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,CT .6T flUI-JCIPLES

cussed with Industry

.s October 19SQ

Government Position

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 e, and by treating the
applicability of the cost principles to fixed
price type contracts in a separate section, we feel
thst there is less danger of fOrrrRlla pricing. The
requirement for submission of price proposals in
accordance with 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 'guid
ance in both the prime and subcontract areas when.
co~ts are a factor in p~lcing.

Current Proposal

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

2. Pricing, as distinguished from cosbing, is
emphasi zed.

J. The fundamental differences between retro
spective and forward pricing has been
maintained.

4. The principles "shall be uaed as a guide
in tho evaluation oT cost data required
to establish a fair and reasonable price"
when costs are to be considered in the
negotiation of fixed-price typ,> contracts.

Latest Suggested Revision

Part 7 - Fixed-Price Type Contracts

15-700 Scope of Part. This Part sets forth·the guidelines to be used for the
evaluation of costs in negotiated fixed-price type contracts and subcontracts, including
term1natio~q thereof, in thooe instances where such evaluation is re ired to establish
prices for such contracts. "FiXed-price type" contrac s cue, or purposes 0 h s Part,
the following:

(i) firm fixed-price contracts (ASPR 3-403.1)
(ii) fixed-price contracts with escalation (ASPR 3-403.2)

(iii) fixed-price contracts providing for the redetermination of price (ASPR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3-403.4)

(v) non-cost-reimbursable portion of time and materials contracts (ASPR 3-405.1)
15-701 BasiC Considerations. (a) Under fixed-price type contracts, the negotiated

price is the basis for payment to a contractor whereas allowable costs are the basis for
reimbursement under cost-reimbursement type contracts. Accordingly, the policies and pro
cedures of ASPR Section III, Part B, are governing and shall be followed in the negotiation
of fixed-price type contracts. Cost and accounting data may prOVide guides for ascertaining
fair compe~~ation but are not rigid measures of it. Other types of data, criteria, or
~.__......- _0" 1'I,,.rrl~h Aqually reliabl.. guides to fair compensation. The ability to apply
standards of business judgment as dist.inct I"rom strict. accounting principles is ,,-to t.l-•.; hc,,:-t
of a negotiated price or settlement.

(b) Among the different types of fixe<l-price type contracts. -I.lIe need for
consideration of costs varies considerably indicated below.

(i) Retrospective Pricing and ~....tlel1lAni>e. In negotiating firm.fixed prices
or settlements for work Which has been completed at the time of negotiation
(e.g., final negotiations under fixed-price incentive contracts, redeter
mination of price after completion of the work, or negotiation of a settle
ment agreement under a contract terminated for the convenience of the
Government), the treatment of costs is a major factor in arriving at the
amount of the price or settlement. However, even in these situatio~~, the
finally agreed price or settlement may represent something other than the
sum total of acceptable costs, since the final price accepted by each
party does not necessarily reflect agreement on the evaluation of each
element of cost, but rather a final resolution of all issues in the
negotiation process.

(ii) Forward Pr1C~. The extent to which costs influence forward pricing
variss grea~from Case to case. In negotiations covering future work,
actual costs cannot be known and the importance of cost estimates depends
on the circumstances. The contracting officer must consider all the
factors affecting the reasonableness of the total proposed price, such as
the technical, production or financial risk assumed, the complexity of
work, the extent of competitive pricing, and the contractor's record for
efficiency, econo~ and ingenuity, as well as available cost estimates. He
must be free to bargain for a total price which equitably distributes the
risks between the contractor and the Government and provides incentives for
efficiency and cost reduction. In negotiating such a price, it is not
possible to identify the treatment of specific cost elements since the
bargaining is on a total price basis. Thus, While cost data is often a
valuable aid, it will not control negotiation of prices for work to be
performed, or a target price under an incentive contract.

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

(b) Whenever an occasion arises in Which acceptability of a specific item of cost
becomes an issue, Section XV, Part 2, will serve as a guide for the resolution of the issue.

(c) In applying Part 2 of this Section XV to fixed-price contracts, contracting
officers will: (i) not be required to negotiate agreement on each individual element of
cost; and (ii) be expected to use their jUdgment as to the degree of detail in which they
consider the individual elements of cost in arriving at their evaluation of total cost,
where such evaluation is appropriate. However, the negotiation record should fully
substantiate and justify the reasoning leading to any negotiated price.

)'



Resolution It Jj

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

at Meet.ing Held

Industry Position

The extension of COAt principles to fixed-price
type contracts will inevitably result in formula
pricing. Industry particulBrly 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
applicabili ty to subcontractors and vendol"!!.

10 Sept 1957 - 8/21/58 Draft

15-000 Scope of Section. This Section contains general cost principles and standards
foruse-in connection with (i) the determination of historical costs, (ii) the preparation
and presentation of cost estimates by prospective contractors, contractors and subcon
tractors in negotiated procurement and in termination for convenience of the Government!
and (iii) the audit of cost in the negotiation and administration of contracts, and (iVI
the eValuation of cost data in procurement and contract administration.

Part 1 - Applicability

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

15-101.1
(il

(ii)

(iii)

(iv)

Use. Part 2 is prescribed for use:
Asacontractual basis, by incorporation by reference in the contractor, for
determination of:
(A) reimbureable costs under cost-reimbursement type contracts including

cost-reimbul"!!,ement type subcontracts thereunder and the cost-reimbureement
portion of time and materials contracts)

(B) terminations when the a,,10unts thereof are determined unilaterally by the

(C) ~~-t;-~f~t~~~t;d'cost-reimbursementcontracts.
AS a basis for:
(A) the'd..velopment and submission of cost data and price analyses by

contractors and prospective contractors as required in support of
negotiated overheaC: rates, requests for progreM payments, and settlement
proposals under termi~ation;

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

By Contracting Officere in the evaluation of cost data, as follows:
(A) In Retros active Frici and Settlements. In negotiating firm fixed prices

or se amen s or wor which as been completed or substantially completed
at the time of negotiation (e.g., final negotiations under fixed-price
incentive contract, redetermination of price after completion of the work,
negotiation of final overhead rates, or negotiation of a settlement
agreement und.er a contrBCt terminated for the convenience of the Government),
the treatment of costs is a major factor in arriving at the amount of the
price or settlement. Accordingly, ASFR, Section XV, Part 2, shall serve
as the bailis for evaluation of cost data. However, the finally agreed
prics or settlement represents something othsr than the sum total of
acceptable costs, since the final price accepted by each party does not
necessarily reflect agreement, on the evaluation of eBCh 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 evalua
tion of cost data. The extent to which costs influence forward pricing
varies greatly from case to case. In negotiatione covering future work,
actual costs cannot be known and the importance of cost estimates depends
on the circumstances. The contracting Officer must consider all the
factors affecting the reasonableness of the total proposed price, such as
the technical, production or financial risk assumed, the complexity of
work, the extent of competitive pricing, and the contractor's record for
efficiency, econo~ and ingenuity, as well as available cost estimates.
He must be free to bargain for a total pries 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 ::C!.-
since the bargaining is on a total prioe basis. Thus, while Part 2 will
be used to evaluate cost data, it will not control negotiation of prices
for work to be performed in the future, e.g., negotiation of a firm
fixed-price contract, an intermediate price revision covering, in whole
or important part, work which is yet to be perfonned, or a target price
under and incentive contract.

As the basis for the resolution of questions of acceptability of individual
costs whenever such questions become issues.



As a gen"rali t,y, we agree that we shoUld accept
our share of the normal expenses of doing business.
nevertheless, t.he 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 ~ystem of the
contrac tor norma.lly provides. Examples of such
expenses ar~ entertainment expense and regerves
for commercial bad deb~~.

Goverl]ffient Position

"Generally accepted accounting principles" are
broad standards for the evaluation of the financial.
position of an enterprise and for the measurement
of income and expense over a given period of time.
Thus a system may be maintained in accordance with
such principles and i\llfill the requirements of
management, the stockholders, the taxing authori
ties, and others, and yet not yield co~t data
satisfactory for cost reimbursement or to support
pricing judgments without some adju~tments.

Accordingly .mat may be "good accounting practice,"
for the purpose of determining the company's
overall income and expense, may be inappropriate
.men determining the price to be charged a
particular cu~tomer or clas~ of cu~tomers.

Government Position

lie think that ·the de sirabilitv of reaching ad
vanced understandings on cert~in controversial
items is an important feature of the regulation
and should be retained. .e have msde certain
changes in this section of a clarifying nature
which are deFigned to accommodate the industry
objections ill some degree.

Latest Suggested Revision

ADVANCE UNDERSTANDINGS

Current Proposal

While we. ha;e suggested a more liberal t,reatment
of certa~n ~ndividual cost items, we have not
adopted the Industry position that all norlllal and
necessary co.ts of doing business are appropriate
for allocation agai~"t government contracts.

Current Proposal

We have made no additional changes in the cost
principles to accommodate this Industry argument.
However, we have ~uggested that the title of
Section XV be changed to "Contract Cost
Principle~ end Procedures."

Current Proposal

Ve propose that the cost principIa be changed to
clearly indicate that "the abeence of euch an art
vanced agreement on any element of cost will not,
in itself, serve to make that element either allow
able or unallollable." Additionally, we' have segre
gated the items for which advanced underetandings
are "normally essential" from thoae where elements
are "normally appropriate."

(i)
(H)

(iii)

Modify 15-204.1 (b) ·of the 21 August draft to raad as follows.
" '" Such agreement may be initiated by contracting officers individually or jointly
for all defense work of th9 contractor, as may ba appropriate. Any such agraement
should be incorporated in cost-reimbursement type contracts or made a part of the
contract file in the Case of negotiated fixed-price type contracts, and should govern
the cost determinations covered thereby throughout the performance of the related
contract. 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. However, the
nature of certain costs is such that advance agreements are normally essential.
These are:

pre-contract costs (ASPR 15-204.2 (dd));
royalties (ASPR 15-204.2 (jj));
travel costs, as related to special or mass personnel
movement (ASPR 15-204.2 (sa)(5));

Examples of others for ~hich such agreements are normally appropriate, though
not eBsentlal, are:

(Iv) use charged for fnlly depreciated asssts (ASPR 15-204.2 (i) (6));
(v) compensatIon for personal aervices (ASPR 15-204.2 (f));

(VI) deferred maintenance costa (ASPR 15-204.2 (t)(l)(ii))'
(vii) research and development costs (ASPR 15-204.2 (ii)(6)j; and

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

... ,....... '..'.---...,..",.... ,,_,. ,,~__~__.._.,'_,



2.. TIecf)gni t,ion of all normal and legitimate
cos ts ..

3. The issue is Whether the cost principles
should contain rules or guidelines for deter
mining the IIreasonablenessll or "allocability"
of various cost elements or whether we should
accept as the criterion "generally accepted
accountine pT'i;;lctices."

4. J\dvanced understandIngs with respect to
certain specIfic cost elements.

Industry Position

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

Industry Position

~ndustry feels strongly and nearly uniformly that
reasonableneM II and lIallocability'1 of costs should

be governed by good accounting practice as reflected
in going accounting systems a.nd that the govern
ment should not adopt special tests or crit ri
which require significant variations in ind~st:y,S
account~ng systems. Hence, they feel that the
cost pr1nciples shOUld not attempt to prescribe
how to evaluate the "reasonableness" or the
lIallocabili tyll of any element of cost and above
all, that we should not say that a ~ost i~ not
allocable to us.

Industry PositioQ

In general, Industry agrees to the concept of
reaching an adVanced agreement on the contro
~ersial cost questions. However, Industry
lS fearful that advanced agreements will be re
quired in each instance and that the absence of
an adVanced agreement will result in cost dis
allo'W,g.f1ce~. Industry recO!ml1e-ndg d€'l~t... 0'1 or
this sectlon of the regulation. If retained, it
~hould affirm that failure to negotiate in ad-

ance does not lead to disallowance, that ini
tially negotiated amounts or clauses may be re
°iened on shOWing of necessity or changed circum
s aness, and it should provide a forum in which
contractors might negotiate these fact
overall basie. ors on an

10 Sept 57 or 8/21/58 Draft

Negotiatign Requirement

(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 in varying contract
situations. Thus, as to any given contract, the reasonableness and allocability of
certain itsms of cost may be difficult to determine, particularly in the case of con
tractors whose business is predominantly or SUbstantially with the Government. In order
to avoid possible SUbsequent disal16wance based on unreasonableness or non-allocability,
it is important that prospective contractors, particularly those whose work is pre
dominantly 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 ~.1f:icult to determine. Such agreement m3J be ini+.iated by the
contracting officer. Any such agreement should be incorporated in cost-reimbursement
type contracts or made a part of the contract file in the case of negotiated fixed
price type contracts, and should govern the cost determinations covered thereby through
out the performance of the related contract. InclUded are such elements as:

(i) compensation for personal services (ASPR 15-204.2(f));
(il) use charges for fully depreciated assets (ASPR 15-204.2(i) (6));

(iii) food and dormitory service furnished without cost to employees
or involving significant losses (ASFR 15-204.2(n))i

(iv) deferred maintenance costs (ASPR 15-204.2(t)(1)(iiJ);
(v) pre-contract costs (ASPR 15-204.2(dd));
(vi) research end development costs (ASPR 15-204.2(ii) (6));
(vii) royalties (ASPR 15-204.2(jj));

(viii) selling and distribution costs (ASPR 15-204.2(kk) (2)); and
(ix) travel costs, as related to special or mass personnel movement C)

(ASPR 15-204.2(ss)(5)).

-'~I.-.,_.<,..".



We have changed our basic posHion on this prin
ciple and our redraft incorporates the industry
suggestion that applierl research be grouped with
basIc research. We have added the concept, how
ever, that In some cases It is desirable that the
Government bear less than an allocable share of
the total cost of a contractor's research program.

Latest Suggested Revision

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

~~OS1' PRINCIPLE FOR RESEARCH AND PEVELOFMEIIT

1. Basic research, for the purpose of this regulation, is that type of research which
is directed toward increase of knowledge in science. In such research, the primary aim
of the investigator is a fuller kno'fledge 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 effort·s to
.1etermine and expand ~he potentialities of new scIentific discoveries or improvements in
technolocy, materisls, processes, methods, devices, and techniques, and (3) represents
efforts to "advance the state of the art." ApplIed research does not Include any such
offorts when their principal eim i6 the design, development, or test of specific articles
or services to be offered for sale, which are within the definition of the term develop
ment as hereinafter provided.
2. Development is the systenlatic use of scientific knowledge which is directed toward the
production of, '01' improvements in, useful products to meet epecific performance require
ments, but. exclusive of manufacturing 80\1 production Emsineeril'~g.

J. !> contrRctor's independent research and deva10pment is that research and development
which is not sponsored by a contract, grant, or other arrangewent.
4. A contractor's costs of independent reaearch as defined in (1) and (3) above shall
be allowable as indirect costs (subject to paragraph (8) below), provided they are allocated
to all work of the cont.ract.or.
5. Cost of contractcr's independent development, a& defined in paragraphs (2) and (3)
above (subject to pnragraph (e) below), are allowable to the extent that such development
is related to the product lines for which the government has contracts, provided the costs
are reasonable in amount and are allocated as indirect costs to all work of the contractor
on such contract product lines. In cases where a contractor I s normal course of business
does not involve production work, the cost of independent development is allowable to the
extent that such developllent is rel..ted and allocated as an indirect cost to the field
of effort of government research and development contracts.
6. Independen~ research and development costs shall include an amount for the absorption
of their appropriate share of Indirect ancl administrative costs, unless the. contractor,
in accordance wIth its accounting practices consistently applied, treats such costs other
wise.
7. Research and development costs (including amounts capitalized), regardless of their
nature, whIch were incurred in accountIng periods prior to the award of a particular
contract, are unallowable.
8, The reasonableness of expendItures for independent research and development should be
determined in light of all pertInent consider..tions such ..s previous contr..ctor research
and development act.ivity, cost of past programs and changes in science and technology.
Such expenditures should be pursuant to a broad planned program, which is reasonable in
scope and well mal1Bged. Such expendItures (ellpec1a1ly for development) should be
scrutinized wIth great care in connection wIth contr..ctors Ifhose work is predominantly or
aubstantially wIth the government. Advance agreements ..s described in ASPR 15-204.1(b),
are particularly important in this sItuation. In recognition that cost sharing of the
contractor's independent research and development program may provide motivation for more
efficient. accomp1isbment of such program, it is desIrable in some cases that the government
bear less than an allocable share of the total cost of the program. Under these circum
stances, the following are amone the approaches which may be used as the basis for agree
ment: (i) revi ew of' the con~ractorI s proposed research and development program and agree
ment to accept the allocable costs of specific research projects; (11) agreement on a
maXlllllIDI dollar limitation of costs, an allocable portion of which will be accepted by the
Government; and (iii) agreement to accept the allocable share of a percentage of the
contractor's pla.nned research and development program.



7. Research and Development.

15-204.2

Industry [osition

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

10 Sept 1957 - 8/n/58 Draft

(ii) Research and Development Costs.
(I) Research and development costs are divided intwo two major categories for

the purpose of contract costing -- (i) basic research, also referred to as general
research, fundamental research, pure research, and blue-sky research and (ii) applied
research and development, also referred to as product research and product line
research.

(2) Basic research is that type of research which iA 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
a.ppUcation thereof. Costs of independent basic research (that which is not sponsored by
a contract, grant, or other arrangement)· 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 acience. Development is the systematic use of scientific knowledge directed
toward the production of or improvements in useful materials, devices, methods, or
processes, exclusive of design, marmfacturing and production engineering. Costs of a
contractor's independent applied research and development (that which is not sponsored by
a contract, grant, or other arrangement) are allowable, subject to (6) below, under any
production contract to the extent that such applied research and development are related
to the product lines for which the Government has contracts and such costs are allocated
as indirect costs to all production work of the contractor on such contract product lines.
Costs in independent applied research and development are unallowable under research and
development contracts. However, incase where a contractor's normal course of business
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 research and
development contracts.

(4) Independent research and developments shall absorb their appropriate share
of the indirect costs of the department whAre the work is performed.

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

(6) In addition to the definition of reasonableness provided in ASPR lS-201.3,
the rea." onableness of expend!tureA for independent research and development should be
determined in light of the pattern of the cost of past programs (particularly those
existing prior to the placing of Govsrrnnent contracts), with due consideration to changes
in science and technology. Such expenditures IIlUSt be scrutinized with great Care in
connection with contractors whose work is predominantly or sUbBtantially with the Govern
ment. Whel~ such expenditures are not subject to the reBtraints of commercial product
pricing, there must be assurance that these expenditures are made pursuant to e planned
research program which is reasonable in scope and is well managed. The costs should not
exceed thoBe which would be incurred br an ordinarily prudent perBon in the conduct of a
competitive business. (See ASPR 15-204.1(b).) .



Government Position

We feel that it is feasible to exclude certain types
of advertieing as being inappropriate for allocation
against government contracts. This is particulerly true
with resrect to product and institutional edvertising.
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 exhibit a sponsored by the Govern
ment as well as advertising for scsrce materials or dis
posing of scrap or sl~plus materiala.

Latest Suggested Revision

~ ~i§ting of Co§t§.

(a) ~vertising Co§t§.

(1) Advertising costs include the cost of advertising medis and corollary
administrative costs. Advertising medie. include magazines, newspapers, radio and
television programs, direct mail, trade papers, outdoor advertising, dealer cards
and window displays, conventIons, exhibits, free goods end samples, and sales
literature. 1'he following advertising costs are allowable:

(i) Advertising in trade end technical journals,~ such
advertising does not offer specific products or services for
sale, but is placed in journals which sre valuabls for the
dissemination of technical information within the contractor's
industry;

(ii) help wanted advertising, as aet forth in (gg) below, when con
oidered in conjunction with all other recruitment costs;

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

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

(2) Except as provided in (iii) and (Iv) above, all advertising which offers
products for' sale is unallowable.

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

Current Proposal

The following is proposed as an addition to the
August 21 draft of the compensation principle:~
"in the administration of this principle, it is
recognized that not every compensstion csse need ,
bs subjected in detail to the above tests. Such I

tests nsed be applied only to those Cases in Whitlh
a general review reveals amounts or types of com
pensation which 'appear unressonable or otherwise
out of line."

Latest Suggested Revision

(r) ComQensatioll for PersOllal Services.

(1) ~. !!.. Compensation for personal services includes all remuneration
paid current.ly or accrued, in whatever form and whether paid immediately or deferred,
for services rendered by employees to the contrsctor during the period of contract
performance. It includes, but is not limited to, salaries, wages, directors' snd
executive committee members' fees, bonuses, incentive awards, employee stock options,
employee insurance, fringe benefits, and contributions to pension, annuity, stock
bonus and plans for incentive compensstion of management employees. Except as otherwise
specifically provided in this parsgraph (f), such costs are allowable to the extent
that the total compensation of individual employees is reasonable for the services
rendered and are not in excess of those costs which are allowable by the Internal
Revenue Code and regulations thereunder. ,

b. Compensstion is reasonable to the extent that the total amount
paid or accrued is c9~ensurate vith compensation paid under the contractor's
establIshed policy and conforms generslly to compensation paid by other contractors
of the S8D~ size, in the same industry, or in the same geographic area, for similsI'
services. JD the administration of this principle. it is recognized that not every
l<.QIJW§osat,1oQ I'a;; need))V subjected iO detail to the above tests. Such tests need
by applied only tg thgse cases in which a genergl reyiew rsveals gmounts or types of
compensation which appear unreasonable or otbarwise out of line, However, certain
conditions give rise to the need for special consideration and possible limitation
as to allowability for contrsct cost purposes where amounts appear excessive. Amons
such conditlons are the follOWing: etc."



5. ~lverti9ing Costs.

10 Sept 1957

Industry Position

While recognizing that some forms of advertising
are seldom, if ever, properly allocable to govern
ment contracts, Industry protests the absolute
exclusion of certain types of advertising costs
and wants the right to present its case in negotia
tions to show whether and to what extent its adver
tising is of benefit to the Government, is reasonable
in character and in amount, and is fairly allocable
to government contracts.

8/21/58 Draft

~ Selected Costs.

(a) Adyertising Costs.

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

(i) advertising in trade and technical journals,~
such advertising does not offer specific products or
services for sale but is placed in journals which are
veluable for the dissemination of technical information
within the contractor's industry; and

(ii) help wanted advertising, as set forth in (gg) below,
when considered in conjunction with all other recruiting costs.

(2) All other advertising costs are unallowable.

,~

6. Compensation for personal services.

Industry 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.

1CI Sept 1957 - 8/21/58

(!) Compensation fOr Personal Services.

(1) ~. ~. Compensation for personal servic8s includes all remuneration
psid currently or accrued, in whatever form and whether paid immediately or deferred,
for eervices rendered by employees to the contractor ~uring the period of contract
performance. It includes, but is not limited to, salaries, wages, directors'
and executive committee members' fees, bonuses, incentive awards, employee stock
options, employee insurance, fringe benefits, and contributions to pension, annuity,
stock-bonus and plans for incentive compensation of management employees. Except
as otherwise specifically provided in this paragraph (f), such costs are allowable
to the extent that the total compensation of individual employees is reasonable for
the servicas rendsred and are not in excess of tho~e costs which are allowable by the
Internel Revenue Code and 'regulationa thereunder.

.. b. Compensation is reaeonable to tha extent that the total
oonount paid or accrued, is commensurate with compensation paid under the contractor's
estahlished policy and conforms generally to compensation paid by other contractore
of the same size, in the same industry, or in the same geographic,area, for similar
services. However, certain conditions give rise to the,need for special consideration
and possible limitation aa to allowability for contr~ct cost purposes where amounts
,appear excessive. Among such conditions are the following:
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SEc-rION XV

CONTRACT COST PRINCIPLES AND PROCEDURES

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

pIes and procedures for the determination and allowance of costs in con-

nection with the negotiation and administration of cost-reimbursement type

contracts and contains guidelines for use, where appropriate, in the evalua-

tion of costs in connection with certain negotiated fixed-price type

contracts and contracts terminated for the convenience of the Government.

Part 1 ~ Applicability

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

ceeding Parts of this Section to the various types of contracts in connection

with which cost principles and procedures are used.

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

other Than Educational Institutions. This category includes all cost-

reimbursement type contracts (ASPR 3-404) for supplies, services, or

experimental, developmental, or research work (other than with educational

institutions, as to which ASPR 15-103 applies), except that it does not

include facilities contracts (seeASPR 15-105) or construction contracts

(see ASPR l5~104). The cost principles and procedures set forth in Part 2

of this Section shall be incorporated by reference in cost-reimbursement

supply and research contracts with other than educational institutions

as the basis -

( J ) for determination of reimburseable costs under such contracts,

including cost-reimbursement type subcontracts thereunder, and

the cost-reimbursement portion of time-and-materials contracts
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(ii) for the negotiation of overhead rates (ASPR Section III,

Part 7); and

(iii) for the determination of costs of terminated cost-

reimbursement type contracts where the contractor elects

to IIvoucher out" its costs (ASPR Section VIII, Part 4),

and for settlement of such contracts by determination

(ASPR 8-209.7).

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

stitutions. This category includes all cost-reimbursement type contracts

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

cational institutions. The cost principles and procedures set forth in

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

reimbursement research contracts with educational institutions as the

basis -

(i) for determination of reimbursable costs under cost-

reimbursement type contracts, including cost-reimbursement

type subcontracts thereunder j

(ii) for the negotiation of overhead rates (ASPR Section III,

Part 7) j and

(~ii) for the determination of costs of terminated cost-

reimbursement type contracts where the contractor elects

to IIvoucher out" its costs (ASPR Section VIII, Part 4),

and for settlement of such contracts by determination

(ASPR 8-209.7).

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

research and development performed by educational institutions under grants.

- 2 ..
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ffid,itor's note: when this paragraph 15-103 is printed, ASPR 15-300 should

be deleted.J

15-104 Cost-Reimbursement Construction Contracts. This category

includes all cost-reimbursement type eontracts (ASPR 3-404) for the con-

struction, alteration, or repair of bUildings, bridges, roads, or other

kinds of real property. It also includes cost-reimbursement type contracts

for architect-engineer services related to such construction. It does not

include contracts for vessels, aircraft, or other kinds of personal property.

The cost principles and procedures set forth in Part 4 of this Section shall

be incorporated by reference in cost-reimbursement construction contracts

as the basis -

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

type contracts, including cost-reimbursement type subcontracts

thereunder;

(ii) for the negotiation of overhead rates (ASPR Section III, Part

7); and

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

type contracts where the contractor elects to "voucher out"

its costs (ASPR VIII, Part 4), and for settlement of such

contracts by determination (ASP!{ 8-209.7).

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

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

this Section provides guidance for the use of Parts 2, 3, and 4 where appro-

priate, in the evaluation of costs in connection with the negotiation of

certain fixed-price type contracts and termination settlementsl

- 3 -



.-

DRAFT
12 May 1959 .

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

of allowability of the selected items of cost covered in Parts 2 through

5 has been stated to apply broadly to many accounting systems in varying

contract situations. Thus, &s to any given contract, the reasonableness

and allocability of certain items of cost may be difficult to determine,

Particularly·in conneC'tion with firms or seParate divisions thereof which

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

possible subsequent disallowance or dispute based on unreasonableness or

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

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

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

or unusual costs in categories where reasonableness or allocabil:1.ty are

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

ing 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 contract file in the case of nego-

tiated fixed-price type contracts, and should govern the cost treatment

covered thereby throughout the performance of the contract. But the

absence of such an advance agreement on any element of cost will not,

in itself, serve to make that element either allowable or unallowable.

Examples of costs on which advance agreements may be particularly

important:

(i) compensation for personal services;

(ii) use charge for fully depreciated assets;

(iii) deferred maintenance costs;

- 4 -
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(iv) pre-contract costs;

(v) research and development costs;

(vi) royalties;

(vii) selling and distribution costs; and

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

movement.

- 5 -
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Part 2 - Principles and Procedures for Use in Cost Reim
bursement Type Supply and Research Contracts with
Cammercial Organizations

15-201 Basic Considerations

l5~20l.l Composition of Total Cost. The total cost of a contract

is the sum of the allowable direct and indirect costs allocable to the

contract, incurred or to be incurred, less any allocable credits. In

ascertaining what constitutes costs, any generally accepted method of

determining or estimating costs that is equitable under the circumstances

may be used, including standard costs properly adjusted for applicable

variances.

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

considered in determining the allowability of individual items of cost

include (i) reasonableness, (ii) allocability, (iii) application of those

generally accepted accounting principles and practices appropriate to the

particular circumstances, (iv) any limitations or exclusions set forth in

this Part 2, or otherwise included in the contract as to types or amounts

of cost items.

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

its nature or amount, it does not exceed tp~t which would be incurred by

an ordinarily prudent person in the conduct of competitive business. The

question of the reasonableness of specific costs must be scrutinized with

particular care in connection with firms or separate divisions thereof

which may not be subject to effective competitive restraints. What is

reasonable depends upon a variety of considerations and circumstances

- 6 -



DRAFT
12 May 1959

involving both the nature and amount of the cost in question. In deter-

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

(i) whether the cost is of a type generally recognized as

ordinary and necessary for the conduct of the contractor's

business or the performance of the contract;

(ii) the restraints or requirements imposed by such factors as

generally accepted sound business practices~ armis length

bargaining, Federal and state laws and regulations ~ and

contract terms and specifications;

(iii) the action that a prudent business man would take in the

circumstances~ considering his responsibilities to the

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

Government and the public at large; and

(iv) significant deviations fram the established practices of

the contractor which may unjustifiabJy increase the contract

costs.

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

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

tract, product, product line, process, or class of cu.st.om.er or activity,

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

lationship. Subject to the foregoing, a cost is a.1J.ocable to a Government

contract if it:

(i) is incurred specifically for the contract,;

( ii) benefits both the contract and other work or both Govern-

ment work and other work and can be distributed to them in

reasonable proportion to the benefits received; or
~ 7 -
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(iii) is necessary to the over-all operation of the business,

although a direct relationship to any particular cost

objective cannot be shown.

15-201.5 Credits. The applicable portion of a:ny income, rebate,

allowance, and other credit relating to any allowable cost, received by

or accruing to the contractor, sball be credited to the Government either

as a cost reduction or by cash refund, as appropriate.

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

identified specifically with a particular cost objective. Direct costs

are not limited to items which are incorporated in the end product as

material or labor. Costs identified specifically with the contract are

direct costs of the eontract and are to be charged clirectly thereto.

Costs identified specifically with other work of the contractor are direct

costs of that work and are not to be charged to the contract directly or

indirectly. When items ordinarily chargeable as indirect costs are

charged to Government work as direct costs, the cost of like items applicable

to other work of the contractor must be eliminated fram indirect costs allo-

cated to Government work.

(b) This definition shall be applied to all items of cost of

significant amount ulueSB the contractor demonstrates that the application

of any different c"Qrrent practice achieves substantially the same results.

Direct cost items of minor amount may be distributed as indirect costs as

prOVided in ASPR 15-203.

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

of its incurrence for cammon or joint objectives, is not readily subject to

- 8 -
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treatment as a direct cost. Minor direct cost i tem.s may be considered to be

indirect costs for reasons of practicality. After direct costs have been

determined and charged directly to the contract or other work as appro~

priate, indirect costs are those remaining to be allocated to the several

classes of work.

(b) Indirect costs shall be accumulated by logical cost group-

ings with due consideration of the reasons for incurring the costs. Each

grouping should be determined so as to permit distribution of the groll.ping

on the basis of the benefits accruing to the several cost objectives.

Commonly, manufacturing overhead, selling expenses, and general and ad-

ministrative expenses are separately grouped. Similarly, the particular

case may require subdivisions of these groupings, e.g., building occu-

,- pancy costs might be separable from those of personnel administratj.on within

the manufacturing overhead group 0 The number and composition of the group-

ings should be governed by practical considerations and should be such as

not to complicate unduly the allocation where Bubstantially the same re-

su1ts are achieved through less precise methods.

(c) Each cost grouping shall be distributed to the appropriate

cost objectives. This necessitates the selection of a distribution base

comm.on to all cost objectives to which the grouping is to be allocated.

The base uetll.d be selected so as to permit allocation of the grouping on

the basis of the benefits accruing to the several cost objectives. This

principle for selection is not to be applied so rigidly as to complicate

unduly the allocation where substantially the same results are achieved

through. less precise methods.

- 9 -
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(d) The method of a.llocation of indirect costs must be ba.sed

on the particular circumstances involved. The method shall be in accord

with those generally accepted accounting principles which are applicable

in the circumstances. The contractor's established practices, if in

a.ccord with such accounting principles, shall generally be acceptable.

However, the methods used by the contractor may require re-examination

when~

(i) any substantial difference occurs between the cost pat-

terns of work under the contract and other work of the

contractor; or

(11) any significant change occurs in the nature of the bu6i-

ness, the extent of subcontracting, fixed asset improvement

programs, the inventories, the volume of sales and produc-

tion, manufacturing processes, the contractor's products,

or other relevant circumstances.

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

during which such costs are incurred and accumulated for distribution to

'Work performed in that period. Normally, the base period will be the con~

tractor's fiscal year; however, use of a shorter period may be appropriate

in case of (1) contracts whose performa.nce involves onl.y a minor portion

of the fiscal year:; or (11) where it is general practice in the industry

to use a shorter period. In any event the base period or periods shall be

so selected as to avoid inequities in the aJ.location of costs. When the

contract is performed over an extended period of time, as many such base

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

performance.
- 10 -
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15-204 Application of Princi:E!les and Procedures. (a) Costs shall

be allowed to the extent that they are reasonable (see ASPR 15-201.3),

allocable (see ASPR 15-201.4), and determined to be allowable in view of the

other factors set forth in ASPR 15-201.2 and l5-205.

(b) Costs incurred as reimbursements by a prime contractor to

a subcontractor under a cost-reimbursement type subcontract are allowable

to the extent that allowance is consistent with the Part of this Section X!V

which is appropriate to the subcontract involved. Thus, if the subcontract

is for supplies j su.ch costs are allowable to the extent that the subcon-

tractor's costs would be allowable if this Part 2 were incorporated in the

subcontract; if the subcontract is for construction, such costs are allowable

to the extent that the su.bcontractor's costs would be allowable if Part 4

of this Section X!V were incorporated in the subcontract.

(c) Selected items of cost are treated in ASPR 15-205. However,

ASPR 15-205 does not cover every element of cost and every situation that

might arise tn a particular case. Failure to treat any item of cost in

ASPR 15-205 is not intended to imply that it is either allowable or un-

allowable. With respect to all items, whether or not specifically covered,

determination of allowability shall be based on the principles and standards

set forth in this Part and, where appropriate, the treatment of similar or

related selected items.

15-205 Selected Costs.

l5-205.l Advertising Costs.

(a) Advertising costs mean the costs of advertising media

and corollary administrative costs. Advertising media include magazines,

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

- 11 -
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outdoor advertising, dealer cards and window displays, conventions, exhibits,

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

allowable:

(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 contractorUs industry;

(ii) help-wanted adv-ertising, as set forth in ASPR 15-205.33,

when considered in conjunction with all other recruitment

costs;

(iii) costs of participation in exhibits--

(A) upon invitation of the Government, or

(B) which exh:tbits are for the purpose of disseminating

technical information within the contractor's industry;

however, such costs are not allowable under this sub-

paragraph (B) if the exhibit offers specific products

or services for sale;

(iV) advertising for the exclusive purpose of obtaining scarce

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

surplus materials, in connection with the contract.

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

unallowable.

15-205.2 Bad Debts. Bad debts, including losses (Whether actual or

estimated) arising from uncollectible custaners' accounts and other claims,

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

- 12 -
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15-205.3 J3iddiIy> Costs. Bidding costs are the costs of preparing

bids or proJ)Osa.ls .on potentia.l Government and non-Government contracts

or projects J including the development of engineering data and cost data

necessary to support the contractor's bids or proposals. 'Bidding costs

of the current accounting period of both successi'ul and 1IDsuccessful bids

and proposals norm.a.lly will be treated as allowable indirect costs J in which

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

current period to the Government contract. However J if the contractor's

established practice is to treat bidding costs by some other method, the

results obtained may be accepted only if found to be reasonable and equitable.

15-205.4 Bonding Costs.

(a) Bonding costs arise 'When the Government requires assurance

against financial loss to itself or others by reason of the act or

default of the contractor. They arise also in instances where the con-

tractor requires similar assurance. Included are such bonds as bid,

performance, payment, advance payment, infringement, and fidelity bonds.

(b) Costs o·f bonding required pursuant to the te:rms of the

contract are allowable.

(e) Costs of bonding required by the contractor in the

general conduct of his business are aJ..lowable to the extent that such bond-

ing is in accordance with sound business practice and the rates and premiums

are reasonable under the circUDlBtances.

15-205.5 Civil Defense Costs.

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

and the protection of life and property against, the po.ssible effects of

- 13 -
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enem;y attack. Reasonable costs of' civil defense measures (including costs

in ~s of nonn.aJ.. plant protection costs, first-aid training and supplies,

fire fighting training and equipment, posting of e.d.ditionaJ. exit notices

and directions, and other approved civil defense measures) undertaken on

the contractor's premises pursuant to suggestions or requirements of civil

defense authorities are allowable when allocated to all work of the

contractor.

(b) Costs of capital assets under (a) above are aJ.lowable

throughdepreeiation in aceord.anee 'With ASPR 15-205..9.

(c) Contributions to local civil defense funds and projects

are unallowable.

15-205.6 ~ensation for PersonaJ. Services.

(a) General. (1) Compensation for personal services in-

cludes aJ.l remuneration paid c'tllTeIltly or accrued, in whatever form. and

whether paid :1lIJmediately or deferred., for services rendered by employees

to the contractor duriIl.g the period of ·contra.ctl performance. It includes,

but is not limited to, saJ.aries, wages, directors t and executive committee

members I fees, bonuses (including stock bonu.s,es), incentive awards, em-

ployee stock options, employee insurance, fringe benefits, and contributions

to pension, annuity, and management employee incentive compensation plans.

Except as otherwise specifically provided in this ASPR 15-20506, such costs

are allo-wable to the extent that the tota.lcompensat ion of individual

employees is reasonable for the services rendered and they are not in excess

of those casts which are allowable by the Internal Revenue Code and

regul.ations thereunder.

- 14 -
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(2) Compensation is reasonable to the extent that

the total amount paid oraccru.ed is commensurate with comp€nSation paid

under the contractor's established policy and conforms gene;J:"ally to com-

pensation paid by other firms of the same size, in the same industry,

or in the same geographic area, :for similar services. In the adm.inistra~

tion 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. However, certain conditions give rise to the need f'or special

consideration and possible limitation as to allowability for contract

cost purposes where amounts appear excessive. Among such conditions

are the f'ollowing:

(i) Compensation to O'WIlers of closely held

corporations, partners, sole proprietors, or

members of' the immediate f'amilies thereof',

or to persons who are contractually

committed to acquire a substantial f'inancial

interest in the contractor's enterprise.

Determination shbuld be made that such

compensation is reasonable for the actual

personal services rendered rather than a

distribution of profits.

(ii) .Any change in a contractor's compensation

policy resulting in a substantial increase

in the contractor's level of' compensation,

- 15 -
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particularly "When it was concurrent with an

increase in the ratio of Government contracts

to other business, or any change in the

treatment of allowability of specific types of

compensation due to changes in Gove:rnntent

policy.

(iii) The contracto~'s business is such that his

compensation levels are not subject to the

restraintB no:rmaJ.J.y occurring in the ~onduct

of co:rnpetitive business.

( 3) Compensat ion in lieu of salary for services rendered

by partners and sole proprietors will be allowed to the extent that it

is reasonable and does not constitute a distribution of profits.

(4) In addition to -the general requirements set forth

in (1) through (3) above, certain forms of com.p¢Ilsa.tion are subject to

further requirements as specified in (b) th:rougb.(,1) below.

(b) Salaries and WaEE:s. Salaries and "Wages for current

services include gross co:m;pensation paid to employees in the form of

cash, products ,or services ,and are allowable. However, premiums for

overtime, extra-pS¥ shifts, and multi-shift work are allowable to the

extent approved pursuant to' ASPR 12-102.4 or pe:rm.ittced pursuant to

(c) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,

safety awards, and incentive compensation based on production, cost re-

duct ion, or efficient perfonna.nce, are allowable to the extent that the

- 16 -
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over-all compensation is determined to be reasonable and such costs are

Ilaid or accrued Ilursuant to an agreement entered into in good faith

between the contractor and the employees before the services were

rendered, or pursuant to an established Illan ft\llowed by the contractor

so consistently as to imply, in effect, an agreement to make such

Ilayment. (But see .ASPR l5~107.) Bonuses, awards and incentive

compensation when any of them are deferred are allowable to the extent

Ilrovided in (i) below.

(<1) Bonus.es and Incentive Compensation Paid in Stock.

Costs of bonuses and incentive compensation paid in the stock of the con-

tractor or of an aff'Uiate are allowable to the extent set i'orih in (c-)

above (including the incoryoration of the IlrinciIlles of IlaragraIlh (f)

below for deferred bonuses and incentive comIlensat ion) , subject to the

following additional requirements:

(i) valuation placed on the steck transferred shall

be the fair market value at the time of transfer,

determined upon the most objective basis

available j and

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

issuance of such stock to theem:ployees shall

be subject to adjustment according to the possi-

bilities that the employees will not receive

such stock and their interest in the accruals

will be forfeited.

Such costs otherwise allowable are subject to adjustment according to the

principles set forth in (i)(3) below. (But see ASPR 15-107.-)

- 17 -
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(e) Sfock qptions. The east of options to employees to

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

(r) Deferred Com.gensation. (1) As used herein, deferred

compensaXion includes all remuneration, in ·whatever form, for which the

employee is not paid until af'ter the lapse of a stated period of years

or the occurrence of other events as provided in the plans, except that

it does not include normal end of accounting period accruals. It in-

eludes (f) contributions to pension, annuity, stock bonus, and profit

sharing plans, (ii) contributions to disability, withdrawal, insurance,

survivorship, and similar benefit plans, and (iii) other deferred com-

pensation, whether paid :in cash or in stock.

(2) Deferred compensation is allowable to the extent

that (f) except for past service pension costs it is for services

rendered during the contract period; ( ii) it is, together with all other

compensation paid to the employee, reasonable in amount; (iii) it is paid

pursuant to an agreement entered into in good faith between the contractor

and employees before the services are rendered, or pursuant to an estab-

lished plan followed by the contractor so consistently as to imply, in

effect, an agreement to make such payments; and (iv) for a plan which

is subject to approval by the Internal Revenue Service, it falls with:in

the criteria and standards of the Internal Revenue Code and the regula-

tions of the Internal Revenue Service. (But see ASPR 15-107.)

(3) In determining the cost of deferred compensat ion

al.lolrable under the contract, appropriate adjustments shall be made for

credits or gains arising out of both normal and abnormaJ. employee

turnover, or any other contingencies that can result ina fQ;rt'eiture

- 18 -
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r

by employees of Sllch dei'erred compensation. Adjustments shall be made

only for forfeitures which directly or indirectly inure to the benefit

of the contractor; forfeitures which inure to the benefit of other

employees covered by a deferred com:pensation plan with no reduction

in the contractor's costs will not normally give rise to adjustment in

contract costs 0 Adjustments for normal employee turnover shall be based

on the contractor's experience and on foreseeable prospects, and shall

be reflected in the amount of cost currently allowable. Such ad.just-

ments will be unnecessary to the extent that the contractor can demonstrate

that its contributions take into account normal forfeitures. Adjustments

for possible future abnorm.al forfeitures shall be effected according to

the following rules:

(i) abnor.mal 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

(ii) abnormal forfeitures:; not within (i)

above, may be made the subject of agreement

between the Government and the contractor

either as to an equitable adjustment or a

method of determining such adjustment.

(4) In determining whether deferred compensat ion is for

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

consideration shall be gbren to conditions i.mposed upon eventual payment,

- 19 -
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such as, requirements of continued employment, consultation after

retirement, and covenants not to compete.

(Ii) Frin~e Benefits. Fringe benefits are allowances and services

provided by the contractor to its employees as compensation in addition to

regular wages and salaries. Costs of fringe benefits, such as pay for

vacations, holidays, sick leave, military l.eave, employee insurance and

supplemental employment benefit plans are allowable to the extent required by

law, employer-employee agreement, or ar- established policy of the

contractor.

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

(i) Training and Education E?sgenses. See.ASPR 15-205.43.

15-205.7 Contingencies.

(a) A contingency is a possible future event or condition

arising from presently known or unknown causes, the outcome of which is

indeterminable at a present time.

(b) In historical costing, contingencies are not normally

present since such costing deals with costs which have been incurred and

recorded on the contractor's books. Accordingly, contingencies are gen-

erally unallowable for historical costing purposes. However, in some

cases, as for example, terminations, a contingency factor may be

recognized which is applicable to a past period to give recognition

to minor unsettled factors in the interest oi' expeditious settlement.

