow years
covering the so-called horrer ceses where contractors have om occasions not
passed on to the goverument certsin cost sevings. Of course, never publicized
are the many, many cases where a contractor is given & clean bill of health

by the GAC. But that is another subijecf, so let us return to the one &t hand.

Before getting inte the new cost principles themselwes, I think it would be

2 good ides to briefly review the types of contracts &nd pricing actieons which
may be affected. Remember that IPFF end Production Contracis are 2 different
animalg. The cost-reimbursement type contract, whose costs are strictly



governed by the Section XV cost principles, is commonly known as s CPFF, CPIF
or Cest Sharing. 1In the case of the CPFF Contract, which usually covers
development of a new type equipment, an estimated cost plus a fixed fee is
established. The fee remsing fixed even though costs may be more or less.

The fee may be increased, of course, if a change of scope cam be established.
CPIP means cost plus incentive fee, where the contractor gets a greater fee if
costs are under target and a lesser fee if they sre over. Cost shering is
where the contractor and the government share the costs with no fee involved.
Cost-reimbursement contracts may be of a construction nature, with educaitional
institutions, or with commercisl organizations such as contractors.

The new Section XV cost principles are to be used &s a guide on the follewing
type contracts and pricing actions:

1) Firm or negotiated fixed price contracts where once the price is
negotiated it is never changed.

€2) Redeterminable and incentive type contracts where an original or target
price is get and then redetermined at some future date into a final
price. Both actions are now subject to Section XV cost principles as
a guide.

€3} Terminations. Every govermment contract contains & terminstien for
convenience of Government clause. 1In event of termination, most costs
are recoverable, with Section XV instead of the old Section VYIII cost
principles as a guide.

oo {(4) PFixed-price contracts with escalation; non-cost-reimbursable portion of
time and materials contracts; and labor-hour econtracts.

In other words, we now have government auditors checking almost everything we
do, including quotes, setting of prices on firm fixed price contracts,
redeterminations, terminations, etc.

Now, after all these preliminary stetements, jat us tuyrn to $he much

publicizad new Section XV, ASPR, aand 3eec just what 1t does say and how it effects
defense contracting. Before considering the individual elements of cost which
are or are not allowable, we should reviewr some of the generalizations in the
new Section XV:

€1} Advance understandings on particular cost items.

In order to avoid possible subsequent disallowance or dispute based

on unreasonableness or nonallocability, it is important (says the
government) that prospective contractors, particularly those whose
work is predominantly with the government, seek agreement with the
government in advance of the incurrence of special or unusual costs

in categories where reasonableness or allocability ere difficult to
determine. Examples of such instances are: Compensation for personal
services; use charge for fully depreciated assets; deferred maintenance
costs; pre-contract costs; and R & D Costs. Let me give you a word of
warning. Do not get advance sgreements in areas where you are having
no trouble. Also, don't sell your rights down the river just to get
an advance sgreement with, say, a local guditor.

(2) General factors affecting sllowability of costs.

Pactors to be considered in determining the allowability of individusl
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items of costs Include (i) reascnableness, (1i} allocability, (iii)
application of those generally accepted accounting principles and
practices appropriate to the particular eircumstances, and (iv} Any
limitations or excluslons set forth in Sze. XV or otherwise Included

in the conttract as to types or amounts of cost items. 4 cosat is
reasonable {f, In 1its nature or amount, it does not exzeed that which
would be incurred by an ordinarily prudent personm in the conduct of
competitive business. A cost is allocable if it 1s assignable or
chargeable to a particular cost objective, such as a contract, product,
product line, process, or class of customer or activity, in accordance
with the relative benefits received or other equitable relationship.
Unfortunately for industry, if a cost is listed as unallowsble in
Section XV, tests of reasonableness, allecability and generally accepted
accounting principles do not apply.

{3} Direct and Indirect Costs.

A direct cost 1s eny cost which can be identifled specifically with a
particular cost objective. As an aside, the government accepts direct
costing if results sre fair to Govermnment. Direct costing, however, is
difficult to use under Government Contracts where costs are uwsually deferred
and amortized. An indirect cost 1is one which, because of its incurrence

for comnon or joint objectives, is not readily subject to treatment as

a direct cost.

The above explanations are from the bread-brush viewpoint but it is necessary

to consider them in order to understand Section XV, because we are now ready to
consider the various individual elements of cost which in the eyes of the
government are or are not allowable. Before listing such costs, Section XV
says: "Section 15 does not cover every element of cost and every situation that
might arise in & particular case. Failure t¢ treat any item of cost in

Section 15 i3 not intended to imply that it is either allowable or unallowable."
This means that any peculisr costs you may have not specifically covered by
Section 15 have to be negotiated based on the broader principles of reasonableness,
allocability and application of generally accepted accounting principles. One
other observation might be in order at this time -- the contractor who mixes
government snd commercial work in one plant, with a consequent mixture of costs,
will probably encounter more difficulty with the new cost principles than the
contractor who keeps his defense work isolated in one location.

—

We are now ready to consider the individual cost items and their treatment in
Section XV, paragraph 205. They are ia alphabeticel order and we'll cover them
in that order with stress on the more controversizl and important areas.

ADVERTISING

Our first topic is near the top of the list as one of the most controversial of
all. It is the general opinion of industry that the new Section XV makes recovery
of advertising costs more difficult than the old Section XV, and certafnly much
more difficult under a termination than was true under the old Section VIII,

where advertising was allowable if reasonable end allocable. Under the new
Section XV the following advertising costs are allowable:

Advertising in trade & technical journals provided such advertising
does not offer specific products or services for sale.

Help-wanted advertising.
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Costs of participation in exhibits upon invitation of the Gov't. or
for purpose of disseminating technical information within the contractor's
industry providing specific products or services aren’'t offered for sale.

Advertising for purpose of obtaining scarce materials, plant or eyguipment;
or disposing of screp or surplus materials, in comnection with the contract.

Although govermment guditors are prone to disallow almost all advertising today,
defense contractors should not give in without a battle as 1t is definitely an
area for negotiation. The framers of the new Sectien XV recognize that Advertising
is causing considerable trouble in negotiations, end they are Investigating the
matter which wiil probably result in elaborating on the current langusge. Over
the years advertising has been a sore spot in the costing of defense work.
Although military people know it is useful, and often necessary, advertising by
defense contrectors is politically vulnerable. Defense officials have never
found a way to explain the contributior that institutional advertising makes to
the stability of our production system, or to the public's understanding of
nationsl defense problems.

Advertising in trade and technical jourunals is the biggest bone of contention.
A clear cut definition of what constitutes & trade snd technical journal has
never been released. The prohibition of advertising copy which offers specific
products or services for sale also is in an ambiguous arsa -- for instances,
what if such products are offered solely or substantially to the government.

in the absence of authoritative, definitive interpretations, defense contractors
are placed in the position of negotiating individually with various Gevermment
procurement and audit representatives. In my opinion defense contractors whose
advertising expenditures are substantial should seek reimbursement for every
dollar of advertising expense which has not been declared unallowsble in 2 clear
cut menner by a regulation, supporting his case by reasonableness, allocability,
and the fact that it is the over-all intent of Section XV to negotiate a fair
price -~ not to allow or disallow individual items of cest. Advertising beamed
strictly at commercial products, of course, could not be supported under &
government contract. The gist of the two peositions is that the Government sees
Advertising as Selling Expense ~-- Industry &s a means to keep its name before
the public, including Govermment sgencies.

BAD DEBTS

Unallowable as before on the theory that bad debts are Inapplicable to government
sales,

BIDDING COSTS

Spelled out &s Proposal Costs in the old Section XV, this is another problem area
in the new principles. Companies who previously charged independent research into
bidding expense are being forced to change their methods as it no longer can be
buried there. Also, some firms are running Into trouble because of heavy charges
under bidding expense for unsclicited technical proposals. Bidding costs
basically are scceptable if reasorable and equitable.

BONDING COSTS

Generally allewable.




GIVIL. DEFENMSE COSTS

bllowable except for contributions to civil defense fuwrds snd projects.

COMPENSATION FOR PERSONAL SERVICES

Generally allowable. However, ilmportant qualifications are placed on such things
as executives salariles, cash and stock incentives and bonuses, and deferrxed
compensation. If you are having trouble in thias srea, an advance understending
may be desireble. Stock options are unallowsble. The new Section XV goes to
much greater length than the old Section XV in outlining what is covered by
compensation for personal services,

CONTINGENCIES

The new Section XV 1s more liberzl than the old Section XV in that it specifies
that contingencies which are foreseeable within reasonable limits of accurscy
are sllowsble in estimating costs; ell other contingencies are unallowsble,.

