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· Costs. A report from tr ·Editing SubcommitteF 1 dated 
5. Case .53-44 - Section xV, 15-204.2 (aa) - 'l'raining ~ Edueati,pnal ·1 
~.5 J ~s~ 19561 presentiDg_ an edited ver;. .n of the subject materi_al was 
~ppro~ed by the Committee. with the fo~lowing minor modific~t~on=: 
; . . 
t 15-204tt2(aa) (2) (v) was revised to. delete (A) and (B) •.. 

The _semicolon appearing after (A) was changed to a comma.'· 
and .the word 11 and" was added at the end of the paragraph. 
With these modifications the paragraph was redesignated · 
as (iv) and the existing paragraph (iv) as paragraph (v)1 
deleting the word 11 an:i11 at the end thereof • 

) 

{ 

The members were advised that inunediately following ASPR a,.)proval coordina
tion of the }:Qrag:raph would be undertaken by the Staff by memorandum with 
the ASD (l'!d>)e . · 

. The subject of industry coordination was discussed, l·d. th the-Committee 
recomi:1end:i. -,_g that industry be afforded an opportunity to comment, inasmuch 
as th.~ :oar·-,:·;raph covering Training and Educationa1 Costs was marked · 
"Re::: ·!:r'Y:;d" :. n the draft of Section XV vmich was forwarded to indus·~:"'Y• · 1 
l 
Nut't:-~.7i1;s+.anoing this reconunendation, the Committee concurred that. f:-.. rmal 
so1 . .; c. •· t.a:t:< .. .)n of industry comments on this paragraph was a matter foJ." 

· decitf- ~n by the Staff • AUG 2· 9 1956 · . 
~- . 

. : · · s • A.rv The CSD member reported that '. 
1!1. Case 53-44 - Re~sion of Part 2, ect~~ allowance of costs fot' help-v7anted l 

t:ne Hateriel Secretan.~s. hav~ r~co=~~d publications and that this' plus aey \ j 
dv rtising and ad\Te:tJ.s:L~ l.n e~ d by ·hi·-·her echelons. A further report \ 

aining problems 1 J.S beJ.ng reso ve _, . . 1 

ll be made by 6 H~r S7e . · 6 Fc;b 57 

. 3to Case 53-44 - Revision of Section l"V1 Part 2. It uas noted that thi~ 
PI,:>c-t.lem is being considered .at higher e. chelons. and that a further report l-Ji~ 
b'e made on 5 Jun 57 e ~~~ ~ ~ ~ 957 _ _ \ 

Case 53-44 - Revision of Section XV, iart 2. The members concurred in t\ 
reque·-~/_Gf the Staff for an extension of the reporting date to 3 Jul 57. . 

. . . . · (5 Jun 57) 

Cas~ ?3-44 - Re~s:.on_Qf ~!.~On XV, Part 2e A report on the statu~ of 
the r:,!-:L.SJ.on of Sec~.~l.an XV~-p-art 21 was deferred to the 17 Jul 57 meeting

0 
/' 

1,' 

~· 

(10 .ful 57 ) \ 

(14 Aug 57) 



,;. 

3. Case S3-44 ..ion XV ... 15-204.2(bb) - Train:ing anc1 Educational Exper..ses. 
_l'he eom.u ttee considered a report from tbe Special SubcCinl:'llittee, dated 2\August 

.'1956, covering the subject paragraph on trai~ and educational expense~ · 
• After considerable discussion the Subcommittee report was modificci a.s quo-,ed 

below: 

"lS-204.2 (bb) - Trairung and Educational Ex:pen~'es 

a. The costs of preparation and m.Bintena.uce cf a program of 
instruction at non-eollege level designed tCJ increa~e the voc-ational 

• effectiveness of employees include th~ se.la.ries or the director o! 
training and starr, training JU.terials a.rxi te."'=tbooks when· the trai.n:i..ng 
program 1~ condl.!cted by the contractor; and t-.:.ition, fees, train:i..n; 
materials, am textbocke, lllen the t.r~ is or a r.on-e.,llege level 
in i.'lsti tutions conducted by other than the cc~tractcr. Su.ch costs 
are sllowable. In both instances, costs of salaries or wages of 
trainees during regular worldng hours are allowable~ 

b. The costs o! part-time technical, engineer5.:-:g anrt 
scientific educatior:., at an under-graduate or pc~t-grc..:iuate 

' cc:.lege level, relat!?d to the job requirements of bora fide 
employees, are allet-Table as f~llows: 

· 1. Tuition, fees,· tra:i.n:i...ng materials ani t.extbooksJ 
or, in lieu of tuition, instructors' salaries and the 
related share of indirect expense., provid~d that the sum 
t!lereo!' is not in excess of the tuition wl':·.ich would have 
been paid t~ the participating educational institution. 

2. Straight-time compensation of employees for time 
spent attending classes dur~ uorking hours not in excess· 
of a total or 1S6 hours per year where circumstances do 
not.permit the ~peration of classes or attendance at 
classes ai'ter regular t·1orking hourso 

~. The costs of tuition:,·fees, training materials and 
textbcoks (but not subsistence, salar,y, or ariy other emoluments) 
in connection l:i th sci~tific and engineering education on a 
full-ti.'!le basis at a post-graduate (but not under-graduate) 
college level related tn the job requirements of bQna fide· 
employees for a total period not to exceed one school year, 
are allo-vrableo In unusual cases t-mere required by military 
technology 1 the period may be extended. · 

· d. Maintenance expense and normal depreciation or fair 
rental on facilities cwned or leased by the contractor are 
allowable to the extent set .forth in (k) above, (e) abo,·e 
and ( t) e.bove 1 re spec ti vel.y • 

e. The· costs of trainirlg and educaticn of o~r tball bcna 
• fi<ie ~~~ are DDt U,lowable •. · · · .... · - · . · 

t;·-·ar.te ~ ~t4olld ar·~ ·u.ti1attiems, ~nelud.iq; 
the ~an l;i .f~tifia xr ~ .]llrOpertieaj"-·~-ps .-or · 
tellO\~ships; ·are consi.de~ed as contributions 8n:i 11r"ill be treated 
as provided under ASFR l$-204.3(c).11 

'. 

.. 
The report was referred to t.be Editing Subcommittee with the request that an 
edited version be presented for consideration by 21 ~ust 19S6. In the 
interim the ASPR members will clear the proposed paragraph within their 
respective Departments and tbe Staff will undertake coor¢ination with the 
Assista."lt Secretary of Def'ense (Manpower and Personnel). lhe CODlliiittee 
further determined that i! the paragraph was cl.eared in time, it would be 
inserted in Section XV far is~e concurrently' ~"ith the printing of that 
section. The Chainran further advised t.he members that the proposed ·paragra 

' probably l~uld be presented to the Procurement and .Production Industry 
' .Advisory Co!l!nlittee to se~ure an industrial reaction. 
~ 

. , 

In conjunction "1ith the above paragraph, the subject of the allowability 
of management ani executive training costs was discussed and deferred wi. thout 
action to modify the above paragraph. 

In appro"dllg the abo'\'e paragraph the Co.-m:littee considered B-"'ld :rejecte·· 
th~ co:tcept or allowing full-ti&-ne salaries for bona fide employees on e. ;~ ~? 
full-time basis at post-graduate college levels. 



l c ~3-Lt _ 11.~lfl.~on of Section XV - Part 2 ... Psxc.n.cs.Ph ·1s:..z?L.2{7) .. .= 
9.~ ase 0 t" THe Navy· legal member called the CoitliTll. ttee s . 

~ . - . ver J.me • . ~ • t re . si.on of Section XV·. 
a'c,tenti.on to a discrepancy enstwg l.Il the pretim~en ~t. pa:v _,.:.: ~t and . ~ 

~ 4 2( ) "th respect t~ over e ex ra- ~ ~~ 
in paragraph l;J-~0 • n T \'D. t th. situation ke conn: t tee approved· 
multi-shift p~e~'Wilse o cor~c . J.~ vedn for the \:Ords nothervJi~e 
the s·~bstitutJ.on of the words otherWJ.se appro . h The Committee 

· u • • the fourth line of the paragrap 8 
;\uthorzJ.ed app~an.ng l.n . .p th d nvnthout prior approval" ll1 next 
::urther ~pprovea. the delet~on o.~. e wor ~ 
to the last lL~ of the paragraph. AUG I 1956 

·-. '"'- ~ ; •h·.--:. --:-~.- ---:-:·: --- • . ·-· ~----··- ·---.::or .. --.-.............. . 
3e Case 53-44 - Revis~~n of ASPR 12-202"' to Con.forn. to Proposed ASFR l 
I 

· . lS-204<:.2 (n) - (OVertime, Extra-Pay Shift and ~lul ti-Shift 
· Work) e The Navy legal member called the Commit teet s 

attention to a further change required in the subject paragraph in vieu of 
, the changes approved at the 8/7/56 meeting in paragraph 1$-204.,2 (n) to 
r~e an inconsistency be.tween the two paragraphs. To correct this si tua:~on 
th. Committee approved the· su.bsti tution of the word "approval" for the wor 
11 thorization" as it appeared in the second and third sentences of subpara \ 
graph (b) of the ~PR minutes of l7 July l956. AUG 14 1956 

12 0 Case 53-44 - Revisi.on of Part 2, Section XV - Contrac-t Cost Pt'inciples. 
~. Corrirn.ittee considered a report from the Section XV Subcommittee, d2ted \ 
~ ... July 1956, presented in response to a report from the Tax Subcommittee 
dated 21 JUne 1956. ·L'l considering the Section XV Subcommittee's report 
·Hith respect to the three ·questions raised· by the ASPR Committee and the 
Subcoinr.".i ttee .t s suggested treatment thereof 1 the Commit tee disagreed Hi th 
the Subcomm.i ttee t s clarification of the first question and reinstated the 

· previous 1ar.guage 'Wlder subparagraph (l) to read: 

/ 

n • • oan:l which are paid or accrued in accordanca l-:i th" 
·generally accepted accou.ntit¥ ·principles are allo-vrable, 

n 
. 0 ... 