(c) In connection with estimates of future costs, contin-

gencies fall into two categories~

(i) those which may arise from presently known and

existing conditions, the effects of which are

- 20 -
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foreseeable within reasonable limits of accuracy;

~" anticipated costs of rejects end defective

work; in such situations where they exist" con-

tingencies of this category are to be included

in the estimates of future cost so as to provide

the best est:i.:Inate of performance costs" and

(ii) those which may arise from presently known or

unknown conditions" the effect of which cannot

be measured _ precisely as to provide equitable

results to the contractor and to the Govermnent;

~" results of pending litigation" and other

general business risks. Contingencies of this

ca.tegory are to be excluded from cost estimates

undeJ;" the several items of cost" but should be

disclosed separately" including the basis upon

which the contingency is computed in order to

f8.cilitate the negotiation of appropria.te

contractual coverage (see" for example , ASPR

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

unallowable.

15-202.9 D!Preciation.

(a) Depreciation is a charge to current operations which distributes

the cost ot a taDg:l.ble capital assetl J.ess est1nated residual value, over the

estimated useful lite ot the asset in a systematic and logical nanner. It

does not involve a process ot valuation. UsefUl lite has referenCe to the

prospective period ot economLc li1.Sef'ul.ness in the particular contractor t s

O]Mn'ations as distinguished from physical lite 0

(b) Normal depreciation on a contractor t s.plantl e<tu1pmeDt, and

other capital tac1l1t1es is an allowa'bl.e eJ.eJlent ot contract eost; provided

that the aB,..mt thereot is cOJDpllted:

(i) upon the property cost basis used by the contractor tor

Federal income tax purposes (see section 167 of the

InterDal Reverme Code ot 1954); or

(ii) in the case ot nouprotit or tax-exempt organizations,

upon a property cost basis 'Which cO\1J.d have been used.

by the contractor tor Federal incom tax pm-poses, had

such organizations been SliLlJeet to the payment at

income tax; and in either case

(iii) by the consistent application to the assets concerned

of any geaerally accepted accountiug method, and SUbJect

to the limltations ot the InterDal Revenue Code of 19541

as ameIldedl inc1wl1Dg --

(A) the straight l1De method;

(B) the decJ.11'11»g belame method, usiJ:Jg a rate not
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exceed1ug tlrice the rate wDicb. would have been

used had the annual a1lowuce Hen compu.ted under

the method described in CA) above;

CC) the SlDIl of the years-dig!ts method; and

CD) 8JJiY other consistent :method productive of an axmual

allo'lllaDCe which, when adi1ed to all allo'WlUlCes for

the period CODIDBBeiDg 'Wi'th the use of the property

and incl'Wiimg the current year, does not, during the

first two-thirds ot the useful life of the property,

exceed the total of sueh allowances which w'UJ.d have

been used had such allowances been computed under the

method described in CB) above.

, Ce) Depreciation should u'Q&J.ly- be allocated to the contract and

ather work as au indirect eost.. !I!D.e 8JlK)ut ot depreciation allowed in e:rr:r

aceolmt1.Dg per10cl JIe;y', consistent 'With the 'basic ob~ectives set forth in Ca)

above, V&.rY' nth volume of proc1:ut1on or use of DD.1lti-shift operations.

(d) In the case of emergency facilities covered by' certificates

ot Meessity.. a contractor lIa1' elect to use normal depreciation without

req\1estiug a determ1D&tion of "t.ru.e depreciation" or 11&"3' elect to use either

J!lOral or "true depreciation" after a determ1D&tion of -true depreciation" has

been -.de 'by an Emergency Faeilities Depreciation Board. The method. elected

aast be followed consistently' throughout the life of the emergemey facillty..

Where an election is made to use DDrDBl. depreciatioB, the 8DK)\U1t thereof for

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

aecordaBee nth (0) above.. Where an eJ.eetion is made to use "true depreciation,"

the amaunt allowable as depreciation:
- 23 -
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(i) with respect to the emergency period (5 years), shall be

coJlq)11ted in accordance with the d.eterm1:aation of the

Emergency Fac1l1ties Depreciation Board; provided DO

al1ollB.13ee~.is made which would du;pJ.1cate the factors

const!tuting "true depreciation" and

(ii) atter the end of the emergeney period, shall be computed 'by

distributing the reDB1n1»g \tD.depreciated. portion of the cost

of the emergeDCy tac1l1ty aver the _J ance ot its usefUl 11fe

(but see (e) 'below); provided the rema1:n1»g U11depreciated

portion of sueh cost shall mot imc1ude any amount of UD.-

recovered "true depreciation."

(e) Depreciation. Qn ~d1e or excess faeiliUes shall not be allowed

except QJll such fac1l1ties as are reasonably' necessa.ry for sta.lld1Jy' purposes.

(f) :RO depreciation, rental, or use charge sha1J. be allowed on the

contractor's assets which have been fulJ.;r depreciated when a substantial portion

of suoh depreciation'W8S on a basis that represented, in effect, a recovery

thereof as a charge against GcwermDent contracts or subcontracts. Otherwise, a

reasoDabl.e ue charge ~ be agreed upon and. allowed. (But see ASPR 15-107.)

In 4eterm1:n1»g this charge, consideratioD. shoULd be given to eost, total

eS'tiated use1\ll life at time of negotiation" aDd effect of a;ny imcreased

DBinteaance charges or decreased efficiency due to age.

15-205.10 Em;p1oyee }braJ,e, JIea1th, and welfare CGsts aad Credits.

BeasQDabJ.e costs of hea]:th and weJ.f'are activities, such as house publications,

heal:th or first-aid climes, reereatiotl&l activities, and em,pJ.oyeecounseling

services, incurred, in accordance with tAe contractor's established practice
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or custom in the industry or area, for the improvement of working conditions,

eDq)1.oyer-empJ.oyee relatiol1S, eJQloyee morale, aDd employee perforJDBDCle, are

all.owable. Income generated from~ of these ac"t1vities shall 'be credited

to the costs thereof lUlless naB i_omB has been irrevoea'bly' set OV'f!Ir to

empJ.oyee we.ltare organizations.

~5-205.ll EBterta1DEnt Costs. Costs of amuement, diversion, social

activi"t1es and incidental costs relating thereto, such as meals, ~odgLDg,

rentals, transporta"t1on, and. gratuities, are UJ:I8J.lowab~e (but see ASPR

~5-205.~O and ~5-205.42).

~5-205.~ Excess Fae1l1tz Costs. Costs of maintaining, ,repa1riDg, aDd

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

necesS&1"Y' for stalldby" purposes, are UJ:Jallowable. A:I:q costs of exeess plant

capaeity reserved for defense m'billzation proc1.uetion which are to be paid

for by" the Government should be the subJect of a separate contract.

~5-205.~3 FiDeS and Penalties. Costs resultlD8 from vioations of, or

tai~ure at the contraeter 'to c~ 'Wita, Federal, State, and ~ocal awe and

regulations &1"e lUI&1lowa'bl.e except when iDCUl'TeQ. as a result of complla.Dee

witl1 specific provisions of the contract, or instru.ctiol1S in w.r1ting from

the contracting officer.

~5-205.~4 Food Service and Dorm1t<?ry Costs and Credits. Food and

dorml:tory services incJ.ude opera"t1Ji1g or f'ltrnisB1Dg fac1l1ties tor cafeterias,

diIl1ng rooms, canteens, ~UDCh wagons, veDdipg machines, l.1v1ng accoIlK)C!latioDS

or sim:t.J.a.1" types of services tor the contractor t s empJ.oyees at or near the

coJrtractors t s facil.1ties. ReasoDab~e ~osses from 'the operation ot such

services &1"e allo'WB.'bl.e if they are a:llocateQ. to aU. ac'tiv1ties served. Profi'ts
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(except prof'1ts irrevocably set over to an eD4JlOy'ee weJ..1"are organ:1mtion ot

the con:tractor in amcnmts reasoIl&bly use1"ul tar the be1'lef'1t ot the employees .

at the site or sites ot contract perf'orJIELDCe) accruiDg to the contractar trom

the operation ot these services, whether operated by the contractor ar by a

coneess1oD&1:re, shalJ. 'be treated as a credit, and all.ocated to all. activities

served.

15-205·15 Fringe Bene:d:Gs(aee ASPR l5-205.6(g»

15-205.16 Insurance &Del IrttJemdf'1cation.

(a) Insurance 1Dcl.udes (1) insurance llh1c:h the contractor is

req1d.:red to carry, ar which is approved, under the terms ot the contract, and

(11) ars:r other insurance which the contractor DB.1nta1ns in connection nth the

general conduct ot his business.

(1) Costs ot 1n.su:rance reqUired or approved, and DB1ntained,

plIrS\1&11t to the contract, are allowable.

(2) Costs of other insurance IIIL1nta1ned by the contractar in

connection nth the general comdl1ct ot his bus1_ss are allowable subject to

the tollowilJg limitations:

(1) tY']1les and extent ot coverage shall be in aceordaDce

nth SO'UDd business prac:tice and the rates and

premiums shall. be reasoDa1DJ.e under the circWDStances;

(11) costs allowed tar business 1:m:te:rru;p't1on or other

sim:Llar insurance shall be limi'ted to exclude coverage

ot profit;

(111) costs ot insurance or of an;y provision tor a reserve

covering the risk ot loss or of c1aDBge to GovernmeJil't

property are allowable only 'to the extent that the

- 26 -



mAFT
12 ~ 1959

contractor is liabJ.e for nch loss or damage and

such insurance or reserve does not cover loss or

datMge which results from 'Wi1l:f'ul misconduct or

lack of good fatth on the part of BJJ3" of the

contractor' s directors or of't1cers, or other

eqll:t:valeDt represeJ:l.tatives, who has ~s1on

or tireetion of (A.) all or substantial.1y', all of

the contractor' s business, or (1') all or sub-

stant1aJ.l;y all of the contrae1;or's operations

at ~ one plant or separate lc:>eation in which

the contract is being performed, or (c) a separate

and complete major industrial operation in con-

Dectiou w:t.th the performance of the contract.

(iv) provisions for a reserve under an approved self-

insurance program are allowable to the extent that

the types of coverage, extent of coverage, and the

rates and premLums would have been allowed has

insurance been purchased to caver the risks; and

costs of insurance on the lives of officers,

partners, or proprietors are allowable to the

extent that the in.surame represents additional

cOJr.q>enBation (see ASPR 15..205.6).

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

i11S1lrance (through an approved self-insurance program or otherwise) are unal

lowable unless expressly provided for in the contract, except:
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(i) costs incUXTed because ot losses not covered under

nomtnal deductible insu:r&1'lCe coverage provided in

keeping with so\UJd business practice, are allowable;

(ii) mLnor losses not covered by insura.nce, such as spoilage,

bre8kage, aDd dis&ppe&1"&DCe ot sDBll hand tools, which

occur in the ordir&l."Y' cowse ot c10iDg busiDessl are

aJJ.owable.

(b) IDd.eJlm'f tication ineludes secur1Dg the contractor against llabil1-

ties to third perSODS and other losses, not cOJqpe11S&ted by insurance or otherwise.

!he GovenmIent is obligated to iDdeJllldf'y the coutractor oDly to the extent ex

Pres~ provided tor in the contract, except as provided in (a)(3) above.

15-205.17 Interest and Other FJ.Il&DCi&1 Costs. Interest (however repre

sented), bond discounts, costs of tiD8.Ileing and refinanciug operations, legal

and professional tees paid in connection with the prepa.ration of prospectuses,

costs ot preparation and issuance ot stock rights, and costs related thereto,

are un&1J.owa'ble except tor interest assessed by state or local tax1ng author

ities UDder the c01ldttions set torth in.ASPR 15-205.41. (:But see ASPR 15-205.2~ .• )

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

relations between the colttractor and its employees, including costs ot shop

stewards, labor JIIfl.D8gement committees, employee pu'blleations, and other

related activities, are aJ.l.o'wable.

15-205.19 Losses on other aontracts. An excess of costs over 1ncOD! under

8ZJY other contract (including the contractor's coJrtr1'buted portion \Ulder cost

sl3&'r1»g contracts), whether such other contract is of a su;pply', research and

4evelopmeut, or other II&tttre, is 1IIIIBllowabJ.e.
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15-205.20 M!L1nte~e aDd Repair Costs.

(a) Costs necessary for the upkeep of property (inc1udiDg Govern1Dent

property unless otherwise provided tor)" wbich neither add to the penaneut

value of the property nor appreciably pro10Dg its intended Ufe" but keep it

in an et:f'1cient operating coDdit.1on" are to be treated a$ tollows ('but see

(i) normal m:tnteDlUlCe and rep&1r costs are all.owab1.ej

(ii) extraordinary m:tBteDaDCe and repair costs are allowable"

provided such are allOC&ted to the periods to which appll

cable for purposes of determ1n:l:ng COBtract costs. (But

see ASPR 15-107.)

(b) Expenditures for plant and equipment, including rehab1l1tation

thereof" which" according to generally' accepted accountillg principles as e;gpl1ed

under the contractor r S establlshed pollcY'" shO\1J..d be capitalized and subjected

to depreciation are aJ..:1.owable oIlly on a depreciation basis.

15-202.2l MI.1mf'act\tr1ng and Production Engimeer1ng Costs. COsts of manu

tacturing and production engineering" incl'W11ng eIlg1neer1ng actirtties in con-

nection with the following, are aJJ.owa'ble;

(i) current DB11Ufacturing processes BUell as m.:>tion and tine

st1ild\Y'" methods &D&1ysis" job a.na1y'sis" and tool design and

iJJl.PrOVement; and

(ii) current prod.uetion problems, such as materials anaJ.ys1s for

production su1tabilltY' and cODq>oJJent design for purposes of

simpJ.1f'y:l.ng production.

15-205.22 Material Costs.

(a) Material costs include the costs of such items as raw ma1ier1als"

parts" ~semblies" cOJqponents" aDd ma.nu:facturing su;pplies" whether -purcl:lased
- 29 -
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outside or manufactured by the. contractor, aDd JlIq incl.ude such collatera.l items

as inbound transportation and intransit insurance. In computiDg materi&1. costs

consideration w:Ul. be given to reasonab1.e OVerrulllS, spoUage, or defective work

(eoncern1ng correction of defective work, see the provisions of the co:n:tract

rel.atiDg to inspection aml correction of defective work). These costs are

allowable subject, however, to the provisions of (b) through (e) be1.ow.

(b) Costs of mater1eJ. sh&ll be suitabl.y adjusted for appllcabJ.e

portions of income and other creGits, im1.ud:f.Dg ava:UabJ.e trade discounts I

re:f'uDds1 rebates; allowances, and cash discounts, ud credits for scrap and

salvage aDd mater1&1. returned to vendors. Such incOJle and other credits shall

either be credited directl.y to tbe cost of the material invo1.ved or be &1.loeated

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

that fai1.lIre to take cash discounts was due to reasonab1.e circumstances1> such

1.ost discounts need not be so credited.

(c) ReasonabJ.e adJustments arising trom differences between periodic

phy'sieal inventories aDd book iDVentories JJ:BY be inc1.uded in arriving at costs,

provided such adjustDnts rel.ate to the period of performance of the contract.

(d) When the JlB.teri&1s are purchased spec1f1call:y for an identif'1ab1.e

so1.ely with performance under a contract, the actual. purchase cost there~")f shouJ.d

be charged to the contract. If' _teI1.aJ. is issued trom stores, a.n;r generaJ.l.y

recogm zed method of pricing S'tlCh. material is aeceptab1.e if that _thod is con-

sistentl.y applied and the resuJ.ts are eq111tabl.e. When estimates of material

costs to be iucllrred in the f'u:ture are required, either cvrent market price or
.,

an1i1cipated acquisition cost~ be used, but the basis of pricing must be

discJ.osed.
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(e) Charges tor mter1als, services, and su;pplies sold or transterred

between plants, divisions or 0rgan1zatioDS, under a cOUlOn control., ordinarily

shalJ. be allowable to the exteat of the lower of cost to the transteror or current

market price. However, a depa;rture from this basis is permissible where (i) the

item is regularly lIII.D.'Utaeturedand sold by the coll'tractor through commercial

channel.s and (ii) it is the contractor's lO12g-esta'bl1shed practice to price

inter-organization transters at other t1Ian cost tor commercial work; provided

that the charge to the contract is not in excess of the transferor's sales

price to its most tavored customer tor the same 1tem. in like quantity3 or the

current mrket price, 'Wh:Lchever is lower.

15-205.23 Orgamzation Oosts. Expend1tures, such as incorporation fees,

attorneys' tees, accountants' fees, 'brokers' tees, fees to promters and

..-- organizers, in connection with (i) organization or reorganization of 8. business,

or (ii) ra1siDg capit&l, are UDallawable.

15-205.24 other Ba.siness Ex,peIlSes. Included in this item. are such TeCJurriIIg

expenses as registry and transfer charges resulting troll. changes in ownersl11p

of seeurities issued by the coBtraetor, cost ot sha:reho1ders' meetings, nor:ma.1

proJl\Y' solicitatioD.S,IJ preparation and publication of reports to shareholders,

prepat"a.tion and submission of required reports aDd farms to taxf.ng and other

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

the above and sim1l.ar costs are a1J.awable when allocated on an equitable basis.

15-205.25 Overtime, Extra-Pay Sbif't aDd MuJ.:ti-Sb1.rt Premiums. Premiums

for overtime, extra-pay shif'ts, &lid multi-sla1.1"t work are allon.bJ.e to the

extent approved pursuant to ASPR 12-102.4, or permf.:tted pursuant to ASPR

12-102.50
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15-205.. 26 Patent Costs. Costs of preparing dis~osures, reports, and

other doClDDents required by the contract and of searehillg the art to the extent

:necessary to DBke such invention disclosures~ are allewabl.e.. In accordance with

the clauses of the contract relating to patents, costs of preparing doeU1ll.euts

ad &D;Y" other patent costs, in cOmJection 'With the filing of a pate. application

'Where title is conveyed to the Gover:ament, are s.lJ..o'wable. (See ASPR 15-205.36).

15=205..27 Pension Plans. see ASPR 15-205 ..6.

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

1U1iforms, and equipment ot persozmel engaged in plaJirt protectioD, (i1)

depreciation on plant protection capital assets, and (iii) necessary expenses

to coJQly' with millta.ry security requirements, are allGWB.1ille.

15-205.29 Plant RecotIV'e1"sion Costs.. Plant recotIV'e1"sion costs are those

incurred. in the restoration or reha.'D1lltation of the contractor's facilities

to approx::t.mately the same condition ex:Lstimg immediatel7 prior to the co:mmence

mnt of the milltary contract work, f'a1r wear and tear excepted. Reconversion

costs are UDallowab.le except for the cost of reDIlW1ng Go'v'ern1Dant property aDd

the restoration or rel1a"billtation costs caused by such reDmlll.. However, in

special circumstances where equitY' so dictates, additional costs uq 'be aJ.lowed

tc;) the extent agreed. u;pon before the costs are incurred. Whenever such costs are

given consideration, care silould be exercised to avoid dupllcation through allow-

ance as eontiugencies,as additional profit or fee, or in other contracts.

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

the ef'f'ective date of the contract d1rectJ.y pursuant 1;0 the negotiation and 1n

anticipation of the award. of the contract where sueh. "incurrence is necessary

to cOJrll)~ with the proposed contract d.el1ver;y sched:ule. SUch costs are allow

abl.e to the exten't tbat theY' wulQ. have been aJJ.0'W8.ble if incurred after the

date of the contract. (:Bu.t see .ASPR 15-101.)
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~5-205. 31 ProtessioD&1. BerV'ice Costs - Lee:t, ACCGlmting, EDgineeriDg.
aM other.

(a) Costs of professioD&1 services rendered by the members of a

particnaJ..a.to profession who are :DOt employees of the coutractor are allowa.bl.e,

subject to (b) aDd (e) beJ..Gw, 'When reasona'bJ.e in reation to the services

reDdered and when not co11'tl.:mgent 'QOn recOY'et17 of the costs from the Oovertment

(but 8ee .ASPR ~5-205 .23.)

(b) Factors to De eomsidered in determl.l3ing the allowab1ll1;,. sf costs

in a parti-eul8:r case 1ncJ.'W1e:

(1) the past pattern of sueh costs, particularJ.y 1:0. the years

prior to the award of GovermetIt contracts.;

(11) the 1mpa.ct of Qcve:rJllDll!!nt contracts on the contractor's

business (i.e., 'What DeW problems have arlsen),;

(111) the _twa and scope of -..geri&1 services ext*cted of

the contractor's own orga:a1zation.s; and

(1v) whether the proportion of Govermment work 1;0 the eon..

tractor's to'tal bus1_ss is nah as to iDf'J.uemce the

contractor in favor of incu:rr:tng the cost, partiew..e.rl-Y

where the services reDdere4 &'E'e DOt of a couti~ng

nat1lre and have IIttJ.e relationship to work under

aover..nt contracts.

costs, iDel11Ted in eODl:lection ld:th, organization am. reorganization, defense of

anti-trust suits, and the prosecution of cl.a1ms against the Government, are

't1D8JJ.owabJ.eo Costs of agaJ., accounting, at¥1 connl.t1ng services, and related
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costs, incurred in connection 'With patent infriDgement lltiga.tion, are 'UDIL1J.ov

abl.e unless otherwise prfJVided tar in the contract.

1.5-205.32 Fronts aDd Lo"sus on DiSE9s1tion ot Plant, Equipment, or Other

capital Assets. Profits or losses at arq nature &1"!s1JJg trom the sal.e or

excba:cge ¢ p1.ant, equpment, CIr otb.er ,apital assets, iDC1ud1.ns S&le or

exobuge of either short or ~oDg term 1twestmeD"ts, shaU,"be exc1.wied in

cOJIIINtiDg contract costs (lnlt see ASP.R 15-205.9(b) as to 'basis for depreciation).

1.5-205" 33 Reeruitiug Costs. Costs of "help W8n:ted" advertising, operatiDg

"costs of an empl.oyment office :necessary to secure am4 atuta1n an adequate

la'bor foree, costs of operaUmg an aptitude and ed..ueat1ODB1 testing program,

traveJ. costs of empl.oyees wh.:Ue ugaged in recruiting persoxmel, and travel

costs ot app1.1cants for interviews for prospective 'eDq)1.o,ment are allowab1.e"

Where the contractor uses empJ.oyDe'llt ageXU:1es, costs not in excess of standard

cOlIlID!rc1aJ. rates for such services are also all.owabJ..e" Costs of special 'hne-

1:1ts or eJ001.'\1Rnts offered to prospective emp10yees 'beyond the standard prac-

tices in the indust.:ry are u:aaJJ.ow.ble.

~5-205,,34 Rental Costs (Inclwl1131 S8J.e and Leaseback at FacUities).

(a) Rental costs of laDd, bu:llding, and equipment and other

personal. property are allo'lillll.ble if the rates e.re :reasonabl.e in light of such

factors as ren'taJ.. costs of cOJIi'&l."abJ.e fae1lities and m&1"ket conditiona in

the area, the type, life ex.PSCta.n.cy, condition, ud value of the facilities

1eased., options available, atld other provisions of tke ~ental agreement ..

Application of these factors, in sit1.:lations ldaere rentals are extensively

used, !I'lBt.'Y imrol.ve amoDg other considerations, com,parison of rental costs with

the aJ1I)1IDt which the cCl)n'tractor woul.d have received had it owned the fac111ties.
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(b) Charges in the nature of rent be'tween plants, divisions, or

orgam,zatioJlS under COmDl)n oontrol are aJJ.awable to the extent such charges

do not exceed the norDJ. oosts f¥t 'ownership, such as depreciation, taxes,

insurance, and ma1nteDllnoe; provided that DO part of sueh oosts sh&ll du;pl1cate

&J:J\Y other all.owed costs.

(c) Unless otherwise specifically provided in the oontract, rental

costs speoified in sale and leaseback agreements, ineurred by eontractors

through selling plant tac1l1ties to investment orCU1zations, such as

insurance companies, or to private imrestors, and concurrently leasing 'back

the same facilities; are allowable only to the extent that such rentAls do

not exceed the amount 'Whic=h the oontractor 'WOUld have reaeived had it retained

legal title to the taci11ties.

15-205.35 Resea:rca and Development Costs.

(a) Basic research., for the purpose of this Part 2, is that type

of research which is directed toward increase of knowledge in science. In such

research, the primry' &1m of the 1mrestiga.tor is a :fULler knowledge or u:&:!der-

standing 01' the subject under s~, rather than e.rr:I practical application

thereot. Applied research, for the purpose of tbis Part 2, consists of that

type 01' ef'fort wbich (1) nc>r1II8J.ly follcnrs basic research, llJut DB3" not be

severabJ.e trom the related basic research, (ii) represents efforts to determ1De

and ex,p8J3d the potentialities 01' nev scientific c1Iiscover1es or improvements in

techmlGgy, _ten&ls, processes,~ods, devices, aDd techniques, and (iii)

represen'ts e1"forts to "advance the sta-te of the art." AP.PJ.1ed research does

mt incJ.ude an;y such efforts when their princ1~ aim is the design, deveJ.opment,

or test of specific artioJ.es or services to be of'f'ered tor sale, wh:l.ch are within

the def'1af.tion of the term devel.opment as' here1JtB.:rter provided.
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(b) Development is the systematic use ot se:tentifia knowledge

'aiM is directed to'WB.rd the production ot, or improveJlents inp usefUL prod1l.1.cts

'00 meet specific perforJ1llU1Ce requirements, but exclusive ot manuf'acturing and

production eIlg1:neer1ng 0

(0) A contractor's iJ1dependent research and development is that

research and developzmnlt which is not sponsored 'by' .. eontractp g::rant, or

o~ &IT&llJgement 0

(d) A con:trutm'i s eosts of' independent research &S define:d in

(a) and (e) a100ve shall be allnable as indirect costs (subJ~~t 'to ~&ph

(h) below)s provided they moe aUlOCated to &1.1 work of the eontractor).

(e) Costs of co:atractorte independeut devel.opmentp as. defined. in

(b) and (/J) above (subject to (h) 'bel.OW)JI are allon.bJ.e to the extent that

has eont.re.atsJI provided th.e costs are reasonab1.e in am:ro.nt s.nd are al.looated

as itld.:i.rect costs to all work of the contractor on such contract prod:u.ct lines.

In cases where eo contrutor's .D01"JII!IJ. course ot busiEless does not 1mrol.ve pro-

due'tion workp the cost of' independent devel.CJpment is allowable to i;he enent

t.bat B'!JCh developgnt is rel.&ted. and &Uoeatl!ld as an indirect eost to the field

amount for 'the absorption of their appropriate share of indirect and adm1:r.dS1~

practices consiS"tently appl.ied, treats such. eoS'ts oimerwise.

(g) Research -. develop_nt costs (1:o.cl.uding a.mounts eapitali2Oed)$

regardless of their D&t~, which were imcurred in accounting periods prior to

the a'WB.rd. of a particu1.ar contract, are tmallon.'ble except where a.ll.on.ble as

pre~ontract costs (see ASl'R ~5-205 0 30) 0
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(h) The reasonsbleness of expend!t\Ires tor independent rese&'r'c:h

and deve.lapmnt should be detea:'JJllud in llgb.t of' a.ll pertinent consideration

sUlOh as previous contraetor rese&1"ch an.d devel~n;t act!vityi eost of past

pr'ogr'l!l.mS and eb.anges in scieue ud ~logyo ~h expenditures should be

pm"s'Wmt to &. broad pJau:wed program, whieh is :re&SQD&'bJ.e in scope and well

JII.I.'Ulged.. &1ch expeDd1tures (espeei&Uy for deve.lopneat) should be seru.t:1D:1zed

!in'tbst8mtiaJ..ly'v:l'th the ~n:t" AdVaJ:).C:6 agreements as d.esc.ribed in

ASPR :l5~:l07 are ~@u1m"ly1:mportant in this situstAon.. In recognition

the following &l"e amDg the &pFoaches wbich my \lei used as the basis for

agreement~ (1) review of the cont.r~tor~s p:r~sed independent resnr-m and

deve1opm1'mt pr~ and agre~ to e.e~ept the au.~8b1.e ~os'ts 1Of' s:pet.::if'iCl

prGje~s; (11) agreement on a 'I.l8.Jd:murm. dollar J,j,mltation of 1:08t5$ an ~1.ooabJ.e

port1on of' which will M ~e~~ by the Gow~ll!:t~ (1i1) an sgre~nt to

u.d d.erv~opmnt pr'ogrUlo

~5~205036 Ro~t1es 8J:J4 Other ~srt;s for Use of P&~ntso

(a) Ro;yalt1es on .. patent or ~:12'iatiGI!.of t.'b.e cost of a.cqu1r:1lig

by purcl:Lue a patet!:t or rigb;t;s thenrtop :necessary far the proper perfo~e

of the con~t and applieabJ.e to co:a:t.rI.a't prod:w:rts or processes; are allowabl.e
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(i) the G<wernment bas a license or the right to free use

of the patent;

(ii) the patent has been adjudicated to be invaJ.1d, or has

'been sdBdn:tstrat1vely determf.Ded to 'be invalid;

(ii1) the patent is coDS1dered to be unellforcea'ble; ·or

(iv) the p&tent 1s expired.

(s) Bpecii!Ll C&7."e s.ho'U1.d be exercised in determ!n1ng reasonab.leness

where the royalties lDIJI" have been arrived at as a result of 1es8 than &1"J[lfS

leDgth 1.MI.'r'gainins; e.g.:

(i) royalties paid to persons, 1m.luding corporations,

att:L1iated nth the contrutor.;

(ii) royalties paid to l1II&tf':U1ated pm-ties, 1ne1.ud1ng

corporations, lU'Ider a:tl. agreemelrt; entered into in

contel:mplation that & Govermne:o:t contract 'WO'Uld be

(i1i) royBlties pa:ld UDder an agreement entered into af"'~

the a'W8rd. of the contract.

(c) In any case iIN'cJ.v.f.ng a patent tormer~ owned by the contr~tor,

1ihe amount of royalty a1.l~d should tIOt exceed the cost which would uve been

aJ.J..crwed had the contractor retained titl.e thereto.

(d) Bee ASPR 15...107, regarding advame underste.Dd1ngs.

15-205.31 Belling Coats.

(a) 8ell1ng costs arise in the JDIll.'l"ket1Dg of the contractor f s produets

and include costs of sales promt10n, megotiatioIl., l1&1son between Gavermuent

representatives and contractor's persoDJ3el, and other related activities.
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(b) Selling costs are aUo'Rble to the exten1i they are reasoJ;l&ble

and are allocab.le to GovenI1Den1i business (but see ASPR 15-107 and. 15-205.1).

AUocUillty of sell1Dg costs 'Will 'be determtned. in the light of reasotl&'bJ.e

'beJJen.t to the Government a:rlsJ:ng from such activ1t1es as techD1cal, consulting,

cJ.eD:)nstr&tiOI1, ad other services which are tor purposes such as aPl'llcatiol1

or adaptation of the contractor's prodmts to~t use.

(e) lVotw:l.thsta1:lding (b) above, saleSJZen's or agents' compensation,

fees, coJDlss1onB, ]lerceDtages, or 'brokerage fees, 'Whieh are eontillfJent upon

the &'WU"d 00£ contracts, are aJ.1cmLble only wheD paid to 'bona fide emplayees

or bona fide establlshed commercial or selling &geXlC:les maintained by the

contractor for. the pu;rpGse of securimg business.

15-295.38 8erv1ee and W&1."raay--Cos1is. Sw:h cos'ts include those arising

f'rom f'IIl.:f'1JJ.ment of ~ contractual obligation of a cont:raetor to provide

services, such as installatioD, tra1D.1:og, correcting detects in the products,

replacing detective parts, lIItking ret1mds in the ease of' inadeq'U8:te performance,

etc. When oot inconsistent with the terms of the contract, such serv:lce and.

wa.rraaty' costs are all.owa'bJ.e. However, _e .should be exercised to avoid

d'U;pl1cation of the &l1owance as an element of bo1;h estimated product cost

aDd. risk.

15-205·39 severance!3Y..

(a) Severance Jiiq, aJ.SO COJDlllOn1y' referred to as d1sm:1ss&l wages,

is a plliYDleDt in addition to regul.ar saJ..a'ries &llJd wages, by oontractors to

'WOrkers _se eJII)1oymnt :fr·s beillS term1Jll&ted. Costs c4 severance pa::f are

all.on.ble only to the extent t.b&t, in each case, it is reqUired by (i) law,

(11) e~-employe.agreement~ (iii) estabJ.1sJa.ed pollcY' that COUst1'wtes,

in ef'f'ect, an 1JD;pl1ed agreeJl8nt on the contraetor's ~, or (iv) c1rc'WllStallces
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of the particular employment.

(b) Costs of s~verance p~ts are divided into two categories

as follows:

(i) actual normsJ. turnover severance payments shall be

allocated to all work performed in the contractor's

plant; OJ;", where the contractor provides for accrual

of pay for normal severances such method will be

acceptable if the amount of the accrual 1s reasonable

in light of payments a.ctually made for normal

severances over a representative past period, and if'

amounts accrued are allocated to all work performed

in the contractor f s plant; and

(if) abnormal or mass severance pay is of such a conjectural

nature that measurement of cost by :means of an accrual

wll1 not achieve equity to both parties. Thus accruals

for this purpose are nQt aJ.lowable. However, the

Government recognizes its obligation to participa.te,

to the extent of its fair share, in any specific

payment. Thus, a.llowability will be considered on a

case-by-case basis in the event of OCCllI'rence.

15-205.40 Special ToolS Costso T.be term. "special tooling" means

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

special test equipment, other special equipment and IDS.nui'acturing aids,

and replacements thereof, acquired or manufactured by the contractor for

use _d.n the perfoI"l1lSJlce of acontra.ct, which are of such a specialtzed

nature that, Without substantial modification or alteration, their use

is limited. to the production of such supplj.es or parts thereof, or the
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performance of such services, as are peculiar to the needs of the Governm,ent.

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

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

_or not altered or adapted for use in the performance of the contract,

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

or similar capital items. The cost of special tooling~ when acqu.ired

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

is allowable and shall be allocated to the specific Government contract

or contracts for which acquiredo

15-205.41 Taxes.

(a) Taxes are cb.a:rges levied by Federal, State, or local. govern-

menta. They do n.ot :include fines and peJ1altiesexcept as otherw::i.se provided

herein. In general, taxes (including State and local incom.e taxes') which the

contractor is required to pay and which are paid or accru.ed in accordance

with generally accepted accounting principles are al.lowable, except for:

(i) Federal income and excess profits taxes;

(ii) taxes in connection with :f~na:ncing, refinancing or

re:fundi..?lg ope:raticr.ns (see .ASPR 15-205.17) J

(iii) taxes :from. which exemptions are avai.lable to the

contractor directly or avall.able to the contractor

based on an exemption afforded the Gover:nm.ent except

when the c::on.tracting officer determin.es that the

a.dministrat:1.ve burden incident to obtaining the

exem;ption outweighs the correspaD.d1ng benefits

a.cCl'Uing to the GoYer.nm.ent.; and
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(iY·) special assessments on le.u.d which represent capital

:1JD:provements.

(b) Taxes otherwise allovrn.ble under (a) above, but upon which a

claim. of illegality or erroneous a.ssessmentexists, are aJ..lowab.le; :grovided

that the contra.ctor prior to payment of such taxes:

({) prom;ptly requests instructions from the eontra.ct:ing

officer concerning such taxes; and

(ii) takes all action directed by the contracting officer ~

including cooperation "With and' for the benefit of the

Govermnent to (Aj deter.m.ine the legality of such

assessment or~ (B) secure a refund of such taxes.

Reasonable costs of any such action undertaken by the contractor at the direc-

tion or with the caneurrence of' the contracting officer are allowabl.e.

Interest and penalties incurred by a contractor by reason of the nonpayment

of any tax at the direction of the contracting o:ff-icer or 'by reason of the

failure of the contracting officer to assure timely d~'ection after prompt

request therefor, are also allowable.

(CO) An::! ::r.'efund of taxes, interest, or pena.lt ies, and any payment

to the contractor of interest thereon, attributable to taxes,. interest, or

penalties 'Which were allowed as contract costs, shaD- be credited or paid

to the Government in the :m.a.nn.er directed by the Government, provided any

interest actually paid or credited to a. contractor incident to a refUnd

of tax, interest or penalty shall be paid or credited to the Government only

to the extent that such interest accuredover tIle period during which the

contractor had. been reimbursed by the Government for the taxes, interest

or penalties.
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l5-205s42 Trade. Business. Technical and Professional Activity Costs.

(a) Memberships sThis category includes costs of member ships

in trade, business g technicalg and professional organizations. Such costs

ax e allowable s

(b) Subscriptionss This item includes cost of subscriptions to

trade, business, professionalj) or technical periodicalss Such costs are

alloW'ables

(c) Meetings and Conferencess This item includes cost of meals,

transportation, rental of facilities for meetings 9 and costs incidental

thereto, when the primary purpose of the incurrence of such costs is the

dissemination of technical information or stimulation of production. Such

costs ere allowable.

15-205043 Training and Educational Costs o

(a) Costs of preparation and maintenance of a program of instruc-

tion at noncollege levelg designed to increase the vocational effectiveness

o.f.bona fide employeesj) including training materials, textbooks, salaries or

wag.es of trainees (excluding overtime compensation which might arise there

from)g and

(i) salaries of the director of training and staff when the

training program is conducted by the contractor; or

(ii) tuition and fees when the training is in an

institution not operated by the contractor;
ar e allowable 9

(b) Costs of part-time educationg at an under-graduate or

post-graduate college levelg related to the job requirements of bona fide

employees, including only~

(i) training materials;

(ii) textbooks;
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(iii) fees charged b.1 the educational institution;

(iv) tuition charged by the educational institution, or

in lieu of tuition, instructors' salaries and the

related share of indirect cost of the educational

institution to the extent that the sum thereof is

not in excess of the tuition which would have

been paid to the participa.ting educational

institution; and

(v) straight-time compensation of each employee for

time spent attending classes during working hours

not in excess of 156 hours Per year where circum-

stances do not permit the operation of classes or

attendanoe at classes after regular working hours;

ar"e allowable 0

(c) Costs of tuition, fees, training materials and textbooks

(but not subsistence, salary, or any other emoluments) in connection with

fulltime scientific and engineering education at a post-graduate (but not

under-graduate) college level related to the'job requirements of bona fide

employees for a total Per iod not to exceed one school year for each employee

so,;tlloained, are allowable 0 In unusual cases where required b.1 military

technology, the period may be extended.

(d) Maintenance expense, and normal depreciation or fair rental,

on facilities owned or leased by the contractor for training purposes

are allowable to the extent set forth in ASPR 15-205.20, 15-205.9, and

15-205.34, respectively.

(e) Grants to educational or training institutions, inoluding

the donation of faoilities or other properties, scholarships or fellowships,
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are considered contributions and are allowable.

15-205.44 Transpgrtation Costs. Transp,rtation costs include freight,

express, cartage, and postage charges relating either to goods purchased,

in process, or delivered. These costs are allowable. When such costs can

readily be identified with the items involved, they may be direotly costed

as transportation costs or added to the cost of such items (see (22) above).

Where identification with the materials received cannot readily be made,

inbound transportation costs may be charged to the appropriate indirect

cost accounts if the contractor follows a consistent, equitable procedure

in this respect. Outbound freight, if reimbursable under the terms of the

ooBtraet, shall be treated as a direct cost.

15-205.45 Travel Costs.

(a) Travel costs include costs of transportation, lodging, sub-

sistence, and incidental expenses, incurred by contractor personnel in a

travel status while on offioial oompaJJy' business.

(b) Travel costs may be based upon actual coste incurred, or

on· a per diem or mileage basis in lieu of act1,18.l costs, or on a combination

of the two, provided the m$thod used does not result in an unreasonable

oharge.

(c) Travel oosts incurred in the normal course of over-all

administration of the business are allowable and shall be treated as in-

direct costs.

(d) Travel costs directly attributable to specific contract

performance are allowable and may be oharged to the oontraot in aooordanoe

with the prinoiple of direot oosting (See ASPR 15-202).

(e) Neoessary, reasonable costs of family movements and. personnel

mov.ements of a speoial or mass nature are allow.able, subjeot to allocation
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on the basis' of work or time period benefited when appropriate. (But see
,

ASPR 15-10"1.)
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Part 6 - Guidelines for Application in the Negotiation
and Administration of Fixed-Price Type Contracts
and in the Negotiation of Termination Settlements

15-600 Sco;pe of Part. This Part provides guidance for the use of

Parts 2, 3, and 4 of this Section x:v in. the evaluation of' costs in pricing

.of negotia.ted f'ixed-price type contracts and subcontraets in those

instances where such evaluation is required to establish prices for such

fixed-price contracts providing for the redetermination

fixed-price incentive contracts (ASPR 3-403.4)

of price (ASPR 3-403.3)

non-cost-reimbursable portion of time and materials

contracts and (ii) in the negotiation of termination settlements.

15-601 Definition of: Fixed-Price 1YPe Contracts. "Fixed-price type"

contracts include, for purpose of this Part, the following:

firm fixed-price contracts (ASPR 3-403.i)

fixed-price contracts with escalation (ASPR 3-403.2)

(i)

(ii)

(iii)

• .J'.....,

(iv")

(v)

contracts (ASPR 3-405.1.)

(vi) labor-hour contracts (ASPR 3-405.2)

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

the negotiated price is t~ basis for p~nt to a contractor whereas

allowable costs are the basis for reimbursement undercoat-reimbursement

type contracts • Accordingly, the policies and procedures of ASPR Section III,

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

type contracts. COst and. accounting data. may provide guides for ascerta.ining

fair compensa.tion but are not rigid measures of it. Other types of data.,

criteria, or stande.rds may furnish equally reliable guides to fair com

pensation. The ability to apply standards of business jud.€fD.ent as distinct
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from strict acc01mting principles is at the heart of a negotiated price

or settlement.

(b") .Among the different types of fixed~price type contracts,

the need for consideration of costs varies considerably as indicated

(i) Retros:Rective Prieing a.ndSettlements. In negotiating

firm: fixed prices or settlements for work which has been

co:mpleted at the time of negotiation (e.g., .fi:n.al nego-

tiations under f~ed-price incentive contracts, redeter-

:mination of price af'ter completion of the work, or

negotiation of' a s'ettlement agreement under a contract

term::ia1ated for the convenience of the Government), the

treatment of costs is a :rna.jor factQr in arrivmg at the

am.ount of the price or settlement. lIc1wever, even in

these situations, the fina.Uy agreed price Qr settle-

ment Irtl\Y represent something Qther than the sum tQtaJ.

Qf a.cceJ)table costs plus profit, since the final price

accepted by each :party does nQt necessarily reflect

agreement on the evaluatiQn Qfeach element Qf' cost,

but rather a f'i,na.:l resolution of all issues in the

negotiation process.

(it') FQrwa:r::d Pricing. The extent to which costs influence

forward pricing varies greatly from case to case. In

negQ't iations covering future work, actual CQsts cannot

be known and the :impaJ:'tance of CQst eatima.tes de:Pends

on the circumstances. The contracting of'ficer must
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consider all the factors affecting the reasonableness

of the total proposed price, such as the technical,

production or financial risk assUllled, the complexity

of work, the extent of competitive pricing, and the

contractor's record for efficiency, economy and

ingenuity, as well as available cost est:ima.tes. He

must be free to bargain for a total p;J;"ice which

equitably distributes the risks between the cOlltractor

and the Gaver.n:m.ent and provides incentives for efficiency

and cost reduction. In negotiatingsu.ch a price, it is

not possible to identify the treatment of specific cost

elements since the bargaining is on a total price basis.

Thus, -while cost data is often a valuable aid, 1.t wi.11 not

control negotiation of prices for work to be performed, or a

target price 1.U1der an in.centive contract.

15-603 Cost PrinciRles and. The.i!" Usa. (a) ~,pursuant to ASPR 15-602,

costsa:re to be considered in the negotiation of fixed-price type contracts,

the appropriate Part of thi.s section XV shall be used as a guide in the

evaluatiOn of cost data required to establish a fair and reasonable prl.ce in

conjl,mction with other pertinent considerations as set forth more fully in

.ABPR Section III, Part 8.

(b') In. retrospective pricing, "Whenever an occasion arises in

which acceptability of a specific item of cost becomes an. issue, the

appropriate part of this Section XV will serve as a guide for the contracting

officer in his conduct of negotiations.
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(c) In applying this Section XV to fixed-price contracts,

contracting officers will: (i) not be expected to negotiate agreement

on every individual element of cost; and (11") be expected to use their

jud.pent as to the degree of detail in which they consider the individual

elements of cost in arriving at their evaluation of total cost, where such

evaluation isa]?propriate. However, the negotiation record should ful-ly

substantiate and justify the reasoning leading to a.n:y negotiated price.

(d) In order to permit the :Proper evaJ.:I.l.a.tion of cost data

submitted by contractors for u.se in negotiating prices, it IDB.y be r..ecessary

to obtain breakdowns or account analyses in respect to some cost items

particularly those 'Whose treatment may be dependent upon special circum.-

stances 8.e stated in the principles. Contractors will be expected to be

responsive to reasonable requests for data. of this kind.