CONTRIBUTIONS & DONATIONS

Continue unallowable., This is a real sore spot with industry. Ve maintain that
support of chariteble, scientific and educatienal institutions is s normal and
necessary cost of doing business in a community and, as such, 1s allocable to
Covernment business to the extent that it 1s ressonable. ¥For yeers industry

has fought to get contributions and donations accepted as an allowable cost on
government contracts. At one time it had succeeded through all the procurement
labyrinths of the Pentagon, only to hsve the ides vetced by a Secretary of
Defense who felt that what was good for General Motors was not geod for the
government. We will have to wait and see how the man from Ford reacts! We will
continue to fight this battle. However, for the time being contributions and
donations are unallowable costs on every phase of government procureument.

DEPRECIATION

Generally allowable if handled in accordance with procedures approved by the
Internal Revenue Code of 1954, as amended, and if applied on & consistent and
reasonable basia. However, depreciation on idle or excess fscilities is not
allowable unless such facilities are necessary for standby purposes. If ean
asset has been fully depreciated, a reasonsble use charge will be allowed 1f
a substantlal portion of the smount previously depreclated was not against
Government contracts or subcontracts. The use of a replacement value basis
is not allowed szince it involves & process of veluation.

EMPLOYEE MORALE, HEALTH, AND WELFARE COSTS AND CREDITS

Allowable providing income genarated from these activities is credited to the
costs.

ENTERTAINMENT COSTS

Strictly unallowable, unless for benefit of employees or in connection with
technical business meetings asnd conferences. As an interesting sidelight,

when the new Section XV was first released, this particular paragraph said

"but see 15-205.42." Section 15-205.42 happens to cover Termination Costs.

At the time the new Section XV was releesed, my Blectronic Industries Association
termination committee made & detsiled study comparing the new Section XV cost
principles with the old Section VIII cost principles. We could see no reasen

for the reference to termination costs under entertainment, so we contacted




certain people in the Pentagon and asked them if thie weant thal entertalmment
costs were allowable under a terminstion! We got a qulck answer on that ane ~--
it wona a eclerical error and the referance should have been to sectien 15-205.43,
covering Trade, Business, Technical and Professicnal Costs; the new Section XV
has now been corrected to show fhe proper reference, so at least indusiry can
say in one instance they were instrumental in changlng the new Section XV. We
diecovered it one day before Mr. Baznnerman, DPOD Pirecter of Procursment Policy.

EXCESS PACILITY COSTS

Unallowable, except those reasonably necegsary for standby purposes.

FINES AND PENALTIES

Dnallowable, except when fncurred ag s result of compliance with specific
provisions of the contract or instructions in writing from the Contracting Officer.

FOCD SERVICE AND DORMITORY COSTS AND CREDITS

Allowable providing profits are ilucluded as credits. Company cafeteria is 2n
exanple.

FRINGE BENMEFITS

Items such as pay for vacations, employee insurance, ete., generslly allowable,

INSURANCE AND INDEMNIFICATION

Generally sllowable but with important limitstions. If you have &ny problams in
this area, suggest you read the new Section XV carefully snd have an understanding
with the Contracting Officer.

INTEREST AND OTHER FINANCIAL COST3

Unallowable, as it was under ithe old Section XV. However, under old Section VIII
Interest Expense was allowable unlder a termination, which is the major change

as far as termination i3 concerned. Over the yesrs industry hes srgued that
Interest Expense should be allowed as the cost of money, for whatever purpese
and however evidenced, i3 an essential cost of doing business, povernmeant ot
comnercial. The government position is that thz allowance of Interest as »

cost would provide a preference for one method of obtaining capital requirements
over other methods and, therefore, would provide an incentive for borrowing for
the performance of gowvernment contracts even where cash requirements could be
met out of svailable cepitzl. 1Industry will ceatinue to push for allowance of
such a bsslc cost as interest; however, it will be & long hard road.

LABOR RELATIONS COSTS

Allowable,

LOSSES ON _OTHER CONTRACTS

Unallowable.

MAINTENANCE AND REPAIR COSTS

Generally allcowable.
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MANUFACTURING AND PRODUCTION EMCINTERING COSES

Generally allowable.

MATERIAL COSTS

Generally sllowable. The big preblem in this area is material sold or transferred
between plants, divisions or orgemizations. Competitive prices, profit on preoflt,
inventory pricing, etc., 8ll enter the picture.

SRGANITATION COSTS

Unallowable. Cover such things as fees in conuection with reoxrgsnization of
a business or raising capitasl.

OTHER BUSINESS EXTENSES

Allowable. Include such items as registry and transfer charges, costs of directors
and shareholders meetings, atc.

OVERTIME, EXTRA-PAY, SHIFT, AND MULTISHIFT PREMIUMS

Generally allowable. Overtime reguires prior approval.

PATENT COSTS

Allowable if title is conveyed to the government. Will discuss further under
royalties.

PENSION PLANS

Benerally zllowsble but subject to cloge scrutiny. If Internal Revenue has
approved Plan, there 1is no question.

PLANT FROTECTION COSTS

Allowable.

FLANT RECONVERSION COSTS

Generally unallowable., However, the cost of removing government property, and
other additional costs may be scceptable if agreed upon in advance.

PRECONTRACT COSTS

&llowable to extent they would have been zllowable if incurred after the date of
the contract. An anticipsatory cost clause i3 & goed idea in this ares.

PROFESSIONAL SERVICE COSTS -- LEGAL, ACCOUNTING, ENGINEERING AND CTHER

Generally allowable, except ir counection with organizstion and reorgenization,
defense of anti-trust suits, and prosecution of claims against the government, or
patent infringement litigetion.

PROFITS AND LOSSES ON DISPOSITION OF PLANT, EQUIPMENT, OR OTHER CAPITAL ASSETS

Tallowable,
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RECRUITING €O5TS

Allowable within ihe standerd preciices of the industry. From the government
standpoint, this ia snother problem mvea. Congress Is constantly keeping the
heat on DOD to make sure thet excessive recruiting costs are not allowed. A
recent DOD survey shows that reeruiting costs of Defense contrackors are
substantially higher than these of uon-defeuse contractors. The vesult may be
that CPFF contrsctors ave given too much leeway to enpsge in a race for techmicsal
talent st government expense. Industry, of course, maintsins that recruiting is
& necegsgary expense to advance the state of the art, and that it could not turn
out the complicated missiles and planes demanded by the government without
recruiting talented personnel.

RENTAL COSTS (INCLUDING SALE AND LEASEBACK OF PACILITIES)

Generally allowable., However, the portion relating to sale and leasgback of
facilities not previously coverad In the old Section XV, is causing trouble,

The new Section XV says: ''Unless otherwise specifically provided in the contract,
rental costa specified in gssle and leaseback agreements, incurred by contractors
through selling plant facilities o investment organizations, such as insurance
companies, or to private fnvestowvs, snd concurrently leasing back the same
facilities, are allowable only to the extent that such reutals deo not exceed the
amount which the contractor would have received had he retained legsl title to
the facilities.” This immediately becomes s hard figure to prove and an area
for negotiation. For instance, does the new Section XV apply to szle and
leaseback agreements entered iute prior to July 1, 1960, the costs of which are
reflected in contracts issuved after that date? This could be an sreas wvhere an
advance agreement would be necessary.

RESEARCH AND DEVELOPMENT COSTS

Without a doubt this Is the most contzroversial and difficult area in the entire
new set of coat prineiples, both from an industry and government standpoint.

The regulation is flexible enrcugh thst each contractor is being looked upon more
or less as an individusl casgse. with the result being separate agreements between
contractors and government as te how much ¢f the contractor's Research and
Development program the government will pay. Two important new general features
are incorporated in this revised principle -- {1} Necessity for advance agreements;
and (2) The theory of cost sharing ~- in other words, industry picking up a
porticen of the tab for Research aud Development Expense.

DOD Instruction 4105.52 established the Armed Services Research Specialists
Committee to review individual contractor's Research and Development Expense

end to determine what portion the government should bear. This Committee goes
into action only upon request of a particular military department for review of
independent Research and Development programs of defense contractors. If one of
the wilitary services has slready been assigned "negotiation cognizsnce" over

your firm, the chances are you will continue to deal with that Service in
negotiating your Research end Development Expense rate. 1t is the intent of the
government to revlew this area yearly. To date there ha&s heen wide divergence in
how various individual contractors heve fared in the Research and Development
area. As 1 mentioned above, there 13 no hard and fast rule of exactly how much
the government will allow. Thus, it is up to each company to sell its own case.
The DOD position is that they are dealing with each case on its merits, which

was the intent of the drafters of this particular cost principle. It also is

the government's intent to consider the reasonableness test €irst, and then
cost-sharing. How this may work out in actual practice is another matter. Before
getting further into the subject, let us exemine the new Section XY interpretation



of just what Research and Development Expense is end to whet exteant it may be
. 8llowable. Three categories of Research znd Development Expense are spelled out --

{1} Rasic Research ~- That which is divected toward the increaze of knowledge
in scisuee,

{2) Applied Resesrch -~ That which is directed toward the practical application
of sclence.

(3) Development -~ The systewmatic use of scientific knowledge directed toward
the production of or Improvement in useful materisls,
devices, methods or processes, exclugive of desgign
manufectering and production engineering.