The Committee further revised the t1~o sentences.follow.i.ng (2) (ii) to \ 
read: 

I 
•tReasonable cost of alzy" SlCh action undertaken by the 
contractor at·the direction of the contracting off:icer 
are allowable8 Interest and penalties incurred by a 
contractor by reason of the nonpa)~nt of aqy tax at 
the direction of the contracting officer or by reason 
of the failure of the contracting officer to a$sure 
timely direction after prompt request therefor, are 
also all ov1able • 11 \ 

The Comrr.ittee concurred in the Subcommittee report concerning the other 
questior..s 0 These include retaining the present language of subparagraph 
(2) (ii) 1vi.thout change and the addition of a· proviso provision to sub- · 
paragraph (3) a~ follows: 

I "• • e , provided any interest actually paid or credited 
to a contractor incident to a refund of tax, interest 
and penalty shall be paid or credited tc 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, and penalties." "\ 

/. As rei'ised above the Connni.ttee approved the changes for inclusion in 
/Section xv. AUG 14 1956 · 



3. Case 53-L4 · Section XV - 15-204.2 (bb) .- ,l .ning and Educatior.al Emen5 
A re;:>ort dated ... ~ July 1956 from the S::>ecial Subcor:".nittee established to consid~ 
Ute subject problem was 0iscussed at length. The discus.sion touched upon many 
facets of the problem, such as whether the proposed alloi.vance of training and edu
c~tional expenses was in keeping t-Ji th the National policy or merely a question of 
the "cost of doing b,~siness 11 in the present economy. It ·t-~as !)Ointed out that many 
commercial concerns have established programs for the advaacer.1ent of their engineer
ing and scientific ern::>loyees by support:.ng their education in after-hour classes 
and, to scme extent, even en a full-time basis at graduate schools. It was further 
pointed out that it is the Fresident's poliqy to promote training, particularly 
higher training, starting at the high school level. In addition, the members Here 
advised that the Hoove:' Committee had rec.omwended Governmental sul)port and training 
_to encourage Governmental career employees. To some extent, the Army and Navy art: 
\no1·' using this practice for certain selected employees. 
I . 
! ,. 

The Committee then undertook consideratj,on of the proposed paragraph contained 
in Inclosure 4 of the Subcornruttee report, in conjunction 1-.ri th the other .inclosures. 
Tne paragraph was approved, as modified by the Committee, subject to editing as 
f ollol·TS: 

"15-204.2(bb) - Training ancl Jducational ExDenses 

c. Preryaration and maintenance of a program of instruction 
designed to increase the vocaticnal effectiveness of employees 
include the salaries of the r:lirector of training and staff, train
ing mat~-rials and textbooks, 't·lhen the training :orogram is con
ducted by the contractor; and tuition, fees, training materials, 
and textbooks, Hhen the tr.9ining is of a non-college level in 
insti ·;n tions conoucted by other than the contractor. In both 
instances, ccsts na:'" incluce salaries or v1ages of trainees during 
reg'-.:lar :·~orking ho'J.rs. 

b. ?art-time te~hnical, enginefring and scientific edu
cation at an under-graduate or post-graduate college level 
related to the job requirements of the employee as follows: 

1. Tuition, fees, training materials and textbooks. 

2. Hhere circumstances do not pennit education after 
paid working hours, regular employee compensation 
is also allm·:able for instruction not in. excess of 
a total of 156 hours per year. 

c. Tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection 
with scientific and engineering education of bona fide: employees 
on a full-time basis at a post-graduate college level, related 
to the job requirements of the employee, for a total period npt 
to exceed one school year. In unusual cases where required by 
military technol-ogy; th~ :period ·m11.7 -be futte~ed. 

d. lhe costs: of training and education or other than 
bona fide emplo7ees, including scholarships and fell~ships,' 
are not all01~able." 

\. 
The Cc!n.~2ttee also noted that it ~ay be necessary to include an ai.1propriate 

cr:~s-reference to subparagraT)h (ci) of 15-204.2(bb) in the listing of items of 
una ll O·'able ·c c~ ts. 

·;.. f'J!'ti.1.cr question ~·;as raise0 1·-:ith resnect to the treat!'Tlent of costs 
occc~ionsd :ri.sre contractors estsblishec. schools at their o1m locations on the 
p:r-e"'Jise :.hat. such costs ou:ht to be covered by· the above paregraph. As these 

i 
I 
• i 
! 

• 

cos~:;; 1~c·~1c~ ir:-uolve both f3cilities ar .. dfaculty a~enses, the questi,on of hoH 
s 11ch ·.costs ~-roulc be treated ·'h7as returned to the Subco:rrJnittee to draft appropriate 
cover.~ge :for inclusion in the above paragraph 15-204.2 (bb). Tne Subconunit tee was · 
requested to l1rov.:.de .a report fo:-- consiceration by 7 August 1956. JUL '31 \956 



u. Case 53-44 - Revision of .ASPR 12--202· to Conform to Prn osed ASPR 
1 -20 2 n - ertime 1 Extra-Pay Shift and 
Ihl ti..Shift Work). The Cottunittee considered a report fron~ 

,·the Editing Subcommittee, dated 21 June 19.56, presenting an edited version o:t 
•the subject material. 1he Cormnittee modifieq the second and third sentences 
of subparagraph (b) to read as follows: 

• • • • ·-=·"en cost-type contracts, and to the extent 
required by the contracting officer·on redeter.minable 
and incentive fixed-price contracts, however, an 
authorization from the Government for the ~se of 

. overtime, extra-pay- shifts and mul ti-shi!ts must be 
obtained to sustain the charge of any premium labor 
costs t~ the contract. Such authorization should ~ 
generally be obtained prior to the use of overtime, 
extra ... pay- shifts and multi-shifts." • ·• • • 

In the last sentence or subparagraph (b) the word 11 required11 

was substituted for the word "desiredo" 

In the title of paragraph 12-102 the word UShifts" was 
changed to read "Shift" in the phrase "Extra-Pay Shifts.11 

As modified, the revised paragraph 12-102 was approved for printing 
concurrently-with the printing of Section xv. JUL 17 1956 

4. Ce:oe 53-Lb. - Revision of Section XV - Contract Cost Principles -
·/ Part lo :J.ne coirur~tte-e ·-c·c,-riSlcfered ·a ·z.erjor-t;'datecf-6 Jul:r 

19~<-, from th~ Edit.ing-Sub~urnm..i.ttee presenting an edited version of tJte 
rc:..vib~LC·r .. of Part 1, Sectiun XV. After considerabJ.e di:;c11SR:i.on, in vThich 
several cugg€:sf,:i.ons 1\rere prese:1ted for revision of p~ragraphs 1.5- ·1.01, 
15-102.1 r.nd 15-10~ .2 1 the reJ,:ort 't-ras returned tn the Editing Subcon.uni. ttee 
for redrafting, vti. th the request that a revised report be presented for 
cond.deration by 31 July 19~~. A further suggestion was made that when the 
re·.'i:sed Part 1 was published a change was required in paragraph 15-.502(r:.) to 
~·eplace the c om."lla t-Ji. th a period and delete all ma. terial follo1dng the col'llna • 

. ·The Comr.ii ttee approved the recommendation. .JUl 2 4. \'?.~ 

1. I'l:le ninutes of the 7/24/56 meeting were et.pproved 'lr~i th the follouing nLOdi fic~ti0n: 

· Item 4. Case 53-LL. - Revis ion of Section i':V ..... Contract Cost Principles 
PBrt~-r.-- -· . ... .. :· . ---- -----

'I'!-:.e c?.se nmnber Has revised to read 56'-29, and the second sente;nce 1..ras re
vised to rec?d: "After considerable discussion,. in vJhich several sug-
~es ti ·:)ns ~-re:re presentea for rev is ion of paragraphs 1.5-101, 15-102.1 and 
):S-102.2, the J.."'eport Has retnrned to the Air Force member of the Editing 
S-l~·c-o:-:~"::itt.ee for redrafting, with the request th£t·-·arevised report be 
::;rc:~entec fer consiceration by .31 July 1956. JUL 311956 

_/-



1 7. Case 53-44 - · ~sion· of Part 2, Section XV. · ·eport dated 21 June 19.56 
I frm the Tax Subcv.utni.ttee, recommending· certain cheu:.&ges in proposed paragraph ~ 
! l$-204~~(y) ·or. the latkst d~att ·or.~Part. 2; Section ·xv~ 1,1as-discussed. -~t~·~a:· 
\determined that the paragraph ehould not :ulClude a re!·erence te 11 taxes ~ " 

govermrents11 since the award or cost-reimbursement type contracts by 1 c pro~ 
· ~ur.ing activities· to foreign contractors occUITed so infrequently that this 
~tter should be cove+ed en a case-by-case basis When awards are made te foreign 
opntractors. In the revised draft o:f the paragraph submitted by the Tax Su]?-~ 
~brmnittee in subJ;~~~iP.:_~ ... Q.J -~~~ q~~-s~ion was rais~~ as t~ .. wheth;r defense w~. d 
reimburse.~~~~.-~- '!IM~~ ~~{a) ~)the ques· .• 

·was rais~-~--~~~~~~~4z~.-..'"~tef~!'IIPtCUl-~~ (3) it wa.~ 
. §ated-tha.t--ttm··l·ot-=-~ll'il5Ul4'1Se ..a- "6i''ftBf"tt~~~- r ~e entire 

eport was r~~eA~-~ ~ ~~~~~jfi1)\10ecailtte•)f'Gr:-~ri1 in , 
oordination With -the "'fax·Sut>"c-dnmiit~;"'f..r·~ss~, "'ibl(!""'!Jhe~~st made 
_hat a report ~e submitted v1ithin 30 dayse. JUL 3 1956 

$ N. 0 

\ 
13,. Case 53-44 -Revision of" ASPR 12-202 to Conform to Proposed .ASFR 15-204.' (n) 