- 50 -
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·SEC1'IO~ XV

CONTRACT COST PRINCIPLES AND PROCEDURES

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

pIes and procedures for the determination and allowance of costs in con-

nection with the negotiation and administration of cost-reimbursement type

contracts and contains guidelines for use, where appropriate, in the evalua-

tion of costs in connection with certain negotiated fixed-price type

contracts and contracts terminated for the convenience of the Government.

Part 1 - Applicability

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

ceeding Parts of this Section to the various types of contracts in connection

with which cost principles and procedures are used.

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

Other Than Educational Institutions. This category includes all cost-

reimbursement type contracts (ASPR 3-404) for supplies, services, or

exper:i.!nental, developmental, or research work (other than with educationa.l

institutions, as to which ASPR 15-103 applies), except that it does not

include facilities contracts (see ASPH 15-105) or constr~ction contracts

(see ASPR 15-104). The cost principles and procedures set for<th in Part 2

of this Section shall be incorporated by reference in cost-reimbursement

supply and researc~ contracts with other than educational institutions

as the basis -

( :L ) for determination of reimburseable costs under such contracts,

including cost-reimbursement type, subcontracts thereunder, and

the cost-reimbursement portion of time-and-materials contracts

(ASPR 3-405.1);
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(ii) for the negotiation of overhead rates (ASPR Section III,

Part 7); and

(iii) for the determination of costs of terminated cost-

reimbursement type contracts where the contractor elects

to 1fvoucher out 1f its costs (ASPR Section VIII, Part 4),

and for settlement of such contracts by determination

(ASPR 8-209.7).

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

stitutions. This category includes all cost-reimbursement type contracts

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

cationa1 institutions. The cost principles and procedures set forth in

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

reimbursement research contracts with educational institutions as the

basis -

(i) for determination of reimbursable costs under cost-

reimbursement type contracts, including cost-reimbursement

type subcontracts thereunder;

(ii) for the negotiation of overhead rates (ASPR Section III,

Part 7); and

(iii) for the determination of costs of terminated cost-

reimbursement type contracts where the contractor elects

to tlvoucher out ll its costs (ASPR Section VIII, Part 4),

and for settlement of such contracts by determination

(ASPR 8-209.7).

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

research and development performed by educational institutions under grants.

- 2 -
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ffiditor f s note: When this paragraph 15-103 is printed, ASPR 15-300 should

be deleted':?

15-104 Cost-Reimbursement Construction Contracts. This category

includes all cost-reimbursement type contracts (ASPR 3-404) for the con-

struction, alteration, or repair of bUildings, bridges, roads, or other

kinds of real property. It also includes cost-reimbursement tyPe contracts

for architect-engineer services related to such construction. It does not

include contracts for vessels, aircraft, or other kinds of personal property.

The cost principles and procedures set forth in Part 4 of this Section shall

be incorporated by reference in cost-reimbursement construction contracts

as the basis -

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

type contracts, including cost-reimbursement type subcontracts

thereunder;

(ii) for the negotiation of overhead rates (ASPR Section III, Part

7); and

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

type contracts where the contractor elects to "voucher out ll

its costs (ASPR VIII, Part 4), and for settlement of such

contracts by determination (ASPR 8-209.7).

15-105 Cost Reimbursement Facilities Contracts. (Reserved)

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

this Section provides guidance for the use of Parts 2, 3, and 4 where appro-

priate, in the evaluation of costs in connection with the negotiation of

certain fixed-price type contracts and termination settlements.

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

of allowability of the selected items of cost covered in Parts 2 through

5 has been stated to apply broadly to many accounting systems in varying

contract situations. Thus, as to any given contract, the reasonableness

and allocability of certain items of cost may be difficult to determine,

particularly in connection with firms or separate divisions thereof which

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

possible subsequent disallowance or dispute based on unreasonableness or

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

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

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

or unusual costs in categories where reasonableness or allocabilj.ty are

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

ing 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 contract file in the case of nego-

tiated fixed-price type contracts, and should govern the cost treatment

covered thereby throughout the performance of the contract. But the

absence of such an advance agreement on any element of cost will not,

in itself, serve tomake that element either allowable or unallowable.

Examples of costs on which advance agreements may be particularly

important:

(i) compensation for personal services;

(ii) use charge for fully depreciated assets;

(iii) deferred maintenance costs;

- 4 -
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(iv) pre-contract costs;

(v) research and development costs;

(vi) royalties;

(vii) selling and distribution costs; and

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

movement.

- 5 -
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Part 2 - Principles and Procedures for Use in Cost Reim
bursement Type Supply and Research Contracts with
Commercial Organizations

15-201 Basic Considerations

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

is the sum of the allowable direct and indirect costs allocable to the

contract, incurred or to be incurred, less any allocable credits. In

ascertaining what constitutes costs, any generally accepted method of

determining or estimating costs that is equitable under the circumstances

may be used, including standard costs properly adjusted for applicable

variances.

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

considered in determining the allowability of individual items of cost

include (i) reasonableness, (ii) allocability, (iii) application of those

generally accepted accounting principles and practices appropriate to the

particular circumstances, (iv) any limitations or exclusions set forth in

this Part 2, or otherwise included in the contract as to types or amounts

of cost items.

15-201.3 Definition of Reasonableness. A cost is reasoD~ble if, in

its nature or amount, it does not exceed that which would be incurred by

an ordinarily prudent person in the conduct of competitive business. The

question of the reasonableness of specific costs must be scrutinized with

particular care in connection with firms or separate divisions thereof

which may not be subject to effective competitive restraints. What is

reasonable depends upon a variety of considerations and circumstances

- 6 -
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involving both the nature and amount of the cost in question. In deter-

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

(i) whether the cost is of a type generally recognized as

ordinary and necessary for the conduct of the contractor's

business or the performance of the contract;

(ii) the restraints or requirements imposed by such factors as

generally accepted sound business practices, arm's lengt.h

bargaining, FederaJ. and state laws and regulations, and

contract terms and specifications;

(iii) the action that a prudent business man would take in the

circumstances, considering his responsibilities to the

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

Government and the public at large; and

(iv) significant deviations from the established practices of

the contractor which may unjustifiabJy increase the contract

costs.

15-201.4 Definition of Allocability. A cost 1s allocable 1f it is

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

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

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

1ationship. Subject to the foregoing, a cost is aJ.1ocab1e to a Governmcltt

contract if it:

(i) is incurred specifically for the contract;

(ii) benefits both the contract and other work or both Govern-

ment work and other work and can be distributed to them 1n

reasonable proportion to the benefits received; or

- 7 -
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(iii) is necessary to the over-all operation of the business,

although a direct relationship to any particular cost

objective cannot be shown.

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

allowance, and other credit relating to any allowable cost, received by

or accruing to the contractor, shall be credited to the Government either

as a cost reduction or by cash refund, as appropriate.

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

identified specifically with a particular cost objective. Direct costs

are not limited to items which are incorporated in the end product as

material or labor. Costs identified specifically with the contract are

direct costs of the contract and are to be charged directly thereto.

Costs identified specifically with other work of the contractor are direct

costs of that work and are not to be charged to the contract directly or

indirectly. When items ordinarily chargeable as indirect costs are

charged to Government work as direct costs, the cost of like items applicable

to other work of the contractor must be eliminated fram indir~ct costs allo-

cated to Government work.

(b) This definition shall be applied to all items of eost of

significant amount \..lu1.ess the contractor demonstrates that the application.

of any different c'-lrrent practice achieves substantially the same r\~s ...,....lts.

Direct cost items of minor amount may be distributed as indirect costs as

provided in ASPR 15-203.

15-203 Indirect cos-t.s. (a) An indirect cost is one which, because

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

- 8 -
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treatment as a direct cost. Minor direct cost items may be considered to be

indirect costs for reasons of practicality. After direct costs have been

determined and charged directly to the contract or other work as appro-

priate, indirect costs are those remaining to be allocated to the several

classes of work.

(b) Indirect costs shall be accumulated by logical cost group-

ings with due consideration of the reasons for incurring the costs. Each

grouping should be determined so as to permit distribution of the grouping

on the basis of the benefits accruing to the several cost objectives.

Commonly, manufacturing overhead, selling expenses, and general and ad-

ministrative expenses are separately grouped. Similarly, the particular

case may require subdivisions of these groupings, e.g., building occu-

pancy costs might be separable from those of personnel administrat1.on within

the manufacturing overhead group. The number and composition of the group-

ings should be governed by practical consideratioIls and should be such as

not to complicate unduly the allocation where substantially the same re-

sults are achieved through less precise methods.

(c) Each cost grouping shall be distributed to the appropriate

cost objectives. This necessitates the selection of a distri~~tion base

cammon to all cost objectives to which the grouping is to be allocated.

The base sheuld be selected so as to permit allocation of the grouping on

the basis of the benefits accruing to the several cost objectives. This

principle for selection is not to be applied so rigidly as to complicate

unduly the allocation where substantially the same results are achieved

through less precise methods.

- 9 -
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(d) The method of allocation of indirect costs must be based

on the particular circumstances involved. The method shall be in accord

with those generally accepted accounting principles which are applicable

in the circumstances. The contractor's established practices, if in

accord with such accounting principles, shall generally be acceptable.

However, the methods used by the contractor may require re-examination

when:

(i) any substantial difference occurs between the cost pat-

terns of work under the contract and other work of the

contractor; or

(ii) any significant change occurs in the nature of the OOsi-

ness, the extent of subcontracting, fixed asset improvement

programs, the inventories, the volume of sales and produc-

tion, manufacturing processes, the contractor's products,

or other relevant circumstances.

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

during which such costs are incurred and accumulated for distribution to

work performed in that period. Normally, the base period will be the con-

tractor's fiscal year; however, use of a shorter period may be appropriate

in case of (11) contracts whose performance involves only a minor portion

of the fiscal year, or (11) where it is general practice in the industry'

to use a shorter period. In any event the base period or periods shall be

so selected as to avoid ineqUities in the allocation of costs. When the

contract is performed over an extended period of time, as many such base

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

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

be allowed to the extent that they are reasonable (see ASPR 15-201. 3),

allocable (see ASPR 15-201.4), and determined to be allowable in view of the

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

(b) C~sts iIl;~red.as reim~~ementsby ,a pima, eeft~utetoI t~i

a subcontractor ~~~;(a ~~st~~~'im~~t~:e' i.Jc~~tr;;~;:re~~~~~n <,

to the extent that allowance is consistent with the Part of this Section XV

which is appropriate to the subcontract involved. Thus, if the subcontract

is for supplies, such costs are allowable to the extent that the subcon-

tractor's costs would be allowable if this Part 2 were incorporated in the

sUbcontract; if the subcontract is for construction, suc~ costs are allowable

to the extent that the subcontractor's costs would be allowable if Part 4

of this Section XV were incorporated in the subcontract.

(c) Selected items of cost are treated in ASPR 15-205. However,

ASPR 15-205 does not cover every element of cost and every situation that

might arise in a particular case. Failure to treat any item of cost in

ASPR 15-205 is not intended to imply that it is either allowable or un-

allowable. With respect to all items, whether or not specifically covered,

determination of allowability shall be based on the principles and standards

set forth in this Part and, where appropriate, the treatment of similar or

related selected items.

15-205 Selected Costs.

15-205.1 Advertising Costs.

(a) Advertising costs mean the costs of advertising media

and corollary administrative costs. Advertising media include magazines,

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

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

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

allowable:

. (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;

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

when considered in conjunction with all other recruitment

costs;

(iii) costs of participation in exhibits--

(A)

(B)

upon invitation of the Government, or
.

which exhibits are for the purpose of disseminating

technical information within the contractor's industry;

however, such costs are not allowable under this sub-

paragraph (B) if the exhibit offers specific products

or services for sale;

(iv) advertising for the exclusive purpose of obtaining scarce

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

surplus materials, in connection with the contract.

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

unallowable •

.15-205.2 Bad Debts. Bad debts, including losses (Whether actual or

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

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

- 12 -



DRAFI'

26 J'une 1959

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

bids or proposal..s on potential.. Government and non-Government contracts

or projects, including the development of engineering data and cost data

necessary to support the contractor f s bids or proposals. Bidding costs

of the current accounting period of both successi'ul and unsuccessful bids

and proposal..s normally will be treated as allowable indirect costs, in which

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

current period to the Government contract. However, if the contractor I s

established practice is to treat bidding costs by some other method, the

results obtained may be accepted only if found to be reasonable and equitable.

15-205.4 Bonding Costs.

(a) Bonding costs arise when the Government requires assurance

against financial loss to itself or others by reason of the act or

default of the contractor. They arise also in instances where the con-

tractor requires similar assurance. Included are such bonds as bid,

performance, payment, advance p~nt, infringement, and fidelity bonds.

(b) Costs of bonding required pursuant to the terms of the

contract are allowable.

(c) Costs of bonding required by the contractor in the

general conduct of his business are allowable to the extent that such bond-

ing is in accordance with sound business practice and the rates and premiums

are reasonable under the circumstances.

15-205.5 Civil Defense Costs.

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

and the protection of life and property against, the possible effects of
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enemy attack. Reasonable costs of civil defense measures (including costs

inexeess of normal plant protection costs, first-aid training and supplies,

fire fighting training and equipment, posting of additional exit notices

and direct ions, and other approved civil defense measures) 'lUldertaken on

the contractor's premises pursuant to suggestions or requirements of civil

defense authorities are allowable when allocated to all work of the

contractor.

(b) Costs of capital assets under (a.) above are allowable

through depreciation in accordance with ASPR 15-205.9.

(c) Contributions to local civil defense funds and projects

are unallowable.

15-205.6 COmpensation for Personal Services.

(a) General. (1) Compensation for personal services in-

cludes all rem'lUleration paid currently or accrued, in whatever form and

whether paid immediately or deferred, for services rendered by employees

to the contractor during the period of contract( performance. It includes,

but is not limited to, salaries, wages, directors' and executive committee

members' fees, bonuses (including stock bonuses), incent i ve awards, em-

ployee stock options, employee insurance, fringe benefits, and contributions

to pension, annuity, and management employee incentive compensation plans.

Except as otherwise specifically provided in this ASPR 15-205.6, such costs

are allowable to the extent that the total comPensation of individual

employees is reasonable for the services rendered and they are not in excess

of those costs which are allowable by the Internal Revenue Code and

regulat ions thereunder.
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(2) Compensation is reasonable to the extent that

the total amount paid oraccruecl is commensurate with compensation paid

under the contractor's established policy and conforms generally to com-

pensation paid by other firms of the same size, in the same industry,

or in the Same geographic area, for similar services. In the administra-

tion of this principle:, it is recognized that not every compensation

case need be subjected in detail to the above tests. Such tests need be

applied only to those cases in which a general review reveals amounts

or types of compensation which appear unreasonable or otherwise out of

line. However, certain conditions give rise to the need f"or special

consideration and possible limitation as to allowability for contract

cost purposes where amounts appear excessive. Among such conditions

are the following:

(i) Compensation to owners of closely held

corporations, partners, sole proprietors, or

members of the immediate families thereof,

or to persons who are contractually

connnitted to acquire a substantial financial

interest. in the contractor's enterprise.

Determination shbuld be made that such

compensation is reasonable for the actual

personal services rendered rather than a

distribution of profits.

(ii) Any change in a contractor's compensation

policy resulting in a substantial increase

in the contractor's level of compensation,

- 15 -
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particularly when it was concurrent with an

increase in the ratio of Government contracts

to other business, or any change in the

treatment of allowability of specific types of

compensation due to changes in Government

policy.

(iif) The contractor<'s business is such that his

compensation levels are not subject to the

restraints normally occurring in the conduct

of competitive business.

(3) Compensation in lieu of salary for services rendered

by partners and sole proprietors will be allowed to the extent that it

is reasonable and does not constitute a distribution of profits.

(4) In addition to the general requirements set forth

in (i) through (3) above, certain forms of compensation are subject to

further requirements as specified in (b) through Ci) below.

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

services include gross compensation paid to employees in the form of

cash, products, or services, and are allowable. However, premiums for

overtime, extra-pay shifts, and multi-shift work are allowable to the

extent approved pursuant to'ASPR 12-102.4 or permitted pursuant to

ASPR 12-102.5.

(c) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,

safety awards, and incentive compensation based on production, cost re-

duction, or efficient performance, are allowable to the extent that the

- 16 -
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over-all compensation is determined to be reasonable and such costs are

paid or accrued pursuant to an agreement entered into in good faith

between the contractor and the employees before the services were

rendered, or pursuant to an established plan followed by the contractor

so consistently as to imply, in effect, an agreement to make such

payment 0 (But see A8PR 15-107.) Bonuses, awards and incentive

compensation when any of them are deferred are allowable to the extent

provided in (i) below.

(d) Bonuses and Incentive Compensation Paid in Stock.

Costs of bonuses and incentive compensation paid in the stock of the con-

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

above (including the incorporation of the principles of paragraph (f)

below for d~ferred bonuses and incentive compensation-), subject to the

following additional requirements:

(i) valuation placed on the stock transferred shall

be the fair market value at the time of transfer,

determined upon the most objective basis

available; and

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

issuance of such stock to the employees shall

be subject to adjustment according to the possi-

bilities that the employees will not receive

such stock and their interest in the accruals

will be forfeited.

Such costs otherwise allowable are subject to adjustment according to the

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

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

(t) Deferred Co~ation. (i) As used herein, deferred

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

employee is not paid until after the lapse of a stated period of years

or the occurrence of other events as provided in the plans, except that

it does not include normal end of accounting period accruals. It in-

eludes ({) contributions to pension, annuity, stock bonus, and profit

sharing plans, (ii) contributions to disability, withdrawal, insurance,

survivorship, and similar benefit plans, and (iii) other deferred com-

pensation, whether paid in cash or in stock.

(2) Deferred compensation is allowable to the extent
/) pi \1 1:1(,'1 1< ( I', (, IJ 1""

that (i) except for past service pension,fostsjit is for services

rendered during the contract period; (ii) it is, together with all other

compensation paid to the employee, reasonable in amount; (iii) it is paid

pursuant to an agreement entered into in good faith between the contractor

and employees before the services are rendered, or pursuant to an estab-

lished plan followed by the contractor so consistently as to imply, in

eff'ect, an agreement to make such payments; and (iv) for a plan which

is subject to a:Pproval by the Internal Revenue Service, it falls within

the criteria and standards of the Internal Revenue Code and the regula-

tions of the Internal Revenue Service. (But See ASPR 15-107.)

(3) In determining the cost of def'erred compensation

allowable under the contract, appropriate adjustments shall be made f'or

'//il credits or ga~;:~~.:n~·~u;~;.c;oth normal and abnormal employee

turnover, or any other contingencies that can result in a ~feiture
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by employees of such deferred compensation. Adjustments shall be made

only for forfeitures which directly or indirectly inure to the benefit

-of the contractor; forfeitures which inure to the benefit of other

employees covered by a deferred compensation plan with no reduction

in the contractor's costs will not normally give rise to adjustment in

contract costs. Adjustments for normal employee turnover shall be based

on the contractor's experience and on foreseeable prospects, and shall

be reflected in the amount of cost currently allowable. Such adjust-

ments will be unnecessary to the extent that the contractor can demonstrate

that its contributions take into account normal forfeitures. Adjustments

f'or possible future abnormal forfeitures shall be effected according to

the following rules:

(i) abnormal forfeitures that are foreseeable

and which can be currently evaluated with

reasonable accuracy, by actuarial or other

sound computation, shall be reflect·ed by an

adjustment of current costs otherwise

allowable; and

(ii) abnormal forfeitures, not within (i)

above, may be made the subject of agreement

between the Government and the contractor

either as to an equitable adjustment or a

method of determining such adjustment.

(4) In determiIiing whether deferred compensation is for

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

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

retirement, and covenants not to compete.

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

provided by the contractor to its employees as compensation in addition to

regular wages and salaries. Costs of fringe benefits, such as pay for

vacations, holidays, sick leave, military leave, employee insurance and

supplemental employment benefit plans are allowable to the extent required by

law, employer-employee agreement, or an established policy of the

contractor.

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

(i) Training and Education E:x;:penses. See ASPR 15-205.41.
15-205.7 Contingencies.

(a) A contingency is a possible future event or condition

arising from presently knO'WIl or unknown causes J the outcome of which is

indeterminable at a present time.

(b) In historical costing, contingencies are not normally

present since such costing deals with costs which have been incurred and

recorded on the contractor's books. Accordingly, contingencies are gen-

erally unallowable for historical costing purposes. However, in some

cases, as for example, terminations, a contingency factor may be

recognized which is applicable to a past period to give recognition

to minor unsettled factors in the interest of e:x;:peditious settlement.

(c) In connection with estimates of future costs, contin-

gencies fall into two categories:

(i) those which may arise from presently knO'WIl and

existing conditions, the effects of which are
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foreseeable within reasonable limits of accuracy;

e.g., anticipated costs of rejects and defective

work; in such situations where they exist, con-

tingencies of this category are to be included

in the estimates of future cost so as to provide

the best estimate of performance costs, and

(ii) those which may arise from presently known or

unknown conditions, the effect of which cannot

be measured so precisely as to provide equitable

results to the contractor and to the Government;

~, results of pending litigation, and other

general business risks. Contingencies of this

category are to be excluded from cost estimates

under the several items of cost, but should be

disclosed separately, including the basis upon

which the contingency is computed in order to

facilitate the negotiation of appropriate

contractusJ. coverage (see, for example, ASPR

15-205.16, 15'-205.20, and 15-205.39).
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15-202.8 Contributions and Donations. Contributions and donations are

unallowable.

15-205.9 Depreciation.

(a) Depreciation is a charge to current operations which distributes

the cost ot a tugib1e capital asset, less est1ated residual vaJ.ue, over the

esti_ted usetul· lite at the asset in a systematic and logical _nner. It

does DOt ilW01ve a process ot vaJ.uation. tJ'sef'ul lite has reference to the

prospective period ot economic usefu.J..ness in the particULar contractor f s

operations as distiDgU1shed t'rom physical lite.

(b) Borm&l depreciation on a contractor's.pl.ant, equipment, and

otlaer O&1»ital tac1l1ties is an allowable eleJrent ot coJItract cost; provided

tbat the 8J11)lU1t thereot is computed:

(i) lIJOD the property cost basis used by the contractor tor

Federal income tax pu.rposes (see Section 167 ot the

lliI.ter:ral Revenue Code ot 1954); or

(ii) in the case ot DODprofit or tax-dBmpt orga1'Il.zations,

vpon a property cost basis 'Which could have 'heeD used

by the contractor tor Federal income tax purposes, had

such organtzations been subject to the payment of

income tax; and in either ease

(iii) by the consistent application to the assets concerned.

ot ~ gemeraJ.ly accepted acccnmti:ag method, and. subject

to the limitations of the IntermaJ. Revenue Code ot 195Jt.,

as ameIlded, inc1uQiug·--

(A) the straight lime method;

(D) the d.ec11r:dug balance method, using a rate not
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exceeding twice the rate 'Which 'WOuld have been

used had the annual allowance been computed under

the method described in (A) above;

(c) the S\DII. of the years-digits mthod; and

(m) &rI3" other consistent :aethod prod:w:tive of an pmtaJ

allowance which, when added to all allowances for

the period commencing with the use of the property

and iDC~'Ud1ng the current year, does not, during the

first tlro-th1rds ot the useful life of the property,

exceed the total of sueh allowances which 'WOuld have

been used had sueh allowances been computed under the

method described in (B) above.

(c) Depreciation shcln1ld 'lI.SlI&1ly be allocated to the contract and

other work as an iDd1rect cos1i. !he UIO'lmt of depreciation allowed in arI3'

accOlmting period BB:Y, consistent with the basic objectives set forth in (a)

above, ve:ry with vo~ume of prodution or use of Dmlti-shif't operations.

(d) In the case of emergency tacillties covered by certificates

ot DScessity, a contractor J.IBy' e~ect to use normal depreciation without

requestiDC a determ:tnation. of "true depreciation" or~ e~ect to use either

DO~ or "true 4epreciation" atter a determlnation of -t.rue depreciation" has

been made by an Emergency Facillties :Depreciation Board. The :aethod e~ected

DIWIt be followed consistentJ.;r "thro'Ughout the life of the eJIel"geuey faclllty.

lihere an eJ.ection is made to use normal depreciation, the amo\Ul.t thereot for

beth the emergeDey period and. the post-emergency period shall be computed in

accordaBee with (b) above. Where an e~eetion is made to use "true depreciation,"

the UlO'lmt allowab1.e as depreciation:
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(i) with respect to the emergency period (5 years), shall be

computed in accordance with the determination of the

Emergency Facilities Depreciation Board and allocated

rateably over the full five year emergency period;

<J(', t,

(11)

provided no othe~ allowance is made which would duplicate
:l,· ~ 4 .,,~,/lf.. t, f ~; C (I , rJ I 1; C(,{:(e- ..,·"p.:, ",,-...., 111 ..... I
> ,,' J

the factors, such ~s extraordinary obsolescence,~.9B

~l tUt1nfZ "tt!tm..4~a'9ttHr~.Ha'"-

after the end of the emergency period, ~hall be computed

by distributing the remaining undepreciated portion of

the cost of the emergency facility over the balance of

its usefUl life (but see (e) below); provided the remaining
,

undepreciated portion of such cost shall not include any

amount of' unrecovered "true depreciation."

(e) Depreciation on idle or excess facilities shall not be allowed

except on such facilities as are reasonably necessary for standby purposes.

(f) No depreciation, rental, or use charge shall be allowed on the

contractor's assets which have been fully deprecieted when a substantial portion

of such depreciation was on a basis that represented, in effect, a recovery

thereof as a charge against Government contracts or subcontracts. Otherwise, a

reasonable use charge may be agreed upon and allowed. (But see ASPR 15-107.)

In determining this charge, consideration should be given to cost, total

estimated useful life at time of negotiation, and effect of any increased

maintenance charges or decreased efficiency due to age.

15-205.10 Emplovee Morale. Health. and Welfare Costs and Credits.

Reasonable costs of health and welfare activities, such as house publications,

health or first-aid clinics, recreational activities, and employee counseling

services, incurred, in accordance with the contractor's established practice
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or cusiiom in the 1Ildustry or &1"8&, for the 1mproveJllen't of wrk11lg cond1Uons,

empJ.oyer-eJIq)l.oyee relations, ~e mraJ.e, ad employee perf01"D'lBJ1Ce, are

alJ.owable. Iuco_ generated f'rom arr:f of these acUvi't1es shall be credited

to the costs thereof 'W1less such income has been irrevocably set over to

empJ.oyee welf'are orgam.zat1ons.

~5-205.11 Entertainment Cos'tso Cos'ts of amusement, diversion, social

activities and incidental cos'ts relating thereto, such as Deals, ~odg1ng,

rentals, transporta'tion, and gratuiUes, are UJJallowaba (but see ASPR

~5-205.~O and ~5-205.42).

~5-205.12 Excess FaeU1ty' Costs. Costs of ma!ntaining, .:repa.ir1Dg, and

hous1tJg idle and excess contra.ctor-owned tac111ties, except those reasonably

- DecesS&1"Y' for staDdby purposes, are UIl8JJ.owa.bl.e. Arr:I costs of excess plan't

eapae1'ty reserved for defense mb1llza'tion production 1Ih1ch are 'to be paid

for by the GoverDlDlltn't shoul.d be the subJec't of a separa'te contra.c't.
of (I N65 H IV v /( II' HL ilf;~

~5-205.~3 Fines and PeD&1.'ties. Cos'tsf\resultiDg f'rom viola't1ons of, or

fa1~1I1"e 00£ 'the contractor to coDgl)ly' ld.'th, l"ederal, State, and. ~ocal laws and.

regula't1ons are UD&1J.owabJ.e except when incurred as a resw.t of compliance

w.Lth specific provisions Gt the eontrac't, or 1nstru.c'tiollS in wri'ting from

the eontrae't1ng officer.

~5-205.~4 Food Service and Dorm1tory Costs and Ored!'ts 0 Food and

dormitory services 1ncl.lJde operating or hrn1sh1ng f'acU1Ues for caf'e'ter1as,

din11lg rooms, caniieellS, ~\U1ch 1l8gOllS, vending mch1nes, llviDg acco:aX1ations

or s1ml.~ 'types of' services tor the contractor's empJ.o:rees at or near the

contractors's tac1ll'ties•.' Reasonab~e ~sses from 'the operation ot such

services are aJ.J.o'W&b1e it they are alJ.ocated. to alJ. activi'ties served. Pro:f'1'ts
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(except profits irrevocably set aver to an employee wel.tare orga.n1zation ot

the contractor in amounts reasonably useful tor the benet!t ot the employees

at the site or sites ot contract pertorJlB11Ce) accruing to the contractor trom

the operation ot these services, whether operated by the contractor or by a

concessioI:l&1re, shall be treated as a credit, and aD.ocated to aD. activities

served.

15-205.1;2 Fringe Benef'1t's: (See ASPR J.5-205.6(g»

1;2-20;2.16 InsuraIlOe aBd Indemn1 tication.

(a) Insurance imcl.udes (i) insurance which the contractor is

requ:1red to carry, or which is approved, under the terms ot the contract, and

(ii) u;,y other insurance which the contractor DBinta1ns in connection nth the

general coDduct ot his business.

(1) Costs of insur&llCe required or approved, and JIB1ntained,

pursuant to the contract, are alJ.owable.

(2) Costs ot other iD.Sllrance m&1ntatued by the contractor in

connection with the general conduct ot his business a:re alJ.owab1e subject to

the tollowing l1m1tatio11S:

(i) types and extent ot coverage sl3&ll be in accordazlce

with solmd business practice aDd the rates and

premiums shalJ. be reasoDalUe 1.mAer the circumstances;

(ii) costs alJ.owed tor business interru;ption or other

S1 m1 J at" illS'l.1:I'UCe shall be l1mf.ted to exclude coverage

ot profit;

I r

(iii) costs ot insurance or ot: &DiY' provision tor a reserve

covering the risk ot loss~~Jat) dam!tge to GoverDmeut

proper1;y' are allOwable only to the extent that the
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contractor is liable for such. loss or damage and

such insurance or reserve does not cover loss or

da.mBge which results from w:t.1.1tW. m1sconduct or

lack of good faith on the part of any of the

contractor's directors or officers, or other

equivalent representatives, 'Who has su;pervision

or direction of (A) alJ. or substantialJ.y, all of

the contractor's business, or (B) all or sub-

staxr\:;ially alJ. of the contrac1ior' s operations

at arr::J one plant or sepe;rate location in which

the contract is being performed, or (C) a separate

and complete IDajor industrial operation in con

nection with the performance of the contract;

(iv) provisions for a reserve under an approved sel.f'-

insurance program are allowable to the extent that

the types of coverage, extent of coverage, and the

D
rates and premiums 'WOuld have been alJ.owed hat

insurance been purchased. to cover the risks; IWd

Lv) costs of insurance on the lives of officers,
owLy'

partners, or proprietors are allowable"to the

extent "that the insurance represents additioDal

compensation (see ABPR 15-205.6).

(3) Actual 10sse8 which could have been covered by permLssib1e

insur&DCe (through an &ppl·oved sel.f'-insurance program or otherwise) are unaJ.

- lowa'b1e UDl.ess expressJ.;r provided for in the contract, except:
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(i) costs incurred because of losses not covered under

:oom1na.:L deductible illS'Ur8JlCe coverage provided in

keepiDg w:Lth sound business practice, are allowable;

(ii) minor ~osses not covered by insurance, such as spoilage,

breekage$ and Msappee:rance of sDBll hand too~s, which

occv 1n the ordinary course ot doing business, are

all.owabJ.e 0

(b) Indemrrf :f'1cation iDC~udes securing the contractor against l1abill-
, c1 'I ,'IZ. ~ Pi ." A (. , >1-\ ~ ,-

ties to third perBOm.S and"other loss~DOt c0JJ!P8nsated by instQ."8J3Ce or otherw1se.

The Govermaent is o'bJ.1gated to indellllrlty the contractor only' to the extent ex

Pressly provided for in the contract, except as provided in (a)(3) above.
oJ \.?cl<r:t,'J't/l.:

15-205.11 Interest and other FiJWICi&1 Costs. Interestl'Jhowever repre-

sented), bond. Mscounts, costs of f'iDB.DCillg and ref1nanc11lg operations, legal

and professional fees paid in connection with the preparation ot prospectuses,

costs of preparation and. issuance of stock rights, and eosts related thereto,

are 'UD8JJ.owa'ble except tor interest assessed by state or ~ocal tax111g author

ities lUIder the coDd1tlons set forth in ASPR ~5-205.4~. (But see ASPR 15-205.24.)

15-205.18 Labor Relations Costs. Costs iXlC'Urred in minta1n1ng satisfactory

rela"tions 'between the co:utra.etor and its employees, Incl.ud1.ng costs of shop

stewards, J.abor mnagement committees, empJ.oyee publications, and. other

related activities; are allowabJ..e.

~5-205,,~9 Losses on other Contracts. An excess of costs over income UIJder

&10' other contract (incJ.'Wti1lg the contractor's contriblrted portion \1.Dder eost

sl3&t'1ng contracts), Whether such other contract is of a supply, research and

d.eveJ.opment, or other Dature, is t:m&llowabJ.e.
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~5-205.20 Mdntenance and Repair Costs.

(a) Costs necessary for the upkeep of property (iDC~uding Government

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

value of the property nor appreciably pro~ong its inteJJded life, but keep it

in an ef'f1e1ent operating cond1tion, are to be treated as follows (but see

ASPR ~5-205.9):

(i) normal :m1ntenance and repair costs are allowab~e;

(ii) extraordinary m1ntetl8JlCe and repair costs are &llowab~,

provided such are allocated to the periods to which appli

cable for purposes of determ1I11ng contract costs. (But

see ASP.R ~5-~07.)

(b) Expend!tures for ~t and equipment, incJ:uding rehab1lltation

4 thereof, which, according to generally accepted accounting principJ.es as sppl1ed

UIlder the contractor's establlshed policy, should be capitalized and subjected

to depreciation are allowab1e oXlJ..J' on a dspreciation basis.

~5-205.21 M!umf'aeturing and Production Engineering Costs. Costs of DmU

facturing and production engineering, incJ.u41ng engineering activities in con

nection with the following, are allowabJ.e;

(i) current manufacturing processes S'tlCh as JD)tion and t1JJe

study, methods 8Jll8l.y'sis, Job analysis, and tool. design and

iJl1P1"OV'ement; and

(ii) current production probJ.ems" such as materials anaJ.y's1s for

production suitability and component design for purposes of

s1mpl.1f"y1ng production.

15-205.22 Material Costs.

(a) IiBter1al costs include the costs of such items as raw materials,

parts" ~sembl1es, components, and manufactu:t'ing su;ppl1es, whether -purchased
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outside or JIB.Ill1factured by the contractor, aM JJ:IaY include such collateraJ. items

as inbound transportation and intransit insurance. In computing material costs

consideration will be g:l.ven to reasomble overruns, spoilage, or defective work

(concerning correction of defective work, see the provisions of the contract

relating to inspection and correction of defective work).. These costs are

allowable subject, however, to the provisions of (b) through (e) below.

(b) Costs of mater1&1 shall be suita~ adjusted for applicable

portions of income and other credits, incluQ1.Dg ava1lable trade discounts,

refunds, rebates, allOW8JJCes, amd cash discounts, aDd credits for scrap &Ild

salvage aDd material returned to vendors. SUCh incOJle and other credits shall.

either be oredited directly to the cost of the material iIlV'Olved or be allocated

(as cred1ts) to indirect costs. However, where the contractor can demonstrate

that f&ilure to take cash discounts was due to reasonable circumstances, such

l.oat discounts need not be so credited.

(e) ReasoDable adJustments arising f'rom differences between periodic

physical inventories and book. inventories JIIQ" be included in arriving at costs,

provided such ad,JustDents relate to the period of performance of the contract.

(d) When the materials sre purchased specifically for aRidentif1&ble

sol~ nth performance under a contract, the actual purch&se cost thereof' should

be charged to th.e contract. If mtarial is issued f'rom stores, &rJ:y general.1y

recognized method of pricing such mteriaJ. is acceptable if that method is con

sistently applied and the resULts are equitable. When estimates of material

costs to be incurred in the f'uture are required, eith.er current market price or

anticipated acquisition cost J:IBUT be uSed, but the basis of' priciDg must be

disclosed.
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(e) Charges tor mater1&lsp services, and su;p,plies so1d or transterred

between plants, divisioDS or organiza:tiODS, under a cODlDOn control, ordinarily'

shall. be allowable to the extent ot the lower ot cost to the transteror or current

-.rket price. However, a departure from this basis is permissible where (i) the

item is regularly lIIImItaetured aDd sold by' the contractor through cOJllllerci&l

channels aDd (ii) it is the contractor's long-esta'bllshed practice to price

inter-organization transters at other thaD cost tor cOJllllercial work; provided

that 'tlile ch&1."ge to the contract is tIOt in excess of the transteror' s 'sales

price to its most tavored customer tor the SUB item in like Q,1IaJ1tity, or the

current Dal"ket price, whichever is lower.

15-205.23 Organization Costs. Ex,pel:ld1tures" such as incorporation tees"

attorDeYs' tees, aecolmtaBts' tees, brokers' tees, tees to pl"OD)ters and

orguizers, in connection 'With (i) org&D1zation or reorp,nization ot a business"

or (ii) ratsiDS capital, are unallowable.

15-205.24 other Iui_ss Expeues. IDcl1lded in tb1s item are such 'NCnI1'T1JJg

ez,pe:nses as reSistry aDd transfer ch&1"ges resulting frOll cbaDps in ownersl11p

ot securities issued by' the eoatractor, cost at sb&1:"eho1clers' meetiDgs, DOrIIB1

~ solicitations, preparation and pUl1cation ot reports to shareho1clers,

preparation and submtss10n of required reports aDd torms to tax1ng aDd other

regulatory bodies; and inc1dental costs ot cl1.reetors and comm1ttee _etiDgs.

~ above and sim1J.ar costs are allowable when ~ocated on an equitable basis.

15-205.25 0V'ert1JJIe, EJ:tra-P!g' Sbitt aDd 1IlLti-Sh:ttt Premf.1mIS. PreIliUJIS

tor overtime, extra-pay sb1ttsl aDd malti-shitt 'WOrk aTe &llowable to the

extent &:P,Proved pursuant to ASPR 12-102.4" or permitted pursuant to ASPR

12-102.5.
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15-205..26 Patent Costs. Costs of preparing discJ.osures, reports, and

other Q.oCUJDl!nts required by the contract and ot searcl:dDg the art to the extent

necessary' to make such imrention d1sc10sures, are al1owabl.e. In accoraanee nth

the c1&uses of the contract relating to patentst oosts of preparing doouments

and. B.D::I other patent costs, in cot.meotion with the filing ot a pate. appl1oation

where title is conveyed to the Gover'mDent, &1"e allowable. (See ASPR 15-205.36).

15-202.27 Pension Plans. See ASPR 15-205.6.

15-202.28 Plant Protection Costs. Costs of items sueh as (i) wages,

unitorms, and equipment of person:nel engaged in plaJ:rt proteotion, (ii)

depreciation on p1aJrt protection oapital. assets, and (iii) necessary expenses

to eo~ with military' aecurity requirements, are allowable.

12-202.g9 Plant Reoouversion Costs.. Plant reconversion costs are those

incurred in the restora1i1on ar reha'b1litation ot the contractor's tacilities

to approx:t-.:tel7 the same oolldttion ex1stiDg 1:ImDed1atel7 prior to the COJZDDence-

ment ot the military coatract work, tair wear and tear excepted. Reconversion

cons are 'W'&1.lowable except tor the cost ot reDl:7V"1ng GoverDment property and

the restoration ar rehab111tatioD costs caused by' such remval. However, in

special ciro'lmlStances where equity so d1ctates, additional costs IIB\Y' be allowed

to the extent agreed u;poD be.t"ore the· costs ere incurred. Whenever S'W:h costs are

given consideration, C&1"e should 'be exere1sed. to avoid iu;pl1catioD through allow-

an.ee as contingencies, :ea additional profit or tee, or in other contracts.

12-205.30 Precontract Costs. Precontract costs are those incurred priar to

the erreotive date ot the contract direotl;v p1.trnant to the Degotiat1on and in

anticipation of the award of the contract where sueh incurrence is n.ecessar,y

to oomply w1th the proposed contract delivery schedule. Such costs are &1low-

'able to the extent that they'W01dd have been allowa'bl.e it incurred atter the

date of the contract. (But see .ASPR 15-107.. )
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costs, incurred 'in connection with. patent infringement 11tigation, 8.1'e una:uow

ane unless otherwise provided far in the contract.

15-205.32 Profits am Losses on Df.sposition of Plant, Equipment, ar other

c;;a.pital Assets. Profits ar losses of e.rI3 nature 8.1'isiDg from the sale or

excba.nge (J't plant, equipment, ar other f&pital assets, incll1d1ng sale ar

exchange of either short ar loDg term. investments, shalJ.,'be excluded in

ecmqmtillg contract costs (but see ASPR l5-205.9(b) as to basis far depreciation).

l5-2C5.~3 Recruiting Costs. Costs of "help wanted" advertising, operating

.costs of an employment of'f'ice neeeseary to seC\1J:'e aM DlLinta1n an adequate

J..abor force, costs of operaUng an aptitude and educationaJ. testing program,

travel costs of employ'ees wh1J.e engaged in recrtdtiDg personnel, and trave1

costs ot appJ.1eants for interviews tor prospectiveempl.oyment are &1J.owable.

Where the contraetor uses employment agencies, costs not in excess of stand8.1'd

commercial rates tar such services &1'e also allowable. Costs ot special 'eelie-

tits or eml'\1JDltnts offered. to prospective e1l!P1cr;rees beyond the standard prac

tices in the industry' &1'8 unaJJ.owable.

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

(a) RentaJ. costs of' la1Jd, buUding, and equipment and other

personal property 8.1'e alloR'bJ.e it the rates &1"e :ree.sonabJ.e in light ot such

tactors as rental costs ot coJ11j?«t'able facilities and :aarket coDditions in

the area, the type, life expectancy, coIldition, and value of the facilities

leased, options available, and. other provisions ot the :rental agreement.

Application of these factors, in situations where rentals are extensivel,y

used, lDIII\Y involve among other considerations, com;psrison or rental costs with

the 6IlDlmt lIhieh the contractor would have received had it owned the faeUities.
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15-205.31 Prof'essional service Costs - Leg&ll AecQ'Wltingl bgineering,
aM Other. .

(a) Costs of' prof'essional services remdered by the members of' a

pe;rticllla'r profession who are oot employees of the coD:t:raetor are allowable,

subject to (b) aDd (e) below, when reasonabJ.e in relation to the services

rendered and when not coutl.mgent u;pon recOV'e17 of the costs from the Goverxment

(but see ASP.R 15-205.23.)

(b) Factors to be considered in dete:rmLn1:mg the allowabilit;r of' costs

in a particular ease incJ.ude:

(i) the past pattern of' such costs, particularly in the ;rears

pr10r to the award of' GovertmJent contracts;

(1i) the i.JQact of' GoverDDlent coDtracts on the contractor' s

business (1 ..e., 'What ne1l' problems have arisen);

(iii) the nature and scope of -..geri&1 services expected of

the contractor's own orgardzations; and

(iv) whether tb.e proportion of' GovermDent work to the con

tractor' s total busiDe8s is such as to iDf'luence the

contractor in f'avor of iDC'\11T1:ug the cost, partieul..arly

where the services rendered are not of a contiJliLt1:ug

na:ture aDd. have 11ttle relationship to work under

GoverDllent contracts.

Retainer f'ees to be all.owabJ.e mut be reasona'bly supported b,y evi4enee of' boD&.

tide servicesi.a'VCl] ahl e or rendered.

(e) Costs of' legal, accounting, aDd consulti:ug serviees, and related

costs, ineurred in co:r:m.eetion with organization and reorganization, def'ense of'

anti-trust suits, and the prosecution of' claims against the Govermuent, are

'W.'I8JJ.owaDJ.e. Costs of' legal, accounting, and connJ.ting services, aDd related
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(b) Charges in the nature of rent between plants, divisions, or

organizations under common control are allowable to the extent such charges do

not exceed the normal costs of ownership, such as depreciation, taxes, insurance,

and maintenance; provided that no part of such costs shall duplicate any other

allowed costs.

(c) Unless otherwise specifically provided in the contract, rental

costs specified in sale and leaseback agreements, incurred by contractors through

selling plant facilities to investment organizations, such as insurance companies,

or to private investors, and concurrently leasing back the same facilities, are

allowable only to the extent that such rentals do not exceed the amount which the

contractor would have received had it retained legal title to the facilities.

(d) The allowability of rental costs under une~ired leases in con-

nection with terminations is treated in ASPR l5-205.42(e).

15-205.35 Research and Deyelopment Costs.

(a) Basic research, for the purpose of this Part 2, is that type of

research which is directed toward increase of knowledge in science. In such

research, the primary aim of the investigator is a fuller knowledge or under-

standing of the subject under study, rather than any practical application thereof.