Under Section KV, Basic Research shsll be alloweble as indirect costs {if reszsenable)
provided they are allocated to all work of the contractor -- production contracts,
development contracts, and commerclal work. Applied research, which is in the
never-never land between besic research and development, will be trested as basic
research only if its principal aim is not the design, development, or test of
specific articles or services to be offered for sale. Otherwlse, applied resesrch
falls in the development category. Under Development Expense, costs are allowable
to the extent that such development i{s related to the product lines for which the
Covernment has contracts. Development Expense, which probably comprises on the
average around 907 of a contractor’s Resesarch and Development Expense, is thus
gllocable only to Government production contracts and is the big bone of contentien
under the cost-sharing premise. Formerly, Research and Development wes allowable
under CPFF if specified in conirsct; s&llcuweble if allocegble under Termination:

no set rule on Firm Fixed Price or Redgtermiuzstle Congraests.

In the era of the cold war and survival, Research and Development efforts are
our very life-blood. The industry position is that the government should pay
igs full shsre of such expense or industry mey be discouxaged or unable to
participate fully in the Research and Development ares, from which the weapons of
tomorrow will rise. On the osther hand, Iindustry deoes not expect the government
to plck up the tab 100% where commercial products are involved. The result is
that Resesrch and BDevelopment Expense is strictly an ares for negotiation on an
individual company basis. The new Section XV is ambigious enough to leave a
wide opening as to what Research and Development Expense is and is not allowable
under government coutracts. You cannot tile into what the government is allowing
some other firm because each one is being handled differently. My final comment
is -- good luck to all of you in negotiating en asgreement on your Research and
Development Expense.

ROYALTIES AND CTHER COSTS FOR USE (OF PATENTS

Generally allowable with important exceptions. Such things as governmenz right
to free use ef patent, an unenforceable or expired patent, royalties srrived
at as a result of less then asrm’s length bargaining, etc., eater the picture.

SELLING COSTS

Allowable 1f reasonable and zllocable to government business. In a2 firm which

7 mixes government and commercial sales in one location, the question always
arises sbout the proper allocation of selling costs. Salesman's comaissions
are allowable only if paid to bona fide employees or agencies maintained by
the contractor for the purpose of securing business, which is sr improvement
over the old Section XV, where commissions and bonuses {(under whatever name)
were nou-allowable.
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SERVICE AND WARRAWTY COSTS

Hot covered by the old Section XV, these costs sre now generally allowable. A
problem ares {5 hew Co recover such eosts occeurring after a contract is delivered.

SEVERANGE PAY

Allowable but with important conditions attached. Each case is examined separately.

SPECIAL TOOLING COSTS

Generally allowable if alloceble to government work.
TAXES

Generally allowable, except for:

{1} Pederel incoma and excess profits texes.

{11) Taxes in connection with finanecing, refinancing or refunding operations.
{iLi} Taxes from which exemptions are evailable to the contractor.

{iv) Special asseszsments on land which represent capital improvements.

There &re so many tsxes today that it is a wise idea to get advance approval from
the Contrecting Officer when in doubt because of the legal ramifications.

TERMINATION COSTS

As mentioned before, termination cost principles formerly were contained in
Section VIII; now the new Section XV cost principles govern. Section VIII remaine
in aeffect covering termination regulations except cost principles. However, in
placing termination under the cver-all Section XV, it was necessary to pinpoint
spacific costs which ave peculiar to termination only. The EIA and NSIA
termination committees worked closely with the government ASPR committee prior to
the release of Section RV to mske sure it covered these peculiar termination
costs. The result is section 15-205.4Z which covars the following matters:

(1) Cost of common items reasonably usable in other work is not allowable.

{2) Certain Costs continuing after termination may be allowable,

{3) 1initial costs, including etarting load and Preparstory costs, are allowable.

{4} Loss of useful value of spzcisl tooling, specisl machinery and equipment
is generally allowable.

(5} Rental costs under unexpired leases are generally sllowsble.

(6) Settlement expenses (prepaving claim, settling subs, storage, etc.) are
allowable.

{7) Subcontractor claims are allowable.

TRADE, BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITY COSTS

Generelly alliowable, ineluding memberships, subscriptions, and technical meetings
and conferences.

TRAINING AND EDUCATIONAL COSTS

Generally sllowable, except grants to educational or training institutions, which
are considered contributions and unallowable.
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TRANSPORTATION COSTS

Allowsble.

TRAVEL COSTS

Generally allowabie. Again, we have & problem area from the government’s stend-
point. The Militery Departuents feel that more precision i3 needed in the ares

of per diem, travel and moving expenses, end would like to preseribe guidelines
similar to those applicable te Civil Service employees, to prevent gbuses by
industry. However, those in control at DOD prefer to let these items stay general
aud to curb any abuses which may deavelop under the concept of ''reasonableness'.
Industry certainly favors the latter approach, zs per diem, travel and meving
expenses are in z competitive category between firms. Naturally industry does

not favor paying more than is necessary for euch items, but at the same time it
must meet competition in these fields.

So far we have talked in generalities about government contracts and the cost
principles which govern them. Certainly we can't completely pass over the
actual role of the accountant in defense contracting.

Management wants to know (and has to know) how it is meking out on individual
contracts or subcontracts. It ig the accountant’'s job to provide and interpret
such figures. Re is a member of the team. A Government Accounting Dept., then,
should know how individual contracts gnd subcontracts are making out financially

to provide backing information for future bidding, for price redeterminations,

for profit analysis, etc. Costs cre usually deferred and amcrtized against
deliveries. Most impoxtant of all, the accountant in this field should de on

the negotiating team which sctually settles the final price with the government,
with other prime contractors, erd with subcontractors. It is a fascinating fleld
&3 you are actually creating figures, not balencing them, and you are desling

with people, not just bhooks. Actually, the field of government contract accounting
has been largely neglected in college curricula and sccounting books and
publications. This i3 probably duz to the fact that each firm takes an individual
approach to the subject and thexe i3 no set pattern to handle the confusing
complexities that srise; also to the fact that only the larger defense firms need

a separate government accounting depsrtment. The fact remesins that sooner or

later most firms get involved in a Governmeant Contract., "Accounting Cuide for
Defense Contracts, 3rd Edition", by Paul M. Trueger is the best book on the
subject. HNSIA through Harbridge House and the Graduate School of George Washington
University have sponsored courses in general government procurement.

Also, strictly fzom ar accounting stendpoint, let me show you the effect on profit
of disallowal of certain costs as spelled out in Section XV, ASPR:

Cost pexr books Cost disallewed Cost Alleowed
Prime Cost $1606,000 $ 5,000 $95,000
G&A Extpense 10% 10,200 2,400 B2 7,600
R&D Expense by 4 5,000 2,625 2.5% 2,375
Total Cost $115,000 $10,025 $104,975
Profit ¢ 25) A0 10,000

Total S.P. $116,975 $114,975
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While the esbove cese mey be slightly exsggerated, it points up the fLact that

the costs disallowed by the government ave true costs of doing business and

result {n a loss of profit. Thus, a countractor's commercial work is unduly
burdened with non-zllowable Gavernment cost and his incentive to perform Government
work ie lessened. Becsuse of today's situation, where svery bid snd every item

of cost 1s being examined, we maintain that renegotistion is obsolete eud shouid

be allowed to expire in 1962. Speaking of renegotiation, please do net confuse

it with redetermingtion, as so many people do -- renegotiation is the over-all

look the government takes at your government business for the yesr to determine

i€ you made too much profit; rcdetermination is the establishment of a final

price on an individual contract which 1s subject to price revision. Renegotiation
on incentive contracts is particularly unfair -- on the one hand you are encouraged
to get increased profits by cutting costs; on the other hand such profits are

taken away from you.

In closing, I'd like to leave you with 3 observations on the subject:

{1} The new Section XV has not really been in operation long enough for a
true Zest. In fact, some lasrge contractore did not go under the new
principles until 1 January 1961 in order to tie them into the fiscal
year, based on an sgreement with the Defense Department. Remember that
it is effective only on contrscts dated on or after July 1, 1960 (unless
existing cost-type reimbursemeat contracts have been gpecifically smended
to incorporate the new vrinciples). The result is thet we may hsve several
sets of cost principles in existence for & long time on contracts swarded
prior to July 1, 1966, but which may run for several years -- New Section XV;
0l1d@ Section XV; and Cld Section VIII. However, the DUD is investigating
the possibility of cutting all contractors over to the new cost principles
on &ll contracts in 6 months or so. Above all, do not let government
auditors and contracting officers at this time invoke the new Section XV
on contracts which becsuse of their date still belong under the old
principles.