' - Overtime, Extra~ Shift and Mllti..Shift Work • Ar.. 
Edliting Subccmnit~·~ort-.sia:~··?1. ~e .. l..95().~bm.i.1;,1;.ed ap e<:Uted versior. of 
a ~evi.sed AS FR paragraph 12-f~ • ., ~--.AS~'-~ 9;Ueu1S.eed · the details of 

.j' tlifs !.lrift ~n(r Jiade ~He ~m-cnw~ ~i:8·~-~~!»~---~ ... ~~ie.~ ~(-~~Agraph 
~-)~ ~~ _A~!·r ., ~-.,·~~~ ~·: ·J·~::·.~:·:b::~~:=j~-~..:;~.::~~:,~.A \:~.~ ·~.:~ .. '(~:: :~ ~·1~~:. • ;,. ~ ~-~· .. ;. .:\· .4 ~· \ 

r 

. a~~· In ~er.3 ~t w~: ;~u~-~~s~;~· th~t -;~r~--~e =~~e~ afte~ the wo~d ~· '~- ~- . 
, ttcontraetor,n the follo'Wing: 
! . 
• n, and the contractor shall·not be entitled to 

a price adjustment therefor, 11 J 

b. In subparagraph (ii) discussicn concerned having the 
subparagraph commence nTo the extent required by the 
eontractn; and 

c. Having the third from the last sentence reads 

11Sueh authorization shall generally be obtained . 
prior to the use of overtime, extra-~ay shifts, and 
mul ti-shi.ft s. n 

I~ may also be necessary to delete the 11 s 11 from the phrase 11 extra-pay shifts" 
·wherever it appears in the entire clause. 

~ The C ornthittee ·nembers desired to look into this matter further and, 

\ 

"---. 

I 



u. Case c-"'~44 - ~:1-~l.P!! _oUection Yz_V JarJ ~.? 'l'he Chairman anncr~ced 
V that the .~erial. Secretaries Co\U~i1 had de, ..led that the subject o19 

\profit sharing, contributions and donations, and gene~al research costs 
\would receive the same trea'bn:ent under. the revised Part 2 as in the ·~ 
existing Section XV • It l~as determined· that the·re l-7as no objection to 
us.ing the revised language concerning general research costs developed 
Qy. the. Editing Subcommittee; however, 'tdtb respect to the negotiaticn· 
~.rJ.tena set forth in .the edited version under general research costs, ' 
l.t was ~greed ~hat they would not appear in Part 2 but would be placed 
appropn.ately l.n Part l of Section xv. . ~.Fr. 1: E~--~;. 

9~~ ase 53-44 - Revi si.on. of Section XV,. Part 1~ The C~ttee considered I 
·a morandwn from the ChaJ.rman recommendJ.ng that when Section XV1 Part 21 
i /revised that certain changes, as set forth, be made simultaneously in 
Part 10 It was determined that these recommendations be referred to the 
Editing Subcommittee with the further request that the Editing Subcommittee 
review the suggested·placement of proposed paragraph 15-103. With respect 
to this latter point, it was agreed that the Committee had previously· 
dire~ted the placing of this material in Part 1, but in reconsidering, t' 
;;Ztio:l was presented as· to whether it should not more properly be plac . 
~P~rt 5c The Editing Subcommittee was requested to report within two 
'!r7eekso M~Y 1 1956 

., 
l;t'. Case S3-4L - Revision of Part 2, Section XV - ?o?tract, Cost. ' \ 
j Principles. A report from the Edit~g Su~commJ.ttee, 

. aated 26 April 19561 containing a final ~eli ted draft of subject l:as · 
distributed to the Dlellbers. In addition, a revised draft or a document 
containi.llg the major unresolved issiles with industry were al.so. made 

,.'"-;... -~ · ·· .%)_.."- '-_-..·,&.1-.. .:..t-·--:t -will ba -attached to available t,c ~~~~~ llaiUUers •.. »u"'" ·"9-L_.JARJse ;:\AN~. s .. . .. '<(. . 

agema 4.·tem £t:Jr .the Material. Secratar.Les COUQOU in. ~ ·very .Dear \ 
ture and the members were requested to give their concurrence to the 

. accument s to the Chairman by 4 1'ay 1956. ~,. !:.·,:· 1 ., ~, ~;: 

12. else 5.3-44 - Revision of ASFR 12-202 to Conform tG Proposed ASFR \ 
/ lS-204. 2 (n) (Overtime, ~tra-Pay Shift and Multi-Shift . 

· Work) 0 A revision of the subject paragraph, developed · 
by the Star£ to conform with the proposed Section XV treatment of over~m~ 
extra-pay Shift and multi~shift work, was considered by the members and 
re.f~red to the Editing Subcommittee for editing. The Editing Subcommittee 
w_,e r~quested to present a report for consideration by 29 May 1956. ~~\ 8 1S5S 

~./case 53:-44 - Revision of Part 2: Section xv. A representative of ~, 
lax Subcomnu.ttee reported that the Subcommittee· had noted several areas \ 
not explicitl~ c?vered b~ paragraph l5-204.2(y), entitled "Taxes

1
11 l'mich 

co~ result l.ll l.s~ues ln. th contractors. In view of the current statu~! 
Se?t ·on T'l~ the Committee requested the Tax Subcommittee to ·present th 
wr ~en comments in order that .these potential deficiencies could be 
co~ s:Ldered. JUt' 5 1956 · . . . 
12,1 Case 56-29 .:.. Revision of Section XV, Part ~:" _:_ - . 
I Case $3-44 - Revision or AS.FR 12-202 to· Conform to Pr~posed ~ 

. . ~FR.l5-~o4.2(n) (Overtime, EXtra::Pay Shift and 
· 1i1l tJ.-Shi.ft ~lork) • .. The· Chairman raised the question o 

repo~s would be received from the. Editing Subcommittee with respect 
he_~Ject prob~e~s. The Nav.y legal member advised that a report~ 

he Editing Subcamm1t~ee on the two subject problems would be presented 
t-ti. thin one week. JUN ~ .1956 · . 

1~ . ~ ~l'nltes of the 6/S/S6 meeting 1rrere a~proved with the f 11 · 
JDbdi.f'l.Cation: - 0 OWJ.7 I . . . . 

Item S. Case 53-:-44 - Revision of Part 2 Section A."V The last 
sentence was reVJ..sed to adcl the words nttir subsequent revision 
of Section xv.u JtJN 12 1956· . 
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Part 5 -Subjects Af:fecting Cost Which May 'P~quire Special Consideratj.c 

nPart J - Subjects Affecting Cost Which ~ Require Special 
Considerationo 

15-500 Scope of Part. This Part enumerates certain subjects 
affecting cost which may require special. consideration in 
connection with the negotiation or performance of cost
reimbursement typ~ contracts· and which are not specifically 
covered in Part 3,. or Part 4, of this secti.ono . 

15-501 Consideration Required. It is important that 
Contracting Ufficers ~~d their negotiators consider the 
subjects enumerated in paragraph 15-5021 and any other 
subjects not precluded by the provisions of Part 3, o~ 
Part 4 of this section (whichever part is applicable), 
for the pu!'pose of (i) determining ";hich subjects if any 
should be expressly provided for in a particular cost
reimbursement type contract, and (ii) incorporating 
appropriate clauses in the contract. Action taken with 
respect to any such subjects shall be reflected either 
in the contract or in the record of contract negotiations('ln 

Part 6 - Cost Interpretations. 

11 Part 6 - Cost Interpretations 
Delete balance of this. Part and substitute therefor 
the 1r1ord IRESERVED•.n 

Part 7 -Facilities Contracts. 

"15-700 Scope of Part. This Part sets forth pr:i.nciples and 
standards for t..""le determination and allo't-1a.l1Ce of costs in 
connection ldth aoat-reimbursemelit_type contracts ·am cost
reimbursemen·t type .sU,bcontracts therellllder ·for the ·acquisi t:i.nn 
of industrial ~facilities ":to wf~ch~·ihe·~ov~'rtiment·-:iak~~ 
title under the contract. This Part also applies to 
·clauses in ai\V other cost-reimbursement type contracts 
or co~t··reimbursement. type subcontracts thereun:ier, wi'..ich 
clauses provide for the acq,.ri.sitioll of industrial facili
ties to vrhich the Govemmen t takes ti Ue. · 

15-701 APplicabilityo Pending publication of the principles 
and standards to be incorporated in this Part, Parts 21 31 or 
4 shall be used to the extent appropriate in accordance with 
Departmental procedureso" 

..,. 

. The Com.l71.ittee uas further ativisei that a chaJ'€e similar to the ~hange '' 
made i!l Part 4 (15··h03 (q)) would al~o ha·ve to be made in Part 31 15-304 (g)~ 
The Committee concurred in such a change0 . 

~: Subsequent to the meeting the following change was received 
from the Fdi ting Subcommittee for Part ). - Research Contracts w.i.th Honproflt 
L1sti tutions: 

"15-304 Ex:ai!'lpJ.es c-f Items of Allmvable Costso o • 0 

(g) ~i0n plans in accordance l-ri til the principles· and 
standards set !orth in ASPR 15-204o2(q) and ~roup healths 
accident and li.fe insurapce plans (but see paragraph ~5-30S(k) )o" 

I . 

Action to develop a clean draft of Part 2, incorporating the changes 
a:.?roved to date, was deferred \intil after the }lla-'~erial Secretaries consider 
the existing three issues. APR l O 195E 



1$-204.2 ( - (l) Insurance and Indemnific~ ~n. {Page 9). This 
subpa ... _graph· was revised to reaa a,s follows: 

"15-204'!»2 (j) Insurance and Indemnifieationo 
(1) Ir..surance includes (i) those types of insurance 

which the contractor is required to carry under the terms 
of the contract, or by specilic instruction of an authorized 
representative of the Government, and (ii) any other insurance 
for which the contractor seeks reimbursement under the con
tracte Indemnification includes securing the contractor 
against, liabilities. to third persons not compensated by 
in5urance or otherwise." 