Applied research, for the purpose of this Part 2, consists of that type of effort

which (i) normally follows basic research, but may not be severable from the
A 1-;" { li. r ..::

related basic research, (ii) r~pr8Seftts eff&rts to determine and expand the

potentialities of new scientific discoveries or improvements in technology,
() -"r ".)' r' I) 1 I'~ ~.j

materials, processes, methods, devices, and techniques, and (iii) ~eppe8eB~

~:,!,~". ~~ to nadvance 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, which are within the
~",,,,...,-

definition of the term development as hereinafter provided.
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(b) Deve:lopment is the systemtic use of scientific knowl.edge

'Which is directed toward the production of, or improveirents in, useful. products

to meet specif'ic perf'ormnce requirements, but excl.usive of JlaDUf'act'ln"ing and

production engineering.

(c) A contractor's indepelldent research and devel.opment is that

research and devel.opment which is not sponsored by a contract, grant, or

other arremgement.

(d) A contractor's costs of independent research as defined in

(a) and (c) above shall be aUowabl.e as indirect costs (subJect to paragraph

(h) bel.ow), provided they are all.ocated to all. work of' the contractor).

(e) Costs of' contractor's independent d.evel.opment, as def'ined in

(b) and (c) above (subJect to (h) bel.ow), are allowabl.e to the extent that

such deveJ.opment is rel.ated to the product lines f'or which the Government

has contracts, provided the costs are reasonabl.e in amount and are al.l.ocated

as indirect costs to al.l. work of' the contractor on such a......t product lines.

In cases where a contractor's normal course of busiDesS does not invol.ve pro-

duetion work, the cost of' independent devel.opment is all.owabl.e to the extent

that such devel.opment is rel.ated and allocated as an indirect cost to the f'1el.d

of' effort of' Government research and devel.opmnt contracts.

(f') Independent research and devel.opment costs shall incl.ude an

amount f'or the absorption of' their appropriate share of' iDd1rect and adm:Lnis-

trative costs, UJ:Il.ess the contractor, in accordance with its accounting

practices consisten"tl.y appl.ied, 'treats such costs otherwise.

(g) Research and devel.opment costs (incl.ud1I1g amounts capit&l1zed),

regardl.ess of' their nat'ln"e, which were incurred in accounting periods prior to

the &'W8.rd of' a particul.a:r contract" are un&ll.owabl.e except where all.owabl.e as

precontract costs (see ASPR l.5-205.30).
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(h) IJhe reasonableness of expend!tures for independent research

and dev"elopment should be determl.ned in 11ght of all pertinent consideration

such as previous contractor research and develop!l'J!Dt activity, cost of past

progr.-ams aDd changes in science and teohnology. Such ex,penditures should be

purS1I&D.t to & broad pJe.xmed program, which is reasonable in scope and well

-..aged. SUch expelld1tures (especially' for devel.opment) should be scrutinized

with. great care in COnDection with contractors whose work is preiomtnantJ.y or

subst&J1tiall.y' with. the GovermDent. Advance egreements as described in

ASPR 15-~07 are parlicularly' important in this situation. In recognition

that eOR Bha.r1Dg of the coutractor' s iDd.epend.el1t research and development

progra 18\1 provide JIPt1vatiOD tar Dm'e ett1c1ent accompllslDent of such

prosrem, it 18 des1r&ble in 80M cues taa;t the GovermDent 'bear less thaD an

allocable share of the total cost of the program. lJDder these circumstances,

the tolJ.olr1ltg aN IUDODg the &pp'O&Ches which mq M \1ISed as the basis. for

agree.Dt: (1) review of the contractor's proposed iD4epeDdeD.t research and

deveJ.op1II!Dt program and agreeB8Jlt to· accept the &llocabJ.e costs of specific

proJects; (11) agreemeDt OD a -.xiBlUll doJ..la:r l1m1tat10n of costs, an allocable

port1QD of wh1ch will be accqted by' the Govae-.tJ. (111) an agreeJll!Dt to

accept the &1J.ocable shaTe of a percentage of the contractorIS pla.lmed research

... deveJ.o:paent program.

15-205.36 Royalties &lid ether Costs for Use ot Patents.

Ca) Roy&lties on a patent or amortization at the cost of acqu:1r1ns

'by purchase a pate1lt or r1ghts thereto, neces8&1:7 for the proper perf'ormnee

of the contract and appl1cab1.e to cont.ract pro4ucts or processes, are aJ.lawable

unless:
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(1) the GavermrJent has a license or the r1ght to free use

of the patent;

(i1) the patent has been adjudicated to be 1nvalid, or has

been adm:LIl1stratively determ:lned to be 1nval1d;

(111) the patent 1s co1llS1dered to be unenforceable; or

(1v) the patent is expired.

(b) Spec1&l cere should be exereised 1n determining reasoD&bJ.eness

where the ~oY'&]..t1es ma;y have been arrived at as a resuJ.t of J.ess than armfs

J.eDgth 'bargaining; e.g.:

(1) royalties paid to persons, 1DC1.ud1ng corporat10ns,

affiliated v.1.th the contractor;

(11) royaJ.ties paid to \1D&'f'f'illated parties, 1ncJ.uding

corporations, under an agreement entered 1nto 1n

contempJ.a.t1on that a GoverJ:Jlm!nt contract troul.d be

awarded; or

(111) royalties paid under an agreemnt entered 1nto after

the award of the contract.

(c) In an;y case 1moJ.v:Lng a patent fornerly owned by the coIIb:'actorI

the au unt of royalty &1.lowed should not exceed the cost 'Which wouJ.d have been

alJ.C'nd had the contractor retained t1tJ.e thereto.

(d) See ASPR J.5-107, regarding advaDCe understandings.

15-205.37 sel11~ Costs.

(a) Sell1ng costs &'I:"1se in the market1ng of the contractorts products

and 1neJ.lI4e costs of sales promtion, megotiation, J.1a1son between Government

..- representatives and contractor's personneJ., and other reJ.ated ac't1v1t1es.
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(b) Selling costs are allowable to the extent "they are reasonable

aDd are a.llocabl.e to Govermuent business (but see ASPR 15-107 aDd 15-205.1) •

.AJJ.oca'bility of selling costs will be determined in the light of reasonable

bEmefit to the Government arising from such activities as techn1eaJ." consulti:cg"

deD:>nstration" and other services which are for purposes such as application

or adaptation of the contractor t s products to Government use.

(c) Notwithstanding (b) above" sa.lesnen's or -.gents' cOnq>ensation"

fees" coDBB1ssious" percentages" or brokerage fees" 'Which are eenti:cgent upon

the award of contracts" are a.1.lowable only whem paid to bona. fide employees

or bona fide established commercial or selll:cg agencies maintained by the

contractor for the purpose of securing business.

15-205.38 service and W8.rrulty -Costs. Such costs include those arising

from :tul.t'1llment ot 8JJ\V con'tractuaJ. obligation or a contractor to provide

services" such as installation" -training" correcting defects in the products"

replacing defective parts" :making ref'unds in the ease of inadequate performance"

etc. lilen not inconsistent with the terms of the contract" such service and

'WI!l.l"1'al ty costs are allowable. However" cUe shouJ.d be exercised to avoid

du;pJ.ic\tion of the all.owance as an elemmt of both estimated product cost

and r:: 3k.

15-205.39 Severance Pay•
..

(a) Severance 'J.J8J', USO COJl'lll)nly referred to as dismissal wages"

is a ~n1; in addition to regul.ar sa.la1'ies and wages, by contractors to

'WOrkers _ose en;U.oyment is being terminated. Costs at severance pa::f are

allowa.'bl.e only to the extent tbat.. in each case" it is required by (i) law"

-- (ii) enq)J.oyer-employee e.gree~nt" (iii) establlshed polley that constitutes"

im. effect" an implied agreement on the contractor's pa.t"t" or (iv) circumstances _
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of the particular employment.

(b) Costs of severance paymeJ;!.ts are divided into two categories

as follows:

(i) actual normal turnover severance payments shall be

allocated to all work performed in the contractor's

plant; or, where the contractor provides for accrual

of pay for normal severances such method will be

acceptable if the 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 achieve equity to both parties. Thus accruals

for this purpose are not allowable. However, the

Government rElcognizes its obligation to participate,

to the extent of its fair share, in any specific

payment. Thus, allowability will be cons idered on a

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

15-205.40 Special Tooling Costs 0 The term " special tooling ll means

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

special test equipment, other special equipment and manufacturing aids,

and repla~ements thereof, acquired or manufactured by the contractor for

used..n: the performance of a contract, which are of such a specialized

nature that, without substantial modification or alteration, their use

is limited to the production of such supplies or parts thereof~ or the
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performance of such services, as are peculiar to the needs of the Government.

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

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

~br not altered or adapted for use in the performance of the contract,

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

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

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

is allowable and shall be allocated to the specific Government contract

or contracts for which acquiredo

15-205.41 Taxes.

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

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

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

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

with generally accepted accounting principles are allowable, except for:

(i) Federal income and excess profits taxes;

(ii) taxes in connection with financing, refinancing or

refunding operations (see ASPR 15-205.17);

(iii) taxes from which exemptions are available to the

contractor directly or available to the contractor

based on an exemption afforded the Government except

when the contracting officer determines that the

administrative burden incident to obtaining the

exemption outweighs the corresponding benefits

accruing to the Government; and
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(iv) special assessments on land which represent capital

improvements.

(b) Taxes otherwise allowable under (a) above, but upon which a

claim of illegality or erroneous assessment exists, are allowable; provided

that the contractor prior to payment of such taxes:

(1) promptly requests irrstructions from the contracting

officer concerning such taxes; and

(ii) takes all action directed by the contracting officer arising

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

Government as to the existence of a claim of illegality

or erroneous assessment, including cooperation with and for

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

of such assessment or, (B) secure a refund of such taxes.

Reasonable costs of any such action undertaken by the contractor at the direction

or with the concurrence of the contracting officer are allowable. Interest and

penalties incurred by a contractor by reason of the nonpayment of any tax ~t the

direction of the contracting officer or by reason of the failure of the contracting

officer t assure timely direction after prompt request therefor, are also

allowable

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

the contractor of interest thereon, attributable to taxes, interest, or penalties

which were allowed as contract costs, shall be credited or paid to the Government

in the manner directed by the Government, provided any interest actually paid or

credited to a contractor incident to a refund of tax, interest or penalty shall

be paid or credited to the Government only to the extent that such interest

-- accrued over the period during which the contractor had been reimbursed by the

Government for the taxes, interest or penalties.

-42-



DRAFI'
26 June 1959

15-205.42 Termination Cost~. Contract terminations generally give

rise to the incurrence of costs, or the need for special treatment of costs,

which would not have arisen had the contract not been terminated. Cost

principles covering these items are set forth below. They are to be used in

conjunction with the remainder of this Part in termination situations.

(a) Common Items. The cost of items reasonably usable on the

contractor's other work shall not be allowable unless the contractor submits

evidence that it could not retain such items at cost without sustaining a loss.

In deciding whether such items are reasonably usable on other work of the con-

tractor, the contracting officer should consider the contractor's plans and

orders for current and scheduled production. Contemporaneous purchases of

cammon items by the contractor shall be regarded as evidence that such items

""" are reasonably usable on the contractor's other work. Any acceptance of common

items as allocable to the terminated portion of the contract should be limited

to the extent that the quantities of such items on hand, in transit, and on

order are in excess of the reasonable quantitative requirements of other work.

(b) Costs Continuing After Termination. If, in a particular case,

despite a: 1 reasonable efforts by the contractor, certain costs cannot be dis-

continued immediately after the effective date of termination, such costs are

generally allowable within the limitations set forth in this Part, except that

any such costs continuing after termination due to the negligent or wilful

failure of the contractor to discontinue such costs shall be considered

unallowable.

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

are allowable, subject to the following:
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(1) Starting load costs are costs of a non-recurring nature

arising in the early stages of production and not fully absorbed because of

the termination. Such costs may inQlude the cost of labor and material,

and related overhead attributable to such factors as

(i) excessive spoilage resulting from inexperienced labor,

(ii) idle time and subnormal production occasioned by

testing and changing methods of processing,

(iii) employee training, and

(iv) unfamiliarity or lack of experience with the product,

materials, manufacturing processes and techniques.

(2) Preparatory costs are costs incurred in preparing to

perform the terminated contract, including costs of initial plant

rearrangement and alterations, management and personnel organization, pro-

duction planning and similar activities, but excluding special machinery

and equipment and starting load costs.

(3) If initial costs are claimed and have not been segregated

on the contractor's books, segregation for settlement purposes shall be

made from cost reports and schedules which reflect the high unit cost

incu red during the early stages of the contract.

(4) When the settlement proposal is on the inventory basis,

initial costs should normally be allocated on the basis of total end

items called for by the contract immediately prior to termination;

ho~ever, if the contract includes end items of a diverse nature, some

other equitable basis may be used, such as machine or labor hoUrs.
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(5) When initial costs are included in the settlement proposal

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

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

be allocated to other contracts.

(d) Loss of useful value of special tooling. special machinery and

equipment is generally allowable, provided -

(i) such special tooling, machinery or equipment

is not reasonably capable of use in the other

work of the contractor;

(ii) the interest of the Government is protected b.1

transfer of title or by other means deemed appro-

priate by the contracting officer; and

(iii) the loss of useful value as to any one terminated

contract is limited to that portion of the acquisi-

tion cost which bears the same ratio to the total

acquisition cost as the terminated portion of the

contract bears to the entire terminated contraet

and other Go~rnmeftt contracts for which the special

tooling, special machinelT and equipment was acquired.

(e) Rental costs under unexpit'd leases are generally allowable

where clearly shown to have been reasonably necessary for the performance

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

(i) the amount of such rental claimed does not exceed

'the reasonable use val~ the property leased for

the period of the contrKc~ and such further period as

may be reasonable; and
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(ii) the contractor makes all reasonable efforts to

terminate, assign, settle, or otherwise reduce

the cost of such lease.

There also may be included the cost of alterations of such leased property,

provided such alterations were necessary for the performance of the contract,

and of reasonable restoration required by the provisions of the lease.

(f) Settlement expenses including the following are generally

allowable:

(1) accounting, legal, clerical, and similar costs treasonably

necessary for -

(i) the preparation and presentation to contracting

officers of settlement claims and supporting

data with respect to the terminated portion of

the contract, and

(ii) the termination and settlement of subcontracts; and

(2) reasonable costs for the storage, transportation, pro-

tection, and ~~sposition of property acquired or produced for the contract.

:g) Subcontractor claims, including the allocable portion of claims

which are ;ommon to the contract and to other work of the contractor are

generally tllowable.

15-205.43 Trade. Business. Technical and Professional Activity Costs.

(a) Memberships. This category includes costs of memberships in

trade, business, technical, ~d professional organizations. Such costs are

allowable.

(b) Subscriptions. This item includes cost of subscriptions to

~?ade, business, professional, or technical periodicals. Such costs are

~llowable.
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(c) Meetings and Conferences. This item includes cost of meals,

transportation, rental of facilities for meetings, and costs incidental

thereto, when the primary purpose of the incurrence of such costs is the

dissemination of technical information or stimulation of production. Such

costs are allowable.

15-205.44 Training and Educational Costs.

(a) Costs of preparation and maintenance of a program of instruc-

tion at nonco11ege level,. designed to increase the vocational effectiveness

of bona fide employees, including training materials, textbooks, salaries or

wages of trainees (excluding overtime oompensation which might arise there

from), and

(i) salaries of the director of training and staff when the

training program is conducted by the contr~etqr; or

(ii) tuition and fees when the training is in an

institution not operated by the contractor;
are allowable.

(b) Costs of part-time education, at an under-graduate or

post-grad~ite college level, related to the job requirements of bona fide

employees; including only:

(i) training materials;

(ii) textbooks;

(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 excess of the tuition which would have
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been paid to the participating educational institu-

tion; and

(v) straight-time compensation of each emp107ee for time

spent attending classes during working hours not in

excess of 156 hours per 7ear where circumstances do

not permit the operation of classes or attendance at

classes after regular working hours;

are allowable.

(c) Costs of tuition, fees, training materials and textbooks

(but not subsistence, salary, or any other emoluments) in connection with

fu11time scientific and engineering education at a post-graduate (but not

under-graduate) college level related to the job requirements of bona fide

employees for a tot.l period not to exceed one school year for each employee

so trained, are allowable. In unusual cases where required by military

technology, the period may be extended.

(d) Maintenance expense, and normal depreciation or fair rental,

on facilities owned or leased by the contractor for training purposes are

allowable to the extent set forth in ASPR 15-205.20, 15-205.9, and 15-205.34,

respectiVE Ly.

(e) Grants to educational or training institutions, including

the donation of facilities or other properties, scholarships or fellowships,

are considered contributions and are unallowable.

15-205.45 Transportation Costs. Transportation costs include freight,

express, cartage, and postage charges relating either to goods purchased, in

._, process, or delivered. These costs are allowable. When such costs can readily

be identified with the items involved, they may be directly costed as
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transportation costs or added to the cost of such items (see (22) above).

Where identification with the materials received cannot readily be made,

inbound transportation costs may be cha.ged to the appropriate indirect

cost accounts if the contractor follows a consistent, equitable procedure

in this respect. Outbound freight, if reimbursable under the terms of the

contract, shall be treated as a direct cost.

15-205.46 Travel Costs.

(a) Travel costs include costs of transportation, lodging, sub-

sistence, and incidental expenses, incurred by contractor personnel in a

travel status while on official company business.

(b) Travel costs may be based upon actual costs incurred, or

on a per diem or mileage basis in lieu of actual costs, or on a combination

of the two, provided tre method used does not result in an unreasonable charge.

(c) Travel costs incurred in the normal course of over-all

administration of the business are allowable and shall be treated as in-

direct costs.

(d) Travel costs directly attributable to specific contract

performanc'3 are allowable and may be charged to the contract in accordance

with the] rinciple of direct costing (See ASPR 15-202).

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

movements of a special or mass nature are allowable, subject to allocation

on the basis of work or time period benefited when appropriate. (But see

ASPR 15-107).
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Part 6 - Guidelines for Application in the Negotiation
and Administration of Fixed-Price Type Contracts
and in the Negotiation of Termination Settlements

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

Parts 2, 3 and 4 of this Section TV (i) in the evaluation of costs in pricing

of negotiated fixed-price type contracts and subcontracts in those instances

where such evaluation is required to establish prices for such contracts and

(i1) in the negotiation of termination settlements.

-15-601 Definition of Fixed-Price Type Contragts. "Fixed-price type"

'contracts include, for purpose of this Part, the following:

(i) firm fixed-price contracts (ASPR 3-403.1)

(ii) fixed-price contracts with escalation (ASPR 3-403.2)

(iii) fixed-price contracts providing for the redetermination

of price (ASPR 3-403.3)

(iv) fixed-price incentiva contracts (ASPR 3-403.4)

(v) non-cost-re~bur,a.leportion of time and materials

contracts (ASPR 3-405.1)

~vi) labor-hour contracts (ASPR 3-405.2)

!2=2l2 Basic Considerations~ (a) Under fixed-price type contracts,

the negot ',ated price is the basis for payment to a contractor whereas allowable

costs are the basis for reimbursement under cost-reimbursement type contracts.

Accordingly, the policies and procedures of ASPR Section III~ Part 8, are

governing and shall be followed in the negotiation of fixed-price type contracts.

Cost and accounting data may provide guides for ascertaining fair compensation

but are not rigid measures of it. Other types of data, criteria, or standards

may furnish equally reliable guides to fair compensation~ The ability to apply
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standards of business judgment as distinct from strict accounting principles

is at the heart of a negotiated price 01 settlement.

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

need for oeasideration of costs varies considerably as indicated beloy:

(i) Retrospective Pricing and Settlementso In negotiating

firm fixed prices or settlements for work which has been

completed at the time of negotiation (e.g., final nego-

tiations under fixed-price incentive contracts, redeter-

mination of price aftar completion of the york, or

negotiation of a settlement agreement under a contract

terminated for the convenieaoe of the Government), the

treatment of costs is a major factor in arriving at the

amount of the price or settlemento However, even in

these situations, the finally agreed price or settle-

ment may represent some~hing other than the sum total

of acceptable oosts plus profit, since the final price

accepted by each party does not necessarily reflect

agreement on the evaluation of each el,ment of cost,

but rather a final resolution of all issues in the

negotiation processo

(ii) Forward Pricing. The extent to which costs influence

forward pricingyaries greatly from case to case. In

negotiations covering future work, actual costs cannot

be known and the importance of cost estimates depends

on the circumstanceso The contracting officer must

-51-



DRAFl'
26 June 1959

consider all the factors affecting the reasonableness

of the total proposed price, such as the technical,

production or financial risk assumed; the complexity

of work, the extent of competitive pricing, and the

contractor's record for efficiency, economy and

ingenuity, as well as available cost estimates. He

must be free to bargain for a total price which

equitably distributes the risks, between the contractor

and the Gover_n't and provides incentives for efficiency

and cost reduction. In negotiating such a price, it is

not possible to identify the treatment of specific cost

elements since the bargaining is on a total price basis.

Thus, while cost data is often a valuable aid, it will not

control negotiation of prices for work to be performed, or a

target price under an incentive contract.

15-603 gost PrincipJ.es iW,d Their Use. (a) When, pursuant to ASPR 15-602,

costs are to be: considered in the negotiation of fixed-price type contracts,

the approI~iate Part of this Section XV shall be used as a guide in the

evaluatior of cost data required to establish a fair and reasonable price in

conjunction with other pertinent considerations as set forth more fully in

ASPR Section III, Part 8, and - in the case of negotiated termination settlements -

Section VIII, Part 3.

(b) In retrospective pricing, whenever an occasion arises in which

acceptability of a Specific item Qf cost becomes an issue, the appropriate part

-'"":)f this Section XV will serve as a guide for the contracting officer :in his

conduct of negotiations.
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(c) In applying this Section XV to fixed-price contracts,

contracting officers will: (1) ~ot be expected to negotiate agreement on

every individual element of cost; and (ii~ be expected to use their' judgment

as to the degree of detail in which they consider the individual elements of
,

cost in arriving at their evaluation of total cost, where such evaluation is

appropriate. However, the negotiation record should fully substantiate and

justify the reasoning leading to any negotiated price.

(d) In order to permit the proper evaluation of cost data

submitted by contractors for use in negotiating prices, it may be necessary

to'obtain breakdowns or account analyses in respect to some cost items

particularly those whose treatment may be dependent upon special circumstances

• ;. __,8.$ stated in the principles. Contractors will be expected to be responsive

to reasonable requests for data of this kind.
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8-2l3

Part 2

Cost Principles Applicable to the Settlement of Terminated

Contracts. In the consideration of costs incident to the

negotiation of termination settlements, the cost principles

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

shall be used as a guide in conjunction with those set

forth below:

(i) Common Items. The cost of i terns reasonably

usable on the contractor's other work shall

not be considered acceptable unless the

contractor submits evidence that it could

not retain such items at cost without sustaining

a loss. In deciding whether such items are

reasonably usable on other work of the contractor,

the contracting officer should consider the

contractor's plans and orders for current and

scheduled production. Contemporaneous purchases

of corrunon items by the contractor shall be

regarded as evidence that such items are

reasonably usable on the contractor's other-work.

Any acceptance of corrunon items as allocable

to the terminated portion of the contract should

be limited to the extent that the quantities

of such items on hand, in transit, and on order

are in excess of the reasonable quantitative

requirements of other work.
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(iii)

(ii) Costs continuing after termination. If in a

particular case, despite all reasonable

efforts by the contractor, certain costs

cannot be discontinued immediately after the

effective date of termination, such costs

are generally acceptable within the limita

tions set forth in ASPR XV, and this

paragraph 8-2l3, except that any such costs

continuing after termination due to the

negligent or wilful failure of the contractor

shall be considered unacceptable.

Initial Costs, including starting load and

preparatory costs, are generally acceptable.

(A) Starting load costs are costs of a non

recurring nature arising in the early stages of

production and not fully absorbed because of the

termination. Such costs may include the cost of

la.bor and material, and related overhead attributable

to such factors as (I) excessive spoilage resulting

from inexperienced labor, (II) idle time and subnormal

production occasioned by testing and changing methods

of processing, (III) employee training, and

(IV) tUlfamiliarity or lack of experience with the

product, materials, manufacturing processes and

techniques.

3



(B) Preparatory costs are costs incurred in

preparing to perform the terminated contract, in

cluding costs of initial plant rearrangement and

alterations, management and personnel organization,

production planning and similar activities, but

excluding special machinery and equipment and

starting load costs.

(C) If initial costs are claimed and have

not been segregated on the contractor's books,

segregation for settlement purposes shall be made

from cost reports and schedules which reflect the

high unit cost incurred during the early stages of

the contract.

(D) When the settlement proposal is on

the inventory basis, initial costs should normally

be allocated on the basis of total end items called

for by the contract immediately prior to termination;

however, if the contract includes end items of a

diverse nature, some other eqUitable basis may be

used, such as machine or labor hours.

(E) When initial costs are included in the

settlement proposal as a direct charge, such costs

shall not also be included in overhead.

(F) Initial costs attributable to only one

contract shall not be apportioned to other contracts.

4



(iv) Loss of useful value of special tooling,

special machinery and equipment is generally

acceptable: provided (A) such special tooling,

machinery or equipment is not reasonably capable

of use in the other work of the contractorj

(B) the interest of the Government is protected

by transfer of title or by other means deemed

appropriate by the contracting officerj and

(C) the loss of useful value as to any one

terminated contract is limited to that portion

of the acquisition cost which bears the same

ratio to the total acquisition cost as the

terminated portion of the contract bears to

the entire terminated contract and other

Government contracts for which the special

tooling, special machinery and equipment was

acquired.

(v) Rental costs under unexpired leases are generally

acceptable where clearly shown to have been

reasonably necessary for the performance of

the terminated contract, less the residual

value of such leases, if:

(A) the amOtUlt of such rental claimed does not

exceed the reasonable use value of the property leased

for the period of the contract and such further period

as may be reasonable, and

5



(B) the contractor makes all reasonable efforts

to terminate, assign, settle, or otherwise reduce

the cost of such lease.

There also may be included the cost of altera

tions of such leased property, provided such

alterations were necessary for the performance

of the contract, and of reasonable restoration

required by the provisions of the lease.

(vi) Settlement expenses including the following

are generally acceptable:

(A) accounting, legal, clerical, and similar

costs reasonably necessary for (I) the preparation and

presentation to contracting officers of settlement

claims and supporting data with respect to the terminated

portion of the contract, and (II) the termination and

settlement of subcontracts; and

(B) reasonable costs for the storage,

transportation, protection, and disposition of property

acquired or produced for the contract.

(vii) Subcontractor claims I including the allocable

portion of claims which are common to the

contract and to other work of the contractor

are generally acceptable.

6
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Part 3

Cost Princiilles Applicable to the Settlement of

Tenninated Contracts. See ASRR 8-213.

Reference Changes

Page 831 - Line 4 change parenthetical refere~:e

8-302(b) (27) to 8-213 (vi).

8-304(b) (iii) Page 832 - Line 3 change parenthetical reference

8-503.5

8-302(b) (13) to 8-213 (iii).

Page 841 - Line 5 change paranthetical reference

8-302a (l)(a)(ii) to 8-213 (i).

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

8-213.

8-703 Clause par(f) - Page 872 - Line 3 change reference 8-302 to

8-213.
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Part 2

Cost Princi;eles ApJrlicable to the Settlement of Terminated

Contracts. In the consideration of costs incident to the

negotiation of termination settlements, the cost principles

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

shall be used as a guide in conjunction with those set

forth below:

(i) Common Items. The cost of items reasonably usable

on the contractor's other work shall not be con-

sidered acceptable unless the contractor submits

evidence that it cOuld not retain such items at

cost without sustaining a loss. In dec~ding

whether such items are reasonably usable on other

work of the contractor, the contracting officer

should consider the contractor's plans and orders

for current and scheduled production. Contempo-

raneous purchases of common items by the contractor

shall be regarded as evidence that such items are

reasonably usable on the contractor's other work.

Any acceptance of common items as allocable to

the terminated portion of the contract should be

limited to the extent that the quantities of such

items on hand, in transit, and on order are in ex-

cess of the reasonable q1..1,J:lJ1titative requirements of

other work.
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(ii) Costs Oontinuing Arter Terminationo If in a par-

ticular case, despite all reasonable efforts by

the contractor, certain costs cannot be discon-

tinued immediately after the effective date of

termination, such costs are generally acceptable

within the limitations set forth in ASPR x:f, and

this paragraph 8-213, except that any such costs

continuing after termination due to the negligent

or wilf'ul failure of the contractor shall be con-

sidered unacceptable.

(iii) Initial Costs, including starting load and pre-

paratory costs, are generally acceptable.

(A) Starting load costs are costs of a non-

recurring nature arising in the early stages of pro-

duction and not fully absorbed because of the termination.

Such costs may include the cost of labor and material,

and related ove~head attributable to such factors as (I)

excessive spoilage resulting from inexperienced labor,

(II) idle time and subnormal production occasioned by

testing and changing methods of processing, (III) employee

training, and (IV) unfamiliarity or lack of experience with

the produyt, materials, manufacturing processes and tech-

niques.

(B) Preparatory costs are costs incurred in pre-

paring to perform the terminated contract, including costs

3
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of initial plant rearrang~ent and alterations, manage..

ment and personnel organization, production planning

and similar activities, but excluding special machinery

and equipment and starting load costs.

(c) If initial costs are claimed and ha.ve not

been segregated on the contractor's books, segregation

for settlement purposes shall be made from cost reports

and schedules which reflect the high unit cost incurred

during the early stages of the contract.

{n) When the settlement proposal is on the in-

ventory basis, initial costs should normally be allocated

on the basis of total end items called for by the con-

tract :i1nmed1ately prior to termination; however, if the

contract includes end items of a diverse nature, some

other equitable basis may be used, such as machine or

labor hours.

(E) When initial costs are included in the

settlement proposal as a direct charge, such costs shall

not also be included in overhead.

(F) Initial costs attributable to only one con-

tract shall not be apporcioned to other contracts.

(:i,.v) ~ Loss of useful value of .,special tooling, special

machinery and equipment is generally acceptable~:

provided (A) such special tooling, machinery or

equipment is not reasonably capable of use in the

4
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other werle of the contractor; (:s) the interest of

the Government is protected by transfer of title

or by other means deemed appropriate by the contract

ing officer; and (C) the loss of usef'ul value as to

any one terminated contract is limited to that por-

tion of the acquisition cost which bears the same

ratio to the total acquisition cost as the terminated

portion of the contract bears to the entire ter-

minated contract and other Government contracts for

which the special tooling, special machinery and

equipment was acquired.

(v) Rental costs under unexpired leases are generally

acceptable where clearly shown to have been reason-

ably necessary for the performance of the terminated

contract, less the residual value of such leases, if~

(A) the amount of such rental claimed does not

exceed the reasonable use value of the property leased for

the period of the contract and such further period as may

be reasonable, and

(B) the contractor makes all reasonable efforts

to terminate, assign, settle, or otherwise reduce the cost

of such lease.

There also may be included the cost of alterations

of such leased propertyf, provided Eruch alterations

5
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were necessary for the performance of the contract,

and of reasonable restoration required by the pro-

visions 'of the leaseo

(vi) Settlement eePenses including the following are

generally acceptable;

(A) accounting,_ legal, clerical, and similar costs

reasonably necessary for (I) the preparation and presenta-

tion to contracting officers of settlement claiIrl,s and

supporting data with respect to the terminated portion of

the contract, an,d (II) the termination and settlement of

subcontracts; and

(i) reasonable costs for the storage, transporta-

tion, protection, and dispoeition of property acquired

or produced for the contract.

(vii) Subcontractor claims, including the allocable por-

·tion of claims which are common to the contract

and to other work of the contractor are generally

acceptable.

6
TABB



8-302

D;RAFT
27 April 1959

Part 3

Cost Princi~les Applicable to the Settlement or Terminalted

. ,Contracts. See ASPR 8-2130

Refere~ce Chan~es

8-303(a)

8..304(b) (iii)

8-503.5

Page 831- - Line 4 change parenthetical reference

8-302(b) (27) to 8-213 (vi) •

Page 832 - Line 3 change parenthetic~ reference

8-302(b) (13) to 8-213 (iii).

Page 841 - Line 5 change parenthetical reference

8-302a (1) (a")(ii) to 8-213 (i).

8-701 Clause parer) - Page 862 - Line 3 change reference 8-302 to

8-213.

8-703 Clause par(i) - Page 872 - Line 3 change reference 8-302 to

8-2.13.
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CONTRACT COST PRINCIPLES

~~. ~--Con6truct1on Contracts

l5-~01 Definition of Construction Contrac.t. The tel"'f!l !.constr'Uction

contract tt as used in this Part means any contra.ct for the construction,

alteration or repair of buildings, bridges, roa~~, or other kinds of real

property. It does not include a contract for the manufacturing, Tn'oducing:

turnishing, construction, alteration, repa.ir, pTocessing or ~ssenbltng of

vessels, aircraft, or other kinds of personal Pl"(":~!er'ty., r\,=gl::l.rcJ.ess of the

terms of any such contract as to payment or title.

15..402 General Basis for Detennina.tion of Costs. 7hE; t;)t...'.1 cost.e ._~

of a cost-reimbursement type contract for const!'1).c·tion en' for ;;1,J:'Ch;\.t~(~t-

engineer services related to construction is the sum of the al1o\~tble

costs incident to the perfol'mance of the contract, less c.pplic:;i.ole income

and other credits. The tests used in detenrdning the allowabi:i.ity 0:1.' costa

also include (i) reasonableness and (i1) an.,y li~llitations (.j"S to types or

amounts of cost items set forth in this Part 4 of Section j~ or otherv1se

included in the contract. Failure to mention a.ny item of c·ost. in this

Part is not intended to imply that it is either al10wuble OI' ilc,t al1o'\ol':llble.

Income and other credits a.rising out of opero"tiol1s under the contract,

where the rela.ted cost was reimbursed or acct."!lted ::~s an al1o"l'c::.ble cost,

will be credited to the Govel~ent.
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1 ~4.03 Examples ot Items of Allo'Wable Costs. SUbject to the

requirements of paragraph 15-402 witb respect to the general basis for

determining a.llovabUity of coste, the following items of cost are con

sidered allowable within the 11m1tat10ns indica.ted:

(a) bonds and insurance, including selt-1nsurance, to the extent

authorized by the contracting officer;

(b) camp operations (but see paragr8ph 15-404 (b»;

(c) freight, transportation, and material handling;

( d) land and structures, temporary use thereof;

(e) materials and supplies, including inspection, storage, salvage,

and other usual expenses incident to tbe procurement and use

thereof;

(f) patents, purchased designs, and roya.J.ty pa~ents, to the extent

authorized by the contracting officer;

(g) plant and equi:Plllent, purchase or renU:J. thereof;

(h) recruiting of peraoonel (including "help wanted" advertising);

(i) restoration and cleanup of site and facilities, as directed

by the contracting officer;

ej) structures and facUities of a temporary nature;

(k) subcontracts;

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

of, or measured by the contractor I s fee;

2 Tab C
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(m) traveling expeDlJes, to the extent a.uthorized by the contracting

off1cer,;

(n) utUity. services, such as commun1cation, power, gas, and water,;

(0) vacation, holiday and severance pay, sick leave and mUitary

leave, to the extent required by law or spec1ficaJ.ly provided

for elsewhere in the contract,;

(p) wages and salar1es; and

( q) pension and retirement plans in accordance with the interpre

tation set forth in ASPR 15-406 and group heaJ.th.. accident and

life insurance plans (but see ASPR 15-4olf. (b) .. (d), and (m».

15-404 ~les of Items of Una.llowable Costs. The follOWing items
,,"'_.'c

:>f costs are considered unallowable, except as indicated and then only

subject to the requirements of ASPR 15.402:

(a) advertising (including ac.vcl"'tising in trade or technice.l

jouma.ls), except "help wantec." advertising;

(b) central of':f'1.ce expenses of the contr-J..ctor" such a.s supplies,

equipnent, rent.. or any other expenses :Llc1dent to its

maintenance and operation, e~{cept ~i t:ae extent authoi.'1~;~ed

by the contracting office?j

( c) cOIlD:lliss1ons and bonuses (under wb:l.tever name) in COIl!1(~ction

with obtaining or negot1a:ting for a Government contract;

(d) compensation and traveling expenses of any officer or

3 TabC
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employee in the central office organization of the contractor,

except to the extent authorized by the contracting officer;

( e) contingency reserves,;

(t) contributions and donations;

(g) dlv1dend payments;

(h) entertainment, except for on-slte recreational activities

for the contractor's employees as authorized 'by the contracting

officer;

(i) interest on borrowings (however represented), bond d1scount

and expense, a.nd financial charges,;

(j) legal, accounting and consulting fees and related expenses,

except to the extent authorized by the contracting officer;

(k) losses on other contracts;

(1) memberships in trade, business and professional organizations;

(m) premiums for insurance on the lives of' directors, of'ficer6,

proprietors or other persons, where the contractor is the

beneficiary directly or 1nQirect~y;

(n) storage of contract records after comp::..etion of contr,:v:t

operations, irrespective o·r contr..:.ctu9,J. or statutory require..

ments regarding the preservation of records; and

(0) taxes, fees or charges imposed upon, by reason of, or

measured by the contractor I s fee.
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15-405 Examples of Subjects Requiring Spec1a.l Considerations. The

following examples are Uluatrative of subjects af'tecting cost which may

require special consideration:

(a) costs incurred incidental to work covered by the contract

but prior to the execution of the contract, with specific

identification of the types thereof and the period involved;

(b) Government-f'um1shed property, general nature and extent;

(c) indirect cost basis (i) act'ual, (i1) negotiated rate or

amount, or (iii) other;

(d) insurance;

( e) intraconr,pe,ny and intercompany trarusact1ons;

(:f') liabUity to third persons;

(g) operation of restaurants and cafeterias;

(h) over1i:fJne compensation (see ASPR 12-102);

(i) patents, purchased designs, and ro:r.:J.lt~· payments;

(j) personnel movement of a special or maae nature;

(k) plant facUities fully depreciated or ,;l.morlized on the

contractor's boolta of acco'W'lt or s.cqui:,,'ed without Ct.';lt

(possible compensation for utiliza.tion in the form of a use

or rental charge);

(1) rearrangement or relocation of facilities or plant siotes;

(m) research programs of a general nature;

5 Tab C
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(n) security measures of a special nature;

(0) sharing of cost of research projects of the type which an

educational or other nonprofit institution miglt under-

take as a part of its own educational or research progr.wm;

(p) sUbcontracting, nature and extent thereof and rela.tion to

fee or profit;

( q) subsistence and housing of employees;

(r)

(8)

(t) traveling expenses of a special or unusual nature; and

( u) wages or salaries of partners or sole proprietors.

15-406 Cost InteEPretatioD of Pension and Retirement Plaps (See

A~PR 15-403 (q»

(a) Costs of pension and retirement plans, including reasonable

incidental benefits, such as disability, withdrawal, insurance or

survivorship allowances which are deductible from taxable income i..D accord-

ance with the Internal Revenue Code and the regulations of the Bu..~eau of

Internal Revenue, a.re allowable except to the extent they are determined

to be unreasonable or unallowable under any other provision of this cost

interpretation. Costs of such plans established by nonprofit or other

6 Ta.'bC
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organizations not subject to payment of Federal income taxes are also

a.llowable except to the extent they are determ.1ned to be unreasonabl.e

or unallowable under any other provis1an of this cost interpretation.

(b) Pension or retirement plans of a contractor which are

subject to approval of the Bureau of Internal Revenue must have been

so approved before costs under the plans may be accepted as charges to

Government contracts. Many plans of nonprotit or other tax exempt

organizations are also reviewed and approved by the Bureau at In-ternal

Revenue--when not so reviewed and approved, each such plan will be re-

viewed, and approved or disapproved, by the Department to which audit

cognizance is assigned, using, insofa.r as applicable, the criteX'J.a and.

standards of the Internal Revenue Code and the reguJ.a.tions of the Bur~e,u

of' Internal Revenue. In any case where the Buraau of Inter:cal FtWe!1Uc

withdraws approval at a plan, approval of amounts al10cat,eG:. to ce,n't:ra.c:t

eosts will be withdrawn a.ccordingly.

(c) The approval of a pension or retirement plan 'by the

Bureau of Internal Revenue wUl, as a general rule, be th.e only aPPJ"ova,l

required by the Departments; however, the right is rr.;o;served to :req'td'?"~;

submission of any plan for consideration by a '1)epa.rttr.«~nt and tc, d,i.v.rp?:rt>ve

such plan in its entirety or any feature thereof. 1II'he~.ever the c1!"~~Jm:~ta;'1(:'~9
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in a particular case are deemed to Wolrrant such action. Such consideration

will be the respons1bllit~of the Department to which audit cogrd~ce is

assigned, and the subsequent act10n taken. by tba.t Department will genere,lly

be accepted by the other Departments.

(d) Approval of a pension or retirement plan by the Bt.\i."eau of

Internal Revenue or by the Dep9.rtments does nvt ilnpJ.y that t.he cost ther~of

for any particular year w1ll be allowable for apportionment to contl...J./;t

costs, except to the extent costs for that year meet all other re~1:"e-

ments of the Burea.u of InternaJ. Revenue as a. tl.t:lauction for income tax

purDoses, aDd are acceptable under the provisions of this cost interpre-

( e) Pension an.C. retil'ement co~ts co:aat:f.tute 3. part of t.be 't')t'~..).

th~ services re~dered.

be the amount con'tr1buted 'to the pension t!"U8"t(s) for that 'Ye~r, bu.t
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:not tt) exceed 15 percent of the total compensa.tionotherwise pa.1d or

aCi~rued in t.ba.t year to the :l.nd1v1duals cover,ad tU1Ger the pJ~m(s).

(g) The a.Uowa.b11:1ty of costs of lump sum purchases of a..nnu1.tiei3

or of periodic cash pa.~ents made to provide pension or retirement

approved penston. or retirement p~~nsl will be sub~act to consi~er~+'ion

on a3! ind1viti.ua.l case b3.s:1s.

(h) Credits which became available m: o.re frJreseea'i.>le must '))e

ti::emer..t coats subject to apportionment to a. n::l.11tar:r c(m'tl"cu:t. In 80'.:;:';:

'be Il'.d.c:.e which wou.1.d dupli.cs.te" in whole or in part, EiJ.l e.llow:-mce

l?l~~1ou::ly rna,d.e tmdsr a. prior contract.

9
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CONTRACT COST PRINCIPLES AND PROCEDURES

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

principles and procedures for the determination and allowance of costs

in connection with the negotiation and administration of cost-reimbursement
'd,,-~

type contracts, and contains guidelines for the evaluation of costs in f ~~

I I negotiated fixed-price type contracts and in contracts terminated for the

convenience of the Government.

Part 1 - Applicability in Cost-Type Supply and Research
Contracts with Organizations Other Than Educational
Institutions

~5-101 Scope of Part. This Part prescribes the use of contract cost

principles and procedures, set forth in Part 2 of this Section, in con-

tracting .....__s.••• with organizations other than educational

institutions under cost-reimbursement type cQntracts (including cost-

reimbursement type subcontracts thereunder) and, to the extent hereinafter

provided, in the termination of such contracts. .,t:oI til 'Ol'l¥enierree- the

15-101.1 Prescribed Use. Part 2 is prescribed for use:

(i) as1 ~ontractual basis, by incorporation by reference in

the contract, for determination of reimbursable costs under

cost-reiniliursement type contracts (ASPR 3-404), including

cost-reimbursement type subcontracts there~der, and the

cost-reimbursement portion of time-and-materials contracts

(ASPR 3-405.1);

Copy~ of 25 copies.
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(ii) as the basis for the ~~!!~~i!3~~egotiaW,..?verhead

rates (ASPR, Section III, Part 1), and

(iii) as the basis for the determi ation of costs of terminated

cost-reimbursement type co tracts in which the contractor

elects to "voucher-out" ~s costs (ASPR, Section VIII,

Part 4), and for sett ment of such contracts by deter-

2
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- Principles and Procedures for Use in Cost~-Type

~~--~7 Supply and Research Contracts ~~~m=-=~~
, with Commercial Organizations (

15-201 Basic Considerations.

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

is the sum of the allowable direct and indirect costs allocable to the

contract, incurred or to be incurred, less any allocable credits. In

ascertaining what constitutes costs, any generally accepted method of

determining or estimating costs that is equitable under the circumstances

may be used, including standard costs properly adjusted for applicable

variances.

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

considered in determining the allowability of individual items of cost

include (i) reasonableness, (ii) allocability, (iii) application of those

generally accepted accounting principles and practices appropriate to the

particular circumstances,~v) significant deviations from the established ~
(lAY· VW~Vjfl~OI :..y ~(?J-..--""'"''''

practices of the contractor whiCh~~~Q sUQitaft~i~y increase the contrac~

A any limitations or exclusions set forth in this Part 2, or J7'
otherwise included in the contract as to types or amounts of cost items.

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

in its nature or amount, it does not exceed that which would be incurred
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by an ordinarily prudent person in the conduct of competitive business. The

question of the reasonableness of specific costs must be scrutinized with

particular ca~ connection with companies or separate divisions thereof

which 9noti'sUbject to!, mpetitive restraints~~cauie tlhe p!e1'8fUi&l"s,Jl(:.8

"Of tlhei:I bw~ines6 is wn ;h OTernmen E7P- becau :ny=ot'he r~a--s-on.