{2) It is not the iatent of the framers of the new Section XV that all prices
be decided by audit reports or by rigid coat principles, or that "formula
pricing” take over. Let me quote from Section 15-603(c): "In applying this
Section XV to fixed-price contraects, contracting officers will: {1} not be
expected to negotiate agreement on every individugl element of cost; and
(11) be expected to use their judgment as to the degree of detail in
which they conszider the individual elements of cost in arriving &t their
evalvation of totel cost, where such evalustion iz appropriate.” 1 realize
that today the audit report hes become more and more the bible. However,
industry must fight back and must continue to insist on negotiated prices
vhich consider more than just individuzl elements of cost.

¢3) For eny of you who are really interested in this subject, I highly
recomnend you attend a joint government-industry Seminsr on "Depertment
of Defense Procurement under the Revised Contract Cost Principles and
Procedures' sponsored by the Hetional Security Industry Asscclation, end
to be hzld at the Sheraton-Park Hotel, Washington, D.C., on Jan. 24 and 25.
A full house is expected so you should get your reservations into NSIA
immediately. I have further details for anybody interested.




Gentlemen, 1t has been a real plessure o zalk to you on this fascinating and
isportant subject in the field of defense contract accouating. I would be most
happy to attempt to answer any questions you may have. Thaenk you for your
kind attantion,

END
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Mr, Chairman, Distingulshed Fellow-Participants
in this Seminar, lLadies and Gentlemen: £,

Revision 50 to the Armed Services Procurement Regulation was
spawaed after almost sight years of debate and largely abortive sfforts to
reconcile fundamental differences between industry representatives and
succession of government procurement officials. I}lt brought forth four pages
of index and twenty-six pages of closely printed taxt, entitied "Principles
sad Procedures For Use 1: Cost-Reimbursement Type Supply and Research
Contracts With Commaercial Organisations'. It was first issused on November
2, 1959, and was made mandatorily effective as to all ﬁow contracts to which
it is applicable, which were executed on or after July 1, 1960, Hence it has
beec available to the public for almost fifteen months and in force officially
almost seven months. There is, then, surely no point in merely listing the

.

diff srences between the provisions of this document and of its simpler, shorter
‘scessor. Most of you will probably have read and reread these so-called

winciples'' several times or, if you have not, you can and should.
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No one, however precise or eloyuent, can be a substitute for your own
careful study and consideration of the intricacies and complexities of this

most important subject,

Howsver, even the most ardeat advocates of these cost principles
would, I believe, concede that sven after this lapse of time, they are not
being applied wholly, or in some of the areas which were most intended to
be changed, and that wiyt to make them understood and effective still remain
to be found. I hope, tharvefore, that it may be worthwhile this morning to try
to focus our attention on sonm of these major problem aress, and leave to
some of the more detailed later discussions consideration of particular

differences between ald and new, |

Before golag on, howaver, let me digress long encugh to give you s
very fow statistice which should so amase you, if you are not already awars

of them, that you should have uo difficulty in staying awake until I am through,

Purchases of goods and services by the Armed Services are somewhat in @

' 4illion per year, and are expected to increase by at least tex
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within the next two years. According to our next speaker (in & spesch he
made in Philadelphia almost & year ago), and included in a significant analyais
of procuremaent submitted by the Defense Department last year to the Senate
Armed Forces Committes, between (0% and 65% of all such purchases ars
bein; made under either incestive, price-redeterminable or cost-reimbursems nt
type contracts. All such types of contracts are subject to the uw cost principles
ennunciated in the naw Section XV of ASPR. Thus some §15 to $17 billion dollars

of orders are or will be affected.

Now it is aleo generally conceded that ths application of these naw
principles cause the partial or total disallowance of costs actually and
necessarily incurred by defense contractors. I am personally convinced
that the average of such disallowances for most major primse contractors will
approach two percent of selling prices - and for many companies, exceed this
figurs. 8o if there are 2% disaliowances oo §15 to $17 hillion of sales, defense

contractors are being expected to absorb against their profits or, if there are

none, out of their other resources, between $300 and $350 million of unrecoverable

osts every year. Of course, to the extent such coatractors have profits in
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excess of these amounte, Uncle Sam absorba 52% of these casts, after all,
by letting them be sllowable tax dedutions. The remaining 48%, or some
$150 million, is atill & very large amount of monay » and one with which any

profit and cost conscious business raansgemaent should be most concerned.

There is, therefore, more incentive todgy than there has ever been
before for management and ite controliers to segregate and identily these
disallowable costs, and to minimise their amount in any practical and feasible
way. Do pot, however, sxpect to be able to eliminate them entizely, for with
faw if any exceptions, they are the kinds of costs which to same extent inevitably
must be incurred and patd in conducting any corporats enterpriss. The other
side of a campaign te minimize disallowadles is to be willing to accept and to

fight for the issuance of more firm &ud—pr}:: contracts, for thess cost principles

—

do not apply to them except in the case of change order pricing, terinization
., o T,

eSSl

settlements or a few othar special circumetances. Many government officials

wanted these cost principles to apply to all kinds of negotiated contracts, and the

exclusion of firm fixed-price contracts came only in the last drafling. A vestige

of this remains - look at Section 15-603 where discussion is bad of how these
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cost principles shall be "used as & guide in the evaluation of cost data
rejuired to gstablish a fair and reasonadle price"” whenever “costs arve
to be conmsidered in the negotiation of fixed-price type contracts. ™
Nonetheless, the ouly way to eliminats or minimize some of your costs
becoming part of the statisitcs 2 have quoted is to get more firm fixed-price
contracts and, whenever possible, minimige thc incurrence oi' Mowthh
costs.

Now let us return to the new Ssction XV itself. As you know, it is
composed of two parts « one labelled "Basic Considorations, " and the othey
Selected Costs’. The basic considerations include, for the first time,
definitions of "reasonablencss’ and of "allocadility”., 1 have heard no contractor
find any serious fault with these, and to have them spelled out with such cars is,
as I bave often said before, & real and significant achiovement dmmnﬂu.» |
In fact, several profossiosnal asccountants, a8 well as corporate controllers
and treasurers. have told me that they think the new rules would be mdlont.
and practical and completely workable, had they stopped right thers. Certainly

they would be more equitable, for the disallowances all come in the gections
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ou "Seiocted Costs”, and in most cases the disallowances of certain kinds of
coste are directed without regard to either their reasonableness or their
allocability, under these very same definitions. On the other hand, if costs
are allowed under the section oa Sslected Costs, they must also meet the teats
of these definitions of reasonableness and allocability - but paradoxically, no

one objects to that.

These definitions have oue other highly beneficial effect, however,
for they, ¢eoupled with Sec. 15-204 on "Application of Principles and Procedures, ™
resolve what might etherwise bave been an anomalous and dangerous division
of authority between auditors and contracting eificers in matters of cost

determiogtions. lL.et me llustrate:

The new principles say that they “seuntain geceral principles and
procedures for the detarmimtion and allowance of costs, " l-nd shall be
‘the basis for determination of reimbursable costs." Goverament suditors,
if this were the only language used, could find justification for asserting that

their findings under the cost principles are absoluts, and leave no latitude for
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negotiating, Somne of them wopuld like this very much: The next subsection,
however, says that the n;w priociples shall be “the basis for the negotiating

of overhead rates.” Since an auditor has no power to negotiate, this obviously
leaves tte resoluticn of indirect costs to the contracting officer or his delegated
nagotiator. Surely, though, it is not intended that auditors bave the final say

as to direct costn, and contracting officers as to indirect costs, and noue a9

to all costs!

This is where the subjective dstermivation of reasonableness, and the
objective determination of allocabllity under the new definitions, come to the
rascue of the contyacting officer, Those are flodings which enly a contracting
officer can make, and ofien only aftsr negotiation with the contractor. Let no
one sy, then, that the new cost principles supplant the contracting officer and
put the auditor in his place « for they do not and there is 2o such intention
embraced withia them, even though they admittedly enlarge the scope and

importance of audits.

Probably one d the mest significant aspects of the new principles is

their rejuirement or request for advance understandings oa certain particular
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cost itorns. Section 15-107 lists eight of these, but elsewhere in the part on
“"Selected Costs, ' advance agreements are suggented as 1o at least five additional
kizds of costs. ZILarller drafts would have made advance agreements mandatory
before any of the desiznated kinds of costs would have been allowed, dut the
fiaal regulation is less arbitrary and stringent, for it says, "But the absence
of such an advance agreemaent ¢u any elament of cost will not, h itself, serve

to make that element either allowable or unallowabls, ¥

Industry representatives have walcomed the forthright recognition
of the desirabllity of advauce agresnents in the new ASPR. The mors agres~
mente that can be reached, io advance of cegotisting particular conteacts, e
matters common o all coutracts uuiaa for cost determinations, the better »
for then protracted negotiations leading to long delays, and diffexring interpretations
by different contru:th;s agencies, will bs avoided, Also, the hﬂw m
in accounting methods can, through advance agreements, be recognized lml-

when necessary, recanciled.