1$-204?2 (n) (1) and (6) ·Material Costs. Pages 11 and l2)o Were 
revised to read: · 

nl5-2o4.2 (n) Haterial Costs. 
(1) Costs of direct and indirect material, and 

collateral i terns such as inbound transportation and .. 
intransit insurance, are allo't-1able, subject, however, 
to ( 2) through ( 6) below. In computing costs of 
material; consideration vr.ill be given to rearonable 
overruns, spoilaga, and defective work (for correction 
of defective _work, see the provisions of the contract 
relating to inspection and to correction of defective 
-vrork). 

* * ·:Eo * -;(- * * 
(6) Costs of material· or services sold or transferred 

bet-v1een· plants, divisions, or organizations, under common 
control, shall be allo~Jable only to the· extent of the 
cost to the transferor, or the prices of other suppliers 
for the same or substantially similar items, whichever is 
lq-.rer, unless factors other than price warrant allowance ,. 
on the basis of the c·ost to the transferor,; provided that, 
in the case o:f any item regularly manufactured and sold by 
~~y such transferor through co~~ercial channels1 a departure 
from this cost basis is permissible if the charge to the 
.contract does not exceed (i) the transferor's sales price 
to its most favored customer for the same item in like 
quantity, or (ii) the prices of oth~r suppliers for the 
same ()r substantially' -.a1milar -1~1--1dtlche~r :Ls.. ~ 
lower., unless factors ·otber'"tlmli fidce ~ illOWance 

·on ·the basi$ ot .the transt'er.or'• :sales price--to its most 
faVOI'Ied custaDer.• . - ~-·· .-- ..... ~~ ~ . r•:'!.. .. ·-. : .·-: 

The Colll"'nittee further considered proposed revisions of existing Part~ 
tDf Section XV, together with a new proposed Part'7 covering Facilities 
Contracts, presented~ the Editing Subcommittee1 the revisions t~ be 
issued simultaneously with the issuance of the rev.i.sed Part 2. The Com
mi ttee approved. the following revisions: 

Part 4 - Construction Contracts. 

"15-403· Ex~les of Items of Allowable Costs~ • • o • • • 
(q) Pension plans in accordance 't·ti.th the principles and · 
standards set forth in ASPR 1.5-204.2 (q) and group health, 

. accident and life insurance plans (but see paragraph 
15-.:404 (b), (d), :;uld_ (m) )." 

• • 

·1 



· contractor·' s products, or othc.. relevant 
ci rcurnstance s. · 

Individual. categories of ·indirect cost are discussed in 
ASFR lS-203~t2 through 15-203.5.11 

l$-200. The Committee· approved a revision of the TITLE and the 
"Scope of Part11 as quoted below: 

nPart 2- SupplY, Service, ·and Research· and Development 
Contracts, with Commercial Organizations 

15-200 . Scope of Part~ This Part sets forth principles and 
standards for .the determination am allot-ranee of costs in 
connecta.on with cost-reimbursement type contracts and cost
reimbursement ~ subcontracts thereunder for procurement 
of supplies, services, and research and development work, 
~nth contractors or subcontractors other than such contracts 
cmd subcontracts to which Parts 31 41 or 7 apply • 11 

15-204.2 (f) (2) Depreciation. {Page 7). This subparagraph was 
revised to read as quoted belo'tv: 

(2) Depreciation on·a contractor's plant, equipment, and 
other capital facilities is an allowable element of con
tract cost; provided that the amount ther~of 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 
org~~zations been subject to the payment 
~f income tax; and in either case 

(iii)· by the consistent application to the assets 
concerned of ~ generally accepted accounting 
method1 including those recognized by Section 
167 of the Internal Revenue Code of 1954. 

Depreciation should usually be allocated to the contract and . 
other tr1ork as an indirect cost. The· amount of depreciation 
allowed in any accounting period mq, consistent 't·Ji th the 
basic objectives set forth in (1) above, vary w.ith volwne 
of production or use of multi-shift operations." 

The Air Force w:ithdrevl its former request for consideration 
of additiooal~·:~e"to b.e .added ·to abparagrapb (iii) 
which wmld, .in atfect, haY& proVided that ·the depreciation 
all~wabh ~~·. ·• .. QMtract' 1JIWDlil .DDt' emeect· illi;• &pNCia~on 
authorized under the Internal. Revenue CDd..-~·thle iletioll~was 
taken on the prcr.d.se that· the disadvantages or holding con-
tract files open for an indeterminate period of time until \ ;ry 

'final determinations of depreciation had ~een made by tax cf)~"< { ~" 
authorities or by the Courts outweighed the advantages ~(&,~ <1 ~~. 
souiht by the additional lat".guageo ' 



4. Case .53-44 - Revision of Sec ti.on 'X:/ • Consideration of the special areas 
subject to 1 ;_sion or review at the Special H i.ng held 4/6/56 was under- ' 

rtaken in the .ollowing order: \ 

1.5-2040 2 (p) Patents. (Page l2)o The last line of. the edited draft, 
dated 29 ~i~ch 1956., ·t-ras revised to delete the Herds 11 by the 
Government" ·and substitute therefor the t..rords 11 vJhere title is 
conveyed to the Government.n 

15-204.2 (o) Overtime. (Page 12)o The members were advised that the 
OASD (I~P) had no objections to revising ASFR paragraph 12-102 to 
be consistent wi. th · this paragrapho . Accordingly, the Staff w.ill 
prepa.r~ a re~s;i.on of_~-J.Q2 !or c~dera~on. ... :·. 

~t~~-·- ,_ ·~·:: r; ;'~- .~ ::-~- -:~ :-.-::.:._. ~~ .· -~---~---~~~~~~-~~;:;~~~;· ·- .: 
l5-203.S General and Acbrdnistrative Costs. (Pages b and 5). fhis 

-~rslii J!!Biria8d i,o ~28 'ijlOilln~ -·~-;::~· .. ·_. -.. -:: 
.. ~ · .. - . . -

11 lS-203o5 General and Administrative Costs. General and 
administrative costs consist of items Of cost attributable 
to the overall management., supervision1 and conduct of the 
business. Such costs shall be allocated to all work of 
the contractor, usirig aqr recognized method of allocation 
if equitable results are thereby obtainedo Allocation of 
general and administrative costs on a total cost incurred 
basis (exclusive of general and adr.linistrative costs) is 
a method vmich generally produces equitable results. Other 
methods acceptable where the circumstances are appropriate 
include allocation on the basis or: 

(i) processing costs (direct labor1 factor.r 
overhead_, and other factozy production 
costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus 
direct material); 

(iii) cost of goods completedJ 

(iv) cost of salesJ and 

(v) sales (where no more satisfactory method 
is available). 11 

15-203ol (b) General. (Page 3). This subparagraph v1as revised 
to read as follows: 

nlS'-203.1 (b) The method of allocation of indirect costs 
must be based on the particular circumstances involved. 
The objective should be the selection of a method which 
will distribute the iniirect costs in an equitable manner. 
The method used in connection with Government contracts 
shall1 in order to be acceptable, conform with generally 
accepted accounting practices_, p~ov.ide uniformit,y of 
treatment for like cost elements, be applied consistently 1 
and produce equitable results. A previously acceptable 
method Shall be subject to reconsideration when: 

(i) Arty substantial difference occurs between 
the cost patterns of v1ork under the contract 
and other v.'Ork of the contractor; or 

(ii) Any significant" change occurs in the nature · 
of the business, the extent of snbcontracting1 
fixed asset· improvement programs I the 
inventories_, the volume of sales., the volume 
of production, manufacturing processes., the 



i' 

Page 21.. 15-204.2 (aa) (l)o The third word reading "contractor I s11 

was deletedo 

15-204~2 (bb) e This paragraph was reserved0 A Special 
Subcommittee was astabliEhed to consider this problem 
as a special case, presenting a revised coverage on the 
subject of training costso In tald.ng this action the 
Special Subcommittee was requested to give consideration 
to inclusion of a reference on page 26 when their efforts 
are completedc The Subcommittee was further requested to ~ 
coordinate their efforts with the OOD Office of Hanpower 
Supply. Members designated to the Subcommittee were: 

A~ - To be designated 

Navy - Hr. A. C. Sawallisch, OIJI1 (Chairman) 
Nr. James Ruttenberg, OCN 

.PF · .. Nr • P. M. Sou th~1ell, AFMPP 
Mr. \·J. L. Latta, AFAUD 

The Subcommittee was requested to present a report for 
consideration.by 7 May 1956. 

Page 22 0 Approved. 

F'age 23. Approved. 

Page 2L~ 15-204o3 (i). The Committee deleted the reference in 
parentheses'at the end of this paragraph. In taking 
this· action, there was general agreement to specifying 
the period and amount in part 1 uhen ret-rritten, ··.-lith 
an appropriate cross-reference. 

Page 250 Approvedo 

·Page 260 15-204.3 (2) (xi). The words "special tooling costs" 
were deleted and the word "taxes" substituted thereforo 

15-204.2 (2) (xii), Training Costs, was deleted in its 
entirety. 

15-204.2 (2) (xiii), Travel Costs1 was renumbered to 
(xii)e · 

The Navy legal meml)er .. ~~,.the CCJIIIJlittee' s attention to the Editing 
Subconur.ittee 1s report or 27 FebniSrr ~S6, 1.l~ :~~;raph h or which tJle \,e 

Subcornmitte~ covered the subject or side agreementso ~tis understood 
that this matter had been the subject of discussion by the Procurement 
Secretaries in the spring of 1955o 

: \vith the above action, further consideration of this subject was 
deferred until the next meeting to be held 4/l0/56. 
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~ .... revised the paragraph was refe1.ed to the Editizg 
Subcommittee, with the request that the edited 
lar.guage be presented by the next regular meeting 
(10 April 1956)o 

15-204o2 (n) (6). The semicolon follow~ the phrase 
''whichever is lower" was changed to a comma and the 
follm-dng language added: 

"unless factors. other· than_ price warrant allouanc·e 
on the bas:i:-s. of the cost to the transferorj 11 o 

Page 12a 15-204o2 (n) (6)& The v1ord "either' appearing before 
(i) was deleted. The period at the end of the paragraph 
was charged to a comma and the following language was 
added: 

n,.nnchever is lm1er1 unless factors other than 
price warrant allo't-Janee on the basis of the cost 
to the transf'eroro" · 

15-204o2 (n)e The Staff liill undertake action to 
dete:-rnine ~!hether a revi. sion to paragraph 12-102 
may be n~~cL ... in order that paragraph 12-102 be 
consi~ter..t vr.i. th this paragraph. 