What is reasonable depends upon a variety of considerations and circumstances

involving both the nature and amount of the cost in question. In 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 the performance of the contract;

(ii) the restraints or requirements imposed by such factors as

generally accepted sound business practices, armis length

bargaining, Federal and state laws and regulations, and

contract terms and specifications;~

(iii) the action that a prudent business man would take in the

circumstances, considering his responsibilities to the

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

and the public at large~ 1fti'D
~ /

o Allocability. A cost is allocable if it is

assignable or chargeable to a particular cost objective, such as a contract,

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

accordance with the relative benefits received or other equitable relationship.

a' Government contract if it:

(i) is incurred specifically for the contract;

4
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(ii) benefits both the contract and other work or both Government

work and other work and can be distributed to them in reason-

able proportion to the benefits received; or

(iii) is necessary to the over-all operation of the business,

although a direct relationship to any particular cost

objective cannot be shown.

15-201.5 Credits. The applicable portion of any.agt~l ep aftt~~~~~

income, rebate, allowance, and other credit relating to any allowable cost,

received by or accruing to the contractor, shall be credited to the

he benefit.-

appropriate. ~t.. ldj

rd
'"

Government either as a cost reduction or by cash refund, as

15-202 Direct Costs. ( 'J- t
,J'

(a) A direct cost is any cost ~cuIled or to

f:e~~~I!n!~£.ii~;i!a ~~ost ob je.ctive.
~ . ~ {~ .

4t!! irect costJ i# not tenn:i:ned ey; i-ts . nc.o~P()I!aMOl't
'(~ . ~rf'

material or labor. Costs lncur~e or to b incu. v
the contract.are direct costs of the contract and are to be charged

.&"'4
directly thereto. Costs J.m:trr~a';:~~~~l;I,!:ltd\l*=~i:Ie~~t!JIiother work of

t e contractor are direct costs of that work and are not to be charged to

the contract directly or indirectly. When items ordinarily chargeable as

indirect costs are charged to Government work as direct costs, the cost

of like items applicable to other work of the contractor must be eliminated

from indirect costs allocated to Government work.

(b) This definition shall be applied to all items of cost of

~~~~~:~~unless the contractor demonstrates that the application of

5
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-,
~ practice achieves substantially the same results. Direct cost

r'\
items of minor amount may be distributed as indirect costs as provided in

ASPR 15-203.

15-203 Indirect Costs

(~) cost
(N'tVlr............

j.be-MB.~~~~~~~-eeoe~~~M

be considered to be indirect costs for reasons of practicality. After direct

costs have been determined and charged directly to the contract or other

work as appropriate, indirect costs are those remaining to be allocated

to the several classes of work.

(b) Indirect costs shall be accumulated by logical cost groupings

with due consideration of the reasons for incurring the costs,wh±ch re

<&w: n f!i8tp1:w.t..-eJd::J=::t.t[e::C1Q!St::01:~C tes. Each grouping should be detennined

so as to permit distribution of the grouping on the basis of the benefits

accruing to the several cost objectives. Commonly, manufacturing overhead,

selling expenses, and general and administrative expenses are separately

grouped. Similarly, the particular case may require subdivisions of these

groupings; e.g., building occupancy costs might be separable from those of

personnel administration within the manufacturing overhead group. The

number and composition of the groupings should be governed by practical

considerations and should be such as not tO~dU:; complicat the allocation

where substantially the same results are achieved through less precise

methods.

(c) Each cost grouping shall be distributed to the appropriate

cost objectives. This necessitates the selection of a distribution base

6
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-:2.q Of'
normally no longer than one year. When the contract is performed over an

extended peri

be require to

as many such base peri

performan

15-204 Application of Principles_ and Standards.

- 0
.(a) Costs (including those discussed in ASPR l5-?e$Tt) shall~

, be allowed ~~~ to the extent that they are reasonable (see ASPR 15-201.3),

allocable (see ASPR 15-201.4)-, and determined to be allowable in view of

the other factors set forth in ASPR 15-201.2.

.1
or

-(

order

nd allocability of certain

contract situations. Thus, as to any given contract,

15-204.2 has been stated to apply broadly to many accounting

The extent of allowability of the selected items of cost

covered

systems

non-allocability, it is imp rtant at prospective contractors, particularly

those whose work is predominant] or substantially with the Government,

seek agreement with ent in advance of the incurrence of special

or unusual costs in where reasonableness or allocability are
~ 0

difficult to determine. Such agreement may~ e initiated by contracting

jointly for ~ll defense work of the contractor,

as may be appropri Any such agreem t should be incorporated in cost-

contracts or made a part of the contract file in the

fixed-price type contracts, and should govern the cost
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common to all cost objectives to which the grouping is to be allocated.

The base should be selected so as to permit allocation of the grouping

on the basis of the benefits accruing to the several cost objectives.

This principle for selection is not to be applied so rigidly as t undulT

complicat the allocation where substantially the same results are achieved..-

through less precise methods.

(d) The method of allocation of indirect costs must be based on

the particular circumstances involved. The method shall be in accord with

those generally accepted accounting principles which are applicable in the

circumstances. The contractor's established practices, if in accord with

such ~.rS~~~~~d accounting principles, ~hall~'able. However,

the methods used by the contractor may require re-examination when:

(i) any substantial difference occurs between the cost patterns

of work under the contract and other work of the contractor;

or

(ii) any significant change occurs in the nature of the business,

the extent of subcontracting, fixed asset improvement programs,

the inventories, the volume of sales and production, manu-

facturing processes, the contractor's products, or other

relevant circumstances.

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

The base period

during which such costs are incurred and accum~ated for distribut on to

selected as 0 represent the period of contract
/

sufficiently long to avoi in the allocation of costs, but

work performed n that

7



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

absence of such an advance agreement on a~ element of

that element either allowable
().. ( . r. (

tain costs is such that adv.M~~

(A R 15-204.2 (dd));

j));

(iii)

··'b~h 01 d

use charge for fully depreciated

(i)(6));

does not cover every element of cost and every

situation that might arise in a particula case. Failure to treat any

specifically cover , determination of allowability shall be based on the

However, ASPR 15-20

item of cost in ASPR ~5-20~ .~ is not intended to imply that it is either

allowable or unallowable. With respect to al items, whether or not

(v) compensation for Qersonal services (ASPR 15-204.2 (f));

(vi) deferred maintenance costs (ASPR 15-20402 (t)(l)(ii));

(vii) research and development costs (ASPR 15-20402 (ii)(6)); and ~
~~~"t:l"

(viii) selling and Mstributiosts (ASPR 15-204.2 (kk)(2)). ---~---r

'~~~--C=====~--~~-:S:e~l:e:c~t:ed;-·i~t~e:m:s~o;f-costare considered in ASPR 15-

9

lar or related selected items.

principles and st ndards set forth in this Part and, where appropriate, the

treatment of s
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to

of advertising media
,.

Advertising costs

Advertising Costs.

and corollary administrative costs. Advertising media include magazines,

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

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

~ L.1K.,
free goods and samples, and~· e~ i~ eret~re. The following advertising

costs are allowable:

tht

EXcept a,

of

below, when considered in conjunction with all

industry;

journals which are valuable for the dissemination

of technical information within the contractor's

products or services for sale but ·s p aced in

(i) advertising in trade and technical journals,

provided such advertising does not offer specific

(ii) help-wanted advertising, as set forth in~

other recruitment costs;

( ~~costs of participation in exhibits upon invitat;n~

("o'f the GOv<>....~~-~·~ij~~ltP-lQ~~·;~:
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" IAdvertising costs~ the cost'of advertising media
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2 "I

and corollary administrative costs. Advertising media include magazines,

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

outdoor advertising, dealer cards and window displays, conventions, exhibits,
"1r. ' L f<

free goods and samples, and~ ~e. The following advertising

costs are allowable:

products or services for sale but is placed in

journals which are valuable for the dissemination

provided such advertising does not offer specific

of technical information within the contractor's

industry;
)

help-wanted advertising, as set forth in~

below, when considered in conju.~ction with all

(i) advertising in trade and technical journals,

(ii)

(iv)

unallowable.

Excep

10
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ad debts, including losses (whether actual or

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

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

Bidding Costs.
'I

Bidding costs are the costs of preparing

bids or proposals on potential Government and non-Government contracts or

projects, including the development of engineering data and cost data

necessary to support the contractor's bids or proposals. Bidding costs

of the current accounting period of both successful and unsuccessful bids
,

and proposals normally sh~ be treated as indirect costs ane-allocatem

-~u~re~tl~a1l us~ne8s of th contpac~o~, in which event no bidding

costs of past accounting periods shall be allocable in the current period

I'
to the Government contrac~, , owever, he contractor's established

1Ila'!Fi-De to treat bidding costs by some other t=eJ

"O'_Wlt::...w.ethQd ed, the results obtained may be accepted

be reasonable and equitable.

if found to

Bondinij Costs.

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 bonds as bid,

performance, payment, advance payment, infringement, and fidelity bonds.

(i-E) Costs of bonding required pursuant to the terms of

the contract are allowable.

( (3~' Costs of bonding required by the contractor in the

general conduct of his business are allowable to the extent that such

11
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bonding is in accordance with sound business practice and the rates and

premiums are reasonable under the circumstances.

~ ) Civil Defense Costs

(tl Civil defense costs are those incurred in planning for,

and the protection of life and property against, the possible effects of

enemy attack. Reasonable costs of civil defense measures (including costs

in excess of normal plant protection costs, first-aid training and supplies,

fire fighting training and equipment, posting of additional exit notices

and directions, and other approved civil defense measures) undertaken on the

contractor's premises pursuant to suggestions or requirements of c~vil

defense authorities are allowable when allocated to all work of the

contractor.

above are allowable

Compensation for personal services includes•General.(0.. (1)

~'=:J""Compensation for Personal Seryices.
(1

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

Except as otherwise

not limited to, salaries, wages, directors' and executive committee members'
Utit 11'1 ~ "I v.$~t)

fees, bonuses'Aincentive awards, employee stock options, employee insurance,

fringe benefits and contributions to pension, annuity, MJeek barhe and
&' .g -~ ~

JIi!_~". incentive compe r51--Hij!le!~!UUm:tt::l!mr;I!:c~:as.

"
12
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specifically provided in this paragraph ~, such costs are allowable to

the extent that the total compensation of individual employees is reasonable

for the services rendered apd are not in excess of those costs which are

allowable by the Internal Revenue Code and regulations thereunder.

• Compensation is reasonable to the extent

that the total amount paid or accrued is commensurate with compensation

paid under the contractor's established policy and conforms generally

to compensation paid by other contractors of the same size, in the same

industry, or in the same geographic area, for similar services. In the

administration of this principle, it is recognized that not every com-

pensation case need be subjected in detail to the above tests. Such tests

need be applied only to those cases in which a general review reveals

amounts or types of compensation which appear unreasonable or otherwise

out of line. However, certain conditions give rise to the need for

special consideration and possible limitation as to allowability for

contract cost purposes where amounts appear excessive. Among such conditions

are the following:

(i) Compensation paid to owners of

closely held corporations, partners, sole proprietors, or members of the

immediate families thereof, or to persons who are contractually committed

to acquire a substantial financial interest in the contractor's enterprise.

Determination should be made that such compensation is reasonable for the

actual personal services rendered rather than a distribution of profits.

(ii) Any change in a contractor's

compensation policy resulting in a substantial increase in the contractor's

13
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level of compensation, particularly when it was concurrent with an increase
,

in the ratio of Government contracts to other business, or any change in

the treatment of allowability of specific types of compensation due to

changes in Government policy.

(iii) The contractor's business is such

that his compensation levels are not subject to the restraints normally

occurring in the conduct of competitive business.

(3) Compensation 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.

(\J,)~. In addition to the general requiremeQ-ts
(I) l ~

set forth in through above, certain forms of ation are subject

to further requirements as specified in through ..,.....otoM,-below.

( 2} Salaries and Wages. Salaries and wages for current

services include gross compensation paid to employees in the form of cash,

services, and are allowable subject to the qualifications of

-,-__-below.

(c) ) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,

safety awardS, and incentive compensation based on production, cost

reduction, or efficient performance, are allowable to the extent that the

over-all compensation is determined to be reasonable and such costs are

paid or accrued pursuant to an agreement entered into in good faith between

the contractor and the employees before the services were rendered, or

14
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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 - 0

Bonuses, awards and incentive compensation when any of them

are deferred are allovable to the extent provided in~ below.

() ~ Bonuses and Incentive Compensation Paid in Stock. Costs

of bonuses and incentive compensation paid in the stock of the contractor
)

or of an affiliate are allowable to the extent set forth inbove
(=

(including the incorporation of the principles of paragraph ~below for

deferred bonuses and incentive compensation), subject to the following

additional requirements:

(i) valuation placed on the stock transferred shall

be the fair market value at the time of transfer,

determined upon the most objective basis available;

and

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

issuance of such stock to the employees shall

be subject to adjustment according to the possibilities

that the employees will not receive such stock and

their interest in the accruals will be forfeiteq.

e are subject to adjustment according to the
-J ..,

(But see ASPR 15~ .)principles set f.crth in oH!roi,A,..

Such costs otherwise

Stock Options. The cost of options to employees to

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

Deferred C0mpensation. a. As used herein, deferred

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

15
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employee is not paid until after the lapse of a stated period of years or

the occurrence of other events as provided in the plans, except that it

does not include normal end of accounting period accruals. It includes

(i) contributions to pension, annuity, stock bonus, and profit sharing

plans, (ii) contributions to disability, withdrawal, insurance, survivorship,

and similar benefit plans, and (iii) other deferred compensation, whether

paid in cash or in stock.

• Deferred compensation is allowable to

the extent that (i) except for past service pension costs it is for

services rendered during the contract period; (ii) it is, together with

all other compensation paid to the employee, reasonable in amount;

(iii) it is paid pursuant to an agreement entered into in good faith

between the contractor and employees before the services are rendered, or

pursuant to an established plan followed by the contractor so consistently

as to imply, in effect, an agreement to make such payments; and (iv) for

a plan which is subject to approval by the Internal Revenue Service, it

falls within the criteria and standards of the Internal Revenue Code,
the regulations of the Internal Revenue Service. (But see ASPR l5-2~~~

• In determining the cost of deferred

compensation allowable under the contract~ appropriate adjustments shall

be made for credits or gains arising out of both normal and abnormal

employee turnover, or anY other contingencies that can result in a

forfeiture by employees of such deferred compensation. Adjustments shall

be made only for forfeitures which directly or indirectly inure to the

benefit of the contractor; forfeitures which inure to the benefit of

16



DRAFT
12 March 1959

other employees covered by a deferred compensation plan with no reduction

in the contractor's costs will not normally give rise to adjustment in

contract costs. Adjustments for normal employee turnover shall be based

on the contractor's experience and on foreseeable prospects, and shall

be reflected in the amount of cost currently allowable. Such adjustments

will be unnecessary to the extent that the contractor can demonstrate

that its contributions take into account nor.mal forfeitures. Adjustments

for possible future abnormal forfeitures shall be effected according to

the following rules:

(i) abnormal forfeitures that are

foreseeable and which can be currently

evaluated with reasonable accuracy,

by actuarial or other sound computation,

shall be reflected by an adjustment of

current costs otherwise allowable; and

(ii) abnormal forfeitures, not within (i)

above, may be made the subject of agree-

ment between the Government and the

~ontractor either as to an equitable

adjustment or a method of determining

such adjustment.

( • In determining whether deferred compensation
~

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

consideration shall be given to conditions imposed upon eventual payment,

such as, requirements of continued employment, consultation after retirement,

and covenants not to compete.

17
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Fringe Benefits. See ~ >1.

Training and Education Expenses.

) Insurance and Indemnification. See
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( -,) ;)'Contingencies •

~ A contingency is a possible future event or condition arising

from presently known or unknown causes, the outcome of which is indeterminable

at a prE;!sent time.

(3) In

fall into two ca'

(. In historical costing) contingencies are not normally

present since such costing deals with costs which have been

incurred and recorded on the contractor's books. Accordingly,

contingencies are generally unallowable for historical costing

purposes. However, in some cases, as for exmnple, terminations, a

contingency factor 11JIIY be recognized vhich is applicable to a past

period to give recognition to minor unsettled factors in the

interest of expeditious settlement.

included in the estimates of future cost sq as to pro-

vide the. best estimate of performance costs, and

(ii) those which may arise from presently known or unknown

conditions, the effect of which cannot be measured so

precisely as to provide equitable results to the con-

tractor and to the Government; e.g., results of pending

litigation, aJ1d other general business risks. Contin-

gencies of this category are to be excluded from cost

estimates tmder the several i tem.s of cost, hut should

be disclosed separately, inc·luding the basis upon whic.h

the contingency is computed in order to facilitate the

negotiation of appropriate contractual coverage (see,

for example, i) ,,
19
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( Contributions and Donations. Contributions and donations are

1lll.allowable.

~ .-. D~preciation.

Depreciation is a charge to current operations which distr1but€s

the cost of a tangible capital asset, less estimated residual value, over the

estimated useful life of the asset in a systematic and logical manner 0 It does

not involve a process of valuation. Useful life has reference to the prospec-

tive period of economic usefulness in the particular contractor's operations

as distinguished from physical lif€o

Normal dePreciation on a contractor1s plant, equipment, and other

capital facilities is an allowable element of contract cost; provided that the

amount thereof is computed:

(i) upon the property cost basis used by the contractor for

Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1954); or

(ii) in the case of nonprofit or tax-exempt organizations, upon

a property cost basis which could have been used by the

contractor for Federal income tax purposes, had such

organizations been subject to the payment of income tax;

and in either caqe

(iii) by the consistent application to the assets concerned of

~y generally,accepted accounting meth0d, and subject to

the limitations of the Internal Revenue Code of 1954, (l.D. ,

. including --

(A:) the straight line method;

(B) the decliI:\i.ng balance method, .using a rate not

20
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1a I .)-f
exceeding tidce the rate which would have been

used had the annual allowance been computed under

the method described in (it) above;

(c) the sum of the years-ciigits method; and

(nl any other consistent method productive of an annual.

allowance. which, whe:o, added to all allowances for

,the period connnencing with the use of the property

and including the current year, do-es not, during the

first two-thirds of the useful life of the property,

exceed the total of such allowances which would ha.ve

been used had such allowances been computed under the

method described in (B) above.

(3) Depreciation should usually be allocated to the contract and

other work as an indirect cost. The amount of depreciation allowed in any

accounting period may, consistent with the basic objectives set forth in ~

above, vary with volume of production or use of multi-shift operations.

(

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 depreciationJ' has

been made by an Emergency Facilities Depreciation Board. The method elected

must be followed consistently throughout the life of the emergency facility.

Wher.e, an_ election is made to use normal depreciation, the amount thereof for

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

accordance Where an election is made to use "true depreciation,"

t4e amount allowable as depreciation~

(i) with respect to the emergency period (5 years), shall be
2l
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computed in accordance with the

Emergency Facilities Depreciation Board

(ii") after the end of the emergency period, shall be computed by

distributing the remaining undepreciated portion of the cost

of the emergency facility over the balance of its usef'ul life

(but see {,.) belO~); provided the remaining undepreciated

portion of such COt;lt shall not include any amount of un-

recovered Jltrue de:preciation .,'1

Depreciation on i~e or excess facilities shall not be allowed

except on such facilities as are

roem-etton.

No depreciation, rental, or use charge shall be allowed on the

contractor's assets which have been f'ully depreciated when a substantial po~tion

of such depreciation was on a basis that represented, in effect, a recovery

thereof as a charge against Government contracts' or subcontracts • -otherwise, a

a I
m upon use charge may be (But. see ASPR 15- .")

. In determining this charge, consideration should be given to cost, total esti-

mated usef'ul life at time of negotiation, and effect of any increased maintenance

charges or decreased efficiency due to age.
I
(j) Errwloyee Morale, Realtll, and Welfare Costs and Creditso Reasonable

costs of health and welfare activities, such as house pUblication~, health or

first-aid clinies, recreational activities, and employee counseling services,

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

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

employee relations, employee mor and employee performance, are allowable.

eq .tably all oea:tLed~~u.l-rm~r.::~ .he -e(m;t>ni....~

22

Income



generated from SJ:1Yor these activities shall be credited to the costs thereof

unless such income has been irrevocably set ~over to employee welfa.re 'Organiza-

tions. )
II
~ Entertainment Costs. Costs of~usement, diversion, social activities

and incidental costs relating thereto , such as merE;!, lodging" rentals, transllOr

t-ation, _and gratuities, are unallowable (but see ~ and' H.
~ Excess Facility.Costs. Costs of maintaining, repairing, and housing

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

e costs of excess plant capacity res~rved f9rdefense mobilj.za,tion production
~ I, . 11...- r, 'c IJ • ...."!,.,. ,(

"be the subject of a separate, :contract • ~

~~Fines and Penalties. Costs resulting from violations of, or failure

of the contractor to comply with, Federal, State, and local laws and regulations

are unallowable except when incurred as a result of compliance with specific

provisions of the contract, -or instructions in writing from the contracting

officer.
-,; ,
J 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 accomodatiom~or simil!3.l" types

of services for the contractor's employees at or-near the contractor's facilities.

Reasonable losses from the operation of such services are alJ..owabl-e if they are

allocated to all activitiesse~edo

opel"ate such rviCes wit c o th empJ....oyee, easonab:I: eosts l' m:te

ol'e:r:a.tions ar,e aJdowableo 1... they are alToeated to all activities served,

~~1SJ5~d~~~~o) Profits (except profits irrevocably set ove~ to an em-

ployee welfare organization of the contractor in amounts reasonably useful for

23
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the bene~t of the employees at the site or sites of contract performance)

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 ~erv.edo

. \5)
.' Fringe Benefits. Fringe benefits are allowances and services pro-

vided by the cont~acto~ to its employees as compensation in addition to regular

wages and salaries. Costs of fringe benefits, such as pay for vacations, holi-

days, sick leave , military leave, employee insurance and supplemental employment

benefit plans, are allowable to the extent required by law, employer-employee

agreement or an established policy of the contractor.

(p) Insurance and Indemnification.

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

to carry, or which is approved, under the terms of the contract, and .(~i) any

other insurance which the contractor maintains in connection with the general

conduct of his business.

Costs of insurance required. or approved, and maint~ined, pur-

suant to the contract, i3,re allowable 0

b. Costs of other insurance maintained by the contractor in con-

nection with the general conduct of his business are allbwablesubject to the

following limitations:

(i) types and extent of coverage shall be in accordance

with s01,.Uld business practice and the rates and premiums

shall be reasonable under the circumstances;

.(11) costs allowed ~or business interruption or other Snw'\lt.

I24

insurance shall be limited to exclude coverage'of



(iii) costS( of insurance or of any contributions to any reserve

DRAFT
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covering the risk of loss of or damage to Government-@lll_!!i8!oo

("/111'11.14' r t tt
are allowable only to the extent that the t

t'"
cu·~~,-IJ

(iv): contributionp 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 insurl;mce on the lives dt'.- officers, partners, or

proprietors are allowable to the extent that the insurance

represents ~ditional compensation (see, ~ above) •

.( Er Actual losses which could have been covered by permissj,ble

insurance (through an approved self-insurance program. or otherwise) are unallow-

able unless expressly provided for in the contract, except;

(i) costs incurred because of losses not qovered under nominal

deductible insurance coverage provided in keeping with

sound business practice, are allowable; and

(ii) minor losses not covered by insurance, such as spoilage,

breakage ~ and disappearance of small hand tools, which occur

in the ordinary course of doing business, are allowable.

(2) Indemnification includes s~curing the' contractor against liabili-

ties to third persons and other losses, not compensated by insurance or otherwise.

The Government is obligated to i?demnif'y the contractor only to the extent ex

pressly provided for in the contract, except as provided in tL)_ above.
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Ipterest and. Other Financial ·Costs. Interest, (however represented),

bond discounts, costs .of financing and refinancing oper&tions, leg~ and pro

fessional fees paid in connection with the preparation of p~ospectuses, costs

of )?reparation. and issuance of stock rights, and costs related thereto, are

Labor Relations Costs. Gosts incurred in maintaining satisfactory

.)below. {But seee conditions set forth in

unallowable ·except for interest assessed by State or local taxing authorities
I

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

stewards, labor m,anagement contmittees, employee publications, and other

related ctivities, are allowable.
1
(, Losses on 'Other Contracts. An excess of costs over income unde:r any

other contract (including the contractor's con~i1;>uted porti~ under cost-sharing

contracts), whether such other c.Qntract is of a supply, research and development,

or other nature, is unallowable.

t) Maintenance and Repaix Cost s •

(1) Costs necessary for the upkeep o·f property (including Government

property unless otherwise provided fo;r), 'which neither add to the permanent

value of the property nOr appreciably prolong its intended life, but keep it

in an efficient operating condition, are to be treated as follows {but see

(i) normal maintenance and repair costs are allowable;

(ii) extraordinary mainten.ance and~repaircosts are allowable,
. -

provided such are allocated to the periods to which appli-

cable for purposes of determining contract costs. (But
If

see ASPR 15-~~~,.)

(~(2') Expenditures for plant and equipment Which, according to generally
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accepted accounting principleS as applied under the contractor's established

policy, should be capitalized and subjected to depreciation are allowable only

o~ a depreciation basis.

Manufacturing and Production :E:nginxeringCosts • Costs ' 'OfmanufaC.tur

ingand production engineering, including engineering activities in connection

*h tp,e follOWing, are allowable';
'.\

:(i) current manufacturing process.es such as motion and time

stU<J¥, methods analysis, JOb analysis, and tool design and

improvement; and

{ii) current production pr.oblems, such as materials analysis for

production suitability and component design for purposes of

simplifying product ion 0

Costs.

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

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

outside or manufactured by the contractor, and may include such c.ollateral. i terns

as inbound ,transportation and intransit insurance. In computing material costs

consideration will be given to reasonable overruns, spoilage, or defective 'tiOrk

(for correction of defective work, see the provision:s of the contract or proposed

contract re1.atingto inspection and cor:r;-ection of defective work) 0 These· costs
~

are allowable subject, however, to the provisions of through below.

Costs of material shall be suitably adjusted .for applicable por

tions. of income and other- credits, includip.g available trade discounts, refunds-,

rebates, allowances, and ci3.s.il discounts, and c;redits for scrap and salvage and

material. returned to vendors. Such income and: other ~redits ~lU;l.ll. either be

credited directly to the cost of the material invo'lvedor be allocated (as
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credits) to indirect costs. llowever, where the contractor' can demonstrate that

failure to take cash discounts was due tOr-circumstances -Qe~_,.o_-ecMTi'ft,.r;, such

lost discounts need not be so credited.

( Reasonable adjustments arising 'from differences between periodic 1-
If .I 11 fir D ct J( I I· r mA

inventory quantities and reJ.ated material control reco~ds be in-

)cluded in arriving at iJae'- cost ,) , provided such adjustments (i) do not

;Lnclude lIwrite-do'WIls" or "write-ups II of values and (:1i.} relate to the period of

/perform8nCeOOf the contract.

0. When the materials are purchaqed specifically for and identifiable

solely with performance under- a contract, the .actual purchase cost thereof should

be charged to the c·ontract. If material is .issued from stores, any generally

recognized method of pricing such material is acceptable if that method is con-

sistently applied and the results a.:re equitable. When estimates of material

costs to be incurred in the future are required, either current market price or

'anticipated acquisition cost {if reasonabl.¥ certain and determinable) may be

used, but the basis ofpricingm:ust 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 c.ost to the transferor or ctUTent mar

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

iten is regularly manufactured and .sold by the contractor thro~ commercial.

channels ~d (ii) it is the contractor's long-established practice to price

inter-organization transfers at other than cost for 'commercial. work; provided

that the charge to the conir~act is not in exces~ of the transferor's sales

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

current market price, whichever is lowe+,o
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Drge.nization Costs. Expenditures, such as incorporation fees, at-

torneys t fees, accountants t fees, brokers' fees, fees to promoters and organizers,

in connection with (i) organization or reorganization of a business, or (ii)

raising c pitai, are unallowable (see above) •

( ")' ,other J3usiness !?'Renses. Included in this item are such recurring

expenses as registry and transfer charges resulting from changes in ownership

of securities issued by the contractor, cost of shareholders' meetings, normal

pro)Cy solicitations, preparation and pu.bl:1.c;ation of reports to shareholders,

preparation and submission of required reports and forms to taxing and other

regulator,y bodies; and incidental costs of directors and committee meetings.

The above and similar costs are allowable when allocated on an equitable basis.

Extra-'Pay; Shift and Multi-Shift Premiums,. ,,0vertime, e ra-

pay shifts, and multi-shift work allowable to the extent approved pursuant

to ASPR l2-102.4, or authorized pursuant to ASPR 12-102050

~) 'Patent Costs. Costs of preparing disclosures , reports, and other

documents required by the contract and o-f searching the art to the extent neces-

and(See also

'above.Pension Plans 0 See

29

sar,y to make such: invention disclosures, are allowableo In acc0rdance with the

clauses of the 90ntract relating to patents, costs of preparing docwnents and

8XJy other patent costs, in conne'ction with the filing of a patent application

Plant Protection 'Co.stso Costs of items such as (i) wages, uniforms,

and equipment of personnel engaged in plant protection, (ii) depreciation On

plant protection cap~tal assets, and (iii) necessary expenses to comply with

wher~ title is conveyed to the GoverDIllent" are allowableo
( 61

below.)
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security requirements, are allowable.

~ON:1::Joo.Plant ReEonversion Costs. Plant !"econversion costs are those incurred

in the restoration or rehabilitation of the contractor's facilities to approxi-

mately the same condition existing iImnediately prior to the commencement of the

mtiitary contract work, fair wear and tear excepted. Reconversion costs are

unallowable· except for the cost of removing -oovernment prO]?erty and the restora-

tion or rehabilitatiop. costs 'caused by such removal. However, in special cir,cum-

. stances where equity so dictates, additional costs may be allowed to the extent

mutuaJ..ly agreed upon before' the costs are incurred. Whenever such costs are

given consideration, care should be exercised to avoid duplication through allow-

ance as contingencies, as additional profit or fee, or in other contracts.
()

d~Brecontra.ctCosts. Precontract costs are those incurred prior to the

effective date of the contract directly pursuant to the negotiation and in

anticipation: of the award of the contract where such incurrence is necessary

to comply With the proposed contract delivery schedule. Such costs are allow-

able to the extent that they would have' been allowable if incurred after the
10

date .of the contract. (But see ASPR 15'" r.(.e:j,..)

-l'-elM" l7ofessional Service Costs - .Le~aJ.., AcCOunting, Engineering, and other.

Costs of professional services rendered by the members of a particu-

·lar profession who are not employees of the contractor are allowable, subject to
C

J.2'rand~below, wen reasonable in relation to the services rendered and when

not contingent upop. recovery .01' the costs from the Government (but see~8bove).

(2) Factors to be considered in determining the allowabUity of costs

in a particular case include:

.(i) the past pattern of such costs, particularly in the years

priQr to the award of Government contracts;

30



DRAFr
J.2 March 1959

{ii) the :i.mpact of Government contracts on the contractor's

bu,siness (i.e., what ne'TtT problems ha~e ~risen);

(iii) . the nature and scope of managerial &ervices. expected of

·the c9ntractor's own organlzat:ton~;.,..aIi.d

(iv) whether the proportion of(~vernment work to the con-

tractor's total business is such as to influence the

contractor in favor Of incurring the cost, particularly

where the serVices rendered are not ofa continuing

'n.atur~ -and have little .relationship ,to Irork under 'Gov-

ernment contracts.

Retainer fee.s to be allowable must be reasonably supported. by evidence of J... \II j tic.
rw-.r" rJ

services~rendered.

Casts of legal, accounting, and consulting services, and related

costs, incurred in connection with orga,nization and reorganiz~tion, defense of

;;ua.ti-trust suits, and the prosecution of claims against the Government , ar'e

unallowable. Costs of legal, accounting, and consulting services, and related

COE!ts, incurred in connection with patent infringement litigation, are unallow-

able,unless otherwise provided for in the contracto
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labor force, coste of operatin'g an aptitude and educational testing program,

Draft
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")..'1 ~ J-t. /
Equip!lent, or Other'"

_(~ Profits and Losses on Disposition o~ Plant,

Capital Assets. Profits or losses of any nature arising from the sale or

e~ha.nge of plant, equipment, or other capital assets, including sale or

tion).

Recruit1J¥5 Costs. Costs of "help wantedll advertising, operating

costs of an employment of1'1ce necessary to secure and maintain an adequate

exchange of either short or long term in estments, sball be excluded in
(l

computing contract costs (but see -} above as to basis for deprec1a-

travel costs of employees while engaged in recruiting personnel, and travel

costs of applicants for interviews for prospective employment are allowable.

Where the contractor uses emp10yment agencies, costs not in excess of standard

cODlJlercial rates for such services are also allowab~e. Costs of special bene-

fits or emoluments offered to prospective employees beyond the standard prac-

(Including SsJ.e and Leaseback of FacUities).Rental Costs.

tices in the industry are UJJa1lowable.
(

il) Rental costs of land,. bunding, and equipnent and other

personal property are allowable 11" the rates are rea.sona:ble in light of such
-;t (' '. ( It • (

factors as,,_rketonditi in the area, the type, life expectancy, condition, I,Y 1
J

•i1' the fae-11.:l;t1ee re OWDed 'by-1ihe con'trs;c

and value of the 1'acUities leased, options a'V8.1lable, and, other provisions of . I.
.A.-,.... r ) I

the rental agreement. Application of these factorsJ YOlve_ along with other
~If-

I
considerations comparison of rental costs with"costs _lea "WOUlu 'b a3.:1. ,~.e. I

. ...,.<

(2) Charges in the nature of rent between plants, divisions, or

orga.n1zations under CODDDOn control are -=Uowable~ to the extent such

charges do not exceed the normal costs of ownership, such as depreciation,
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taxes, insurance, and maintenancej provided that no part of such costs shall

duplicate any other allowed costs.

Unless otherwise specifica.lly provided in the contract, rental

costs specified in sale and l.easeback agreEments, incurred by contractors

through selling pl.ant !acUities to investment organizations, such as

insurance companies, or to private investors, and concurrentl.y l.easing back

the same facUities, are allawabl.e only to the extent that such rentals do
tJ~ , ( ( , • 1

DOt exceed normaJ./\ costs" ~iatt'GBl

(if
-t4liBa1lle4a,-bo:l:Di!~F=4=-~!:S"l!ItOr,which 'WOuld have~d bad the con-

tractor r tained l.egaJ. titl.e to the !acUities.

Research and DeTeJ.opnent Costs.
J? 4 J

Basic research, for the purpose of this !lel~l:Ml'!ea, is that

we of research which is directed toward increase of lmowl.edge in science.

In such research, the pr:l.mary a1m of the investigator is a 1'u1J.er knowledge

or lDlderstanding of the subject lD1der st~, rather than any practical. appl.i a-

tion thereof. Applied research, for the pm:pose of this ~~rmdi!~

of that we of effort 'Which (i) 1X>rmal.ly tollows basic research, but may Di t

be severabl.e from the related basic research, (ii) represents efforts to t r

mine and expand the potent1aJ.ities 01' new scientific discoveries or imp

ments in technol.ogy, mater1als, processes, methods, devices, and chniqu ,

and (iii) represents efforts to Itadw.nce the state 01' the art. It Appli

research does not incl.ude any such efforts when their princiPS.l. a1m is the

design, deveJ.opnent, or test 01' specitic articl.es or services to be ofie d

for sal.e, which are within the detinition 01' the tem. deveJ.opnent as here1Ilatter

provided.

Deve10pnent is the systematic use of scientific' knowl.edg
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which is directed toward the production of,

Draft
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~-? I-~ ,
or :Improvements in, usef'ul products

to meet specific perfol"'llflJlce requirements, but excl.usive of manufacturing and

production engineering.
to

A contractor's independent research and development is that

research and deveJ.opnent wh.;lch is not sponsored by a contract, grant, or

other arrangement.

~ 57- Cost of contractor I s independent d opnent, as defined in
(J,.) (e

J'liPi'8ii'£lpbe' ~and...c.arabove (SUbject to pIt!agzapa~beJ.ow),are allowabJ.e

to the extent that such devel.opnent is reJ.a.ted to the product J.ines for 'Which

A contractor's costs of independent research as defined in
c:.

and ..c.ar above shall be allowabJ.e as indirect costs (s'e>ject to paragrap

beJ.ow , provided they are allocated to all work of the 'contractor
--.:--

the government has contracts, proVided the costs are reasonabJ.e in amount and

are aJ.J.ocated as indirect costs to all work of the contractor on such contract

product J.ines. In cases where a contractor's normaJ. course of business does

not invoJ.ve production work, the cost of independent deveJ.opment is allCl'Wa~e

to the extent that such deveJ.opnent is related and aJ.J.ocated as an indirect

cost to the fieJ.d of effort of government research and deveJ.opment contract..s.

-(~ Independent research and development costs shall incJ.uda an

amount for the absorption of their appropriate share of indirect and adm1nia-

trative costs, un1.ess the contractor, in accoraance with its accounting

practices consistently applied, treats such cos~s otherwise.

(; r,+ Res~reh and deveJ.opnent costs (incJ.uding amounts capital.ized),

regardl.ess of their nature, which were incurred in accounting periods pri0X: to

'-I--*" 1.the award of a particular contrac1; are una.llowabJ.e r.::
GL-:v c"

(-fit-. The reasonabJ.eness of expenditures f r independent research

)
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8ubstaDt~ with the govermaent. Advance agreeaents as described in

Draft
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d clevelop1ent should be dete7."lll1ned in 11ght of all pertinent considerations

such as preVious contractor research aDd clevelopReDt activity, cost of past

programs aDd changes 111 science aDd techn0108Y'. Such expenditures should be

pur81BDt to a broad plaDDed progIUl, which is reaaouab1e in scope and vel.l

me.naged. Such expenditures (especially for devel.opnent) should be scrutinized

with sr-,t care 111 cODDection with contractors whose work is predominantly or

?
I..

are particular1y important in this situation. In recogn1- fiP

t10D that cost cbariDg of the contractor's indepeDdeDt research aDd develop

JIleI1t prograa rray provide IIOti'Vation for more efficieD.t accom:pJ.1sl:JmeDt of such

progru., it is des1rab1e in sane cases that the goverJllleDt bear 1ess thaD. aD

allocab1e share of the total cost of the program. .UDder these circ1llllStaDces,

'the tolloviDg are aaong the approaches which DIB\1 be used as the basis for
I tJ 'i)ft {rio ( Nf"'

agreement: ( i) review of the contractor's propos (\research aDd devel.oJDeDt

prosram aDd agreement to accept the allocab1e costs ot specific projects;

(ii) agreement on a _XiJDUIl dollar 11m1tation of costs, an allocab1e portion

ot which v1l1 be accepted b7 the Gove1"llll8Dt; ..... (11i) agreement to accept the

allocab1e share of a percentage ot the contractor's plazmed research and

devel.~t program.

RopJ.ties and other Costs tor Use of Patents.

~ Royalties on a patent or amortization of the cost of acquiring

by purchase a patent or rights thereto, necessary for the proper perfo:nDa11Ce

of the contract aDd app1icab1e to contract produc1;s or processes, are allovab1e,

\mJ.ess:

(i) the GoTel'DllleJ1t bas a 1icense or the right to free use
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(ii) the patent bas been adjudicated to be invalid, r has

been adll1D1stratively detel"lliDed to be 1avalidj

(ii1) the pateDt 18 c0D81dered. to be unenforceable; or

( i v) the patent 1s expired.

Spec:l.al care should be exercised in determiDiDa reasoDableness

where the royalties J'lJAy have been arrived at as a result ot less than arm's

length barga1D1ng; e.g.:

(1 ) royalties paid to persons, includ1Dg corporatioDS,

af':flliated with the cQatractor;

(ii) royalties paid to~ UDatf'Uiated parties, includ1Dg

corporations, under aDa~t entered into in

cont.plation that a Go'Vel"laeDt contract would be

avardecl; or

"
(iii) royal.ties paid under aD agr'~lU:Iat entered into after

the award ot the contract.

royalties

In. 8.l1Y case involv1.Dg a patent formerJ.y owned by the con-

tractor, tbe amotmt ot royalty all.oved shoul4 not exceed the cost vh1ch would

have been all.owed had the contractor retained t1tle thereto.
\ 0'7.o See ASPR 15-0't!eII.1E~) ~
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~') Dpe.ll \ ~

Selling costs arise in the market1Dg ot the contractor's

prot:uats and lDclude costs ot sales pl'CDOtion, neaot1atioD, liaison betveem.

Goft1"Dlll8Dt represem.tatiTes and contractor's per8ODDel., and other related

actiT1ties.

--SelliDg costs are allowable to the extent they are reasoDable
. /07

and are allocable to Gove:nDRel1t business (but see .ASPR l5-2911-.1(b). Alloea-

bUit,. ot selling costs wUl be detem.1Ded 1n the light ot reasOD&ble benetit

to the Govermnent ar1s1J1g troll such activitiea as teclm1cal, consult1J:li,

4fl111OD8tration, aad other services which are tor purposes such as application

or adaptatioD ot the contractor t s products to OoTe1"llllel1t use •
..#r

~ Notwithstanding above, saleSlleD t s or agents t coar,pensation,

tees, cc.l1ss1ons, percemtages, or brokeraae tees, which are cont1qent ViPOD

'the award ot contracts, are allowable only _eD paid to bOD& tide EIIEployees

or boDa tide established cODll1ercial or sel ling agencies maintained by 'the

tor the purpose ot securing bus~s.

SerTice and Warranty Costs. Such costs laclude those arising trom

tu:L:t1lJ,aent ot 811Y .contrac'tlal obliptioD ot a contractor to provide service",

such as lDstallatioD, tra1D.1Dg, correct1D8 detects in the products, replacing

defective parts, meking retuIld8 in the case ot 1Dadequate pertomaDCe, etc.

When not inconsistent with the tems ot the contract, such serTice and

warranty costs are allowable. HoVaTer, care should be exercised to avoid

ch1plication ot the allowance as aD e1_ent ot both est1Jllated product cost

and risk.
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Severance pay, also comm.oDly ref'erred to as dism1Bsal wages,

is a payment 1D add1tion to regu1.&r salaries and wages, by contractors to

workers Whose earpJ.oyment is be1Dg te:rminated. Costs of' severaDce pay are

allowable only to the extent that, in each case, it 18 required by (i) law,

(i1) earpJ.oyer-employee agre_ent, (i11) established policy that cOllStitutes,

in ettect, an 1mpJ.ied agreement on the contractor's part, or (iv) c1rC\ID-

stances of' the particular empJ.oyment.

~ Costs of' severance pa;yments are divided into two categories

as f'ollows:

(i) act1Bl nomal turnover severance pa;yments shall. be

allocated to all work perto1'llled in the contractor's

pl.ant; or, where the coatractor provides f'or accnJal

of' pay f'or nomal severances such method Y1ll be

acceptabJ.e if' the amount of' the accnJal is reasomble

in l1gb.t of' pa;yments actualJ.y made f'or normal severances

over a representative past period, and if' amounts accrued

are allocated to all work perf'omed in the contractor's

plant; and

(1i) abnormal or mass severance pay i8 of' such a conjectural

nature that measurement of' cost by means of' an accnJal

wUl not achieve equity to both parties. Thus accruals

f'or this purpose are not allowable. However, the

GoveI"llllleDt recognizes its obligation to participate,

to the extent of its fair share, in any specific
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pa,ment. Thus, allowabllity w1l.1 be cOD8idered

Gil a case-b,.-case basis 1D the event of occurrence.

} srcial Tool1Dg Costs. The tem "special tooling" meuas property

at 8uch 8pecialized Dature that its use, witaout substantial mod1f'ieatioD or

alteration, 18 l1m1ted to the production ot the particular supplies or the

perto~ce of the partic\Jlar services for which acquired or furnished.

It 1nc1udes, but is Bot l1a1ted to, jigs, dies, fiXtures, JIOlds, pattema,

special taps, special gauges, and special teat equi,paent. The cost of

special tool:LDa, when acquired tor and its usetulness is l1JD1ted to one or

more Governaent contracts, is allowable and sball be &lloeated to the

specific Govel"Dlllent contract or contracts.

(00-) Taxes.