But where can willing and anxlous contractors turn to nagotiate such

advance agreaments? As to one cost element » the sllowance of namcl; and

e il g b bt et
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develosment costs, they got a fairly prompt, uaisue and - in the main -

satisfactory answer. At least the big major defouse contractors did. A

special cornmittee was created early in 1960, composed of both scientific and
procurement officials from each of the thres Sexvices, and major contractors

have beer invited to submit and negotiate proposals for advance agreements 8¢

to the allowarce of yesearch costs, and as to both the mwsnco‘ﬂaf developrs nd

costs and the "product lines" to which they are t0 be allocated, Some of these

are for only annual periods, and sone extend over Saveral years into the future.

The work of this committes had boen intenne, thoughtful and patient - it has

resolved differences not only between government aud privates companies, but

2180 between scientist and purchaser, and betwaen the different Services themselves.
Thie is not to say everyouns, on either sids, a8 coms away completsly satisfied

with the negotiated results, but » major step forward has been acoomplished.

The unfortunate part of it is that the committes's time doas not permiit it te
negotiate such agreaments with everyons, large and small, prire nnd sud «

aud he.ce many coutractors still have no place 10 go to get advance ngromnti

on taese two sleameuts of conts.
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As to the other kindas o costs about which advance agresments are

urged, some by their very natv ¢ can only be negotiated on a contract-by-

‘contract basis. These are use charges for fully depreciated assets {unless

ene ie dealing wih an entire facility ussble for po rforming several coatracts),

pre-contract costs, royalties payable under & single contract (as opposed to

an oblization to pay royalties on all & company's or am;m'- producu).

travel costs, contingencies (undar Sec. 18-205. 7), plact mmaro@n euu’

{under Bec. 15~205, 29), and professional services ln connection with patent

litigation (undar Sec. 15205, 31), As to thess, sach company and its government |

contracting representatives mmt be aware of snd alert to the need for advance -

agreements - and be sure to get them as a g rt of orviginal coutract negotiations,

As to all the others, however, they are kinds of costs which by thelr
very nature can only be negotiated fairly on an everall, company-wide dasis, i
spplicabls to all contracts. These sost: elsments are compensatioa for ponond
services deferred maintenance costs, broad royalty odligations, selling and |
distribution costs, travel costs wheo plant yelocations occur, insurance (utdn

Sec. 15-2085,16), and rectal costs fixed in sale and Jeaseback agreoments ‘_

R e T R
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{under Bec. 15-205. 34). You can readily ses that these are all costa which
must be spread acroes multiple activities, and rarely, if ever, can be clearly
allocated to a single contract without great injustice to the contractor's other

business and outrage to doctrines of sound accounting,

The Services, and tl» Department of Defenvs, tie ntorg. muset find

a practical and fair and speedy way for reaching advance agresmsuts with
contractors on all these cost slements, i the pMmﬂhy objective of advance
agreements is to bi implemesnted. Varinus major cootractors have tried s
variety of approschas as to oue or more of these cost alexnents, bat it seems
to me that in this American pystem of ours, o rule or procedure of governmaent
is sound unless it can be efficiently carried out with all soncerns, large and

L If the governmsut wants the benefits, if should create sud maintain

the means to nsgotiste them.

One davice is availadle, though it has been sparingly used. That ta
the so-called basic agresment, in which « apart from soy particalar purchase -

are set forth in advanc e contract pyrovisions « sone mandatory and some optional »




PR

12«
which can be incorporated campletely ar by reference when particulsy
purchase orders or contracts are issusd. The trouble with these is that they
have never bean teled, by aach of the Services, and yarely as to tough or
controversial {ssuss. To use dDasic agreements to provide the means for
advance agresments oa cost slements will require, en the pa »t of both parties,
a willinzneas to extend only a3 partially testead techaique toa m prodlem, to
leara and correct its imperfections as exparience 1o gaived, avd an aggressive
d:stermination to find ways to make tham work. Techuical roadblocks should
not be needlessly interposed which would pr&cﬂat or deter or dolay attaining

the objectives,

1 sinceraly hope that some of the penslists from the military Services,
before this seminar is over, will tell us how they propose to get advance

agreements on thase slemente of cost!

The second part of the new ASPR, @ titled "Sslected Costs", contains
forty-six subsactions, each dealing with the allowabllity or ucallowability of

particular kinds of cost slements. Twenty-six items are completely alowable,
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teu are flatly disallowed, and ten more are only partially allowable. Those

allowed in whole or i part are, as 1 have said before, also subject to the

teste of reasonadleness and allocability. There are few, i any, normal couts

of doing business not mentioned In one way or anothey within these forty-six
subsections - hence the eflect of their issuance is to insert an auditor's maaual
within ASPR, althouph ASPR is primarily intended to be a pom‘:.y document,

It can be argued, with vizor on each side, timt such an inclusion should or

shouid not have bean ra de « but that is net the point in my ﬁrinzlng up this

matter. YVhat 1l waat to call your attention to is the fact that ASPR's provisions

are usually incorporated by vaference into contracts, and hence when & contractar
exscutes a contract, these ASPR proviniom become contractual terms, protectsd
and enforcible under the counmon law of contracts, whelly apart from the powery

of government sxecutive agenties to issus and enforce ressonable rules and
regulations. The authority of ASPR aleo extends over the procurement regulations,
rules or instructions of sach of tta Arce d Services, whose individual supple~
mentations or implementations must not contravens or limit ASPR's application. Th

result, therefore, of including such specific rules in ASPR is to make them
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binding administrative orders upon governmaent nagotiators and contracting
officers « as well as auditors -~ and contractual or otherwise legal commitments

of the contracton

Not 8o had these items been left for inclusion in the manuals of the
various audit agencies of sach of the three Armed Services. Then they would
have besu procedural instructions only, unilaterally binding upon goverament
auditors but not enforcible in law or by contract against contractors who de

not agree with them o0r who had not accepted the obligation to be bound by them.

Heance if it is in fact impoesible for a prospective contractor to aceept
and live under thess rules, it had better recognize and deal with this fact bafore
becomin contractually conunitted. There is, a9 you all kuow, a procedare for
obtaining variances in ASPR provisions - usually munbﬂm. time-conspuming,
slow and inherently dangerous to good relations with pa rticular contractual

agencias = but it is there to apply for if it is absolutely sseential,

This broad and parvading authority of these ASFR provisions has one

other iruportant sigaificance often overlooked by both government and industrial

PRSPy S—————
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represectatives. When the treat.nent of & particular ¢ost element has been
negotiated « such as the Jormula for allowaace of development costs and the
deliimitation of the "product line' or other base against which recovery is to
be applied - then not ¢nly are the contracting office and the coutractor bound
- but alao the government auditors are bound. They cannot refuse, capriciously
or otle rwise, to apply the formula negotiated, even though thty personally may

not agree with it or bellave that it should have been haudled in another way.

Similarly, the insertion of these provisions in ASPR act to restrict the
independant authority of audit agencies to issue sudit manuale, instructions
or procedures for the direction ard guldance internally of their own auditors
and outlyin: offices. They, too, must recogaise that such docunisnts cannot
vary or coutravens the provisions of ASPR - thay can only implament them oF,
within limits, supplement them. 1o other wo rds, ASPR here imposses the same
character of restrictions upen suditors as it does elsawhere upon the procuremsent
offices of each of the Servicen. This is the reason why the Controller of the
Defenss Department, and his staff, have such & continuing interest in the fixing

of cost principles aud procedures.
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There are, thraugbout this new ASPR, expressions or implications
of several governmental philossphies about procurement with which most
government coutractors sharply disagree. I will not attenpt to discuss sach
of them, for to & so could stretch this talk through the rest € the morning
« whereas 1 am sure most f you ars glad that my time is already almost up.
Some specific items, such as the governmaental attitude toward sdvertising
or exterialnment expenses, or contributions, will probably be mentioned by
subse uent speakers - but two mora gensral, and related, concepts I must
meution again - for they are significant, and represent in these ASPKs a

culinisatioa of attitudes too iong allowed $0 grow unchallenged.

The first of these is the idea that when there is no price competition,
there are no limits upan the contractor's greed and his anxisty to satiate it.
Thie is neatly sxpressed in Sec, 15201, 3 where it is said

"The guestion of reasonableness of specific costs must be

scrutinized with particular cars in connection with firms

or separate divisions thereof which may not be subject to

competitive restraints, "
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A prepdiderarce of soveramant husiness apnarertly ean create the presumption
that envpetitive restrnints are absant : thiz wan very bluntly evident in earlier
drefis of this ASPR, and is not wholly lacking from the fizal product. Same

elementa of Congress ~uits evidently believe that ne real corrpetition exiets

in the abaence of advertised pudblic hiddeg,

The facts are that thers ars few businesses whose purchases are so
souzit after and fought for as are the kinds of things ths government buys by
negotiated procuremenrt. A preponderance of governoment busire 88 rarely,
if ever, frees a company o competitive restraints. Such restraints are not
imposed only by price competition « for price is but one facet of eompetition.
Others, e;ually important, are labor rates, which are fixed by the competition
for jobs in an area or within an industry; technical capabllitice « the competition
to outdesign someone else; production knowehow and tosling « the competition
to be able to produce faster, or better, or chesper than other companies.