15-204o2 (p) 0 The Staff was requested to clear· the 
need 'tvith the Patents Advisor of. the inclusion of the 
vrords u or on behalf oi' 11 in the last line0 

Page 13. Approvedo 

Page 14. 15-204o2 (q) (3). (iv). The Committee agreed to the 
·inclusion of a note in the Ninutes that under this 
paragraph the parties can agree to (A) or (B) for the 
individual periods under the contracto 

15-204o2 (q) (3) (iv) (A). The second word 11 all" was 
deletedo 

Page 1.5o 15-204~2 (q) (3) (iv) (B) (n). The words "or gains" 
l-Tere inserted after the \vord ncredi ts" in the sixth 
from the last ·1ine0 

Page 16o Apprqvede 

Page 17. l$-204c2 (u). ·The words "such factors as" were 
inserted bet"t-Teen the words 11 of" and n then in the 
second linee 

. - ....... - . - - -· . • 



Page 4o Po~ete a comma in paragraph 15-203.~~ 

Paragraph 15-203.5. The Air Force member reco~nended 
that e~er,ything after the first two sentences of this 
paragraph be deleted. After considerable discussion 
t:Us recoilmlenda~on. was rejectedo Ho~vever, subparagraph 
(l.) v1as deleted J.n l.ts entiretyo Subparagraph (ii) uas 
r~erred to the Audit members of the Section XV Subcom
InJ. t tee for c1arific a tion, l.Ji. th the request that the 
revised language be presented for consideration at 
the next regu.lar meeting (10 April 1956) 0 Final 
decision -wi.ll be made on this paragraph after · 
revised (ii) is reviewed. 

P!!j:e s;'• ~~~~ _;t·;~~~s~ 10~~;·,~::~?~}~i: 1'::: .. ::=_~'.'. '·, 
Page 6~ :!pPl'O'Ved1 rreseMing ~paragraphs- ~dr aid -{e) ·c,r 

15-204o2o 

·Page 7 a 15-204o2 (!) (2) (i) (ii) (iii)o 'lhese subparagraphs 
were revised to read as follows: 

11 (i) is computed upon the property cost basis 
used by the contractor for Federal income tax 
purposes (See Section 167 of the Internal Rev~~ue 
Code of 1954); or 

(ii)_in the case of nonprofit or tax exempt 
organizations, upon a cost basis which could 
have been used qy the contractor for Federal 
income tax purposes had such organizations · 
been subject to the payment of income taxes, and 

(iii) is computed by the consistent application 
to the assets concerned of any generally accepted 
accounting method, including those recognized by 
Section 167'of the Internal Revenue Code of 1954. 
In no event, hotrrever, shall a greater amount for 
deprecia ti.on be allm-red than is autho:::-ized by the 
Interna]_ Revenue Codeou 

The Navy member objected to the addition of the 
underscored language· pending further studyo 

As revised, this paragraph was referred to the Editing 
S~camr.~ttee for editing, with the request that the 
edited paragraph be presented for consideration by 
the next regular meeting (10 April 1956)o 

Page B. Approvecr. 

Page 9o ~Jas a~Jproved, subject to further editing of the last 
sentence-of paragraph 15-204o2 (j) (1) 1 w.hich was 
referred to the Editing Subcomnlittee Hith the request 
that the edited language be presented by the next 
regular meeting (10 April 1956 )o 

Page 10. Approved, subject to.the deletion of a comna in 
15-204.2 (k) (1) (2 ). . 

Page n. 15-204.2 (n) (1) •. This subparagraph Has modified to 
add the following uords in parentheses: 

"(for correction or defective work see the 
clause of the contract relating to 'Inspection 
and Correction of Defective vJork' )." APR 6 195~ 



I 10. Case S~.- Revision. ot Section XV. Copies o! two reports tram th~ 
. Edit.ing Subcommittee dated 2 April 1956, with respect to the subject . 
{ revisfon, -r~ distribUted to the members. the brief' discussion that 

followed tue distribution ot the reports, the meiibers agreed that the 
followirlg documents, in adal ti.on to tile two mentioned above, would be 
helptuJ. 1n the consi.derat1on of this problem at the special meeting to be 
held Frid.q J 6 April 1956, .·~t 1000 hours, in room 2~-243, the Pen'4gon1 

Report dated 27 Februar.119S6 frOm. the Editing Subcommittee 
Report dated 9 Harch 19.56 from the Editi~ Subco:Dmittee , 
Report dated 29 Harch 1956 from the Zditing Sub~ommittee l 

Repo~ dated l liovember l95S from the .Se9tion XV Subcamni ttet 
! It was agreed that con sf. deration of the ·reVised Section XV would be . on the 
merits of the edited draft dated 29 1-iarch l9S6. 

· · In addition to the above, the Committee was in receipt o:f a separa\e 
report dated 3 April 19S6·rrom the S6ction XV Subcommittee concerning t.t.e 

. subject o:f profit sharing, contributions and d~nations, and gen:r~ resfja~· 
~ costs. It was determined that .these three subJects uould not be consi.dJsr, 

gt· the -meeting on Friday. APR 3. 19hf · · · 

1. Case 53-44 -Revision of Section XV. Representatives of the Section i01 r 

Subcomrrdttee attended the meeting for discussion of the edited draft of 
Sec"'vion ~ dated 29 Harch 1956. Prior to considering the draft there Has 
general agreement that no further editing would be undertaken other than 
those paragraphs specific~y designated ~·the Committee. Consideration 
'tvas then unde.rtaken on a page by page basisJ as follolvs: 

~/ 

,. Page lo 
/ 

Page 2. 
/ 

/ 
// Page 3. 

Paragraph l$-200 •. - %he ~·and Air Force members 
questioned the inclusion of the phrase 0 commercial 
type accounting ~stemsn ~thout providing a 
definition for the phraseo After considerable 
discussion the Committee agreed to omit the 
phrase and to redraft the paragraph to provide 
that: 

a" This part 2 applies uhere ·parts 3 and 
4 do not apply, · 

b. The last sentence covering facilities 
should cover the followi.ng concept: 

\) 

"It also does not apply to clauses 
in supply or service contracts 
whiqh prov.ide.for the acquisition 
of industrial facilities by the 
contractor·for the acc~t of the 
Government," and 

c. On the subject of facilities, establish 
a separate part stating that pend..ir.g the 
development of this ne'tv part, part 2 
would be used to the ex~ent appropriate. 

~Ji th this action, paragraph 15-200 was referred to 
the Editing Subcommittee for editing, with a request 
that the edited paragraph be presented for considera
tion at the next regular meeting to be held 10 April 
19560 The remainder of page l was approved as writ teno 

~cc 
Approvede ~- ':q 

X, ~< ~ 
Approved (other than· the deletion of a comma in 9..<:<::- CJ~I(,+ f6~ 
paragraph 15-203.2 ). ~ ~~~ 



ELiting 
'I 

5;6-4L 
R.=.\'i.sion of Section rv, 
C~ntract Cost Principles . "n~S 

The members were advised 
a report on this pro'JleiJ\. 
"7ould be ·pre~ented by \ 

1 ~~~ 0 1 l;J. l4 February 1956o 

~ 
~""-44 _Revision :of Section. xV,- .. Contract Cos:f.; -Pr.in:iples~ .. · .. A rero~r 

~e Cas~·~~ . ~ . ·.. Subcommittee· poin~ up ce_rtalll areas ·requ~ri 
r ~ Cna1..rm~"'l o~ ~e ~ ~. . · ·. ·t· ·d . ...:-~ A~rther· consideration· deferre · · edi was no e. ~·~ ... .,.. . . . . es?lu~~n r!~o~!~~ In ~terl,in :tb& E'.diti~ $ubcol!llllittee ttas requ!!:;t . 
un~1 ·t ·th. the Sec.tion XV. Subc_o_·~tt~~ -~ ~ e!I:t?r~·to·re~olve as many of:.·.; 
~0 ~lll:e~:o. a.e posdble and to r.eport · ~~- th~ir a~c~plls~~~s at· ~~e :6 .March ·. ·. 
l 6 ·~eetingc:. fEP :{. ·E~- ;~.:.6 · ... · .·. :. · .. _ .· _· · · ·· ·· __ _ 

- ·... ..~- ...... _._a ..... ., __ ... . - .._. - ~ - - •• 
... 

l2,~ Case 53p-Lh - ~vision or Secti~XV- Contr~.ct Cost P·rinciples<=' The 
C~:~ai::.'"ll'lan advised the members that the Editing Su'ucornmittee 't·7as still studyi:lg 
t.the pro'oleza which had arisen with respect to 11 Pension ?lans" and t.~at it uas 
contienlplated a report would. be presented in the near futureQ \fuen the rep6~t 
is recei ";ed the members l'J:i.ll be contacted to determine the need or a. special 
mf,-eting to consider the problemo ~~- :.:. !.. 1S.~-.~: 

11. Case 53-44 - Revision of Section XV - Part 2. The Chairman of 
the Editing Subco~r.~ttee advised the·members of the progress to date 
,_:>f the joint efforts of the Editing Subcor.unit tee and the Section XV 
~~ubcon.TJittee in completing the editing of Part 2 of Section X. In 
idn,1 of the Comi ttee t s action .it was deternuned that no special 
r.c=E:ting would be helc! ·Friday,23 March 1956, to consider this problem 
but that the report, if available, would be considered at the next 
r~;:J.12.r !:'leeting. ti;.:-.;;: 2 0 1956 

. The ~~my mc."'!':ber expressed an inability to ascertain what the 
phr2s·::: "Corrncrcial Type .i~ccounting S;,rstems11 enco1:1passed. In this 
c-':inr:e::ction he wished it made a.·matter of record that if the section 
is t.) b~ n~.~ningful a definition of this phra.se should be included. 