'{:l-) Taxes are charles levied b7 l'ederal, state, or local severa

MDts. The)" do not 1nclu4e t1nes and peD&lties except as otherw1Be prov14ed

here1Jl. In general, taxes (1ncludiDs State u.d local 1Dcome taxes) which the

contractor is required to pay ad which are paid or accrued 1n aecorclaDce nth

geDerally accepted. accountiDg principles are allowable, except for:

(i) Federal inccae and exces8 profits taxes;

(11) taxes in CODD.ection nth ~iDg, ref1Danc1q or
(I~ )

refuncUDs operations (see~ ;

(iii) taxes trca which exsptions are ava11able to the

contractor directly or a"Va11able to the contr&ctor

'based OB an exe.rption attor4ecl the Govermaent except

when the contracting officer determines that the

adm1n1strative burden 1D.ciient to obta1n1ng the
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exemp"t1on outweighs the correspond1Dg ben tit's accr'WlJig

to the Govenaen"t; and

(iv) special assesBDlants on land which represent capital

that the contractor prior- to pe.,ment of such te.:Q.z

( i) promptly requests 1DstructioDS from the contracting

() improvements. t.. t '"~-~,,( .'1< I "

~ UBa4;1wli..nd s otherwise allowable lmder above,

4·'4 =r.if- J
~-wtdcaA-~e Ule~ or erroneous - usess , are allowable; .A,,;,,';";"';~';';

officer concerning sucl:l. taxes; and

(ii) takes all action directed by the contracting officer,

includ1Dg cooperation with and for the benefit of the

llIovel"lDllel1t to (A) deteDl1De the legality of such

assessment or, (B) secure a ref'und of such taxes.

BeasoDable costs of aIJ.Y' such action undertaken 'by the contractor at the diree-
!K! ..... - t1..L. c.. '-

tion "the contract1Dg officer are owable. Interest and penalties 1D.curred

by a contractor by reason of' the nonpayment of' tm:y tax at the direction of' the

contracting officer or by reason of the failure of the contracting officer to

assure "t1mel..y direction af'ter prompt request therefor, are also allowable.
e

AlJ;y refund of 'taxes, 1D.tereat) or peualties, and any payment

to the contrac-oor of iJrte.rest thereon, attributable to taxes, iDterest, or

peD&1ties which were allowed as contract costs, shall be credited or paid

to the Govermaent iD the marmer directed by the Govermnent, provided any

interest actually paid or credited to a contractor incident to a ref'und of

tax, interest or peD&1.ty shal.1 be paid or credited to the GoverDllleDt onl.y

to the extent that such iDterest accrued over the period during which the
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?-'1~
contractor had been re:lJllbursed by the Govermaent tor the taxes, interest,

or peD&1ties.

("PP't" Trade,· Business, ~echn1cal and ProtessiOD&J. ActiVity Costa.

~ M.-berships. This category includes costs ot _.bershipe

in trade, business, technicaJ., and protessiOD&1 orpnizations. Such costs

are allowable.

(2) Subscriptiou. This i tell 1D.cludes .cost ot subscriptions to

trade, business, protessioD&l, or technical periodicals. Such costs are

allowable.

(, Co ~ Meet1Dgs and Conferences. This it-. 1Dcludes cost ot meals,

transpOrtation, rentaJ. ot tacilities tor _etiDgs, aDd costs incideDtaJ.

thereto, when the primary purpose ot the incurrence ot such costs is the

418se1Dation ot tecl:lnical iDfomation or st1JDulation ot production. Such

costs are aJ.lovable.
(

TraiDing and Edl1C&tioD&l Costs.

Costs ot preparation and mainteD8Dce ot a program ot instruc

tion atnoncollege level, designed to increase the vocatioD&l effectiveness

ot bo_ tide -.ployees, iDclu41ng tra1n1Dg ater1als, textbooks, saJ.ar1.s

or wages ot traiDees,..iTJ:r'J3J&1"gulAr work1DC hMr&, and • \ ) ~

( i) salariee ot the director ot train1ng and staff

when the training program is conducted by the

contractor; or

(ii) tuition and tees when the tra1n111g is in an

insti"tution not operated by the contractor;

are aJ.lowable.

4l
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education, at aD under-graduate or post-graduate college level, related to

the job requirements ot bona tide employees, incl\1d1Dg only:

( i) tra1D1D.g mater1als j

( ii) textbooks j

(iii) tees eharsed by the educational Ulstitutionj

(iv) tuition charged by the educational institution, or

in lieu ot 1;uition, instructors t salaries and the

related .!lare ot indirect cost ot the educatioD&1

institution to the enent tbat the sum thereot is

not in excess ot the tuition which would have

been paid to the participating educational

institutionj and

(v) straigb:t-t1me compensation ot each employee tor

time spent attending classes during work.1Dg hours

not in excess ot 156 hours per year where e1reUlll-

s~ces do not peIm1t the operation ot classes or

(but not sUbsistence, salary, or any other emolum.ents) in connection with

attendance at classes atter regular working hOurs~,

: ()~.

(..
are allowable

c.
~ Costs ot tuition, tees, tra1ning materials and textbooks

--tulJ.t11le.(scient11'ic and engineering education at a post-graduate (but not

under-graduate) college level related to the job requirements ot bona tide

em:pJ.oyees tor a total period not to exceed one school year tor each employee

so trained, are allowable. In unusual cases where required by military .

42 r - a.,



technology, the period may be extended.
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Ma1n:teDa.l1ce expense, aDd DOrmal depree1atiOll or tair rental,

seJlolarships .or fellowsh1 ,the do_tion of tacUities or other
ArlO r-

are considered co.tributions see

-WNP+- Transportation Costs. TraDsportatiOR costs include treight,

express, cartage, &Ild postage cbarges relating either to gooda purchased,

o. tacUities owned or leased bY' the cOlltractor for tra1JdD.g purposes are
("2..

allowable to the extent set forth in , &Jld ) above, respectively.

G1"&Dts to educatioD&1 or traiJdDg iutitutiou, iacludUg

ia process, or delivered. These costs are allowable. When such costs C&D

readilY' be identitied with the itEllll8 involved, they may be ~.~

a8 trauportatioa costs or added to the cost ot such items (see.ft+ above).

Where id.eDtitication with the materials received ~ot readilY' be made,

:1Il.bouad transportatio. costs may be charged to the appropriate iJidirect

cost &Cco~ta if the co.tractor tollows a coasistent, equitable procedure

1D th1a respect. OU'tbouad treight, it reimbursabl.e under the tenu ot the

4
eo.tract, be treated as a direct cost.

'u..) Travel Costs.

Travel costs include costa of t:ransportation, lodgiag, sub-

sisteaee, and incidental. expeJlSea, hcurred bY' contractor personnel in a

travel status while 011 official Call.p!!Ll1y business.

-H~ Trave1 costs may be based upo_ actual costs b.curred, or

OD a per diem or m1l.eage basis in lieu ot actual. costs, or OD a com.b1Jlatioa ot

the two, provided the method. used does DOt result in &II unre&so_ble charge.
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t3t" Travel costs

Travel costs directly attributabl.e to specitic contract

perf'omaDce are allowabl.e and may be charged to the contract 1D aecordaBce

with the priDcipl.e ot direct costing (See .A8P.B l.5-202).

r Necessary, re&S<mabl.e costs ot tamUy may_eats aDd persoDBel.

mavemeats ot a special. or mass nature are al.l.ovabl.e, subject to allocation

OD the basis ot work or time period benefited when appropriate. (But see
10

ABPR l.5-"!e&to.~b).)
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6 ~7a
Part - Guidel.:LDes tor Appl.ication in the Negot1.atio.

a.Bd Jc1m1D1 stration ot Fixed-Price Type Suppl.y
ad Research Contracts with Or8JlLll1zations Other
Thall EducatioDal. Institutions ad in the
lfegot1.ation ot Termination Settl.eIIleIlts tor
the Convenience ot the Govermllent

60°,
15-~ Scgpe ot Part. '!'his Part provides guidance tor the use ot

Part 2 ot this Section ( i) in the evaluation ot costs :La pricing ot nego-

t1ated fixed-price type suppJ,y &ad research contracts and subcontracts with

orpaizations other thaa educatiOllal. 1D8t1tutiOJl8, 1D those 1D8tancH where

8~b evaluation is required to establ.ish prices tor such co.tracts and

(ii) 1n the l1egotiatioJl ot te:rm1Datioa settl.seats.~...._ ..__.....=-!lP

•
f>ol

15~ Detinition ot FiXed-Price Type Gontraets. "F1xed;'price type"

co.tracts iIlcl.ude, tor purposes ot this Part, the tollow1Dg:

(i) t1rlll fixed-price contracts (ASPR 3-403.1)

(ii) 1'1.xed-price contracts with escalation (ASPR 3-403.2)

( iii) fixedo-price cOJltracts provid1D& tor the redetel'lll1Dation

ot price (ASPR 3-403.3)

(iv) tixed-price incentive contracts (ASPR 3-403.4)

( v) .on-eost-reimbursable portiOJl ot t:lm.e ad mater1&l.s

contracts (ASPR 3-405.l.)

(vi) labor-l:tour contracts (ASPR 3-405.2)

'o~15-.sor Basic Couiderations. (a) UJader fixed-price type co.tracts,

~e negotiated price is the basis tor payment to a contrac'tor whereas aUovable

C08't8 are the basis tor reimbursement UDder cost-re1mbursemeat type co.-tracts •

. AccordiDgly, the pol.icies Uld procedures ot ASPR Section III, Part 8, are
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goverD1Jlg &ad shall be followed 1D the negotiation of fixed-price type

contracts. Cost and account1Jlg data may provide guides for ascerta1D1Dg

:1'a1r cClllpeuat10n but are not rigid measures of it. Other types of data,

criteria, or standards may furnish equally reliable guides to fair cca

peuation. The abUity to apply standards of business judgment as dist111ct

trc:a strict accountiDg principJ.es i8 at the heart of a negotiated price or

settJ._ent.

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

the need for consideration of costs varies considerably as 1Dticated below:

(i) Retro9!Ctive PriciDg aa4 SettJ..-ts. III negotiat1Dg

finn fixed prices or settJ.eaeat8 for work which has be..

completed at the time of mego1iiation (e.g., fiDal nego-

tiatiou UDder fixed-price incentive contract_, redeter-

IIl1Datioa of price after cOllpletion of the work, or

negotiation of a 8ettl-.t agreement UDder a co.tract

te:naJJlated for the convea1ence of the GoverJDeDt), the

treatment of costs is a major factor 1Jl arriv1.:ag at the

emoUllt of the price or settJ.~ent. However, eva. :lJl

the8e s1tuatioDS, the fiM.1'7 agreed price or settJ.e-

SeDt MY represent scaeth1.Dg other thaD the 8l11l total

of acceptable costs plus profit, since the f1.Ml price

accepted by each party does not necessarily ref'lect

agremat oa the evaluation of each eJ.emea-t of cost,

but rather a f1Dal re8ol'UtioB of all issues :lJl the

negotiatioa process.
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(11) Forward Pr1c!y. The extent to which costs ueJlce

forward pr1c1Dg var1eBgree.tly trail caBe to case. In

negotiat1ons cover1Dg future work, actual costs C&IUIOt

be DawR and the 1m,portaace of cost est1Jllates depeacJs

OD the c1rc\lD8tances. '.rhe coatractiJag off1cer must

cou1der all the factors attectiJag the rea8ODab1eRe8S

of the total proposed price, auch as the techll1cal,

pro4uet10D or f1Danc1al risk u81JIIled, the cCIIIpJ.ex1ty

of work, -the extent of cc:.;pet1t1ve pr1c1Dg, sad the

contractor' B record tor eff1c1acy, economy and

iDgeauity, as well as &'Ya1lable cost est1Jllatea. He

must be tree to barga.b. for a total price which

equ:1ta~ distributes the risks between the coatractor

aad the GoTe~t aad provides lDceJrtiveB tor etticiency

and COBt reduct10.. Ia aegotiatiDg such a price, it is
I

_ot possible to idelltity the treatment ot apecific COBt

e1__ts siJlCe thebarga1w1w. is 0Jl & tota1 price basis.

Thus, vJ:dJ.e coat data is otten a: valuable aid, it w1ll

Dot conrol BegotiatiOil ot Prices for work to be per-

tonsed, or a target price 'QIlder an iIlceative ,coatract. 1
6~ . ~o

15--"!r Cost Pr1BcipJ.eB aad Their Use. (a) When, pursuant to ASPR l~eIaI

costa are to be c,ouidered in the negotiatiOJl ot t1xe4-pr1ce type cOJltracts,

Sectioa 'XV, Part 2, shall be used as a guide ill the e'Valuat10D ot coat data

ret.u1red to establ.1sh a tair aad re&Bo-.bl.e price 1a coaj\Dlction with other
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perU.eat couideratioD,S as set forth BIOre M.l.y in ASPR Sectioa III,

Part 8.
';L ~ (?-r-' 0'

(b) eDever an occuioa arises 1a Vh1ch acceptabUity of a

(c) Ia apply1llg Part 2 of this Section 'r{ to f1xecl-pr1ce
...Q -,

( 1) not be to negotiate

specific it81 of cost becomes aa 1a~ue, Sect10Jl XV, Part 2, wUl serve as

....::..... (..~~w-:t 1

agreaeat o.~~1ad1v1d.:LeJ.emeat of costj ad (11) be expected to me

Cl')
coatracts, cOILtract1Jlg officers v1:ll:

their jud8l'ot as to the degree of detaU 1B which they consider the

acU:ridual eJ.emeats of cost 1a arriv1Dg at their e'V8J.uat1oa of total cost,

where such evaluat10Jl 18 appropriate. However, the aegotiatiolL record

should tully subst...:ttate &Del justify the reasOD.1ag 1ead1Dg to ~ .elO-

(
order to peImit the proper evaluation of cost data

Bubmitted by contractors for use in negotiating prices, it may be

necessary to obtain breakdo"WIlS or account analyses in respect to some

cost items particularly those w: ose treatment may be dependent upon

special circumstances as stated in the principles. Contractors Will be

expected to be responsive to reasonable requests for data of this kind.
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Part 7 - Fixed-Price Type Contracts

non-eost-reimbursable portion of time and materials

(iv)

(v)

15-700 Scope of Part. This Part sets forth the guidelines to be

used for the evaluation of costs in negotiated fixed-price type contracts

and subcontracts, including terminations thereof, in those instances where

such evaluation is required to establish prices for such contracts.

"Fixed-price typeII contracts include, for purposes of this Part, the following:

(i) firm fixed-price contracts (ASPR 3-403.1)

(ii) fixed-price contracts with escalation (ASPR 3-403.2)

(iii) fixed-price contracts providing for the redetermination

of price (ASPR 3-403.3)

fixed-price incentive contracts (ASPR 3-403.4)

contracts (ASPR 3-405.1)

15-701 Basic Considerations. (a) Under fixed-price type contracts,

the negotiated price is the basis for payment to a contractor whereas

allowable costs are the basis for reimbursement under cost-reimbursement

type contracts. Accordingly, the policies and procedures of ASPR Section

III, Part 8, are governing and shall be followed in the negotiation of

fixed-price type contracts. C.ost and accounting data may provide guides

for ascertaining fair compensation but are not rigid measures of it.

Other types of data, criteria, or standards may furnish equally reliable

guides to fair compensation. The ability to apply standards of business

judgment as distinct from strict accounting principles is at the heart of a

negotiated price or settlement.



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

the need for consideration of costs varies considerably as indicated below:

(i) Retrospective Pricing and Settlements. In negotiating

firm fixed prices or settlements for work which has been

completed at the time of negotiation (e.g., final negotia

tions under fixed-price incentive contracts, redetermina

tion of price after completion of the work, or negotiation

of a settlement agreement under a contract terminated

for convenience of the Government), the treatment of

costs is a major factor in arriving at the amount of the

price or settlement. However, even in these situations,

the finally agreed price or settlement may represent

something other than the sum total of acceptable costs,

since the final price accepted by each party does not

necessarily reflect agreement on the evaluation of each

element of cost, but rather a final resolution of all

issues in the negotiation process.

(ii) Forward Pricing. The extent to which costs influence

forward pricing varies greatly from case to case. In

negotiations covering future work, actual costs cannot be

known and the importance of cost estimates depends on

the circumstances. The contracting officer must consider

all the factors affecting the reasonableness of the

total proposed price, such as the technical, production

or financial risk assumed, the complexity of work, the

extent of competitive pricing, and the contractor's

record for efficiency, economy and ingenuity, as well as

2



available cost estimates. He Imlst be free to bargain

for a total price which equitably distributes the risks

between the contractor and the Government and provides

incentives for efficiency and cost reduction. In

negotiating such a price, it is not possible to identify

the treatment of specific cost elements since the bargaining

is on a total price basis. Thus, while cost data is often

a valuable aid, it will not control negotiation of prices

for work to be performed in the future, e.g., negotiation

of a firm fixed-price contract, an intermediate price

revision covering, in whole or important part, work which is

yet to be performed, or a target price under an incentive

contract.

15-702 Cost Principles and Their Use. (a) When, pursuant to ASPa 15-701,

costs are to be considered in the negotiation of fixed-price type contract,

Section XV, Part 2, shall be used as a guide in the evaluation of cost data

required to establish a fair and reasonable price in conjunction with other

pertinent considerations as set forth more fully in ASPR Section III, Part 8.

(b) Whenever an occasion arises in which acceptability of a specific

item of cost becomes an issue, Section XV,. Part 2, will serve as a guide for the

resolution of the issue.

(c) In applying Part 2 of this Section XV to fixed-price contracts,

contracting officers will: (i) not be required to negotiate agreement on each

individual element of cost; and (ii) be expected to use their judgment as to

the degree of detail in which they consider the individual elements of cost in

arriving at their evaluation of total cost, where such evaluation is appropriate.

However, the negotiation record should fully substantiate and justify the

reasoning leading to any negotiated price.

3



SECTION XV
CQNTRACT COOT HUNCIPIES

Part 1 - APPLICABILITY

8 Dec 58

15-101 Scope of Part. This Part pres tibes the use of the cost

principles and standards set forth in the several ucceeding Parts of this

Section in con racting and subcontracting and delineates the nature of

such use under different circumstances.

15-101.1 Use. Part 2 is prescribed for use as follows:

(a) It hhall be used as ,a contractual basis, by incorporation

by reference in the contract, for determination of:

(1) eimb sable costs under cost-reimbursement type

contracts, including cost reimbursement type

subcontracts thereunder;

(2) Reimbursable coste under the cost-reimbursement

part of time and materials contracts; and

(3) Costs of terminated contracts of the type set forth

in (1) and (2) above.

(b) It shall be used in fixed-price type contracts as general

guidance in the negotiation of fair and reasonable price rat er than as

a prescribed basis for determining such prices. In this respect,the

policies and procedures set forth in AS Section III, Part 8~~ are

governing and shall be followed. The degree 0 use of the principles

in .Part 2 in fixed-price type contracts is dependent (i) on the



,

and redeterminable contracts are basically of' the

fixed-price type, the fact that a specific item of cost

is set forth as "unallowable" in Part 2 shaJ.l not

preclude special consideration of such an item when

requested by the contractor on the basis that it

contributes to the perf'ormance of the contract. This

paragraph (3) is equally applicable to terminations of

incentive and redeterminable contracts.

(c) Costs under terminations of firm fixed-price type contracts,

advertised or negotiated shall be governed by Bart 2, subject to the special

provisions pertaining to tennin tiona as follows:

3



Part 7 - Fixed-Price Type Contracts

15-700 Scope of Part. This Part sets forth the guidelines to be

used for the evaluation of costs in negotiated fixed-price type contracts,

including terminations thereof, in those~tances vmere such eva! ation

is required to e~tablish ..Erices for such contracts. ItFixed-price type"!

contracts include, for purposes of this Part, the foll~wing:

(i) fi fixed-price cnntracts (ASPR 3-403.1)

(ii) fixed-price contracts with escalation (ASPR 3-403.2)

(iii) fixed-price contracts providing for the redetermination

of price (ASPR 3-403.3)

(iv) fixed-price incentive contracts (ASPR 3-403. )

(v) non-eost-reimbursable portion of t e and material

contract~ (ASPR 3-405.1)

15-701 Basic Considerations. (a) Under fixed-price type contracts,

prices, ~ separate elem6nSe of cost plus profit, are to be negotiated.

A negotiated price is the basis for payment to a contractor under fixed-

price type contracts; allowable costs are the basis for reimbursement

under cost-reimburseIOOnt type contracts. Accordingly, the policies

procedures of ASPR Section III, Part 8, are governing and shall be fo owed

in the negotiation of fixed-price type contracts.

(b) As recognized in ASPR Section III, Part 8, there ar within

the fixed-price type category of contracts certain situations, e--e.. ,
incentive and redeterminable contracts, in which costs are a significan

factor in the negotiation of prices. In such situations, costs must be

submitted by contractor , evaluated by the Government, and used as

TAB C
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appropriate in ne otiating fair and re onable prices o However, since

Jhe basic objective, even in these situations, is the negotiation of a

price rather than the determination of allowable and unallowable coots,

the use of cost principles must be flexible.

15-702 Cost Principles and_Their Use. (a) ~\'hen, pursuant to

ASPR 15-101, costs are to be considered in fixed-price type contracts,

Section XV, Part 2, shall be used to provide general gu~dance in the

consideration of cost data in conjunction with other pertinent considerations

as set forth more fully in ASPR Section III, Part 8, required to establish

a fair and reasonable price.

(b) In using Part 2 of this Sectio XV for general guidance,

contracting officers are not necessaif y required t s ecifically evaluate

each individual item of cost (as is required for cost-reimbursement t:n:>e

contracts) in establishing a price; nor shall they be required, in sub-

staIltiating or justifyi a negotiated price, to explain the treatment

accorded each such item of cost. Iiotwithstanding the above, contracting

officers are reqUired to fully substantiate and justify aqy negotiated

price, t!'J!-e8eo_WJlii84~fI'.t'4lft--trJ~'P'!'±I!1""~f;'@l~h'l~~teooo6E.t,..,£(l'Jl:ba...ii.D-..Afir.M'l!~

~t~.......

2
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principles and standards set forth in the several succeeding Parts of thi

SECTION XV
CONl'RACT COST PRINCIPIES

e use of the cost

Part 1 - APPLICABILITY

15-101 Scope of Part. Thi Part prescribe

Section in contracting an subcontracting d delineates the nature of

s ch use under different circums nc s.

15-101.1 Use. Part 2 is prescribed for use as follows:

(a) It shall be used as a contract asis, by incorporation

by reference in the contract, for dete nation of:

(1) Reimbursable costs under co t-reimbur em.ent type

contracts, including cost-reimbursement type

subcontracts thereunder;

(2) Reimbursable costs under the cost-reimburseme t

part of time and materials contracts; a

(3) Costs of terminated contracts of the type t forth

in (1) and (2) above.

(b) It shall be u ed in fixed-price type contracts a general

guidance in the negotiation of fair and reasonable prices rather than &8

&. prescribed basis for term1ning such price. In this respect, the

policie and proc dures set forth in ASPR Section III, Part 8, e

governi and be followed. The degree of e of the principles

in Part 2 in fixed-price type contr ts 18 dependent (i) 0 the



circumstances of the procurement and (it) the form of fixed-price

type contract, as follows:

(1)

(2 )

In formally advertised contracts, Part 2 is

inapplicable.
~~

In ~E81s&t fixed-price type negotiated contracts,

where, according to ASPR 3-808.3, cost analysis is

required, Part 2 is to be used primarily as a me

of determining the necessity for certain costs, and

their reasonableness and allocability, rather than

as a primary basis for arriving at a price. Formula

type pricing, i.e., coats plus profit equals price,

is improper and shall not be used. Costs are but

one of many factors to be used in the negotiation
-1'-""" ............

of .t~i8Qt fixed-price type contracts.

(3) Part 2 is not prescribed, by contract, for use in

fixed-price incentive and redeterminable contracts.

Nevertheless, because of the major significance of

costs in the establishment of prices under these

types of contracts, the use of Part 2 in determining

allowability of such costs must, of necessity, be ~u,

patterned after its use under cost-reimbursement

type contracts. However, since incentive and

redeterminable contracts are basically of the fixed-

2



price type, the fact that a specific item of cost

is set forth as "unallowable" in Part 2 shall not,

except as set forth in (4 ) below, precludepecial

consideration of such an item when requested by the

contractor on the basis that it contributes to the

performance of the contract. This paragraph (3)

is equally applicable to terminations of incentive

and redete inable contracts.

(4 ) Notwithstanding (2) and (3) above, certain i tema

of costs are inappropriate for inclusion in Gove ent

contracts as allowable items of cost, regardless of

the type of contract. Therefore, to the extent

cost analysis is required in fixed-price type contracts,

the rules of non-allowabUity, set forth in Part 2

as to the following items, shall be applied precisely

as required for cost-reimbursement type contracts:

a. Federal Income and Excess Profit Taxes.

b. Entertainment expenses.

c. Fines and Penalties.

(c) Costs under terminations of fixed-price type

contracts, advertised or negotiated shall be governed by Part 2, subject

to the SPecial provisions pertaining thereto set forth in ASPR Section Y;Y,

Part 5. (THIS WILL REQUIRE PICKING UP FROM SECTION VIII APPLICABLE

PROVISIONS PERTAINING TO TERMINATIONS OF STRAIGHT FIXED-PRICE Tn'E CO ).

3
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Part 1 - Appl1cabUi

15-101 Scope of Part. Tb1s Part prescribes the use of the co t

p ciples and standar et forth in the seve succe rt of

this Section contracting and subcontracting d delineate the nat

of h us under different c1rcumstanc s.

15-101.1 ~. Part 2 is pr ribe for e:

(i) As a contractual basi , by incorpo tlon by ref rence in th

c nt ct, for det tion of:

(A) re bursabl costs under cost-reimbursement type contracts

cl cost-reimb ement typ ubcontra ts th reunder,

the cost-re1mb ement port on of 1m all! materials

contracts an co ts of te cost-reimburs t con~ract8.

(U ith respect to (1) above the d cisions et forth in this 2

as to owabUity have een dictated by vari ty of roDS,

includ1ng the administrative diffic ty of controlling certain

o;;A.I.Jo;;iU,ditur s. .Acc rd1ngly, noth in this Part 2 be

construed as pre the su1::m1ss1on by contractors 0

reque ts for special consideration 0 expense for which

the c ntractor uld not otherwise be re1mbursed. uc

requests shall be in add1tion to and s be sp ificaliy

axel d fran. the develo ent and ssion of cost data.

In dete the fe to be d, contract officers are

authorized where they co lder it ppropriat 1;0 so to

include a factor which w1ll gi rec gnition to any legit:lmate

cont ctor enses h exp ses are reaso ble r the

circ tance of particuls.r procurements.

/



(iii) Under fiXed price typ contrac 8 the objectiv is e

negotiation of a Dlutually satisfactory price or s ttlement

rather the detezmination of allowab1l.ity or 11ity

of individual cost it • Accordingly, mder such fiXed

price type contracts, the principl s in this ar

intended to afford general guidance only to (a) contractors

in the pr~tion and submission of cost r~res tatioDS,

(b) auditors in the rendition of advisory audit reports,

and (c) contracting of'f'icers in their considerat10 of

cost data inci tto the negotiation of contract rices.

5=101.2 IAllowabJ.e" an "T1Dal1owable" in Co ection with Fixed Price

Type C tracts. AB ed in ASPR, section X)/, Part 2, the 'WOrds II e,"

"unallowabl ," d th like, shall, in connection with &lIY fix d-pri e 1;,ype

contra t, m "acceptable," "unacceptable, II and the e.
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SECTION YJT

CONTRACT COST PRINCIPLES

15-000 Soope of Seotion. This Section contains general cost prinoiples

and standards in conneotion with (i) the determination of historioal oosts,

circumstances of' the procurement and (ii) the form of fixed-price

type contract, as follows:

(1) In formally advertised co tracts and in those

negotiated contracts awarded on the basis of

initial co~titive proposals i accordance with

PH 3-805 (b) , Part 2 is inapplicable.

(2) Under fixed-price type negotiated contracts,

including incentive and redeterminable contracts,

where, according to AS. 3-808.3, cost analysis is

required, Part 2 is to be used primarily as an aid

in determining the reasonableness and allocabilit

of certain costs, rather than as a primary basis

for arriving at a price. Formula type pricin ,

i.e., costs plus profit equals price, is improper

and shall not be used. Costs are but one of many

factors to be used in the negotiation of fixed-price

type contracts.
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(ii) serve as the basis for --

(A) the development and submission of cost data and prioe

analyses by oontraotors and prospective oontraotors in

support of prioing, repricing g negotiated overhead

rates, requests for progress payments, and termination

settlement proposalsJ

(B) the evaluation of cost information by oontracting

officers in the negotiation and administration of

contracts, whenever such information beoomes a 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 acoeptability of

specifio items of cost in retrospective prioing;

(D) audit reports pre~ared by audit agencies in their

advisory oapacity of providing accounting information; and

(iii) serve as a guide for the resolution of questions of acceptability

of speoific items of costs in forward pricing when such costs

have beoome an issue.

(b) Use in Retrospective Pricing and Settlements o 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 oompletion of the work,

negotiation of final overhead rates, or negotiation of a settlement agreement

2
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under a oontraot 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. Aooordingly, 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 oosts in retrospective pricingo However,

the finally agreed prioe or settlement represents something more than the 5Um

total of aooeptable oosts, since the final prioe accepted bye aoh party does not

neoessarily refleot agreement on the evaluation of each element of cost, but

rather a final resolution of all issues in the negotiation prooess"

(c) Use in Fo.['V'ral~._~Lci.E:~.:) To the extent that oosts are a factor in

forward pricing, ASPR~ Section XV, Part 2, shall apply to the development and

evaluation of oost data~ The extent to which costs influenoe forward pricing

varies greatly from case to caS6~ In negotiations covering future work, actual

costs cannot be known and the importance of cost estimates depends on the oir-

cumstanoes. The contraoting officer must consider all the faotors affeoting the

reasonableness of the total proposed prioe, such as the technical, produotion

or financial risk assumed, the complexity of work, the extent of competitive

prioing, and the contraotoris reoord for efficiency, economy and ingenuity, as

well as available cost estimateso He must be free to bargain for a total prioe

which equitably distributes the risks between the contractor and the Government

and provides incentives for effioienoy and cost reduotion. In negotiating such

a prioe, it is not possible to identify the treatment of specific cost elements

sinoe the bargaining is on a total price basisb Thus, while Part 2 will be used

to develop and evaluate cost data, it will not control negotiation of prices for

work to be performed in the future (eog., negotiation of a firm fixed-price

3
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oontraot an intermediate price revision covering, in whole or important part,

work which is yet to be performed, or a target price under an inoentive oontract.

Nevertheless, when the question of acceptability of a specifio item of oost

beoomes an issue, Part 2 will serve as a guide for the resolution of the issueo

(d) "Allowable" and "Unallowable ll in Conneotion with Fixed-Prioe Type

Contracts.. As used in ASPR, Seotion XV, Part 2~ the words "allowable," Ilunal..

lowable,lf and the like, shall, in oonneotion with any fixed-price type oontraot,

mean "aoceptable, U "unaoceptable," and the like.

Part 2 - Prinoiples and Standards Applioable
to SU;'j:s)ly~. Ser7i.oa, and Res6i.\.l.'ch ani
Developm6nt Contracts with Commercial
Organizations

15-200 Soope of Part~ This Part oontains, for use in aocordanoe with the

provisions of ASPR 15-101, general principles and standards for the evaluation

and determination of costs in connection with supply, service, and research and

development oontracts, other than (i) suoh oontracts with educational or other

nonprofit institutions, (ii) construction oontraots and oontracts for architeot-

engineering services related to oonstruotion, and (iii) facilities oontracts and

clauses in supply or service oontraots providing for the furnishing of faoilities~

15-201 Basio Considerations.

15-201.1 Composition of Total Cost. The total oost of a contraot is the

sum of the allowable direot and indireot oosts allooable to the oontraot, in-

ourred or to be incurred, less any allocable oredits. In asoertaining what

oonstitutes oosts, any generally aooepted method of determining or estimating

oosts that is equitable under the oiroumstanoes may be used, including standard

oosts properly adjusted for applioable variances.

4
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15-201 02 Faotors Affeoting Allowability of Costs. Factors to be oonsidered

in determining the all owability of individual items of cost inolude (i) reason-

ableness, (it) allooability, (iii) application of those generally aooepted

accounting principles and praotioes appropriate to the particular oiroumstanoes,

(iv) significant deviations from the established practi.o8S of the oontractor

whioh would substantially increase the oontract oosts~ and (v) My limitations or

exolusions set forth in this Part 2, or otherwise inoluded in the contraot as to

types or amounts of cost itemso

15",201 .. 3 DofinHion of Reas Ci:l.o.blGnesso A cost is reasonable if, in its
-"-"I .......',_ ,~"",-"._".~.. ,,:__ ....--,,,,,,---, _'!IC'V•• ..:--,......... _

nature or amount, it does not exoeed that which would be inourred by an ordi-

narily prudent person in the oonduct of competitive businesso The question of

the reasonableness of specifio costs must be scrutinized with particular oare in

conneotion with oompanies or separate divisions thereof which are not subjeot to

oompetitive restraints because the preponderance of their business is with the

Government or beoause of any other reasono :~hat is reasonable depends upon a

variety of oonsiderations and ciroumstanoes involving both the nature and amount

of the oost in question. In determining the reasonableness of a given oost,

consideration shall be given tOI

(i) whether the oost is of a type generally recognized as ordinary

and necessary for the oonduct of the contraotor's business and

the performanoe of the contraot;

(it) the restraints or requirements imposed by such faotors as

generally aooepted sound business praotioes, arm's length bar-

gaining, Federal and state laws and regulations, and contract

terms and specifioations; and

5
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(iii) the action that a prudent business man would take in the oir.

cumstanoes, considering his responsibilities to the owners of

the business, his employees, his customers, the Government and

the public at large.

15-20104 Definition of Allocability. A oost is allooable if it is assign-'

able or ohargeable to a particular oost objective, suoh as a oontract, produot,

produot line, prooess, or class of customer or aotivity, in aooordanoe with the

relative benefits reoeived or other equitable relationshipo Thus, a oost is

allocable to a Government oontract if it:

(i) is incurred speoifioally for the oontraot)

(ii) benefits 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 reoeived; or

(iii) is neoessary to the over-all operation of the business,

although a direct relationship to any particular cost objective

cannot be showno

15-201 0 5 Credits. The applicable portion of any actual or antioipated

income, rebate, allowanoe, and other credit relating to any allowable oost, re-

ceived by or aocruing to the contractor, shall be oredited to the Government

either as a cost reduotion or by cash refund, as appropriate.

15-202 Direct Costs.

(a) A direot cost is any cost inourred or to be inourred solely for the

benefit of a single cost objeotive. Classifioation of an item as a direot oost

is not determined by its inoorporation in the end product as material or laboro

Costs incurred or to be inourred solely for the benefit of the oontract are direct

6
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costs of the contract and are to be charged directly theretoo Costs incurred

solely for the benefit of other work of the contractor are direct costs of that

work and are not to be charged to the contract directly or indirectly~

(b) This definition shall be applied to all items of cost of significant

amount regardless of the established accounting practices of the contractor

ur.]ess the contractor demonstrates that the application of his current practice

achieves substantially the same resultao Direct cost items of minor amount may

be distributed as indirect costs as provided in AS1?RL1$r~0Jo

15-~3 Indirect Costs

(a) An indirect cost is any cost incurred or to be incurred for the benefit

of more than one cost objectiveo. 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 work..

(b) Indirect costs shall be accumulated by logical cost groupings with

due consideration of the reasons for incurring the costs which are in turn dis-

tributed to the cost objectives. Each grouping shou..lIJi be detennined so as to

permit distribution of the grouping on the basis of the benefits accruing to the

several cost objective3~ Commonly, ma..."1ufacturing overhead, selling expenses~ and

general and administrative expenses are separately groupedo Similarly~ the par-

ticuJar case may require subdivisions of these groupings; eegOJ buiJding occupa.n-.

cy costs might be separable from those of personnel administration within the

manufacturing overhead group. The number and composition of the groupings shoulH

be gO'llerued ~ b:f j:lrao<ti'cal consideratio$ £1d shoul& be' such a s not ~~ \md~ c6ni.

plloate -t.he aU.oCCl.ti'CJn where Substantially the sa."1\a results are achieved through

less precise methods:o

--7
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(0) Each cost grouping shall be distributed to the appropriate cost objee-

tiveso This necessitates the selection of a distribution base common to all

cost objectives to which the grouping is to be aJ.locatedo The base shoul:i be

selected so as to permit allocation of the grouping on thE:J basis of the benefits

accruing to the several cost objectivesl) This principle for selec'li on is not to

be applied so rigidlyas to unduly complicate the allocation where substantially

the san e results are achieved through less preCise methodso-

(d) The method of allocation of indirect costs must be based on the ~~.

ticul.ar circumstm ces involvedo The method shall be in accord with those gen-

orally acoepted a ccounting principles which are applicable in the circumstanG85e

The contractorts established practices, if in accord with such generally accepted

acoounting principles g shall be acceptableo Howeve't", the methods used by the

oontractor may require reexamination when:

(i) any substantial di. fference occurs between the cost patterns

of work under the contract and other work of the contr~ctor; or

(ii)any significant change occurs in the nature of Lthe business"

the extent of suboontracting, fixed asset improvement programs"

the inventories, the volume of sales and production, manufacturing

processes, the contractorts products, or other relevant

circumstan ces.

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

which such co sts are incurred and accumulated for distribution to work perfonned

in that period~ The base period or periods shall be so selected as to represent

the period of contract perfonnance and shall be sufficiently long to avoid

inequities in the allocation of costs, but normally no longer than one Yearo

B
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Uhen the contract is performed over an extended period of time, as many

such base periomwill be used as will be required to represent the period

of contract performance.

15-204 Application of Principles and Standards.

15-204.1 General.

(a) Costs (including those discussed in ASPR 15-204.2) shall not be

allowed except to the extent that they are reasonable (see ASPR 15-201.3),

allocable (see ASPR 15-201.4), and determined to be allowable in view of the

other factors set forth in ASPR 15-201.2 ,

(b) The extent of allowability of the selected i terns of cost covered

in ASPR 15-20402 has been stated to apply broadly to marw accounting systems

in varying contract situations. Thus, as to any given contract, the reasonable-

ness and allocabilit JT of certain items of cost may be difficult to determine,

particularly in the case of contractors vlhose 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 the 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 related contract. Such items of cost include:

9
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(i) use c~~rr,cs for fully depreciated nssets (ASFE 15-204.2(i)(6»;

(ii) food and dormitory service furnished without cost to

employeos or iiwolving sic:nificant losses (ASFR l5-204.2(n»j

(iii) deferred ~intonDnce costs (ASPR 15-20~.2 (t)(l)(ii»;

(iv) pre-contract costs VSPR l5-204.2(dd»;

(v) reS8Drch ['nc1 develop "ent costs (ASPR 15-204.2(ii)(6);

(vi) royalties (ASPR 15-204.2 (jj»;

(vii) sellinc ['nd distribution costs (AS1~R 15-204.2(kk)(2»; nnd

(viii) travel custs, ~s relatod to special ()r '1~SS personnel f:1CJve-

(c) 5electQd it<:ms vf cost are c~nsic1C)red in AS:;"R 15-204.2. However,

~SPR 15-204.2 does not cover every element uf cost ~nd every situation thnt

might orise in a porticuloClr c~se. Failure to treat any item of cost in

ASFR 1$-204.2 is not intended to imply th['t it is either nllo,.,ohle or unalloH-

2:)le. 1Tith respect to all items, l\1"heth3r or not specifically covered, deter-

[:timtion of ~llowability shall be baseel on the principle s and standards set

forth in this Part anc1, l-1here pppropri2.te, the tre<,.tm.ent of sim.il~r or relnted

selectee; it8ms.

1$-204.2 Selected Costs.

(d) Advert is in!!; Costs.

(1) Advertisinv costs incluc1e the cost of advertising mediE om

corol~ry 2d.ministrative costs. Ac~vort"_sin6 media include lll2.gazines, ne"JS-

papers, rn(lio and television proc;rar,.s, direct fl1fl il, trade papers, outdoor

advertising, dealer cards and window displays, conventions, exhibits, free

goods and samples, and sales literature. The following advertising costs 2re

allowable:
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

(ii) help wanted advertising, as set forth in (gg) below, when

G~llsidered Ll conju!lction wi'(-,h aJ.l other recruiting costs.

(2) All other advertising costs are unallowable.

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

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

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

(c) Bidding Costs. Bidding costs are the costs of preparing bids or

proposals on potential Government and non-Government contracts or projects,

including the development of engineering data and cost data necessary to

support the contractor's bids or proposals. Bidding costs of the current

accounting period of both suocessful and unsuccessful bids and proposals

normally shall be treated as indirect costs and allocated currently to all

business of the contractor, in which event no bidding costs of past account-

ing periods shall be allocable in the current period to the Government con-

tract; however, the contractor's estatilished 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 bonding 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 circlli~stances.

(e) Civil"Det9lMte C9.f3.t~.:.!

(1) Civil defense costs are those incurred in planning for, and the

protection of life and property against, the possible effects of enemy attack.

Reasonable costs of civil defense 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 authoritiks are allowable when

allocated to all work of the contractor.

(2) Costs of capital assets under (1) above 3.l'e allO't-lable 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. ~. Compensation for personal services includes all

remuneration 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 committee members' fees, bonuses, incentive awards,

employee stock options, fringe benefits, and contributions to pension, annuity,

stock-bonus and profit-sharing plans. Except as otherwise specifically provided

in this paragraph (f), such COS4S are allowable to the extent that the total

compensation of individual employees is reasonable for the services rendered.

b. Compensation is reasonable to tho extent that the total amount

paid or accruud, is communsurata with compQnsation paid under th~ contractor's

established policy and conforms generally to compensation paid by other con-

tractors of thu same size, in th0 same industry, or in tho same geographic araa,

for simil~r services. Compensation will be particularly scrutinized to detormino

whethor the compensation is reasonable in amount and is for actual persoml

services, rather than a distribution uf profits, when p<.1id (i) to owners of

close:jy"'mld corporations, (ii) to partners and sole proprietors, (iii) to

members of tho immediate familios of persons within (i) and (ii), above, or (iv)

to persons who are committed to acquire a substcmtial financial interest in the

contractor's enterprise. In addition, compensation expenses must be p~rticularly

scrutinized in light of tho presenco or absence of the restraints occurring in

the conduct of competitive busin0ss.

c. Componsation for services rendered paid to ~,rtnors and sole

proprietors in lieu of salary will be allowed to the extent that it is reason-

ablo and dous not constitute a distribution of profits.

d. In addition to the general r0quiromonts set forth in ~ through Eo

above, certain forms of compensation arc subj~ct to further roquirements as

specified in (2) through (11) bolow.

13
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(2) Salaries and Wages. Salaries and wages for current services

include gross compensation paid to employees in the form of cash, products, or

services, and are allowable subject to the qualifications of (y) below.

(3) Cash Bonuses and Awards. Cash bonuses, suggestion awards, and

safety awards, based on production, cost reduction, or efficient management or

performance, are allowable to the extent paid or accrued pursuant to an

agreement entered into in good faith between the contractor and the employees

before the services were rendered, or purn~t to an established plan followed

by the contractor so consistently as to imply, in effect, an agreement to make

such payment.

(4) Bonuses and Incentive Compensation Paid in Stock. Costs of

bonuses and incentive compensation paid in the stock of the contractor or of an

affiliate are allowable to the extent set forth in (3) above (including the

incorporation of the principles of paragraph (7) below for deferred bonuses

and incentive compensation), subject to the following additional requirements:

(i) valuation placed on the stock shall be the fair market value,

determined upon the most objective basis available; and

(ii) accruals for the cost of stock prior to the issuance of such

stock to the employees shall be subject to adjustment

according to the possibilities that the employees will not

receive such stock and their interest in the accruals will

be forfeited.

Such costs otherwise allowable are subject to adjustment according to the

principles set forth in (7)~. below. (But see ASPR 15-204.1 (b).).

(5) Stock Options. The cost of options to employees to purchase

stock of the contractor or of an affiliate are unallowable.

(6) Profit Sharing Plans. For purposes of these principles, profit
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sh2ring pl~ns arc divided intrj two types, m:mcly, iInr.1ediate pClyment pl~ns and

.deferred distribution plans. IrnmediDto payment plans includo those 1:..;hich prC)vide

for paymont (of thu profits being c1istribut8d) to tho individual officers 1.100

employo8s shortly after detGrmimtion of tho amount due to each rather than after

a lapse of [\ stat,xl puriocc of years or upon thIC: retirGmerrt, death or disability

of the individual officers anc employees. Deferred distribution plans include

thosLl which provide for paym0nt (of tho profits being c1 istributcc1) into ~ sop<Jrate

bank <'ccount or fund usually under the control of a trustLCG, fur disburSv!Hont to

the inc1iviclual officers and employucs after <J st<:!t0C' pLJriod of y<Jars or upon their

r~tirumont, death or disability. Profit sharing plan costs under plans of the

immediate distribution type arG umllowablc. Profit sharing plan costs under

plans providing for deferred distributions will be all~wab18, subject to the pro-

isions of paragraph (7) below, only in those cases and to the extont tho distri-

butions of benefits are to bo m8do upon or afh:r retiremont, disability or death

of the covered. officers 8nc~ employees.