None of these elements of campetition ean safely be lessened by having a

preponderance of goverrunent business,




R The gaczad is the idea thotl a ugseful and valid techui jue to ovarcox
the ascivoad sbrence of comnpatitive restraints ls to re uest or demand
"coat-gharing”. Wherse the cost being talked about is o direct cost, then a
demand for cost sharing is & &irect attack upou & contractor's right toa
fair and reasonable profit. In cost-relmdursement type cootracts, profit
raturu is aiready 80 low - especially after taxes - that a new name has to be
found to cut it down still nuore. I the cost is an lodirect cost, then the
re uireumient for cost-sharing not only cuts down the cootractor's profit
oace - but partially & second tirne = all in the sames deal: Indirect costs,
by their natur e, must be aliocated over a broad base » usually by a percentage
forcauia. Recwember that this formula must maeet the overall test of allocability
set up elsewhere in these cost principles. To the sxtent a egdncw has none

goveromaent business, and its allocation formula vequires that busion as to bear

its share of the indirect cost, then there has already bean cost sharing in
favor of the government. To demand further sharing is to have your cake

a:ad tc eat it too!

pRTTREE———————
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Cost sharing, therefore, in cither case does not increase the

motivations toward good perfovrmance - it only increascs the necesnity to

cut corners recklessly to try t0 recoup more deserved profits which have

goae down tle drain,

1 is fair w ask, aiso, what grouads the Departnent of Peicnu or
Armed Services have to assume an Absence of high motivation, especially
among those campanise which do little if any work foy anyone except the
government. To them, the interests of their best, or only, customer are
paramouni, For goverament spokesmen to poiat to & few cases -~ lens than
100 out of nmany thousands -~ where some prime or subconiractor rade a profit
on & particular contract which seemed too high to the General Accounting Office
or to a partisan Congressional Committes, is no justification - for in almost every
sae of those cases, Mumoit&rtlgsmmﬂmimkom or an unrecoge
nised breakdown of communications, or & basic ceatractual right accepted by
the government. In no singe case reported was & major goverament contractor
even accused - much less found gullty - of improper motivation. To sanyons who

has lived in the environment of owr competitive free esterprise system, and
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wiv belisved deoply in thielop -ran e wiadon: ¢f its cholce by the Ane rican
people, aad who knows first~haud o its power o craate the hizheat motivas
of etldcal conduct in management, and who has seen timae and again the eelfs
sacrifice aand patriotiam of America's defense industrialy, it is jut incompre~
heusille that men of gosdwill In wveruinent can believe that such artificial
slimulaots as "cost-siariag” chu improve relatinns betwsen industry and

goversunent,

All of us helieve that it is morally and ethically wrong, and not to the
interesta of our country, for defense industry to make or rataln exorbitantly
hi:h profits from defense comtracting Let us all also belisve, with squal
farvor and conviction, that it {s also mosally and ethically wrong, and not to
the interests of eur country, to make defense industry & second~class industrial |
citinen, depressed la profits allowed to a point below falr and usual industrial
rates of return, and deprived of charging © the pvcmm its faly chan of
all true coste. If the proponents of the latter wers as voesl, and uAmccuml.

as the proponents of the forne r, then we would and could havs a much shortes,




lepa cornpley a4 more equitable set of Cost Princinles then we find in the

vew ASPR, Section YV if, indeed, we would nced any at all!

Thank you, ladics and gentlemen, for your kiad sttextion.
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My, Chairman, Distinguished Fellow-Participants
in this Seminar, Ladies and Centlemen:

Revision 50 to the Armaed Services Procurement Regulation was
spawned after almeost sight years of debate and largely abortive afforts to
veconcile fundamental diffsrences between industry representatives and a
succession of governmeut procurement officials. Tlt brought forth four pages
of index and twenty-six pages of clossly printed text, eatitied "Principles
and Precedures For Usa l: Cost-Reimbursement Type Supply and Research
Contracts With Commaercial Organisations'’. It was firet issued on November
2, 1959, and was made mandatorily effective as to all new coutracts to which
it is applicable, which were axscuted on or after July 1, 1960. Hence it has
been available to the public for almost fiftesn months and in force officially
almest seven months. There is, then, surely no point in merely listing ths
diffsrences between the provisions of this decumaent and of its simpler, shorter ‘
predacessor. iost of you will probably have rsad and reread these so-called

"cost principles’ several times or, if you have net, yeu can and should.
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No ene, howsver precise or sloguent, can be a substitute for your ewn
careful study and consideration of the intricacies and complexitics of this

most impertant subject.

Howsver, sven ths most ardsot advecates of thase cost principles
would, I belisve, conceds that even after this lapse of time, they are not
being applied wholly, or in seme of the areas which were most intended to
be changed, and that ways to make them understood and effective still remain
to be found. I hope, therefore, that it may be worthwhile this morning te try
to focus sur attention on sorre of these major problem aress, and leave to
somne of the more detailed later discussions consideration of particulay

differsnces between old and new.

Baefore going on, howaver, let me digress long encugh to give you a
very low statistice which should se amase you, if you are not already awars
of them, that you should have no difficulty in staying awake until I am through.
Purchases of goods and services by the Armed Services are somewh t in o>

hillion pary year, and are expected to increase by at least tex
—



within the naxt two years. Accerding to our next speaksr (in & spesch he

mads ia Fhiladelphia almost a year age), snd included in a significaut analysis

of precurement submitted by the Defense Department last year to the Senate

Armed Ferces Committes, between 60% and 65% of all such purchases are

being made under either inceative, price-redaterminuble er cost-reimbursens ut

type contracts. All such types of contracts are subject to the new cost principles

snauncisted in the new Section XV of ASPR. Thup some §15 to $17 billien dellars

of orders are or will be affected.

New it is also generally conceded that the application of these new

priuciples cause the partial or tstal dissllowance of costs actually and

necsssarily incurred by defense conmtractiors. I am persenally convinced

that the average of such disallowances for most major prime contractors will

approach twe percent of selling prices - and for many companies, sxceed this

figure, So if there are 2% disallowances ou $15 to $17 billion of sales, defense

contractors are dein; expected to abserd against their profits or, if there are

sens, out of thaiy sther resources, between $300 and $350 millien of unrecoverable

oste svery year. Of course, to the extent such contyactors have prefits in
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excess of thase amounte, Uncle Sam absorbs 52% of these costs, afier all,
by letting them be aliowable tax dedutions. The remaining 48%, or some
$180 million, is still & very large amount of money - and one with which any

profit and cost conscious business management should be moest concerned.

There is, thevefore, more incentive todgy than there has ever been
bafore for management and ite controliars to segregate and identify these
disallewnble costs, and te minimise thair ameunt in any practical and feasible
way. Do not, however, sxpect to be abls te elicninate them entively, for with
fow if any sxceptions, they are the kinds of costs which to some extent inevitably
must be incurred and paid in conducting any corporate enterpriss. The other
side of & campaign to mintnise disallowadles is to be willing to accept and to

fight for the issuance of mere firm fixed-price centracts, for these cest principles

oA e R
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de not apply to them except in the case of changs order priciag, termization

settlements or & fow othar wmamm Masy governmaent efficials
wanted these cost principles to apply to all kinde of negotinted contracts, and the
sxclusion of firm fixed-price contracts came oaly in the last drafting. A vestige

of this remains - look at Section 15-603 whers discussion is had of how these



‘5-

com principles shall be "used an & guide in the svaluation of cost dats

re uired to establish 3 fair and reasonable price” whenever ‘'couts are

to be connidered in the negotiation of fixed-price typs contracts.

Nouetheless, the ¢nly way to eliminate or minimise soxns of your costs

becoming part of the statisitcs 1 have quoted is to got mere firm fixed-price

contencts and, whensver possible, minimise the incurrence of unallowable

conts.

Now let us veturn to the new Section XV itself. As you know, it is

composed of twe parts - ous labelled "Basic Cansiderations, ' snd the other

"Selocted Conts''. The Dasic considewations includs, for the first timse,

definitions of "ressenablencss” and of "allocability’’. 1 have heard no contractor

find any serieus favit with these, and te have thex: spelled aut with such carve s,

as I bave often said before, & real and significant achigvement of the new rules.

In fact, several professional accountants, as well as corperste controllers

and treasuvers, have told me that they think the new rules would be excellent,

and practical and completely workable, had they stopped rigit thers. Certainly

they would be more equitable, for the dissllowances all come in the sections
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ou "Seiscted Costs", and in moet casss the disallowances of certain kinds of

couts are directed without regard to sither their reasvanblensss or theiy

allocability, uader these very same definitions. On the other hand, if coste

are allowed under the section on Selected Costs, they must also mset the tests

of these definitions of reasonablensss and allecability -~ but paradoxically, no

ane objects to that.