13. C:.:·.sc !)3-44 - Revision of Section XV·, Pc.rt. 2. ThE: .c~nirmnn ~f thE: E~i tine 
Svbco~:1ittee advis0 d thc.t revised copies of thls pr.rt JOJ..ntly be~ng cons~der0d 
by tl\(;; s 0 ction x:v Subcom:nitt(;c e..rrl the; Eclitin£::~ Subco::r.littGD would be nv2.~lr~le 
l::y Fl'id~y, 30 Hr.rch 1956. In this cor:~cction, the Chc-.irmC'..D express a~ ~ des.J.re 
thc:·t the revised report could bt;; co~1a0red r:!t tJK .. noxt regulc.r mcetJ.nt. to be 

held 3 .Lpril 1956. 

. Profit ShCl.rinG, 
Cont~ibution and Donntion, and 
Gen~rc.l Rese;c?.rch MAR r;. 7 ·:~·:_,~·) 

"t-:cre to be ~ccorded thc;; s~ .. m8 tree.tmcnt no1'17 provided in the ~~;ent Section XV • 

/ 



i. Case 53-44 - Revision or Part' 2 I Section Xt_! •. A ~taf'f p~oposa!: p:esenting· \ 
revision of par~€ '1h 15-204.15, Insurance and Indv· ".ifioati .. ~n,·.1V&S'CQn• 

idered,. approveCi 8l. ~er minor modification and refer. ... t.o _.the Editing· Sub-
committee as shown bet~s · · .:· : .. · .. · : · · 

, 
\ 

t ,. 

"15-204o 15 D~STJRA!JCE AI~D INDEbl~IFICAT.!Ol~. ·, 
. ,. 

a. Ineluded under this item are :(1) ·those ·types ·ot in
surance which the·eontractor is required to carry under the terms or the 
contract, or by specific instruction of the oontractin~officer·or his 
authorized represent!j.tive (see ASPR 10-501 for kinds or insurance ordi
narily required), · (2.) er:y other insure...'t'lce for v1hich the contractor 
seeks reimbursement .. ll!lder. ·the contract, and (3) liabilities to third 
persons not oompensa.ted.by.insurance or otherrrise. 

b. The contractor shall be retmbursed for (1) insUrance 
required to be submitte·d for. appro:ve.l or requireci to be procured and 
maintained· pursuant to ASP~ 7!"203 •. 22. and (2) other ·insurance maintained 
bJ the contractor in connection with the perfor.•na.nce. of t~s ·oontract 
if the t:J~pes. and extent of Qoverase are in accord with sound business 
practice 9.!ld the rP.tes ar.~ reasonable under 'the o~rcumstanoes, "subject 
to the following limitation$ or restrictions' 

(1) Costs allowed tor use and occupancy insurance 
Will 'be limited so as to exclude covera.ge .. . pt prof'i t, 
interest, ,fedet-al inooll:lS taxes, an·ci.-any <lther items 
of e:x:pense unallowable· UJ:l<:ler .. this part.. .. 

. ·. 

· · · · (il) · Costs of .insurance ,or any ·reserve covering the 
risk of loss of.-or.. daine.ge to GOvermnent-ov~e.d .property· 
are not al1owa,ble except to- the. Nten.t ~at· .th~!,. .GOvenl
·~ent may have· approv~d ~r ~equired such insuranoe·or 
r~serve. 

(111)' ·Cost of .a. reserve .tor a n-lt inauranoe program· 
'are .. all.O..Vable ·~prOVided the. pr'ogram "has 'been approved ·.bY- .. 
the Military De.partment o-onoe-rnedo ... .: · · .. : :·· ·. - . · 

1 

1 

~ 

i , I 

(iv). Co~~.s of., .. :insurap.9.B :6~~·the·;·iive·a ·of.bf.fl.cers, 
:P9.rt~~:r..~ .or-'propr~et·(;rs-, are"''not. allowabl~ except· .. ~ · .. · . 
wfiere ·suc1i''.tt\suran~i i·s·. pa-rt of. an ~mployee plan .which . 
is. not, unduly .. ~~.str~9·t~d~~~ · · · 

. . .' . . . .. ~ . . 

c. The oQ1ig~tf~~:·::~~-· the .Go~er~ent.· .to .indemnity the· ·. 
cont~ac~~r will be allewabl.~'.'only to ~e extent' expressly· provided for 

·l 
in t);le · con.tr.~ct .. (For· ~xa.mpl~, .·s~e ASFR··· 7.;·203.22). Exoept· e.s other.vise. · · 
exp:ressly.provided ~the qo~t~.aot, aotual·lossee not reimbursed by 
insu~~-~e .·{through" an., ·.~ppr.oved e~lt ··tns~anoe::p~ogram or·· otherwise), 
are no~ .e.l1.owable. · . . . . . . . 

·, !'. .·, 
In further co~sidering parairaph·i~204.34(b)(i} tb~ Ccmmittee·q~estio~ed 
the advisabili~ of providing fo~ .an allocation of. cost to all ge~eral re
search wc·rk of the contractor it. :the ·concept of. proviqing tor an allowance 
o~the cost is spe9ifioa1ly .. covere.d in :the contract. The C.ommittee .. ~eter• . 
m ed that as l. ong as this conoept ia retained ~o provision. for an a.llo:.. 
e ... ion was required. ·Accordingly, s:ubpara.gra:Ph (A), reading as follows, 
w~ deleted: · . · · · · ·· · . . · .. . 

. . •' . .·...... . ' . : ' .... ' . .. 

"f~~· le .. ~~(Itt e-;;~e.J; s;.~o];. ~~~.· aZ:e5 allQWed, ~key wi~*·· ~~ 
€~~i~a~•Y a*~ee~~e4 •e ~•.w~•~ e~ •se &~~.&~*~~ e~ke• 
~~ · '~' "£R&t~p$ae&~• seMii&~ a:e~ ·,l'@*e.~etl P&aea•e·:h. '' . 

-. 

·1 

'Hi th this a.ctio~ corrected copies of Part 2 of Section XV· viete. dis:tributed 
t the legal members ·for t~eir respeo~ive members of. the Edi tin·g Suboomn~ittee. 
i rder that edi.ting of the draft could be undertaken·. ·rile Editing Sub-
c itt.ee was requested to provide a report for oonsidera'iiiori by 1.3 Janu~y 

________________ 1956_._ _ ___ __l"tC_c___i__r:__~a__r;__~_ - - : . . . . ·.. . . . . . . ... . 
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I 
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I 

li. 

.=· ·.· ... ·.. • .. . ~ ........... •! .. :. . li .,,, .. ... :· •.·:~ ••• •.· .~ .• • ~ - .•• • 

·· ~
1

~~:~:~:~:~:::~::\:ri:~::~:~t}~;:;~y~:e:e-~~rnment -\ 
. . .. oont,ra~ts, an. ·~p·pr·opr~a'f;_e· ~~o.ci,Ji~ra;q~~~ . P,:r9vis:l:on ·may be used . 

· , . to ~r.~ser:Ve. tJ:le Gpve~D.m~tlt ~:a· .. iz?.~~r~.~.~ by ·provid~ng _·tor 
retr~~p~cti ve &.~_counting' 'and. any 'necessary a.djustin.ent to the 
pen:sit>n plm;:l cost .ina\lrred ~der.the contract." 

Yi.th-thi~ _modHica~:iPn_:~~--~:~~~~~h,:~~-:~~~o~~~ _ _ 1 
.).5~2o~.~ Contrib~t~ons and. QpP,a:t;;to;1s~:·h·p~pies·-or· the Air Foro·e· 
·minoritY ·posit ion {vith respe'ot .. to· ~i~:~· p_at:"agraph; ~hich was isolated 
as an issue .at the ll/2.~/55 .mee.ting~. wer'e distribut~·d -to the members· 
f~_:. p~~~~nt~-~io.n ~? t~ ·~~1at.~-ri~~ ~~~~.t_art.~-~~. ~d--~~e ~ssistant Secre-t 
ttl'TY ot'_ Defens~ .. ~S&L,) as an ·i&su&e-,··-· . . . · · 1 . . .. ·.. . . . . . . . . : . : .... ~-: .... : < > ~ . . : ., ; .. ·· : ·.; :~· ·. >: .... ·.·. .. . . . . . .. . . . t 
As modifie.d· by the. ASPR Co~ttG'e· :.the~· Subo·omnd.tt~e report was referred 

·.to the. ~dit_~n·g Subco~.itt.ee for:·~··di.ting.~; .... ;.·~·~~ ·:~q;:t1:ng ·Sub-committee was · 
requested to provid·~· ·a; r~poM:; for e.on.si~r·ati.on:·'by 10 January 1956. · Tc 1 
facilitate e_di ~ing. ~he S~e.ri',w:~ll' .... P~~vfrle -~~~~-: ~e~~~:e~·~ uf +.h~ R~i ti ng 3ub-
oom;·,1i ttee with a clean draft or the r'ep'ort. · · · · · · C (! "oo::.S · ' . \)t \) , ..... 

2. Ca~ 53-44- Revision of Part 2, Section XV. In-approving the minutes 
of th1 l2/G/55 ·meeting the Air Foroe requested that the last sentence under \\ 
paragraph 15-204.35, Royalties and Other Costa tor Use of Patents, be· revise 

· to e:>..-prsss the oonoept in two ·aentenoes_ !'ather than one. ·Accordingly, this 
sentence v~as rephrased as follows 1 · ·· ·· · · · · 

"Charges for the use of pat·ents ,. where the Govenunent has 
a..lioense or the ri&1t to tree use of the pate~t are un
allowable. Charges for the u~e ·o.f' Patent's where a patent 
h~s been adjudicated to be invalid are unallowable unless • 
othervrise provided in the contract~" OECJ ~i i~5t. 