(7) Deferred Compensation. a. As used herein, deferred compensation in-

cludes all remuneration, in whatovor furm, for servicos currently rendered, for

which tho employoe is not paid until after th8 lapse uf a st2ted peri~~ of years or

the occurrence of other ev~nts as providod in tho plans, except that it coos not in-

clude normC11 ond of accounting period accruals. It includes (i) cuntributions to

pension, annuity, stock bonus, anc1 profit sh2ring plans, (ii) contr~~utions to dis-

ability, withdr<:\wal, insurance, survivorship, 8nc1 similnr benefit plans, 2nd (iii)

other deferred compGns2tion, whdtr~r paid in cash or in stock.

b. Deferred cUmpGnsation, inclUding profit sharing plan costs

allowable und~r (6) abov8, is alluwable to the extent that (i) it is for sor-

'.C8S re:nc1urGd during th(; contract period; (ii) it is, togdther with all
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other oompensation paid to the employee, reasonable in aillount; (iii) it is paid

pursuant to an agreement entered into in good faith between the oontractor and

employees before the services are rendered, or pursuant to an established plan

followed by the contractor so oonsistently as to imply, in effeot, an agreement

to make such payments; and (iv) for a plan whioh is subjeot to the Bureau of

Internal Revenue, it falls vnthin the oriteria and standards of the Internal

Rev0nue Code and the regulations of the Bureau of Internal Revenueo (But see

ASPR 15-204 o l(b)o)

00 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 oontin-

gencies that can result in a forfeiture by employees of suoh deferred oompen-

sationo Adjustments shall be made only for forfeitures whioh directly or in-

direotly inure to the benefit of the oontraotor; forfeitures whioh inure to the

benefit of other employees oovered by a deferred oompensation plan with no

reduction in the oontraotor's costs will not normally give rise to adjustment in

oontraot oosts o Adjustments for normal employee turnover shall be based on the

contractor's 6xperience and on foreseeable prospeots, and shall be reflected

in the amount of cost currently allowable. Such adjustments will be unnecessary

to the extent that the oontractor oan demonstrate that its contributions take

into aocount normal forfeitureso Adjustments for possible future abnormal for-

feitures shall be effeoted aocording to the following rules:

(i) abnormal forfeitures that are foreseeable and whioh oan

be currently evaluated with reason~ble aoouraoy, by

actuarial or other sound computation, shall be refleoted

by an adjustment of ourrent costs otheMvise allowable; and

(ii) abnormal forfeitures, not within (i) above, may be made

the subjeot of agreement between the Government and the
16
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contractor eithor as to em equitable [1cUustmont or 8,

method of d0tcrmining such adjustment.

d. In dct~rmining whether deferred compensation is for services

renderod during the contrRct period or is for future servicos, considoration

shall be given to conditions imposed upon eventual payment, such 8S, requir8munts

of continued employment, consultati:m aftor retirement, nnd covenants not to com-

potc. Similnr consideration should be given to ,the cost of past servico credits

of pension and nnnuity plans.

(8) Fringe Benefits. Seu (0).

(9) Overtime, Extra-Paf Shilt ~md Hulti',Shift Premiums. SeG (y).

(10) Training cmd t:duCBtion Expensos. See (qq).

(11) Insurance nnd Indemnilication. SeQ (p).

(g) Contingoncics_.

(1) A ccmtingency is a possible futuro event ur condition arising

from presently known or unkn~rn causes, the outcome of which is indetorminaQle

(2) In historical custing, i.e., costing as related to past events or

exp~ri\Jnce, cuntingencies nro not nllowable.

(3) In connuction with ostirrEtus \If future costs, cuntingoncies fall

into two categories:

(i) those which may arise from pr8sently known end existing

conditions, tho effects of which nro foreseeable within

roasonablo limits of accuracy; e.g.) anticip~tGd custs of

rejocts nnd defoctive work; in such situations whor~ they

exist, contingencies of this category are to be included in

tho estimates of futuro cost so 8S to provide tho bdSt

8stimEte of pGrfor~nce costs, and

17
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(ii) those which may arise from presently lmOVin or unlmown

conditions s the effeot of which oannot be measured so

precisely as to provide equHiable results to the oon-

tractor and to the Government; eoga, results of pending

litigation, and other general business risks. Contin-

gencies of this oategory are to be excluded from oost

estunates under the several items of cost, but should

be disclosed separately, inoluding the basis upon whioh

the contingency is computed in order to faoilitate the

negotiation of appropriate contraotual ooverage (see, for

example, (p), (t), and (rom) below)o

(h) Contributions and Donationso Contributions and donations are

unallowable 0

(i) Qepreciationo

(1) Depreoiation is a oharge to ourrent operations which distributes

the oost of a tangible oapital asset, less est~ated residual value, over the

estimated useful life of the asset in a systematio and logioal marmera It does

not involve a process of valuatione Useful life has reference to the prospeotive

period of economic usefulness in the partioular contractor's operations as dis-

tinguished from physical life.

(2) Normal depreciation on a contractor's plant, equipment, and other

capital facilities is an allowable element of oontract cost; provided that the

amount thereof is computedc

(i) upon the property cost basis used by the contractor for

Federal income tax purposes (see Section 167 of the Internal

Revenue Code of 1964); or

18
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(ii) in the oase of nonprofit or tax-exempt organizations, upon

a property cost basis which could have been used by the

contraotor for Federal income tax purposes, had suoh

organizations been subject to the payment of inoome tax;

and in either oase

(iii) by the consistent application to the assets ooncerned of

any generally aocepted aocounting method, and subject to

the limitations of the Internal Revenue Code of 1954,

ina1uding --

(A) the straight line method;

(B) the deolining balanoe method, using a rate not

e~ceeding ~vioe the rate which would have been

used had the annual allowanoe been computed under

the method desoribed in (A) above;

(c) the sum of the years-digits method; and

(D) any other consistent method produotive of an annual

allowanoe which, when added to all allowances for

the period oommenoing with the use of the property

and including the ourrent year, does not, during the

first ~fo-thirds of the useful life of the property,

exoeed the total of such allowances whioh would have

been used had such allowances been computed under the

method desoribed in (B) abovee

(3) Depreciation should usually be allooated to the oontract and

other work as an indirect oost o The amount of depreciation allowed in any

accounting period may, consistent with the basic objeotives set forth in (1)

above, vary with volume of production or use of multi-shift operations.

19
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(4) In the case of emergency facilities covered by oertificates of

necessity, a oontractor may eleot to use normal depreoiation without requesting

a determination of Iltrue depreoiation" or may eleot to use either normal or

"true depreciation" after a determination of "true depreoiation" has been made

by an Emergenoy Facilities Depreci~tion Board. The method elected must be

followed oonsistently throughout the life of the eruBrgency faoilityQ vfuere

an eleotion is made to use normal depreoiation, the amount thereof for both the

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

with (2) above. 1;There an election is made to use "true depreoiation,'l the

amount allowable as depreciation:

(i) with respt30t to the emergency period (5 years), shall be

computed in aocordanoe with the determination of the

Emergency Faoilities Depreciation Board; and

(ii) after the end of the emergency period, shall be computed by

distributing the remaining undepreoiated portion of the cost

of the emergency facility over the balanoe of its useful life

(but see (5) below); ~rovid~ the remaining undepreciated

portion of such cost shall not include any amount of un-

reoovered Iltrue depreoiation. tt

(5) Depreoiation on idle or exoess facilities shall not be allowed

exoept on such faoilities as are reasonably nsoessary for current and immedi-

ately prospective produotionG

(6) No depreoiation, rente.l, or use oharge shall be allowed on the

oontraotorts assets whioh have been fully depreciated vmen a substantial portion

of suoh depreciation was on a basis that represented, in effect, a reoovery

thereof as a charge against Government oontracts or suboontracts. Otherwise, a
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mutually agreed upon use charge may be allowedo (But see ASPR 15-204.l(b).)

In determining this oharge, oonsideration should be given to oost, total esti-

mated useful life at time of negotiation, and effeot of any increased maintenanoe

charges or decreased effioienoy due to age.

(j) Employee Morale, Health~ and Ifelfare Costs and Credits o Reasonable

oosts of health and welfare aotivities, such as house publications, health or

first-aid clinics, reoreational aotivities, and employee oounseling aervioes 9

inourred, in aocordanoe with the contractor's established practioe or oustom in

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

employee relations, employee morale, and employee performanoe, are allowableo

Such costs shall be equitably allooated to
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all work of the contraotor. Income generated from any of these activities shall

be oredited to the oosts thereof unless suoh income has been irrevooably set over

to employee welfare organizationse

(k) Entertainment Costs o Costs of amusement, diversion, social activities

and inoidental costs relating thereto, such as meals, lodging, rentals, transpor-

tation, and gratuities, are unallowable (but see (j) and (pP))e

(1) Exoess Facility Costs a Costs of maintaining, repa1ring, and housing

idle and excess contractor-owned faoilities, exoept those reasonably neoessary

for ourrent and immediately prospective production purposes, are unallowableo

The costs of exoess plant oapaoity reserved for defense mobilization produotion

shall be the subject of a separate contraot o

(m) Fines and Penaltieso Costs resulting from violations of, or failure

of the contraotor to oomply with, Federal, State, and local laws and regulations

are unallowable except when inourred as a result of complianoe with speoifio

provisions of the oontract, or instructions in writing from the oontracting

officef.o

(n) Food Service and Dormitory Costs and Credits. Food and dormitory

services inolude operating or furnishing facilities for oafeterias, dining rooms,

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

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

Reasonable losses from the operation of suoh services are allowable if they are

allooated to all activities served~ ~bere it is the policy of the contraotor to

operate suoh services without cost to-the employee, reasonable costs of such

operations are allowable if they are allocated to all aotivities served. (But

see ASPR 15-204 0 1(b)o) Profits (exoept profits irrevooably set over to an em-

ployee welfare organization of the oontraotor in amo~~ts reasonably useful for
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the benefit of the employees at the site or sites of oontraot performanoe)

aooruing to the oontraotor from the operation of these services, whether operated

by the oontractor or by a oonoessionaire, shall be treated as a oredit, and

allocated to all activities servedo

(c) Fringe Benefits o Fringe benefits are allowances and services pro-

vided by the contractcl' to its employees as compensation in addition to regular

wages and salarieso Costs of fringe benefits, suoh as pay for vatiatioa~o·a61i~

days, sick leave, military leave, employee insuranoe and supplemental employment

benefit~plans, are allowable to the extent required by law, employer-employee

agreement, or an e siiablished policy of the contraotorc

(p) Insuranoe and Indemn:Lficationo

(1) Insurance inoludes (i) insuranoe whioh the oontractor is required

to carry, or which is approved, under the terms of the oontraot, and (ii) any

other insurance which the oontractor maintains in oonnection with the general

conduct of his businesso

~~ Costs of insuranoe required or approved, and maintained, pur~

suant to the contract, are allowable.

b~ Costs of other insurance maintained by the contractor in con-

nection with the general conduct of his business are allowable subject to the

following limitations:

(i) types and extent of ooverage shall be in aooordance

with sound business practice and the rates and premiums

shall be reasonable under the circumstanoes;

(ii) costs allmved for business interruption or other

insuranoe shall be limited to exolude ooverage of

profit, interest, and any other items of oost 1ln-

allowable under this Part)
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(iii) costs of insuranoe or of any oontributions to any reserve

oovering the risk of loss of or damage to Governnent..,owned

property are allowable only to the extent that the Government

shall have required or approved suoh oosts;

(iv) contributions to a reserve for an approved self-insurance

program are allowable to the extent that the types of

ooverags, extent of coverage, and the rates and premiums

would have been allowed had insurance been purohased to oover

the risks; and

(v) costs of insuranoe on the lives of offioers, partners, or

proprietors are allowable to the extent that the insuranoe

represents additional oompensation (see (f) above).

~. Aotual losses whioh oould have been covered by permissible

insuranoe (through an approved self-insurance program or otherwise) are unallow-

able unless expressly provided for in the oontract, exoept;

(1) oosts inourred beoause of losses not oovered under nominal

deductible insuranoe ooverage provided in keeping with

sound business praotioe. are allowable; and

(ii) minor losses not oovered by insuranoe. suoh as spoilage,

breakage and disappearanoe of small hand tools. which occur

in the ordinary oourse of doing business, are allowableo

(2) Indemnifioation includes seouring the oontraotor against liabili-

ties to third persons and other losses, not oompensated by insuranoe or otherwise.

The Government is obligated to indemnify the oontraotor only to the extent ex-

pressly provided for in the oontraot, exoept as provided in (l)~ aboveo

(q) Interest and Other Financial Costs o Interest (however represented),

bond disoounts, costs of financing and refinancing operations, legal and pro-
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fessional fees paid in oonneotion with the preparation of prospeotuses, oosts of

preparation and issuanoe of stock rights, and costs related thereto, are un-

allowable exoept for interest assessed by State or local taxing authorities undel

the conditions set forth in (00) belowo (But see (X)5 )

(r) Labor Relations Costg Q Costs inourred in maintaining satisfaotory

relations between the contraotor and its employees, inoluding oosts of shop

stewards, labor management committees, employee publications, and other related

activities, are allowableQ

(8) Losses on Other Contracts o An exoess of oosts over inoome under any

other oontract (including the oontraotor's oontributed portion under cost-sharinr

oontraots), whether suoh other oontract is of a supply, researoh and development,

or other nature, is unallowableo

(t) ¥~intenanoe and Repair Costs o

(1) Costs neoessary for the upkeep of property (inoluding Government

property unless otherwise provided for), whioh neither add to the permanent valut

of the property nor appreoiably prolong its intended life, but keep it in an

efficient operating oondition, are to be treated as follows (but see ASPR 15-

(i) normal maintenanoe and repair oosts are allowablej

(ii) extraordinary maintenanoe and repair oosts are allowable,

prOVided suoh are allooated to the periods to which appli-

cable for purposes of determining contraot oosts. (But

see ASPR 15~204.1(b).)
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(2) Expenditures for plant and equipment which, aooordi. ng to generally

aocepted aocounting prinoiples as applied under the contractor's established

polioy, should be oapitalized and subjeoted to depreoiation are allowable only

on a depreoiation basiso

(u) Manufaoturing and Production Engineering CostB~ Costs of manufaotur-

ing and produotion engineering, inoluding engineering aotivities in oonneotion

with the following, are allowable:

(i) ourrent manufaoturing processes such as motion and time

stu~~ methods analysis, job analysis, and tool design and

improvement; and

(ii) ourrent production problems, suoh as materials analysis for

production suitability and oomponent design for purposes of

simplifying produotiono

(v) Material Costs G

(1) Material oosts inolude the oosts of suoh items as raw materials,

parts, subassemblies, oomponents~ and manufaoturing supplies, whether purohased

outside or manufaotured by the oontraotor, and may inolude suoh oollateral items

as inbotmd transportation and intransit insurano6o In oomputing material oosts

consideration will be given to reasonable overruns, spoilage, or defeotive work

(for correotion of defeotive work, see the provisions of the oontraot or proposed,--
oontraot relating to inspeotion and oorreotion of defeotive work). These oosts

are allowable subject, however, to the provisions of (2) through (5) below~
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(2) Costs of material shall be suitably adjusted for applicable por-

tions of income and other oredits, inoluding available trade disoounts, refunds,

"rebates, allowanoes, and cash disoounts, and oredits for sorap and salvage and

material returned to vendors. Suoh inoome and other oredits shall either be

oredited direotly to the cost of the material involved or be allooated (as

oredits) to indireot costs e However, where the oontractor oan demonstrate that

failure to take oash disoounts was due to ciroumstances boyond his oontrol, suoh

lost disoounts need not be so oreditede

(3) Reasonable adjustments arising from differenoes between periodio

physioal inventory quantities and related material oontrol reoords will be in-

oluded in arriving at the cost of materials, provided suoh adjustments (1) do not

inolude ltwrite_downs lt or "write-ups" of values and (ii) relate "to the period of

performanoe of the contract.

(4) ffhen the materials are purchased specifioally for and identifiable

solely with performance under a contraot, the actual purohase cost thereof should

be oharged to the oontraot. If material is issued from stores, any generally

reoognized method of prioing such material is aooeptable if that method is oon-

sistently applied and the results are equitable. Hhen estimates of material

oosts to be incurred in the future are required., either ourrent market prioe or

anticipated aoquisition cost (if reasonably oertain and determinable) may be

used, but the basis of prioing must be disolosed.

(5) Costs of materials, servioes, and supplies sold or transferred be-

tween plants, divisions or organizations, under a oommon oontrol, ordinarily shall

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

'et prioe e However, a departure from this basis is permissible where (1) the
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item is regularly manufaotured and sold by the oontractor through oommeroial

channels and (ii) it is the contraotoris long-established praotice to price inter-

organization transfers at other than cost for oommeroial work; provided that the

charge to the contraot is not in exoess of the transferorfs sales price to ita

.nost favored oustomer for the same item in like quantity, or the currsnt market
,

prioe, whiohever is lowero

(w) Organization Costs o Expenditures, suoh as inoorporation fees, at-

torneys' fees, aocountants' fees, brokers' fees, fees to promoters and organizers,

in connection with (i) organization or reorganization of a business, or (ii)

raising oapital, are unallowable (see (q) above)o

(x) Other Business Expenses~ Inoluded in this item are such reourring

expenses as registry and transfer charges resulting from changes in ownership

of securities issued by the oontraotor, oost of shareholders' meetings, normal

prOAl solicitations, preparation and publioation of reports to shareholders~ pre-

paration and submission of required reports and forms to taxing and other regula-

tory bodies; and inoidental oosts of direotors and oommittee meetingso The above

and similar oosts are allowable when allooa.ted on an equitable basis to all

olasses of worko

(y) Overtime» Extra Pay Shift and I~lti-shift Premiums~

(1) This item consists of the premium portion of overtime, extra pay

shift and multi-shift payments to employees. Preferably suoh premiums should be

separately identified and handled as indireot oosts to be allocated to all work

of the contractor. However, where it is the normal praotioe of the contractor to

handle these premiums as direct oosts, suoh practice is aooeptable if it does not

result in the Government absorbing a disproportionate share of oostso The same

'onsiderations govern their inclusion in or exolusion 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 suoh premium costs allooated to non-Government work

being oonourrently performed in the contractor's plant and (ii) the factors whioh

neoessitate the incurrenoe of the oosts~

(2) Overtime, extra pay shift and multi-shift premium expenses may

arise in two distinot ways in oonnection with the oontract: (i) by initial

agreement between the oontraotor and the contraoting offioer that known oondi-

tions warrant the use of suoh premium labor; and (ii) to meet unexpeoted oondi-

tions or emergencies arising in the oourse of the oontraot, not contemplated by

the oontraoting partieso

(3) The allowability of overtime, extra pay shift and multi-shift

premiums will be determined as follows:

(i) to the extent that the oontraotor and the contraoting offioer

initially agree that suoh premiums are neoessary in view of

known oonditions, and the oontraoting offioer so authorizes

in writing, suoh costs are allowable; and

(ii) with respeot to unexpected oonditions or emergenoies arising

in the oourse of the oontraot, suoh costs are --

(A) unallowable if the oontracto~ is already obligated to

meet the oontraot delivery sohedule without additional

oompensation therefor;

(B) allowable to the extent authorized in \vriting by the oon-

tracting offioer, in the oase of oost reimbursement type

oontracts; and

(c) allowable to the extent authorized in writing by the con-

traoting offioer prior to final pricing, in the oase of

fixed-prioe redeterminable or inoentive type contraots Q
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(z) Patent Costs o Costs of preparing disclosures, reports, and other

documents required by the oontraot and of searching the art to the extent neoes-

sary to make such invention disclosures, are allowable. In aocordanoe with the

clauses of the oontract relating to pa."Gents, oosts of preparing doouments and

any other patent oosts, in oonnection with the filing of a patent application

where title is oonveyed to the Government, are allowableo (See also (it) and

( j j) below0 )

(aa) Pension!lans o See (f) abovoo

(bb) Plaut Protection Costso Costs of itams such as (i) wages, uniforms,

and equipment of personnel engaged in plant protection, (ii) depreoiation on

plant proteotion capital assets, and (iii) necessary expenses to oomply with

military seourity requiremonts g are allowableo

(co) PI aut Reooxnrers ion Co sts Cl Plant reoonversion costs are those incurred

in the restoration or rehr.bi1:i:I:;atiozl of the contractor Ys facilities to approxi-

mately the sarna oondition ~x.tsting immediately prior to the commenoement of the

military contract work, fair wear and tear exoeptedu Reoonversion oosts a.re

unallowa.ble exoept for the cost of removing Governm~nt property and the restora-

tion or rehabilitation costs oaused bjr such r emovalo

(dd) Preoontraot Costs o Preoontraot oosts are those incurred prior to the

effective date of the oontract direotly pursuant to the negotiation and in

antioipation of the award of the oontraot where suoh incurrenoe is neoessary

to oomply with the proposed contraot delivery sohedule$ Such oosts are allowable

to the extent tha.t they would have been allowable if inourred after thu date

(ee) Professional Service Costs - Legal, ..~oounting,Engineering, and

Other.
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(1) Costs of professional servioes rendered by the members of a

partioular profession who are no"!; employees of the contraotor are allowable,

_subject to (2) and (3) below, when reasonable in relation to the servioes

rendered and when not oontingent upon reoovery of the oosts from the Government

(but see (w) above)G

(2) Factors to be considered in determining the allowability of ooste

in a partioular oase inolu~eg

(i) the past pattern of suoh oosts, partioularly in the years

prior to tho award of Government oontraots;

(ii) the impaot of Government oontraots on the oont~aotor's busi-

ness (ioeo, what new problems have arisen)}

(iii) the nature and soope of managerial servioes expected of the

oontral}top!s own organizations; and

(iv) whethe~ the proportion of Government work to the oontraotor's

total business is such as to influence the oontraotor in

favor of inourring the oost, partioularly where the seruoes

rendered are not of a oontinuing nature and have little

relationship to work under Government oontraotse

Retainer fees to be allowable must be reasonably supported by evidenoe of servioes

renderedl'l

(3) Costs of legal, aooounting, and consulting servioes, and related

costs, inourred in connection with organization and reorganization, defense of

anti-trust suits, and the prosec\ltion of olaims against the Government, are

unallowable. Costs of legal, aooounting, and oonsulting servioes, and related

oosts, incurred in oonneotion with patent infringement litigation, are unallowable

unless otherwise provided for in the oontraot.
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(ff) Profits and Losses on Disposition of Plant, Equipment, or Other Capital

Assets o Profits or losses of any nature arising from the sale or exchange of

-plant, equipment, or other oapital assets, inoluding sale or exohange of either

short or long term investments, shall be exoluded in oomputing oontraot oosts

(but see (i) (2) above as to basis for depreoiation)e

(gg) Reoruiting CostGo Costs of "help wanted" advertising, operating oosts

of an employment office neoessary to secure and maintain an adequate labor foroe,

oosts of operating an apti'l:;ude and educational testing program, travel oosts of

employees -wvhile engaged in recruiting personnel ~ and travel oosts of applicants

for interviews for prospeotive employment are allowableo Vfuere the oontraotor

uses employment agenoies, oosts not in exoess of standard oommeroial rates for

uoh servioes are also allowableo Costs of speoial benefits or emoluments

offered to prospective employo8s beyond the standard practioes in the industry

are unallowable.

(hh) Rental Costs e· (Inoluding Sale and Leasebaok of Facilities)o

(1) Rental oosts of land, building, and equipment and other personal

property are allowable if the rates are reasonable in light of suoh faotors as

the type~ life expeotanoy, condition, and value of the faoilities leased, options

available, and other provisions of the rental agreemento Applioation of these

fa.ctors involves oomparison of rental oosta with oosts whioh would be allooable

if the facilities were owned by the oontractor.

(2) Charges in the nature of rent between plants, divisions, or organi-

zations under oommon oontrol are unallowable exoept to the extent suoh oharges do

not exoeed the normal costs of ownership, such as depreoiations taxes, insuranoe,

_cd maintenanoe; provided that no part of such oosts shall duplicate any other

allowed oosts a
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(3) Unless otheMvise specifioally provided in the contraot~ rental

oosts speoified in sale and leaseback agreements, inourred by oontraotors

through selling plant facilities to investment organizations, such as insuranoe

oompanies, or to private investors, and concurrently leasing baok the Bame

facilities, are allowable only to the extent fhat suoh rentals do not exoeed

normal costs, suoh as depreoiation, taxes, insw'anoe, and maintenanoe, borne

by the lessor, which would have been inourred had the contraotor retained legal

title to the facilitieso

(ii) Researoh and Development Costs o

(1) Researoh and development oosts (sometimes referred to as general

engineering oosts) are divided into ~vo major oategories for the purpose of oon-

traot oosting -- (i) general researoh, also referred to as basio researoh, funda-

mental researoh, pure research, and blue-sky researoh and (ii) related research or

development, also referred to as applied researoh, product researoh~ and produot

line research.

(2) General research is that type of research which is direoted toward

increase of knowledge in soience. In such researoh, the primary aim of the

investigator is a fuller knowledge or understanding of the subject under study,

rather than a practical applioation thereof. Costs of independent general

researoh (t.lat which is not sponsored by a contraot, grant, or other arrangement)

are allowable, subject to (6) below~ 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 plaoing of Government contracts.

(3) Related researoh is that type of researoh which is t1reoted

toward praotioal application of science. Development is the systematio use of

soientific knowledge direoted toward the production of useful materials, d€nd..08s.-

methods, or processes, exclusive of design, ffiAnufao-(:;uring,.nndproduotion
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engineering (see (1) above)~ Costs of a contraotor's independent related

researoh and development (that which is not sponsored by a oontraot, grant, or

_other arrangement) are allowable, subjeot to (6) below, under any production oon-

traot to the extent that the research and development are related to the oontraot

product line and the costs are allocated to all production work of the oontractor

on the oontraot product lineo Such costs are unallowable under researoh and

development oontraots~

(4) Independent researoh and development projeots shall absorb their

appropriate share of the indirect oosts of the department where the work is per-

formedo

(s) Re~earoh and development costs (inoluding amounts capitalized),

regardless of th~ir nature, whioh were inourred in aocounting periods prior to

the award of a partioular contraot, are unallowable.

(6) The reasonaQloness of expenditures for independent researoh and

development must be sorutinized with great oa~9 in oonneotion with oontractors

whose work is predominantly or substan+'ially with the Government.\Jhere such

expenditures are not subject to the restraints of commeroial product prioing,

there must be assurance that these expenditures are made pursuant to a planned

research program which is reasonable in soope and is well managed. The oosts

should not exoeed those whioh would be inourred by an ordinarily prudent person

in the oonduct of a oompetitive business. (See ASPR lS-204 0 1(b).)

(jj) Royalties and Other Costs for Use of Patents.

(1) Royalties on a patent or amortization of the cost of aoquiring by

purchase a patent or rights thereto, neoessary for the proper performanoe of the

contraot and applicable to contract products or prooesses, are allowable, unlessl
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(i) the Government has a lioense 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 oonsidered to be unenforoeable; or

(iv) the patent is expiredQ

(2) Speoial care should be exeroised in determining reasonableness where

the royalties may hav~ been arrived at as a result of less than arm's length

bargaining; eo go:

(i) royalties paid to persons, inoluding oorporations,

affiliated with the oontraotor;

(ii) royalties paid to unaffiliated parties, inoluding oor-

porations, under an agreement entered into in oontem-

plation that a Government oontraot would be awarded; or

(iii) royalties paid under an agreement entered into after the

award of the oontract o

(3) Special oare should also be exeroised with respect to royalties

paid to unaffiliated parties, including corporations, upon patents the cost of

whioh, or the cost of research and development work thereon, were substantially

recovered through Government grants or charges against Government oontraots or

suboontraots.

(4) In any case involving a patent formerly owned by the contractor,

the amount of royalty allowed should not exceed the cost whioh would have been

allowed had the oontraotor retained title thereto o

(5) See ASPR 15-20401(b)e

(kk) Selling Costs.

(1) Selling oosts arise in the marketing of the contractor's products
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and include oosts of sales promotion, negotiation, liaison between Government

representatives and oontraotoris personnel, and other related aotivities.

(2) Selling oosts are allowable to the extent they are reasonable

and are allocable to Government business (but see ASPR 15-2040 1(b)). Allooability

of selling oosts will be determined in the light of reasonable benefit to the

Government arising from suoh aotivities as teohnical, consulting, demonstration,

and other servioes whioh are for purposes s oh as applioation or adaptation of

the oontraotor's products to Government usee

(3) No~{ithstanding (2) above, salesmen's or agents' oompensation~

fees, oommissions, peroentages l or brokerage fees, whioh are oontingent upon

the award of oontracts, are allowable only when paid to bona fide employees

or bona fide established coml,ieroial or selling agenoies maintained by the con-

traotor for the purpose o.f sE1curing businesso

(11) Servioe and Wa~~~~ty C~o Suoh costs inolude those arising from

fulfillment of any oontractual obligation of a oontractor to provide servioes,

such as installation, training, correcting defeots in the products, replaoing

defeotive parts, making refunds in the case of inadequate performanoa~ etoo

When not incons istent with the terms of the oontract, such service and warranty

costs are allowableo However, cate should be exeroised to avoid duplication of

the all~lanoe as an element of both estimated product cost and risko

(mm) Severanoe Pay.

(1) Severanoe pay, also oommonly referred to as dismissal wages, is

a p~ent in addition to regular salaries and wages, by oontraotors to workers

whose employment is being terminated. Costs of severanoe pay are allowable only

to the extent that, in eaoh oase, it is required by (i) law, (ii) employer

eDlployee agreement, (iii) established polioy that oonstitutes, in effeot, an

implied agreement on the oontraotor's part, or (iv) oiroumstanoes of the

partioular employment.
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(2) Costs of severanoe payments are divided into two oategories as

follows a

(i) aotual normal turnover severanoe p~ents shall be

allocated to all work performed in the oontractor's

plant; or, where the oontraotor provides for acorual

of pay for normal severanoes such method will be

acoeptable if the amount of the aocrual is reasonable

in light of payments aotually made for normal severanoes

over a representative past period, and if amounts aoorued

are allocated to all work performed in the oontraotor's

plant; and

(ii) abnormal or mass severanoe pay is of such a oonjeotural

nature that measurement of cost by means of an aoorual

will not a(jh:l.eve equity to both parties. Thus aooruals

for this purpose are not allowableo However, the Govern-

ment reoognizes its obligation to participate, to the

extent of its fair share, in any speoific p~ent. Thus,

allowability will be oonsidered on a case-by-case basis

in the event of occurrenoe.

(nn) Speoial Tooling Costs.. The term "special tooling" means property

of such specialized nature that its use, without substantial modifioation or

al teration, is limited to the production of the par ticular supplies or the

performanoe of the particular servioes for which aoquired or furnished c It

inoludes, but is not limited to, jigs, dies, fixtures, molds, patterns p speoial
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taps~ speoial ga~ges, and speoial test equipment. The oost of speoial tooling J

when aoquired for and its usef'ulness is limi ted to one or more Government oon-

tracts, is allowable and shall be allooated to the speoifio Government oon-

tract or oontraots.

(00) Taxes.

(1) Taxes are charges levied by Federal, state, or local governments o

They do not inolude fines and penalties except as otherwise provided hereinc

In general, taxes (including State and local inoome taxes) which the oontractor

is required to pay and which are paid or acor'ued in accordanoe with generally

aooepted accounting prinoiples are allowable, exoept for:

(i) Federal income and excess profits taxes;

(ii) taxes in oonneotion with finanoing, refinancing or

refundinr, operations (see (q));

(iii) ta:.'Ces 1'r.)m whi0h exemptions are avail able to the oon-

tractor directly or available to the oontraotor based

on an exemption afforded tho Government exoept when

the contracting officer determines that the adminis-

trative burden incident to obtaining the exemption

outweigh8 the oorresponding benefits aocruing to the

Government; and

(iv) speoial assessments on land which represent oapital

improvements 0

(2) Unadjudicated taxes otherwise allowable under (1) above, but

which may be illegally or erroneously asse~sed, are allowable; provided that

the contraotor prior to payment of such taxes!

(i) promptly requests instructions from the contracting

officer concerning suoh taxes; and
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(11) takes all action di~eoted by the oontraoting

offioer, including coope:ration with and for the

benefit of the Government, to (A) determine the

legality of such assessment 01'# (B) seoure a

refund of such taxes.

Reasonable oosts of any such notion undertaken by the oontraotor at the direction

of the contraoting offioer 8.re allowable. Interest and penalties inourred by a

contractor by reason of the nonpayment of any tax at the direction of the oon-

tracting offioer or by reason of the failure of the contraoting officer to

assure timely direotion after prompt request therefor. are also allowable.

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

the oontraotor of interest thereon, attributable to taxes, interest, or penalties

which were allowed as oontraot oosts, shall be oradited or paid to the Government

in the marmer di.. reoted bJr th0 Government, provided any interest aotually paid or

oredited to a oontraotor incident to a refund of tax. interest or penalty shall

be paid or oredited to the Government only to the extent that suoh interest

acorued over the period during which the oontraotor had been reimbursed by the

Government for the taxes, interest, or penaltieso

(pp) ,:r'rade, Busin~ Technical M.d Professional Aotivi ty Costs o

(1) Memberships 0 This category includes oosts of memberships

in trade, business, technioal, and professional organizationso Such costs are

allowable.

(2) S\lbsoriptionso This item includes cost of subsoriptions to

trade, business, professional, or technical periodicals. Such costs are

allowable.

(3) Meetings and Confereno~o 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 suoh costs is the disss-

mination of teohnical information or stimulation of prodUctione Suoh costs are

allowable.

(qq) Training and Educational Costs.

(1) Costs of preparation and maintenanoe of a program of instruo-

tion at nonoollege level. designed to inorease the vooational effeotiveness of

bona fide employees, including training materials, textbooks, salaries or

wages of trainees during regular working hours, and

(i) salaries of the director of training and staff

when the training program is oonducted by the

contractor; or

(ii) tuition and fees when the training is in an

institution not operated by the oontraotor;

are allowable.

(2) Costs of part-time technical, engineering and scientifio

education, at an under-graduate or post-graduate oollege level, related to the

job requirements of bona fide employees, including onlyt

(i) training materialsj

(ii) textbooks,

(iii) fees oharged by the educational institution;

(iv) tuition oharged by the educational institution, or

in lieu of tuition, instruotors' salaries and the

related share of indireot cost of the eduoational

institution to the extent that the sum thereof is

not in exoess of the tuition which would have

been paid to the partioipating educational

institution; and
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(v) straight-time oompensation of eaoh employee fer

time spent attending olasses during working hours

not in exoess of 156 hours per year where oiroum-

stanoes do not permit the operation of olasses or

attendanoe at olasses after regular working hours;

are allowable~

(3) Costs of tuition, fees, training materials and textbooks (but

not subsistenoe, salary, or any other emoluments) in connection with fulltime

soientifio and engineering eduoation at a post-graduate (but not under-graduate)

college level related to the job requirements of bona fide employees for a

total period not to exoeed one sohool year for eaoh employee so trained, are

allowableo In unusual oases where required by military teohuology, the period

may be extended.

(4) Maintenan~o expense, and normal depreciation or fair rental,

on faoilities owned or leased by the oontraotor for training purposes are

allowable to the extent set forth in (t), (1), and (hh) above~ respeotively~

(5) Grants to educational or training institutions, inoluding

the donation of faoilities or other properties, soholarships or fellowships,

are considered oontributions (see (h) above).

(rr) Transportation Costs e Transportation costs inolude freight,

express, oartage, and postage oharges relating either to goods purohased, in

prooess, or deliveredo These oosts are allowable. Vfuen suoh oosts oan readily

be identified with the items involved, they may be dreoted oosted as transporta-

tion costs or added to the oost of suoh items (see (v) above). Where identlfi~

oation with the materials received oannot readily be made, inbound transportation
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oosts may be charged to the appropriate indireot oost aooounts if the oontraotor

follows a oonsistent, equitable prooedure in this respeot. Outbound freight,

if reimbursable undor the terms of the oontraot, should be treated as a

direot oost"

(ss) Travel Costs e

(1) Travel oosts inolude oosts of transportation, lodging, sub-

sistenoe, and inoidental expenses, inourred by cJntraotor personnel in a

travel status while on offioial oompany businesse

(2) Travel oosts m~ be based upon actual oosts inourred, or

on a per diem or mileage basis in lieu of aotual ooe~s, or on a oombination of

the bvo, provided the method used does not result in an unreasonable chargee

(3) Travel costs inourred in the normal course of over-all admin-

istration of the business and applicable to the entire business are allowable.

Such costs shall be aquitf,.b}.;/ allocated to all work of the oontraotoro

(4) Travel oosts du'eotly attributable to specifio contraot per-

formanoe are allowable and may be oharged to the oontraot in aocordance with

the principle of direot oosting (See ASPR 15-202)0

(5) Neoessary, reasonable oosts 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 appropriateo (But see

ASPR 15-204.1(b).)
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UNDERLYING CONSIDERATIONS IN THE DEVELOEMENT
OF

A COMPREHENSIVE SET OF CONTRACT COST PRINCIPLES

OBJECTIVE:
To adopt a uniform set of contract cost principles, applicable alike

to cost determinations and cost estimates in those situations in which
costs are a factor in pricing.

DEFINITION AND USE:
A listing and definition of individual elements of cost and statement

of conditions of allowability or unallowability thereof applicable to all
situations in which costs are useful, as follows:

a. For incorporation by reference to cover reimbursement in cost-type
contracts and in the determination of formula termination settlements, and

CONSIDERATIONS:
a. Cost treatment should be equalized between the several types of

contracts so that one type of contract will be neither less nor more
attractive to a contractor or to the Government, by reason only of the
cost treatment. Thus, the selection of contract type can be based upon
the merits of the negotiation, i.e., the conditions surrounding the
required product or services and the extent of any contingencies covering
risks, rather than external influences arising out of cost,treatment.

1

b. For
(1)

(2)

( 3)

use by --
Contractors in providing pricing, repricing, and termination

settlement proposals;
Audit agencies in their advisory capacity of providing

accounting information;
Contracting officers in any evaluation of cost information

whenever such information becomes a significant factor in
pricing or termination settlements.

b. Risk in the form of a contingency principle ougbt to be recognized
in those instances in which there is risk exposure.

c. The objective ought to be fairness and equity in the development of
"one" set of cost principles. We should not deny or restrict allowability
of a cost, otherwise fair, because dete nation of reasonableness, in some
instances, may be difficult.'
-----------'

d. We should seek to allow legitimate costs of doing business to the
extent that such allowance is reasonable and is allocable to the contract in
question. This conclusion re uires ado tion of a definition of "reasonable"
and "alloca ElJl a lication of these de l.nitions in the e emen s of
co --

e. Uniformity of cost treatment and cost result are important objectives.
However, they should not be achieved by arbitrary formulae in terms of allowa
bility and by unnecessary imposition of accounting methods and techniques.
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CONTRACT COST PRINCIPLES

15-000 Scope of Section. This section contains cost principles and stand
!"_~ ..")~ to be applied in the determination of historical costs; the preparation
and presentation of cost estimates by contractors; and the review, audit
and evaluation of coat data in contract negotiation and administration ••

s-

~

Part 1 - Applicability

15-101 Scope of Part. This Part prescribes the circumstances under which -~.,~
cost principles shall be used and the nature of that use in different tAl~vf -
situations in which costs, or an evaluation of costs, are a factor. in the ~v:~~

, negotiation and administration of negotiated contracts and subcontracts.

15-101.1 Comprehensive Use. Part 2 is prescribed for use, generally, by
contractors in providing pricing, repricing and termination settlement
proposals; by audit agencies in their advisory capacity of providing
accounting information; and by contracting officers in the evaluation of
cost information whenever such information becomes a factor in pricing
or termination settlements. Specifically, the nature of the use shall be
as follows:

(a) General Uses. Part 2 shall be used (i) as the contractual
basis for cost allowances in cost-reimbursement types of contracts
(including cost-reimbursement type subcontracts thereunder and the cost
re~bursement portion of time and materials contracts); (ii) as the con
tractual basis for the settlement,of terminated contracts when settlement
is made by determination of the contracting officer pursuant to ASPR
8-309; (iii) in the settlement of terminated cost-reimbursement contracts j)t: r. ~
when the contractor elects to "voucher out It costs pursuant to ASPR 8- 509 ; 72
(iv) by prospective contractors and contractors in the submission of 0 ~.
and price analyses in support of pricing, repricing, ne~ ver~.-:---<'

and settlement proposals under termination; and (v),'1i'S'the basis forJaudit
reports. In connection with (i'), (ii) and (iii), .Part 2 will be incorpo-
rated by reference in the contracts in order that the principles may be
made binding upon the Government and upon the contractor.

(b) Use in Retrospective Pricing and Settlements. In arrivi~g

at fixed prices or settlements for work which bas been completed or sub- ~

stantially completed at the time of negotiation, as in final negotiations
under fixed-price incentive contracts, redetermination of price after com
pletion of the work, negotiation of final negotiated overhead rates
pursuant to ASPR, Part 7, Section III, or in negotiated settlements of
contracts terminated for the convenience of the Government, Part 2 shall
serve as the basis for the development and evaluation of cost data, and
in any event for the resolution of questions of acceptability of costs.
rn such transactions, the treatment of costs is a major factor in arriving
at the amount of the price or settlement. Negotiation is usually limited
to that portion of the price or settlement amount which consists of the
resolution of costs not specifically treated in the cost principles, dis
puted questions as to reasonableness of costs, settlement of anticipated
close~out expenses and frequently profits. The finally, agreed price or.



settlement represents };mething more than the sum total of allowable costs;
it reflecti]a final resolution of all issues in the negotiation process.
It must be recognized that, in negotiation of a price or settlement, the
:parties agree on a final price acceptable to each, which price does not
necessarily reflect agreement on the evaluation of each element of cost
thereof.

(c) Use in Forward Pricing. To the extent that costs are a
factor in forward pricing, these principles apply to the development and
evaluation of cost data. The extent to which costs influence forward
pricing varies greatly depending upon the circl~stance6 of each negotiation.

~5M"".H~1.ThUS, while Part 2 will be used to evaluate cost a.ata, ~t will not control
the negotiation of prices for work to be performed in the future, as in
firm fixed-price negotiations, intermediate price revision negotiations
covering, in whole or important part, work which is yet to be performed,
or in target price negotiations under incentive contracts. In negotiations S
covering future. wo.rltkactu~osts c t b· o~.L d t importance of r
,cost estimatesL~s~nding on the circum1;tanc S 0 eac ne aL tion

e vernment negotiator must be aware 0 al 0 he factors which might
have an effect on his judgment as to the reasonableness of the total pro
posed price, such as the technical, production or financial risk assumed,
complexity of work, competitive pricing, contractor's record for efficiency,
economy and ingenuity, as well as available cost estimates. However, in
the negotiation, he must be free to bargain so that he can arrive at a
total price which equitably distributes the risks as between the contractor
and the Government and provides incentives for efficiency and cost reduction.
lIn arriving at such a price through bargaining, it is not possible to

~ identify the treatment of specific cost elements since the bargaining is on
a total price basis. ~~~~rea~d withou:t discus~on ~ cost
factors and will not require negotiated~lut~~or1be---
acceptability of individual elements of costs. Nevertheless, when the
question of acceptability becomes an issue, Part 2 will serve as a guide
in the resolution of the issue.

15-101.2 Definition of "Allowable" and "Allowed" in Relation to Negotia
tion of Prices, Termination Settlements and Overhead Rates. The 'fords
"allowable," "allowed, h and the like, used in Part 2, and-as applicable
to the negotiation of prices, termination settlements and overhead rates,
mean that the cost principles contained herein will be considered by the
contracting officer to the extent appropriate as a basis for the evalua
tion of the cost factor. It does not mean that the negotiation is to be
undertaken and pricing is to be predicated upon mechanical rules or
mathematical formulae.

Part 2 - General Principles and Standards for Cost Consideration

LiS' 15-200 Scope of Part. This Part contains general principles for the
~ evaluation or determination of cost in supply, service, and research and

r:;:1~/,~J!lI1ent contracts and subcontracts with connnercial organizations.~

Ii 'JI" -2- A..A-I~.
).

'fyt



15-201 Basic Considerations.

15-201.1 Composition of Total Cost. Total cost includes the allowable
direct and indirect costs allocable to the contract, incurred or to be
incurred, less any allocable credits.

15-201.2 Definition of Allocable Cost. An allocable cost is one which is
assignable or chargeable to a contract, product, product line, process, or
class of customer or activity in accordance with the relative benefits
generated or other basis of relationship. Thus, a cost allocable to a
Government contract is one which:

(a) was incurred specifically

(b) benefits both the contract and
other work and can be
benefits received, or

(c ).is necessary to the over-all operation of the business,
a direct relationship to any particular product or process cannotalthough

be shown. 4.
_ Pif1on'/"" .