These definitions have one sther highly bensficial effect, however,

for they, ceoupled with Sec. 15-204 on "Application of Priociples and Proceduves, "

resolve what might otherwiss have been an anomalous and dangerous division

of authority between anditors and contracting officers in matters of cost

determinations. Let e ilustrate:

The new principles say that they "contain geossal principles and

procedures for the determimtion and allowance of costs, "' and shall be

‘the basis for determination of reimbursable costs.” Cevearnment auditors,

if this were the only language used, ceuld find justification for asserting that

their findings undey the cost principles are absslute, and leave no latitude for
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negetiating. Seans of thex: would like this very much: The next subsection,

however, says that the naw principles shall be "the basis for the nagotiating

of overhead rates. " Since an auditor has no power to nsgetiste, this ebviously

lsaves tha resolution of indirect costs to the contracting officer or his delegated

nagetianter. Surely, though, it is not intended that auditers bave the final say

as to direct costs, and contvacting officers as to indirect costs, and nons as

to all costs !

This is wherve the subjective determination of reasonableness, aod the

objective determination of allocability under the new definisions, come t0 the

rescus of the contvacting officer., Thase ave findings which enly a contracting

officer can make, and often only after negetiation with the contyactor. let no

ens say, then, that the new cost principles supplant the centracting officer and

pat the auditoy ia his place « for they do not and thers is oo such intantion

enbraced withia them, even theugh they admitiedly snlarge the scope and

importance of andits.

Pyobably ons € the most significant aspects of the new principles is

their requirement or reguest for advance understandings eu certain particular
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cost itorns. Section 15-107 liste eight of these, but alsewhere in the part on
"Selected Costs, '' advance agreemants are suggested a8 0 At least five additional
kinds of costs. Earlisr drafte would have made advance agresments mandatory
befors any of the designated kinds of costs would have been allowed, but the

fioal regulation is less arbitrary and stringent, for it says, "But the absence

of such sn advance agreemant on any element of cost will net, in itself, serve

to make that slemnent gither allowable or uuallowabls,

Industyy repressritatives have welcomed the forthright recognition
of the desirabllity of advance agresments in the new ASPR. The more agree-
meuts that can be reached, in advance of uegotiating particular contracts, on
matters comman $o all contracts calling for cost datermingtions, the beiter -
for then protracted aegotistions leading 10 lony; delaye, and diffesing interpretations
by different contractios agencies, will be avoided, Alse, the legitimate variances
in accounting methods can, through advance agresnents, be recognised and,

when necessary, recenciled.

Buat where can willing and anxious ceatrsctors turn to negotiate such

advancs agreaments? As to one cost element - the allewance of ressarch and
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developmaent costs, they got a fairly prompt, uoi ue and ~ in the main -

satipinctory answer. At least the big major defense contractors did. A

special committee was crested early iu 1968, composed of both sclentific and
procurement officials from cach of the thres Sexvices, and major comtractors

have baen invited 1o submit and negotiste proposals for advance agreements a9

to the allowance of ressarch costs, and as to beth the aliewance of developme nt
coats and the "product lines” to which they are to be allecated. Some of these

are for enly annual peviods, and sens extend over several years into the futurve.

The work of this committes has besd intense, theughiful and patient - it has

resclved differences not culy betweesn governmsst and private companiss, bt

slae between scisntist and purchassr, and beiween the diffsrent Services themsslves.
This is not to say everyens, on eitber sids, Qsmnmycmﬂady satisfied

with the negotinted resuits, but & major step ferward has bees aceemplished.

The unfortunste part of it is that the committes's tisne Goss ot permit it to

negotiate such agreaments with sveryons, large snd ginall, price and sub -

and he.ce many contraciars stili mve no place 10 go to get advance agrsements

ou toese two slaments of costs,
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As to the othey kinds o costs about which advance agremmaents are

urged, some by their very natwe ¢ can only be nsgotiated on a contract-by-

contract basis. These are use charges for fully depreciated assets {unless

one is dealing with an entire facility usable for o rierming several coutracts),

prs-coutract costs, royalties payable under a single contract (as opposed to

an gbligation to pay royaliiss en all & company's or division's products),

travel costs, contingencies (undey See. 15-205. 7), plant recouversion costs

(uader Bec. 15205, 29), and prefsssicnal services in cennection with patent

litigation (undey Sec. 15-208, 31). As to thase, each company and its governmmt

contyacting representatives mat be awars of and alert to the need for advarc e

sgreerenis - and be sure to get them a8 & o rt of oviginal contyact negotistions.

As to all the others, however, they avs kinds of costs which by their
very aature can enly be negetiated fairly on an everall, company-wids basis,
spplicable to all contyacts. These cost: slamants are compensatioa for perecnal
services deferred maintenance costs, breoad rovalty cbligations, selling snd
distribution costs, travel costs when plant velocations eccur, insurance (wder

Sec. 18209, 16), and rectal costs fixed in sale and leasedback agresments
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(under Bec. 15-205, 34). You can readily ses that these are all coste which
must be spread acroes multiple activities, and rarely, if ever, can be clearly
allocsted to a single contyast without great injustice te the contractor's othay

business and outvage to dectrines of sound accounting,

The Services, and tie Department of Defanss, tie refore, mumt find
A practical and faiy and speedy way for reaching advance agresments with
cordractors on all these cost slements, il e praisewerthy objective of advance
agresmants is to be implemaented. Varisus major contractors have tried &
varisty of approsches as to ous or merve of these com slements, but it seems
to me that in this American system of ours, oo rule or procedure of governmaent
is sound usless it can be sfficieatly carried out with all concerns, large and
small, If the government wents the benafits, if should ¢reste and maintain

the mesns (o negetiate them.

One dsvice is available, though it has been sparingly used. That is
the so~called basic agresmaeant, in which « apart fron soy particalar purchase -

are set forth in advare ¢ centract provisions - sere mandatory and some optional ~
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which can be incerporated comnpletely or by reference when particalary
purchase orders or contracts are issuwed. The trouble with these is thet they
have nover been tried, by each of the Services, and rarely as to tough or
contreversial issuss. Te use Dasic agreaments to provide the means for
advance agresmaents oa cost elements will require, en the pa vt of both parties,
a willingness te axtend only & partially testad tecxhnigue to & new problam, to
lsarn and correct its Lmpervfections as exparients is gained, and an aggressive
datermination to find ways to maks thean werk. Technical yoadblocks should
not be needlessly interposed which would prevent or deter or delay atiaining

the objectives.

1 sincarsly hope that some of the panslists from the military Services,
before this seminar is over, will tell us how they praopess to get advance

agresments on thase slements of cost’
The socond part of the now ASPR, a titled "Selected Costs', contalas

forty-gix subsections, esch dealing with the aliowability or soallowsbility of

particulsr kinds of cost slaments, Twenty-six tems are completely alowable,
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ten are flatly dissllowed, and ten more are ouly partially allowable. Those
allowed in whale or in part are, a8 ] have said before, also subject to the
tests of reasonablences and allocability, There are few, if any, vormal costs
of doing business not mentioned in one way Or snother within these forty-six
subsections - hence the affect of thelr issuance is to insert an auditor's manusl
within ASPR, although ASPR is primarily intended te be & pelicy document,
It can be argued, with vigor on sach side, tint such an inclusion sheuld or
mammnmm«duwumm»mumﬂmmupw
matter. What I want to call your attention to is the fact that ASPR's provisions
are usually incorpoveted by reference into contyacts, and hence when & contractar
sxecutes 8 contract, thase ASPR provisions become comtractual terms, protected
sod enfercible under the common law of contracts, whally apart from the power
of government exscutive agencies 1o issus and enforce ressonsble rules and
vegulstions. The authority of ASPR al® axtends over the precuremaent regulations,
rules or instructions of sach of the Arnse d Services, whose iudividual supple-
maentations or implementations must net contravene or limit ASPR's application. T

repult, thevefore, of including such specific rules in ASPR is to make them
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binding administrative orders upen government aagotiaters and centracting
officers - 58 well as suditors ~ and contyactual or atherwiss legal commitments

of the contvacton

Not s0 had thase iterne been left for inclusion in the manuals of the
various audit agencies of each of the thres Armaed Services. Then they would
have besn procedural instructions enly, unilaterally bindiog upon goverament
saditors but aet eaforcible in law or by centract Againet coutractors who do

not agres with then o wio had not accepted the obligation to be bournd by them.

Henes if & {9 ia fact isapossible for a prespective sontyactor to accapt
and live ander these rules, it bad better recogaise snd deal with this fact befors
becoming contractuslly comnitted. There is, as you all know, a precedure fov
obtaining varisnces in ASPR provisions - ususlly camberseme, time-consuming,
slow and inherently dangsrous t0 good relations with yu rticular contractual

agenciss » but it in theve to apply for if it is absolutely sseential.