\ 
\ 

..... 

\ 

.\ 

j 



{ 

1 

The Subcammittee report of 1 November 1955 was further considered on 
a par ~aph basis, as _followaa 

15-203.3 preaen~d ·-by the SubcCllllldttee was approved. A Staff pro
~osal to·reVise _this' paragraph ~as rejected. 

15-204.15 - Insurance and Indemnification. A revised outline of 
this paragraph developed by the Army legal member. was distributed 
to the members~ Considerable discussion centered around the 
variance·in the language of the first two sentences of subpara
graph b.- and the language contained in the clause, insurance -
liability to third personae The Committee requested the Subcom
mi tt~e C~~irman to redraft the •~tire ·paragraph to achie-ve con
sistency and a orosa-referenoe or· "the clause .. and present same 
at the _next meeting. · · · 

15-204.34b{i) Copies of a revision to this paragraph starting 
with the third sentence. developed by the Air Force member, were 
distributed to the members. The paragraph was then discuss~d 
at length. As a compromise the Committee revised (i) under 
para~raph b to read as follows and tentatively approved the 
paragraph, subje~t to editing. the Navy and Start positions 
being reserveda 

\ 

l 

"(i) General research is that type of research.which t 

is directed towards increase of knowledge in science. It j' 
is research where the primary aim or·the investigator is ' 
a fuller knowledge or understanding ot the subject under 
study1 rather than a practical application thereof. The 
cost of Independent General Research (that which is not 
sponsored by a contract or grant or other arrangement) 

· shall be allowed to the extent specifically provided in 
the contract. 

(A) To the extent such costs are all~1ed, they I 
will be equitably allocated to all work of the_ contractor .· 
other than its independent general and related research. 

{B) Generally' the contract~r shall be required 
to disclose to the Government the purposes and results 

. of.su.ak~\~~--~ !'"lS"!l'- IJ{'·· ··.;:.'· ..• 
S"": ... n'".-." ... • o :=t-~~l'f_-y. ~- -_.:· . ., . . j j'tf-r. r--; "lt>J.l-::: '1-:-' 

• ,. .., . ~ : .1;:·.-- F-o;-;~ • ,..,., , :tu~'t"~~ _, ,. 0 .~; & , :r # do.L ~ ee.Li o :c-:--··"' ~ il· 11~ • ~.&. ~ liO.CJOOC. ,r "-'~ • - ,..., ........... -- -. 

~1-'~~e~~ ~~~:!! ~-~~~~ 
\ · a •. ·~c~pe,:na~r~ llll~ ~u~1ltf·-of' th~_·oo~tr~ctor's jndependent 
• gene·r-a.t· re"S~~oii""ptogre.iii.t·<~ :·~; -._-; .·' · ·.' ·. ~- · , __ · : 

b. Th~' 
0 oai)ab1ii ty "of' ·t~e:"·'colltta6"to~·; in "-the 'pa"r"ti'cular research 

tiel"d~';.-:. ·.· ·. . . ·. "';.: . ,._.,_.~·-_:· .. ~-·, .... ·. ~--· .. · :• .. 

c. Benef'i ts which may ace;: rue. to· the "Gd\rernment~· 
d. .:~om:parisqn ot size and cost of' contractor' a. _previous years' 

. .: res·e~ch-·p·rogiams·/~ ~-~~···: --~~· ·,~·-;_··~... -~··:···:; ._ ..... :. ; I 

. ~-·,_w· 1,:~·-. -~e .. ~~~p-~Ytio~=· or· ·_the1 :GO~rnmeli:t._bil'sin8au··-to· the contractor's 
0 

·'· 

0 
0 

0 total business .. n· .· .·. ··:·--: '· 0 

: ·> 0 
":: 

0 

0 •• 
0 

0 

: 
0 

t . 0 0 : : 0 : ~ ·-:- 0.: ·.": · . . ···:·· j'l·;-. ·~"·' ....... ·.:. ·:. ~ : 

\ . hi considering the par·agra~h"\he .. 'C"'bmmittee ~is"o de.termined tha~. the Govern
ment's position versus .Industry's position with respect to general research 
shculd be presented to the Material Secretaries and the Assistant Secretary 

. of' Def_"erise (S~L)" as. :an. f.asue ·wi:t}(i.iidustry·;··.·i : '" ~~-. ~ :. ··: . . · 

·· ~5-204. slb'(~i }·· ~~i~?e~i-;:,J;::~~.': ;2~ '.:· : >- ·_ • .. : -.•. , , • • • • 
• • 0 • 0 ° ~: 0 

1~-204.:;54~ ~PP~~Y~-4 •. ,: .. :~_;· .. .-·.; :' ... ;~.; · ~--__ ,.5.~ :~ .:··~-~-;.'\ ... · .· _- : ... 

15:204~2-66 ~--. ~~- ~~~~~d:· ~~ii~~~~~ .. w~~·:r~!i.sed.:_~~o· ~~.a-~!:-" 
"Sueh_co~ts may include excess contributions to the extent s~oh 

_ flontribu.tions ar~ cl~iJ!ied :&nd allowed fo.r Fed8r.al Income Tax 

. r 
I . 
l 

·r. purposes in thi;t_ :current_'i~~~e-_year:~~,-~-:.- · ... ~: -~ · 1'\..("Q 

With this ~odifi~~tion ·.the: ~i~~-a~~--~a.~·=·-~~roved. C~~?~~~ i 



~ 

1. a. The minut , follows: 

1,

/ t 

) 

• ·, < ~ Pe.ragr:aph 1.~:....~64~·24~ ··The ·p4rag'r·aph \.z~s-"r~vi~ec! .. t~:.·'~~~Ci: 

. a~.s ~te~ eo!J.~·~S:~~t::~:·~~~lim-p0~~~ .. ·~r·o~~;t{me;·: ... . : : 
. . extra ~hift -;va . -e .· . . 

._, ~c.r- ~~!;.:~==e~=~~~~~~li~~4.f 
J/ ot .u~i- abouU be· aellli.ra~_lz... j._dcmtitle4. · ., ·~:· ~ :\j. 
1 ~~verhe~d~i-=~:: !L~~o~~:"{=~·- . -' ~ ---~ 

therein. Cost;'Of such premiums on dire.ct labor e.re 
allowable only· to the extent exprea.sly provided tor 

r 
I 

i 
I • .. 

, 
I ., 

in the contract or otherwise authorized by the 
Government. Cost or such premiums for indirect labor 
is allowable without prior approval, if reasonable. · 
and the oost is allocated on a pro ~ata basia to com
mercial as well as Government work. See ASPR 12-102 
for further intorma~ion conoerning.the. policy regarding 
suoh authorization. The amount of auoh premiUm cost 
charged on Government contracts &hall be equitable in 
relation to the ~ount or such premium costs charged 
on non-Government work being oonour~ently performed 
.in the Contractor's plant. and the factors which neoes-
si tate the incurrence of the cost." ~ 

b. The minutes or the 11/29/55 meeting were approved with the follav:i+~ 
revisions: 

\ Item 2 - Case 53-44 - Revision of Part 2, Section XV. 

Paragraph 15-204.34b(i) was revised to read: 

"A proposed subparagraph o. presented by the Staff 
was considered and rejected. In -lieu thereof the 
Committee suggested the insertion of. the following 
first parenthetical expression in the third sentence 
of (i) which would read as followss 

"The allocable portion of 1?% (or. such other 
percentage as may be agreed upon and set forth 
in the contract schedule) of the allowable costs 
of e. o·ontractor' s independent general rese~rch 
(that.which is not sponsored by a contract or 
grant or other arrangement) shall be allowed 
in all cost-type contracts under the following 
conditionst" 

However, the po·si tiona or the Departmental members 
with respect to this Qhange was reserved." DEC 6 1955 

) 

J 

I 

~ 

I 



. 2~ Case 53-44 - .. ·ision or Part 2, Section x:v.. . . o~ies of a memorandum 
;rom the Subcommittee Chairman presenting revis.ions or paragra.phs 15-204.251 

fl5-204.29c, 15-204~34d .and 15-204.35 were ·distributed to the members and 1 
.r-~-~-¥~~u~-~el!~a~ -lP~~ Y•cfji~· . · · · 
t.,_- : . . . . . . . 

·: 15-!2~t~irlRIIP"!~~-~htl~e~e e~~ ~: e.£c~~:~,·;_ !,: 
--- · - ... ..J.,.~ b-es.t,0~u.a &arrned:o -ro "'~ s-r~th . ~~-". ,~ol~l~ •n.r~o£-s~noo .;w . .. . _ ·; 

• *lo-~04.25 PATElJT ENSES. ·This item ~:"elates to such expenses 

t 
. ,. . ~- ~: 
. ' . . 

l 

as costs.leading to the issuance ·or patents1 oo~ts required to 
search the art and costs necessary to. comply' With ,in~ention t 
disclosure provisions of the ·oontraot. The costs of searching : 
the art in order to make invention disclosures, and of preparing ~ 
disclosures and other reports~ as required by the contract are i 
allowable. The costs of preparing a.s·sigmnent and other papers 
in connection with the filing or a pate~t application by the. 
Government and any .9.:J:;h.~r-.,~uo-h.' dos'ts .. 'arE( allowable, .upon the 

.. :wri.t~en author·i"iat_~·Qn~~ot the.! contracting officer. The cost 
: ;·of r~searoh--· and·· -~e.ve.l~men~· work is treated in 15-2q4.34. 
· · (se~.-.a.lso(perag!-fiph··~s_.;..2o4 •. 35·)•n· ....... · ._ ·.- _ _.·: .. · 

· ... , :_ .... :: ... ~~-~·;: ·:~.· ·:·· .... ::··:····' . ' . '· 

._.:-_ ... As ;revise.g :thti)·Pu,a.g~~a-ph ·was -.pproved, ·subjeo_t to ··editing. 
• • 0 .... ~" • • • •• 

l.5-204.29o .reading o.s, ~o~~~~s-',was. ·approV9d: _ 
• • • • t •• ~ ; • • •• • • • 

. . . ·~ l . ~ . . ·. :: . . ' . "'• f : \ ;,. . • . •, .. .l . ·. • ~ • . • --

·nlS-204.29 PROFESSIONAL SERVICES - LEGAL, ACCOUNTING~ E1TGINEERll~G 
_AND OTfiER!_: _:. ::- ·. :·. ~- ·: . .. _. .. ·~ ~ • ... 