(d) l.§oes not involveAtransactions related to the capital of the
business, or [s not otherwis~luded}:>y this Section or other specific
contractual provisions. ~, ).....17~ eo" t d ~ leotA ;;d

15-201.3 Factors Determining Allowability of Cost. Factors to be consid-

~
ered in determining the allowability of individual items of cost includeS. '(i) reasonableness, (ii) application of those generally accepted accounting

~ principles and p~actices appropriate to the particular circumstance, (iii)
exclusion of particular items of cost as a matter of public policy as spe~.
cifically set forth in this section, and (iv) significant deviations from
the establ~shed practices of the contractor which would sUbstantial1~yJ.t .
increase allowable cost. ~ ,..

t:."'~'
15-201.4 Definition of Reasonableness. A cost is reasaonble if, by its
nature or amount, it does not exceed that which would be incurre ' by an
ordinarily prudent person in the conduct of competitive business Hence,
the question of the reasonableness of specific costs must be scrutinized
with particular care in connection with companies or separate divisions
thereof which are doing the preponderance of their business with the
Government and which, therefore, are not subject to competitive restraints.
What is reasonable depends upon a variety of considerations and circum
stances involving both nature and amount of the cost in a specific case.

In fO!"lI1ing an opinion concerning the reasonableness of a ·given
cost or expenditure, consideration should be given to:
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(a) Whether the cost is of a type generally recognized as
ordinary and necessary for the conduct of the business and the performance
of the contract.

(b) The restraints or reqUirements imposed by such factors as
generally accepted sound business practices, arm's length bargaining,
Federal and state laws and regulations, and contract tenns and specifica
tions.

(c) The action that a prudent business man would take in the
circumstances. This consideration should include his responsibilities to
the owners of the business, to employees, customers, the Government, and
the public at large.

15-201.5 Credits. Any income, rebate, allowance or other credit relating
to any allowable cost earned or expected to be earned during the period of
contract performance shall be credited to the Government either as a cost
reduction or by cash refund, as appropriate.

15-202 Direct Costs.
(a) Direct costs are those incurred or to be incurred solely for

the benefit of a single cost objective. Costs incurred or to be incurred
solely for the benefit of the contract are direct costs of the contract and
are to be charged directly thereto. Costs incurred solely for the benefit
of other work of the contractor are direct costs of that work and are not
to be charged to the contract directly or through overhead allocation.

(b) This definition must be applied to all items of cost of
significant amount regardless of the established accounting practices of
the contractor unless the contractor demonstrates that the application of
his current practice achieves substantially the same results. Direct cost
items of minor amount may be distributed as indirect costs as provided in
ASPR 15-203.

(c) Classification of an item as a direct cost is not determined
by its incorporation in the end product as material or labor. A direct
cost is any cost incurred or to be incurred for a single cost objective;
e.g., contract or other work regardless of the nature of the item.

~15-203 Indirect Costs.
, (a) Indirect costs are those incurred or to be incurred for more

than one cost objective and those minor direct cost items considered to be
indirect costs for reasons of practicality. Thus, after direct costs have
been detennined and charged directly to the contract or other work as appro
priate, indirect costs remain to be allocated to the several classes of work.

(b) Indirect costs shall be accumulated by logical cost groupings
which are in turn distributed to the cost objectives. The groupings should
be determined so as to permit a distribution weighted in accordance with the
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reason for incurring the cost and the benefit accruing to the cost objec
tives to which distributed. Commonly, manufacturing overhead, selling
expenses, and general and administrative expenses are separately grouped.
Similarly, the particular case may require subdivisions of these groupings;
e.g., bUilding occupancy costs might be separable from those of personnel
administration within the manufacturing expense group. The number and
composition of the groupings is affected by practical considerations.. This
principle is not to be applied so rigidly as to unduly complicate the allo
cation where SUbstantially the same results are achieved through less
precise methods.

( c) The individual cost groupings shall be distributed to the
several cost objectives. This necessitates the selection of a distribution
base common to all cost objectives to which the grouping is to be allocated.
The base should be so constructed as to weight the allocation of the group
ing to the cost objective in proportion to the reasons for incurring the
costs and the benefits accuring. The principle for selection stated in
this paragraph is not to be applied so rigidly as to unduly complicate the
allocation where SUbstantially the same results can be achieved through
less precise methods.

(d) The method of allocation of indirect costs must be based on
the particular circumstances involved. The method shall be in accord with
those generally accepted accounting principles as are applicable in the
circumstances. The contractor's established practices, if in accord with
these generally accepted accounting principles as are applicable in the
circumstance, shall be acceptable. However, changed circumstances may
require a reexamination of the methods used by the contractor, especially
when:

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

(ii) any significant change occurs in the nature of the
business, the extent of subcontracting, fixed asset
improvement programs, the inventories, the volume of
sales and production, manufacturing processes, the
contractor's products, or other relevant circumstances.

(e) The base period for allocation of indirect costs is the
period during which such costs are incurred and accumulated for distribu
tion to work performed in that period. The base period shall be repre
sentative of the period of contract performance and shall be sufficiently
long to avoid inequities in the allocation of costs, but in no event
longer than one year •

.----15-204.1 General. Applications of the above basic cost principles and
standards to certain selected items of cost are set forth below. Tbese
applications govern, whether the particular i tern of cost is treated by
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the contractor as direct cost or as indirect cost. The cost principles
in Part 2 hereof do not cover every element of cost nor every situation
that might arise in a particular case. Failure to mention any item of cost
in Part 2 is not intended to imply that it is either allowable or not allow
able. They will be accorded that treatment which by analogy approximates
the philosophy reflected in Part 2. Uncovered elements which are signifi
cantly large in relation to the est.ma ed cost of performance and which
are not susceptible for treatment by analogy will be subject to recommenda
tion of higher authority.

15-204.2 Listing of Costs. j
(a) Advertising Costs.

(1) Advertising costs include the cost of advertising m~~a
and corollary administrative costs. Advertising media include magazines,
newspapers, radio and television programs, direct mail,· trade papers, out
door advertising, dealer cards and window displays, conventions, eXhibits,
free goods and samples, and sales lite ature. The following advertising if

costs are allowable:"fl> tt.lv-~1hJ ~~~~ 4 ~~ ........-<..<~

(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 j and

~i) help-wanted advertising, as set forth in (gg)
below, when considered in conjunction with all
other recruitment costs;

institutional advertising; i.e., advertising
which does not offer specific products for sale,
but which places the contractor's name before
the pUblic in order to maintain the. contractor's

__-_w_ell-being as a commercial entity.----.
(2) In connection with this element, special care must be

exercised in determining reasonableness. Reas~nLbleness should be appraised
in light of:

(i) the pattern of past advertising programs;
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(ii) the presence or absence of competitive
restraints;

(11i) the contractor's need for such advertising;
Le., since institutional advertising is designed
primarily to maintain the contractor's well-being
as a commercial entity, contractors whose prin
cipal customer ,is the Government have relatively
less need for' institutional advertising, and sub
stantial e~enditures for this type of advertising
by such contractors would be unreasonable.

(3) Except as prOVided in (iii) and (iv) above, all adver
tising which offers products for sale is unallov.'a.ble.

~
(b) Bad Debts. Bad debts, including losses (whether actual or

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

(c) Bidding Costs. Bidding costs are the costs of preparing
bids or proposals on potential Government and non-Government contracts or
projects, including the development of engineering and cost data necessary
to support the contractor's bids or proposals. Bidding costs of the current
accounting period of both successful and unsuccessful bids and proposals
normally shall be treated as indirect coats and allocated currently to all

[' ~.business of the contractor, in which event no bidding costs of past account
r / ing periods shall be allocable in the current period to the Government con-

OJ,/ 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 Govennnent requires
assurance against financial loss by reason of the act or default of the
contractor. They arise also in instances where the contractor requires
the assurance in connection with the performance of the contract.- Included
are such bonds as bid, performance, payment, advance pa)'IIlent, infringement
and fidelity.

(2) Costs of bonding reqUired pursuant to the terms of the
contract are allowable.

(3) Costs of bonding required by the contractor in the
general conduct of his business are allova.ble to the extent that such
bonding is in accordance with sound business practice and the rates and
premiums are reasonable under the circumstances.
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(e) Civil Defense Costs.

(1) Civil defense costs are those incurred in planning for,
and the protection of life and property against, the possible effects of
enemy attack. Reasonable costs of civil defense measures (including costs
in excess of normal plant protection costs, first-aid training and supplies,

e,/
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 authorities are allowable when allocated to all work of the con-
·tractor.

F'..~ (2) Costs of capital assets acquired for civil defense
~ purposes shall be depreciated in accordance with (i)LPepreciatio~7below•

..-
(3) Contributions to local civil defense funds and to

local civil defense projects are covered in (h).

(f) Compensation for Personal Services.

(1) Compensation for personal services includes all
remuneration paid or accrued, in whatever form and whether paid immediately
or deferred, for services rendered by employees to the contractor during
the period of contract performance. It includes, but is not limited to,

~/SalarieS, wages, directors' and executive committee members' fees, bonuses,
" incentive awards, employee stock options, fringe benefits, and contributions

.JO/to pension, annuity, stock-bonus and profit-sharing plans. SUbject to s e-
fI' .,e Lcific . ions set forth herein, such costs are allowable 0 the extent
'lrr,,(1 at the c ensation of in v employees, in 'Wha ever form paid,
'1 s reasonable or the services rendere •

(2) Compensation is reasonable to the extent that the total
amount paid or accrued, in whatever form, is commensurate with the contrac
tor's established policy which conforms generally to compensation paid by
other contractors of the same size, in the same industry, or in the same
geographic area for similar services •. Compensation paid to owners of
closely-held corporations, to partners .and sole proprietors, to members of
their immediate families, or to persons who have a commitment to acquire
a substantial financial interest in such enterprise, will be particularly
scrutinized to determine whether tbe compensation is reasonable in amount
and actually is for personal services rather than a distribution of profits.
In addition, compensation expenses must be particularly scrutinized in
light of the presence or absence of the restraints occurring in the conduct
of competitive business. Compensation disallowed as a deductible expense
for Federal income tax purposes, because it is unreasonable in amount, 1s
not allowable.

(3) Compensation for services rendered in lieu of salary
to partners and sole proprietors will. be allowed to the extent that 1t is
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reasonable and does not constitute a distribution of profits, even through
such allowances are not deductible expenses for Federal income tax purposes.

(4) In addition to the general requirements set forth in
(1) through (3) above, the following apply to specific forms of compen
sation:

(i) Salaries and Wages. Includes gross compensa
tion paid to employees in the form of cash,
products, or services, and may include payroll
taxes, workmen's compensation insurance, and the
cost of supplemental unemployment benefit plens.
Deferred wages and salaries are allowable to tbe
extent authorized in (v) below.

(ii) Cash Bonuses and Incentive Compensation. Cash
bonuses to employees and incentive compensation
based on production, cost reduction, or efficient
management or performance, suggestion awards, and
safety awards, including compensation dependent
upon or measured by profits, are allowable to the
extent paid or accrued pursuant to an agreement
entered into in good faith between the contrac
tor and the employees before the services were
rendered, or pursuant to an established plan
consistently followed by the contractor which
constitutes in effect an implicit agreement on
the part of the contractor to make such payment.
Deferred bonuses and incentive compensation are
allowable to the extent authorized in (v) below.

(iii) Bonuses and Incentive Compensation Paid in Stock.
Bonus and incentive compensation, as defined.in
(ii) above, paid in the stock of the contractor
or of an affiliate, are allowable to the extent
set forth in (ii) above (including the incorpo
ration of the principles of paragraph (v) for
deferred bonuses and incentive compensation),
subject to the following additional requirements:

(A) Valuation placed on the stock shall be the
fair market value, determined upon the most
objective basis available.

(B) Accruals for stock prior to acquisition by
the employees will be su~ject to adjustment
according to the possibilities that the employees
will not acquire such stock and that the accruals
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(iv)
f}1'1f .pI'
1 7l/~ s-7

IJ" 1() '1 .1.- (of )(+)(y )

will be forfeited. Such costs otherwise allowable
are subject to adjustment according to the prin
ciples set forth in (v)(F) and (v)(G) below.

Stock Options. The cost of options to the em
ployees to purchase stock of the contractor or of
an affiliate, whether restricted or unrestricted
as defined by Section 421 of the Internal Revenue
Code, shall be allowed to the extent that the
market value of the stock exceeds the option
price at the date the option is granted. The
current market value of the stock shall be deter
mined according to the criteria set forth in
paragraph (iii) above. If the exercise of an
option is conditioned upon future contingencies,
the cost will be amortized rateably over the
period commencing from the issuance of the option
to the earliest date (other than death of the
employee) when the contingencies can be fulfilled.
Allowable costs for options that may not be
exercised will be adjusted according to the
principles set forth in (v)(F) below.

( v) Deferred Compensation.

(A) As used herein, deferred compensation in
cludes all remuneration, in whatever fonn, for
services currently rendered, for which the
employee is not paid until after the completion
of the year in which the services are rendered,
except that it does not include nonnaJ. end of
accounting period accruals, nor stock options.
It includes contributions to pension, annuity,
stock bonus, and profit sharing plans qualified
within the meaning of Section 401 of the Internal
Revenue Code; contributions to such plans that

~
are not so quSlified; and other deferred compen-

r' Ba.tion, such as wages and salaries, bonuses and
incentive awards, whether paid in cash or in
stock. Deferred retirement compensation may
include disability, withdrawal, insurance or
survivorship benefits.

(B) Deferred compensation is allowable to the
extent that it is for services rendered during
the contract period; is, together with all other
compensation paid to the employee, reasonable
in amount; and is paid pursuant to an agreement
entered into in good faith between the contrac
tor and employees before the services are rendered,
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or pursuant to an established plan consistently
followed by the contractor which constitutes,
in effect, an implicit agreement on the part of
the contractor to make such pa;yments.

(c) Contributions to a plan that has been
approved, pursuant to Section 401 of the Internal
Revenue Code, by the Internal Revenue Service,
will be presumed to meet requirements of (v) (B)
above. Such amounts are allowable as a cost
even though they are not currently deductible
for Federal income tax purposes because of the
limitations of Section 404 of the Internal
Revenue Code, provided such pa;yments are for
services rendered during the contract period.

(D) Contributions to a pension or annuity plan
by a tax-exempt or nonprofit organization will be
presumed to meet requirements of (v)(B) above if
such plan, as determined by the Department to
which audit cognizance is assigned, fulfills the
:requirements of a llqualified" plan according to
·ection 401 of the Internal Revenue Code and
pplicable Treasury regulations. A determina

tion by one Department that a plan fulfills these
requirements, in the absence of changed condi
tions, generally will be accepted by other
departments.

(E) Contributions to pension, annuity, profit
she,ring, and stock bonus plans which do not meet
the requirements of Section 401 of the Internal
Revenue Code (including plans from which approval
of the Internal Revenue Service has been with
dra'WD effective during the course of performance
of the contract) and other deferred compensation,
are allowable to the extent that the total com
pensation paid to the employees involved, in
whatever form, meets the requirements of (v)(B)
above.

(F) In determining the cost of deferred compen
sation allowable under the contract, appropriate
adjustments will be made for credits or gains
arising out of both normal and abnormal employee
turnover, or any other contingencies that can
result in a forfeiture by employees of such
deferred compensation. Adjustments will be made
only for forfeitures which directly or indirectly
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inure to the benefit of the contractors; forfei
tures which inure to the benefit of other employees
covered by a deferred compensation plan with no
reduction in the contractor's cost will not nor
mally give rise to adjustment in contract costs.
Adjustments for normal employee turnover will be
based on the contractor's experience and on fore
seeable prospects, and will be reflected in the
amount of cost currently allowable. Such adjust
ment will be unnecessary to the extent that the
contractor can demonstrate that its contributions
take into account normal forfeitures. Adjustments
for possible future abnormal forfeitures will be
effected according to the following rules:

(1) Abnormal forfeitures that are foreseeable
and which can be currently evaluated with rea
sonable accuracy, by actuarial or other sound
computation, will be reflected by an adjustment
of current costs otherwise allowable.

(2) Abnormal forfeitures, not within (1) above,
may be made the subject of agreement between the
Government and the contractor either as to an
equitable adjustment or a method of determining
such adjustment.

(G) In determining whether deferred compensation
is for services rendered during the contract
period, consideration will be given to conditions
imposed upon eventual payment to determine whether
or not such a portion of deferred compensation
payment is for future services. A requirement of
continued employment does not necessarily indicate
that the deferred compensation pertains in part
to future services.

(vi) Fringe Benefits. See (0).

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

( viii) Training and Education Expenses. See (qq).

(ix) Insurance and Indemnification. See (p).
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(g) Contingency Reserves.

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

(2) In historical costing, i.e., costing as related to past
events or experience, contingency reserves are not allowable.

(3) In connection with estimates of future costs, contin
gencies fall into two categories:

(i) Those which may arise from presently known and
eXisting conditions, the effects of which are
foreseeable within reasonable limits of accuracy;
e.g., anticipated costs of rejects and defective
work. In situations where they exist, contin
gencies of this category are to be included in
the estimates of future cost under the several
elements of cost so as to provide the best
estimate of performance costs •., "

(ii) Those which may arise from presently known or
unknown conditions, the effect of which cannot
be measured so precisely as to provide equitable
results to the contractor and to the Government;
e.g., possible inflation, and other general
business risks. Contingencies of this category
are to be excluded from cost estimates under the
several items of cost, but should be disclosed
separately, including the basis upon which the
contingency is computed in order to facilitate
the negotiation of appropriate contractual
coverage. See, for example, (p), (t), and (rom).

V" (h) Contributions and !X>nations.

(1) Reasonable contributions and donations to established
nonprofit charitable, scientific, and educational organizations are allow

t. • able provided they (i) may reasonably be expected to result in future
benefits to the contractor through advancing, directly or indirectly, the
technology of his industry or increasing the supply of trained manpower
available to it, (ii) are in lieu of the cost of similar facilities which
the contractor would have to provide, such as employee medical or recrea
tional facilities, (iii) 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, or (iv)
contributions to local civil defense funds, or to local civil defense pro
jects for use in the community in which the contractor operates, are
allowable.
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(2) The reasonableness of the amount of particular con-
tributions and the aggl'egate thereof for each fiscal period must ordinarily A()
be judged in the light of the pattern of past contributions, particularly ~ •
those made prior to the placing of Government contracts, and should also /.J \
be judged in the light of the presence or absence of restraints occurring •
in the conduct of competitive business. The amount of each allowable con- ,

condition does not, in itself, justify allowability as a contract cost. .

( i)

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

(2) Depreciation on a contractor's ;Jlant, equipment, and
other capital facilities is an allowable element of contract coso(;; provided
that the amount thereof is computed:

(i) upon the property cost basis used by the contrac
tor for Federal income tax purposes (see Section
167 of the Internal Revenue Code of 1954); or

(ii) in the case of nonprofit or tax-exempt organiza
tions, upon a property cost basis which could
have been used by the contractor for Federal
income tax purposes, had such organizations been
subject to the payment of income tax; and in
either case

(iii) by the consistent application to the assets con
cerned of any generally accepted accounting
method, including those recognized by Section
167 of the Internal Revenue Code of 1954, as
follows:

(A) the straight line method,

(B) the declining balance method, using a rate
not exceeding twice the rate which would have
been used had the annual allowance been computed
under the method described in paragraph (A),

(C) the 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 commenc ing with the use of the
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property and including the current year, does not,
during the first two-thirds of the useful life of
the property, exceed the total of such allowances
which would have been used had such allowances
been computed under the method described in para
graph (B).

(3) Depreciation should usually be allocated to the con
tract and other work as an indirect cost. The amount of depreciation
allowed in any accotmting period may, consistent with the basic objectives
set forth in (1) above, vary with volume of production or use of multi
shift operations.

(4) Where a contractor has received a determination of true
depreciation from an Emergency Facilities Depreciation Board relating to an
emergency facility covered by a certificate of necessity, it may elect to
use either normal or true depreciation. However, the method elected must
be followed consistently throughout the life of the emergency facility.
Where an election is made to use normal depreciation, the amount thereof
shall be computed in accordance with (2) abov.e. Where an election is made
to use true depreciation, the amount allowable as depreciation:

(i) with respect to the emergency period (5 years)
shall be computed in accordance with the deter
mination of the Emergency Facilities Depreciation
Board; and

(ii) after the end of the emergency period shall be
computed by distrib~ting the remaining undepre
ciated portion of t~e cost of the emergency
facility over the balance of its useful life
(but see (5) below) provided the remaining un
depreciated portion of such cost shall not
include any amount of unrecovered true depre
ciation.

(5) Depreciation on idle or excess facilities shall not be
allowed except on such facilities as are reasonably necessary for current
and tmmediately prospective production.

(6) No depreciation shall be allowed, as such, or as a
tal or use charge, on assets still in use which have been fully depre

ciated when a substantial portion of such depreciation was on a basis that
represented, in effect, a recovery thereof as a charge against defense
contracts or subcontracts. Otherwise, a mutually agreed upon use charge
may be allowed. In determining this charge, consideration should be given
to cost, total estimated useful life at time of negotiation, and effect of
any increased maintenance charges or decreased efficiency due to age.
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(j) Employee Morale, Health, and Welfare Costs and Credits.
Reasonable costs of health and welfare activities, such as house publica
tions, health or first-aid clinics, and employee counseling services,
incurred, in accordance with the contractor's established practice or
custom in the industry or area, for the improvement of working conditions,
employer-employee relations, employee morale, and employee perfonnance,
are allowable. Such costs shall be equitably allocated to all work of
the contractor. Income generated from any of these activities shall be
credited to the costs thereof unless such income has been irrevocably set
over to employee welfare organizations.

(k) Entertainment Costs. Costs of amusement, diversion, social
actiVities, and incidental costs relating thereto, such as meals, lodging,
rentals, transportation, and gratuities, are unallowable (but see (j), (0),
and (pp».

(1) Excess Facility Costs. Costs of maintaining, repairing,
and housing idle and excess contractor-owned facilities, except those rea
sonably necessary for current and immediately prospective production purPOses,
are unallO'wable. The costs of excess plant capacity reserved for defense
mobilization production shall be the SUbject of a separate contract.

(m) Fines and Penalties. Costs resulting from violations of,
or failure of the contractor to comply with, Federal, State, and local
laws and regulations are unallowable except when incurred as a result of
compliance with specific provisions of the contract, or instructions in
writing from the contracting officer.

(n) Food Service and Dormitory Coots and Credits. Food and dormi
tory services include operating or furnishing facilities for caf.eterias,
dining rooms, canteens, lunch wagons, vending machines, liVing accommodations
or similar types of services for the contractor's employees at or near the
contractor's facilities. Reasonable losses from operation of such services
are allowable, (i) when it is.the policy of the contractor to operate such
services at a profit or at cost; and (ii) when it is the policy of the con

, tractor to furnish such services at a loss, or without cost to the employee;
prOVided, however, that such losses are allocated to all activities served.
Profits (except profits irrevocably set over to an employee welfare organi
zation of the contractor in amounts reasonably useful for the benefit of
the employees at the site or sites of contract performance) accruing to the
contractor from the operation of these services, whether operated by the
contractor or by a concessionaire, shall be treated as a credit, and allo-
cated to all activities served.

(0) Fringe Benefits. Fringe benefits are allowances and serv
ices provided by the contractor to its employees as compensation in addi
tion to regular wages and salaries. Costs of fringe benefits, such as pay
for vacations, holidays, sick leave, military leave, and employee insurance,
are allowable to the extent required by law, employer-employee agreement,
or an established policy of the contractor.
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." (1') Insurance and Indemnification.

(1) Insurance .includes (i) j~surance which the contractor
is required to carry under the terms of the contract, and (ii) any other
insurance which the contractor maintains in connection with the general
conduct of his business.

(2) Indemnification involves a contractual connnitment
between the Government and the contractor whereby the Government agrees
to secure the contractor against loss Or damage falling upon the contrac
tor from some stated responsibility assumed by the contractor or from a
stated demand of a third party.

(3) Costs of insurance reqUired and maintained, pursuant to
the contract, are allowable.

( 4) Costs of other insurance maintained by the contractor
in connection with the general conduct of his business are allowable sub
ject to the following limitations:

( i) types and extent of coverage shall be in accord
ance with sound business practice and the rates
and premiums shall. be reasonable under the cir
cumstances;

( ii) costs allowed for Business Interruption Insur
ance shall be limited to exclude coverage of
profit, interest, and any other items of cost
unallowable under this Part;

(iii) cost of insurance or of any contributions to
any reserve covering the risk of loss of or
damage to Government-owned property are allow
able only to the extent that the Government shall
have required protection by such insurance or
reserve;

(iv) contributions to a reserve for a self-insurance
program if the types of coverage, extent of
coverage,and the rates and premiums would have
been allowed had insurance been purchasable to
cover the risks; and

(v) costs of insurance on the lives of officers,
partners, or proprietors are allowable to the
extent that (i) the insurance is part of an
employee plan, specified in (0), and (ii) addi
tional insurance which represents compensation
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to the officer, partner or proprietors for serv
ices rendered, within the provisions of (f).
Premiums for insurance in which the contractor
is the beneficiary directly or indirectly are
not allowable.

(5) Actual losses not reimbursed by permissible insurance
(through an approved self-insurance program or otherwise) are unallowable
unless expressly provided for in the contract, except

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

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

( 6) The Government is obligated to indemnify the contractor
for losses sustained only to the extent expressly provided for in the
contract.

(q) Interest and Other Financial Costs. Interest (however repre
sented), bond discounts, costs of financing and refinancing operations, legal
and professional fees paid in connection with the preparation of the prospec
tus, costs of preparation and issuance of stock rights, and costs related
thereto are unallowable except for interest assessed by State or local taxing
authorities under the conditions set forth in (00) Lbut see (xl?

(r) Labor Relations Costs. Costs incurred in maintaining satis
factory relations between the contractor and its employees, including costs
of shop stewards, labor management committees, employee publications , and
other related activities are allowable.

(s) Losses on Other Contracts. An excess of costs over income
under any other contract ( including the contractor I s contributed portion
under cost-s.haring contracts), whether such other contract is of a supply,
research and development, or other nature, is unallowable as a cost of
performance of the Government contract.

( t) Maintenance and Repair Costs.

(1) Costs necessary for the upkeep of property (including
Government property unless otherwise provided for), which neither add to
the permanent value of the property nor appreciably prolong its intended
life, but keep it in an efficient operating condition, are to be trea.ted
as follows:
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(i) In the event the contractor accrues maintenance
and repair costs based upon a regular program
for the maintenance and repair of facilities in
accordance with sound industrial practice, such
accruals are allowable.

(ii) In the event a contractor does not accrue main
tenance and repair costs, but charges them as
incurred, such charges are allowable to the ex
tent that they are reasonable and in line with

I

prior experience of the contractor.

(2) Expenditures for plant and equipment which, according
to generally accepted accounting principles as applied under the contrac
tor's established policy, should be capitalized and subjected to deprecia
tion are allowable only on a depreciation basis.

(u) Manufacturing and Production Engineering Costs. Costs of
manufacturing and production engineering, including engineering activities
in connection with the following, are allowable:

(i) current manufacturing processes such as motion
and time study, methods analysis, job analysis,
and tool des ign and improvement; and

(ii) current production problems, such as materials
analysis for production suitability and component
design for purposes of simplifying production.
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(v) 11aterial Costs.

(1) This item includes the net costs of such items as raw
mateTials, parts, subassemblies, conponents, and manufa cturing supplies J

whether purchased outside or manufactured by the contractor, and may include
such collateral items as inbound transportation and intransit insurance.
In computing material costs consideration will be given to reasonable over
runs, spoilage, OT defective "JQrk. These costs are allowab12 subject, hOlVever,
to the provisions of subparagra:hs (2) through (5) below.

(2) Costs of material shall be suitably adjusted for
applicable port ions of income and other credits, including available trade
discounts, refunds, rebates, allot'ffinces, and cash discounts, and credits for
scrap and salvage and material returned to vendors. Such income and other
credits shall either be credited directly to the cost of the material involved
or be allocated (as credits) to indirect costs. ~Jhere the contra ctor can
demonstrate that failure to take cash discounts was due to circumstances be
yond his control, such l03t discounts will be allowed.

(3) Reasonable adjustments arising from difference between
periodic physical inventory quantities and related material control records
will be included in arriving at the cost of naterials, provided that such
adjustments (i) do not include '\rrite-downs" or I\rrite-upsll of values, and
(ii) relate to the period of perfor~Bnce of the contract.

(4) 'dhen the materials are purcha sed specifically for and
identifiable solely witl, performance under a contract, the actual purchase
cost thereof should be char~ed to the contract. In determining cost of
material issued frou stores, the contr8ctor' s usual metnod of inventory
costing is acceptable if in accord with generally accepted accounting
principles for inventory costing. \Then material in stores at the commence
ment date of a contract have a probable repla cement cost significantly
different from recorded cost , either party may elect to use the repla cement
cost in lieu of recorded cost in costing issues of such material. \!0'11en esti
mates of material costs to be incurred in the future are reqUired, either
current market price or anticipated acquis it ion cost (if reasonably certa in
and determinable) may also be used, but the basis of pricing rmst be dis
closed.

(5) Sales or transfers of materials, services, and supplies
between plants, divisions or organizations, under a common control, ordinarily
shall be stated on the basis of cost to the transferrer. However, a
departure from this basis is permissible where (i) the item is regularly
manufactured and sold through com~ercial channels, or (ii) it is the con
tractor's long established practice to price inter-organization transfers at
other than cost for comLercial work; provided in addition, that such price is
not in excess of the transferrer I s sales price to its nost favored customer
for the same item in like quantity, or the same or SUbstantially similar
items sold by other suppliers.
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("r) Organization Costs. Lxpenditures, such as incorporation
fees, attorney's fees, accountants fees, brokers fees, fees to promoters
and organizers, in connection with (i) organization or reorganization of a
business, or (ii) raising capital, are unallowable (see (q) above).

(x) Other Business Expenses. Included in this item are such
recurring expenses as registry and transfer charges resulting from changes
in ownership of securities issued by the contractor, cost of shareholders'
meetings, proxy solicitations, preparation and publication of reports to
shareholders, preparation and submission of required reports and forms to
taxing and other regulatory bodies and incidental costs of directors and
comr{littee meetings. The above and similar costs are allowable when allocated
on an equitable basis to all classes of work.

(y) Overtime, Lxtra Pay Shift and Hulti-shift Premiums.

(1) This item consists of the premium portion of overtime,
extra pay shift and multi-shift payments to employees. Preferably such
premiums should be separately identified and handled as indirect costs to
be distributed rateably to all work of the contractor. However, where it is
the normal practice of the contractor to handle these premiums as direct
costs, such practice is acceptable if it does not result in the Government
absorbing a disproportionate share of costs. Similar consideration governs
their inclusion in or exclusion from the base for overhead distribution.
The amount of overtime costs, when allowable, shall be equitable in relation
to (i) the amount of such premium costs allocated to non-Government work
being concurrently performed in the contractor's plant and (ii) the factors
which necessitate the incurrence of the costs.

(2) Overtime, extra pay shift a.nd l:Julti-shift premium
expenses may arise in two distinct ways: (i) by initial agreement between
the contractor and the contracting officer that the accomplishment of the
contract schedule requires the use of such premium labor to a stated or
contemplated extent; and (ii) to meet unexpected emergencies arising in
the course of the contra ct, not contemplated by the contracting parties.

(3) Overtime, extra pay shift and multi-shift prer.1iums
are allowable as follows:

(i) To the extent that the contractor and the con
tracting officer initially agree that such
premiums are necessary in order to comply vJit.h the
contract schedule, such costs are allowable.

(ii) Hith respect to situations arising in the course of
the contract, such costs are unallowable if the con
tractor is already obligated to meet the stated de
livery schedule without additional compensation
therefor, as in the firm fixed price type contract.
Such allovvance may be made in cost type contracts
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anel in the fixed-price incentive type and the
price redetermination type contracts until
the prices becone fixed with tee approval or
ratification of the contract ins officer.

(z) Patent Costs. Costs of preparing disclosures, reports, and
other documents required by tile contract and of searching the art to the
extent necessary to make such invention disclosures, are allowable. In
accordance 1tJith the clauses of the contract relating to patents, costs
of preparing documents and any other patent costs, in connection with the
filing of a patent application by tbe Government, are allovmble. (See also
(ii) and (jj) below).

(aa) Pension :21ans (see (f)).

(bb) Plant Protection Costs. Costs of iteiils such as vJages,
uniforms and equipment of personnel engaged in plant protection; depreciation
on plant protection capital assets; and necessary expenses to ccmply 'Inth
military security requirements are allowable.

(cc) Plant Rehabilitation Costs.

(1) Plant rehabilitation costs are those incurred in the
restoration of the contractor's premises to approximately the same condition
as that wilich existed il11f.1ediately prior to t~je commencer.:ent of the military
contract work, fair wear and tear excepted.

(2) The costs of the removal of machinery, tools, and
equipment, including restoration costs incident thereto, are allowable,
provided such costs are not recovered, or are not recoverable, under a
specific contract clause in the contract v.nder Hhich the costs are claimed,
or in another Government contra ct.

(3) The costs involved in the reinstallation of pre-existing,
and the installation of new machinery, tools and equipment are not allowable.

(dd) Precontract Costs. Precontract costs are those which are
incurred prior to the effective date of the contract, are incurred directly
pursuant to the negotiation for and in anticipation of the award of the
contract, under circumstances in which such anticipation is necessary
to comply 1tJith the proposed contract delivery schedule. Such costs are
allo~\Table to the extent that they would have been allowable, if incurred after
the date of the contract.

(ee) Professional Service Costs - Legal, Accounting, Engineering,
and Other.

(1) Costs of professional services rendered by the members
of a particular profession who are not employees of the contractor are allow
able, subject to (2) and (3) below, when reasonable in relation to the services
rendered and when not contingent upon recovery of the costs from the Govern
ment (but see (w)).
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(2) Factors to be considered in determining the
allowability of costs in a particular case include:

(i) the past pattern of such costs, particularly in
the years prior to the award of Government con
tracts;

(ii) tile impact of Government contracts on the
contractor's business (i.e., ,mat new problems
have arisen);

(iii) the nature and scope of managerial services
expected of the contractor's OHn 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 ''1here the servi.ces
rendered are not of a continuing nature and have
little relationship to work under Government
contracts.

Retainer fees to be allowable must be reasonably supported by evidence
of services rendered.

(3) Costs of legal, accounting, and consult ing services,
and related costs, incurred in connection with organization and reorganiza
tion, defense of anti-trust suits, and the prosecution of claims against the
Government, are unallowable. Costs of legal, accounting, and consulting
services, and related costs, incurred in connection with patent infringement
litigation, are unallowable unless otherwise provided for in the contract.

(ff) Profits and Losses on Disposition of Plant, :iquipment, or
Other Capital Assets. Profits or losses of any nature arising from the
sale or exchange of plant, equipment, or other capital assets, including
sale or exchange of either short or long term investments, shall be excluded
in computing contract costs (but see (i) (2) as to basis for depreciation).

(gg) Recruiting Costs. Costs of llhelp wanted ll advertising,
operating costs of an employment off::"ce necessary to secure and maintain
an adequate labor force, costs of operating an aptitude and educational
testing program, travel costs of employees while engaged in recruiting
personnel, and travel costs of applicants for interviews for prospective
employment are allowable. vJhere the contractor uses employmerffi agencies,
costs not in,excess of standard commercial rates for such services are also
allo'l-Table. Costs of special benefits or emolumer,ts offered to prospective
employees beyond the standard practices in the industry are unallowable.
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(hh) Rental Costs (Including Sale and Leaseback of Facilities).

(1) Rental costs of land, building, and equipment and
other personal property are allovJable if the rates are reasonable in light
of such factors as the type, life expectancy, condition, and value of the
facilities leased, options available, and other provisions of the rental
agreement •

.< 1r

(2) Charges in the nature of rent between plants, divisions,
or organizations under common control are unallowable except to the extent
such charges do not exceed the normal costs of ownership, such as depreciation,
taxes, insurance, and maintenance; provided that no part of such costs shall
duplicate any other allowed costs.

(3) Unless otherwise specifically provided in the contract,
rental costs specified in sale and leaseback agreements, incurred by con
tractors through selling plant facilities to investment organizations, such \) /-J.' ,)

as insurance companies, or to private investors, and concurrently leasing \ i

.back the same facilities, are allowable only to the extent that such rentals
do not exceed normal costs, such as depreciation, taxes, insurance, and main
tenance, borne by the lessor, which would have been incurred had the con
tractor retained legal title to the facilities.

(ii) Research and Development Costs.

(1) Research and development costs (sometimes referred to
as general engineering costs) are divided into tv.o major categories, for the
purpose of contract costing; (i) general research, also referred to as
basic research, fl'.ndamental research, pure research, and blue-sky research;
and (ii) related research or development, also referred to as applied
research, product research, and product line research.

(2) General research is that type of research which is
directed toward increase of knowledge in science. In such research, the
primary aim of the investigator is a fuller knowledge or understanding of
the subject under study, rather than a practical application thereof.
Costs of independent general research (that which is not sponsored by
a contract, grant, or other arrangement) are allowable. Reasonableness
of the cost should be determined in light of the pattern of the cost of
past programs, particularly those existing prior to the placing of Government
contracts.

(3) Related research is that type of research mich is
directed toward practical application of science. Development is the
systematic use of scientific knowledge directed t~~ard the production of
useful materials, devices, methods, or processes, exclusive of design,
manufacturing, and production engineering (see (1) above). Costs of a
contractor1s independent related research and development (that which is
not sponsored by a contract, grant, or other arrangement) are allowable under
any production contract to the extent that the research and development are
related to the contract product line and the costs are allocated to all
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pro~ction work of the contractor on the contract product line. Such costs
are~allowable under research and development contracts.

(4) Independent research and development projects shall
absorb their appropriate share of the indirect costs of the department
where the work is performed.

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

( 6) The reasonableness of expenditures for independent
research and develupment must be scrutinized with great care in connection
witb contractors whose work is predominantly or substantially with the
Government. Where such expenditures are not subject to the restraints of
commercial product pricing, contractors may seek the future advantage that
follows a large research program substantially financed by Government con
tracts. 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.

(kk) Selling Costs.

(1) Selling costs arise in the marketing of the contrac
tor's products and include costs of sales promotion, negotiation, liaison
between Government representatives and contractor's personnel, and other
related activities.

(2) Such expenses are allowable to the extent that the
costs are allocable to Government business.

(3) Salesmen1s or agents' compensation, fees, commissions,
percentages, or brokerage fees which are contingent upon or resulting from
an award of a contract, are allowable only when paid to bona fide employees
or established commercial or selling agencies maintained by the contractor
for the purpose of securing business.

(ll) Service and Warranty Costs. Such costs include those
arising from fulfillment of any contractual obligation of a contractor to
prOVide services, such as installation, training, correct1ng~fects in
the products, replaciilg defective parts, making refunds in the case of
inadequate performance, etc. When contract terms covering the sale of
defense products include such an obligation without additional separate
payment, service and warranty costs are allowable. In pricing actions
which involve estimates of this element of cost, care should be exercised
to avoid duplication of the allowance as an element of both estimated
product cost and risk.
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(mm) Severance Fay.

(1) Severance pay, also commonly referred to as dismissal
...ages, is a payment :in addition to regular salaries and Hages, by con
tractors to workers whose employment is being terminated. Costs of
severance pay are allowable only to the extent ti1at, in each case, it is
required by (i) law, (ii) employer-employee agreement; (iii) established
policy that constitutes, in effect, an implied agreement on the contractor's
part, or (iv) circumstances of the particular employment.

(2) Costs of severance payments are divided into two
categories as follows:

(i) actual normal turnover severance payments shall
be allocated to all work performed in the
contractor's plant; or, where the contractor
provides for accrual of pay for normal severances
such method will be acceptable if the 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 r:erformed in the con
tractor'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 achieve equity to
both parties. Thus accruals for this purpose
are not allm.able. However, the Government
recognizes its obligation to participate, to
the extent of its fair share, in any specific pay
ment. Thus, allowability will be considered on
a case-by-case basis in the event of occurrence.

(nn) Special Tooling Costs. 'The term "special tooling ll means
property of such specialized nature that its use, 1,..ithout substantial modifi
cation or alteration, is limited to the production of the particular supplies
or the performance of the particular services for which acquired or furnished.
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns,
special taps, special gauges, and special test equipment. Costs of special
tooling acquired for performance of the contract are allm~ble and shall
be charged directly thereto.

(00) Taxes.

(1) Taxes are charges levied by Federal, State, or local
governments. They do not include fines and penalties except as otherwise
prOVided herein. In general, taxes (including State and local income taxes)
which the contractor is reqUired to pay and which are paid or accrued in
accordance with generally accepted accounting principles are allowable,
except for:
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(iii)

Federal income and excess profits taxes;

taxes in connection ~uth financing, refinancing
or refunding operations (see (q);

taxes from which exemptions are available to the
contractor directly or available to the contractor
based on an exemption afforded the Government
except when tr~ contracting officer determines
that the administrative burden incident to obtain
ing the exemption outweighs the corresponding
benefits accruing to the Government; and

special assessments on land which represent capital
improveme nt s •

(2) Taxes othervJise allowable under (1) above, but which may
be illegally or erroneously assessed, are allowable; provided that the
contractor prior to rayment of such taxes:

(i) promptly requests instructions from the contracting
officer concerning such taxes; and

(ii) takes all action directed by the contracting
officer, including cooperation with and for the
benefit of the Government, to (A) determine the
legality of such assessment or, (B) secure a
refund of such taxes.

Reasonable cost of any such action undertaken by the
direction of the contracting officer are allovmble.
incurred by a contractor by reason of the nonpayment
direction of the contracting officer or by reason of
contracting officer to a.ssure timely direction after
are also allowable.

contractor at the
Interest ar.d penalties
of any tax at the
the fa ilure of the
prompt request therefor,

(3) Any refund of taxes, interest, or penalties, and any
payment to the contractor of interest thereon, attributable to taxes, interest,
or penalties which were allowed as contract costs, shall be credited or paid
to the Government in the manner directed by the Government, provided any
interest actually paid or credited to a contractor incident to a refund of
tax, interest am. penalty shall be paid or credited to the Government only
to the extent tbat such interest accrued over the .re riod during Hhich the
contractor had been reimbursed by the Government for the taxes, interest,
and penalties.
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(pp) Trade, Business, Technical and Professional Activity Costs.

(1) t~mberships. This category includes costs of
memberships in trade, business, technical, and professional organizations.
Such costs are allowable to the extent reasonable.

(2) SUbscript~. This item includes cost of subscriptions
to trade, business, professional, or technical periodicals. Such costs are
allot-rable.

(3) Meetings and Conferences. This item includes cost of
meals, transportation, rental of facilities for meetings, and costs
incidental thereto, l-lhen the primary purpose of the incurrence of such costs
is the dissemination of technical infor~ation or stimulation of production.
Such costs are allowable.

(qq) Training and Educational Costs.

(1) Costs of preparation and rr.aintenance of a program of
instruction at noncollege level, designed to increase the vocational effective
ness of bona fide employees, including training materials, textbooks,
salaries or wages of trainees during regular working hours, and

(i) salaries of the director of training and staff
when the tra ining fT ogram is conducted by the
contractor; or

(ii) tuition and fees when the training is in an
institution not operated by the contractor;

are allOl-rable.

(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) training materials;

(ii) textbooks;

(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 excess of the tuition
which "Jould have been paid to the participating
educational institution; and
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(v) straight-time compensation of each employee for
time sperrt attending classes during working hours
not in excess of 156 hours per year where
circumstances do not permit the operation of
classes or attendance at classes after regular
'-lorking hours;

are allowable.

(3) Costs of tuition, fees, training materials and
textbooks (but not subsistence, salary, or any other emoluments) in connec
tion with full-time scierrtific and engineering education at a post-graduate
(but not under-graduate) college level related to the job requirements of
bona fide employees for a total period not to exceed one school year for
each employee so trained, are allowable. In unusual cases where required
by military technology, the p3riod may be extended.

(4) 1'.iaintenance expense, and normal depreciation or fair
rental, on facilities owned or leased by the contractor for traini~

purposes are allowable to the extent set forth in (t), (i), and (hh) above,
respect i vely.

(5) Grants to educational or training institutions,
including the donation of facilities or other properties, scholarships
or fell~lship5, are considered contributions (see (h) above).

(rr) Transportation Costs. Transportation costs include
freight, express, cartage, and postage charges relating either to goods
purchased, in process, or delivered. These costs are allowable. v1hen
such costs can readily be identified with the items involved, they may
be direct costed as transportation costs or added to the cost of such
items (see (v) above). v'Jhere identification -vJith the materials received
cannot readily be made, inbound transportation costs may be charged to the
appropriate indirect cost accounts if the contractor follows a consistent,
equitable procedure in this respect. OutbOUnd freight, if reimbursable
under the terms of ,the contract, should be ~reated as a direct cost.

(ss) Travel Expenses.

(1) Travel costs include cos~s of transportation, lodging,
subsistence, and incidental expenses, incurred by contractor personnel in a
travel status while on official company business.

(2) Travel costs are allowable and may be based upon
actual costs incurred, or on a per diem or mileage basis in lieu of actual
costs, or on a combination of the bro, provided tile method used does not
result in an unreasonable charge.
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(3) Travel costs incurred in the normal course of over-all
administration of the business and applicable to the entire business are
allowable. Such costs shall be equitably allocated to all work of the
contractor.

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

(5) Necessary, reasonable costs of family movements and
personnel movements of a special or mass nature are allowable, subject to
allocation on the basis of work or time period benefited when appropriate.
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