This broad and parvading authority of these ASFR provisions has one

sther important significance afisn overieoked by both governmext and industrial



representatives. VWhea the treat.cent of a particular cost element has bsen

negotiated - such as the ‘ormuls for allowance of development costs and the

delimitntion of the "product line'' or othear base against which recovery is to

be applied ~ then not enly are the contractin: office and the contractory bound

- but aleo the government suditors are bound. They cannet refuse, capriciously

or otls ywise, to apply the formuls negotiated, even though they pervsenally may

oot agres with it or belisve that it should have besn handled in another way.

Similarly, the insevtion of these previsions in ASPR act to resirict the

independent authority of audit agencies to issue audit manuals, instrections

or procedures for the divection and guldance intercally of their own suditors

and outlying offices, They, too, must yexpgnise that such documaents cannot

vary or coutravens ths previsions of ASPR - they can enly implament thesn o0,

within limits, supplement them. In other we vde, ASPR here imposss the same

character of restrictioas upon auditors as it does elsewhere upen the procursment

offices of sach of the Services. This is the reassn why the Contreller of the

Defanss Department, and his staff, have such a continning interest in the fixing

of cost principles and procedures.
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There are, throughout tiis new ASPR, expressions or implications

of several govermmnsutal philosupbies abeout procuremaent with which most

government contractors sharply disagres. I will not attenrpt to discuss each

of them, for to & so could stretch this talk through the rest  the moerning

= whereas 1 am sure mest & you are giad that my time is alveady alinost up.

Some specific iteams, such as tin goveramental attitude toward sdvertising

or euteriaioinent expenses, or contributions, will probably be mentioned by

subgeuent apeaksrs - but two mmore genarel, and related, coocepts I must

nention again - fer they are significant, and represent in these ASFRa s

sulossation of attitudes too iong allowed to grew unchallenged.

The fivst of thees is the idea that whes there is ne prics competition,
thare are no limits upon the contractor's greed and his anxisty to satiate it.
This is neatly expressed in Sec, 15-201. 3 where i is suid

"The yuestion of yeansembleness of specific cesis must be

serulinined with payticular care in connection with fivms

or separate divisions thereef which may oot be subject to

competitive restrainte. "
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A nrepoiderarce of vovers-mart huginess asnare-tly can oreate the presumption
that rormpetitive restyalnts are absant u thiz wan very bluntly evident in eariier
drafts of thie ASPR, and is not wholly lacking from the fizal product. J=ame
slements of Congress uite evidently believe that no real competition exists

in the absence of advertised pudblic hidding.

The facts are that thexe are fow businesses whose purchases are so
sought after and fought for as are the kinds of things ths governmaent buys by
negatiated procurement. A preponderance of government busim o8 rarely,
if ever, fress A company o competitive restraints. Such restraints are oot
impesed snly by price competition « for price is but one facet of competition.
Others, equally important, are labor rates, which ave fived by the competition
for jobs in an ayea or within an industyy; technical capabilities ~ the competition

to outdesign someone sise; preduction knew-how and tosling - the competition

. to be sble to produce faster, or bettar, or cheaper than other companien,

None of these slements of campetition can safely be lessened by having a

preponderance of government business,



The sacsad is the ides thoi a useful and valid techui jue to overcowe

the asswned abreace of conpeatitive restraiats 1s to re uest or demand

"coat-sharing”. Where the cost being talked about is a direct cost, then a

demand for coat sharing is & direct attack upon & contractor's right to a

fair and reasonable prafit. ln cost~reindbursement type cootracts, profit

returu is aivendy 80 low ~ especislly after taxes ~ that a new name has to be

found to cut it down still quere: 1 the coet is an indirect cost, then the

requirement for cost-sharing aot oaly cuts down the contyscter's profit

sace ~ but partially & second thne ~ all in the same deal: Indirect cests,

by their nature, must be sliocated over & broad base - usually by a percentage

forcauia. Remember that this formula must meet the overall test of allocability

set &p elaswhere in these cost principles. To the smxtent & cotracter has nene

govarnment business, and ite aliocation formuls requires that busine as to bear

ite share of the indirect cost, then theve has alrveady been comt sharing in

favor of the govermmnent. To demand further sbaring is to bhave your cake

and to eat it too!
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Cost sharing, therefore, in cither case does net increase the

motivations toward goed perforymance ~ it only increases the necessity to

cut corners vecklessly to try to recoup more deserved profits which have

goas down tie dyain,

I is foir W ask, aiso, wast grouads the Departent of Defense or
Arraed Bervices have (0 assumie an Absence of high metivation, egpecially
among those companies which do little U sny work for anyons except the
govermment. Te thex, the interests of their best, or enly, custemsy are
paramount. For goveromant spekesmen t0 peint to & fow cases - less than
100 out of many theusands - where seme prime or subcestracter wads a profit
o & particular gortract which seerned too high te the Censral Accounting Office
or to & partissn Cengressiensl Cammittes, is no justification - for in alment every
coe of those cases, there was eithar & lsgitimate mistake made, or Ao unrecog-
nised breskdown of cornmunications, or A basic contyactunl right accepted by
the governmaent. In no sing e case reported was 8 major government conutractor
aven accused - much less found gullty - of improper metivatisn. To sayons who

bhas lived in the enviveament of owr competitive free entarpriss system, and




w2 Dm
who belicves deoply in the lon =rov e wisdan of its choice by the Ancrican
poeople, and who knows fivst-haud of its power to craate the hijhest inotives

of ethical conduet in narasemeat, and who has seen timoe and again the eelf-
sacrifice and patriotisn of America's defense industrials, it is jut incompre~
heusible that men of yosdwill in gversinent can believe that such artificial
slirnulacts as "cost-siaring” can improve relations betwaeen indwmtry and

goveriunent,

All of us believe that it i1s morally sad ethically wreng, and net to the
intorems of our country, for defonss industry to make or retain exorbitantly
bizh profits from defense contyacting. lat us all also belisve, with equal
fervor and conviction, that it is alse morally and ethically wrong, and not to
thqiu:mma(oufcm:ry. to make defense industry a second ~-class industrial
citinsen, depressed io profits allewesd to 8 point below falr and usual industrial
rates of reaturn, and deprived of charging © the governmmant its falr share of
all tyus costs. I the proponents of the latter wers as vocsl, and as succesaful,

28 the proponenta of the forme r, then we would and could have a much shogter,
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leas cornpley a4 more o uitable set of Cost Princinles than we find in the

new ASPR, Section YV if, indeed, we would nced any at all”

Thank you, Iadies and gentlemen, for your kind ssteation.,
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I. INDUSTRY'S VIEW ON COST PRINCIPLES

A. To be specific or not to be specifice Industry originslly preferred and
argued for the broad concept and use of test for reasonableness to
establicn allowability of costs,

Be Now changing views for two reasons:
l. General excellence of Section XV as written.

2+ Variety of interpretations and implementations of non-specific
e portions of Section XV,

ITI. CURRENT EXPRRIENCE UNDER SECTION XV

Problems are of two main types:
Ae Those occasioned by Section XV as written:

l. R&D recovery.

2. Sale and leaseback arrangenents.
3. Marketing and bidding.

Ls Advance understandings,

B. Those occasioned by variety of interpretations and implementations.

l. Incentive of operating levels to further their own interests as opposed
to the general ;ood.

a) Trend toward variety of implementations re allocation now that
allowability 1s specifically covered by Section XV.

b) New Part & being written to set up allocation ground rules for
facilities contracts. Different overhead treatment for
different types of contracts.

c) AEC, FiA, etc., etc. New views on Home Office expense,
Marketing and R&D costs. ™Must bear direct relationship to
specific contract.




III.

Iv.

d) All contrary to Section XV - 201.L which defines allocable
cost a8 one which is necessary to over-all operation of a
buginess, although a direct relationship to any particular
cost objective cannot be shown.

2. Standard accepted methods of spreading overhead never nmeant to be
scientifically accurate, but rather economically expedient and
appropriate.

3. Oovernment operating levels now attempting to find and justify
means of spreading overhead which will tend to produce lower
costs for the government not necessarily more accurately,
reasorably or scientifically spread.

OF COST PRINCIPLES AlD RELATICNSHIP TO PHOFIT & FEE LEVELS

A.

If present interpretation and implementation of Cost Principles is to be
used as a means of cutting government expenditures, teking pot shots at

long established methcds of expense allocation not the solution for two

fundamental reasons:

1. Tt neither reduces unreasonable expense nor induces the contractor
to do so. It merely causes more costs to fall in the cracks and
reduces the contractor's incentives,

2¢ It doesn't set up a goal for the ccntractor upon reaching which he
can be sure of recovering all his allowable costs.

Would be better to set up exnense ceilings to determine how much of an
allowable cost is reasonable.

Tremendous need for consistency of interpretation and implementation to
insure full recovery of zllowable costs.

ADEQUACY GF PrESENT PROFIT AND FEE LEVELS

A.

Be

Levels are down hecause of:

l. Kature of work being performed. More 4D and less production.
2. Type of contracts being negotiated. re CPFF and less Fl.P.

Definite need for increased incentives,

le. Through elimination of prcfit and fee plateaus.
2. Insured recovery of allowable and reasonable costs,