:" ; ., :.-· ·:···:.. 0 • • • •• ·'. 

~- ··The ·~os.ts'':~f :·l:eg.a.l .. ··accounting. a.nd consulting servioes 
and related exp.ense$ .i~urre.d. in connection with organization and 
reorganiza~~:on~·. def-en-s-e~ of .. anti-trust suits, and the pro.secuti on 
of cla:ims'- aga.in.s.~ .t.h~; ~vernment are Unallowable. _The costs of 
legal~: aoeoimtin;g_' and .... c.O;nsul ting services and related expenses 
incurred in oonnect't.o~·,wi;th patent i.nf'ringe!Ilent litigation are 
unallowable ·linl'ij·s( .btl:lerwise provided in the contract. n 

. . . . ··' . . 
""": .... ~ 

15-204.34d reading_·~~~ ·_'t~llQW$··. was approved: 
. -.. ~.: .. ' ' . .. . .. . ":" _·:- -~ : ,.. : ... , . . ' . 

"15-204.34 RESEliRCH .A2.JD .. DEVELOPf.1EUT 

j 

J 

. ~ 

i 

.) 
This. ite~ ··oove_rs ~O~t:lt~>P.~i-~1.·~ pa~~~·le for the right to use ~ 
patent§; or· i-h-ve'#t.ioi_ls.· : Y/h.e .. ~.e: :the~·Us-e· or such a patent or ~ J·ij 
invention'•1s nece~~-a~y. ~or· the proper' perforiria:rioe or_· :the con-
tract and where ~.·1l9--.r~t'. d.b.es· ·not. &J..ready have· a license . 

I 
i 

. or ... o~r· ri&ht ·to· .WI•.~; a~ .-. rpatnt ·o~ ·.·ln'Yention- the royal tie a. 
_ MLOrtiaation ot a.· ooa~ o( -JIUI'dhanclr:p&tenta or other purohas~d 
pateB't rlcht• applloable to ooatra.o't pro&lo be or p~.·ocoaa-ea are 

.. allewab1e to 1ibe ·•Xtq~aq.&pNwtlelcfi~JettiiWhi,.•!i.Js·~~! _:_ 
the contract ·or otherwise authorized by the oontraoting officer. ' 
Charges for the· use of ·patents, .where the-Government has ·a 
license or the right ·to tree use o·t the:· ··patent, or a patent J 

..... 

has been adjudicated to be invalid, are unallowable -unless . n 
o~~~i_s~ provided ·in the -contr-act." . . C.o·~-r~ t't i:.XT "-'A<r r 



·r 
.. ;' 2. ~ase S~ ~ Revt~ et Pa.rt 2~ · Secti.~ri IV. The Cemmittee ermsidered 
l certain~~ in the SUbcnJ11i111ttree·.arart that required action subsequen\. tf, 

that take11 lt: tbe. ef:'lllm1ttee 1J1 its ll/2_~/)5 meetiJlg. '.0\ese points Cf'Ver~ 
the foUC>\ti..Dg subpan.gr~sa .·. · • ·'. ~ . . ' 

i 
'1 

15-~3.5 - '1'tle par~apb vas· .revis~. ~ approved t~ read as 
· fcllowss · · . ; · · · · · . 

. • .. * • • • •• -... • 

'':he ba·s8 pedod ·for· aU~a tion of indirect 
expen8es should· b·e ·represe.ntative "'f the 
period· nt eontraet ·pert~e and should be ~ 
IN.f'f:l.cierit.q l.ong tc · avoid inequities in the · 
aUoeati'Oil' of coste, .but .inn, event lo~er 
than th~ c.o~tractor r a·. fi~.:J; .. .,ear." 

).S..~8 - 1h8 ~~~~~~·IDe~·~~· ad~~~ ·~a~··.t,~ Air Forc8 . 
> . ·: .. ~Si,tion tQI._:presentaticm to.~ .. ~ Matefial Secretaries 

en thic prJblem .waud ·be presented lli'ttdn one week. 
I~~~~· •.. ... . . '.· .';;:. ~: ;: . . . . .. · .... ~ . 
1S-204.~d. ~.. . . . . . , .. . ·. ... . 
lS~4a3S w. A memorand.um. f~f\m the· P~t~nts·· SlibcOmirdt:~ee setting 

. · frc;-'th. ·tbe· views ._.of 'tbe ·. P "tent' ... S.Ube·ommi ttee vi th 
~ respeet ·t. ·the•e :paragraPhs ·was distr.il:>~~ed. te the 
·mez.era. Alter .a brief discusSion .. the·. problem 
was ·retumed ~ the.·Secti.Ox1 'XV· Suba~ ttee f•r ; 
~ther con$i~:t&ti0i·:~ ~auj~cUmf ;dt.h the .. ··: .. ·· 
Patents repnsent.ati vee ·fit. the .. three Departments~ 
'1he Secttozi· IV ~c~;>i'lliiittee :Wa..a·. requested 't41 
provide an in.tel'\J.m .l'opQt-t/.at.·: t.be:=next .ioeeting 

. and a final. · ~p<;~r.t. ·w. l~3 ~,.;~ml.~-r :·l9SS• 
. . : .. · ... ··.··~·-~_: .. ~ .. ,~ .. :" .·.~· ... · :·· .. -'.·:~·. . . 

ls-204.33b ~ ·Twe. alternative·pr:C?Po.9als: ·t_~·.~aragr'&Ph b.· e:! 
this IJUbpar&g.~aPh: -.ere.;di~iri'buted 'bJ' the .. Nav 

-.. r . . member. Arter 'Qiscussion -~~ .~~.ttee :ad,•pted. . .. 
....... ,INa""-' ~_,._- • . w--titJawaal Cllloteci·ba11ilfi:\ . :.. . . .. 
·£~.te!'Vr.l ·~··!"'ll'd:;._srrer~I'~.Dneq· ~ ·~';!!-~·=.~~··:.J::trJJ. ~·~~=~···c:r··~·;~ o ........ ·: ... . " . ,,.. .. ,. •. .,....,fl,.;;r. ~~:"i~cr1-·~.t~~j Alit~.!-,. •:"r' ...... .. ',.I~ ~·}. ':: :. 

~ . a lap~ jiak 1 C*illli"e..,: Pfitt1dl ~~r JU:.~""~~: 
otbend.• 1D tbe ccmtr~t, rentals spec11'ied 
1n sale and le&M -bac,k ~rGGili!d1b\l·.urrl'!r (~} 
abcve are allo'\iable only to tlu~ extcmt that 
such renta1t~ do ntjt excsRd no~ co<;t&:~ 
(5\:.i.c.h as depr'lciat:t,n11 u-xes, insure.:1ct; and 
ma!.n~t:nancl"' expense3) t;-'r:le by the l~ssor· 
whic~~~. wo,ld have been incurre~ had the 
cont.rnctor retained legal t1 tle to t.he 
facilities," 

lS-204Q34'b(1).- A pr':p,.sed S".lbparagraph (c) presented by t£e 
Stt.ff was nonsi:;.ared a.nd :-ejectedo In ll.P.'-4 . 
there0f til~ COJDli'Jittee U~.dert9Cl the follcnt'~~ 

·first, pBI·e.uthetieal expressto..'i in the third 
sentence ~ (i)1 which read~ as. f'ellows~ · · 

•1he alJ.()Cabl3 portion ef 7S% (r-r su~ 
ot~r p~I'CP.!='.t.a.ge as m.v be agr~ed upt"l."l 
and set i'r'\l·th 1n ~a contract· ti~.l\ed'Jls) 

. or -the allowable e~s·ts 'Of a cohtrae ttrr! s 
independeut ge~1eral research (that wb.i.~h 
is not sponsored 'bJ' a contract or grant 
or other arrang.ement) shall be allowed 
in all cost-tjpe contracts under the . 
f~llowing c·onditions~" 

l$-204.l5t - The Comnri ttee determined to place a pP.riod .a!'ter · 
, . ~e W:>l-ti. :laJ.lc·wrable,a deleting ~e woz-clu •u;,~.ess 

appro~ed b7 t:,.e Department conc9:r:-ned1 If sllbj~ct . 
to 8(ti.ting~ T.h.e Arrq legt.:!. uember l-:a;!' requccted 
to present reVised phraseolou for ·th1e paragraph 
t. for eonsideratien at ~e next meeting. 

1$-20303 • Consideration of this paragraph was deferred tmtil the 
Dext meeting in .order tba t the rea.c tion ot the Small 
Bu.sine!fiJ.~t~sts cculd be obta.ined. NOV ~·9 ·i~·:r 

• 



~. The ml.rm:~s of the 22 HC?vellber J..9SS meetillg were . apprf\ftd w1 th the'\ 
JtolltMing modi.rleati.ansa 

Item 3. Case S3-144 - Re.vision of Part· 2, Section XV. 'l'he first 
sentence vas revia" u..~ reaa: . : 

1: "In conside~ the SubcrDIIIittee · ~p~;r:rl· November 1955, 
and the .oo&ted Arsg Audit Agemr report., the suggestioD of 
the Chairman t,c\. consider tile repert en a paragraph basis 

f-.· ... . -- .tRpt.e4.• " edT" i: --· \.. . . ...... ._ .. ~ - .th'Xh ..s.t J;:le.fq9~!"!l -.tiJ:nrro~ 
~ ._ .._ tdlCNl.ll& JIU'~~I~ pre88Dted bl' tbe Subc...S.\'tees 

~ ~ · __ ~2or.:L"'"' ~",.-7,. \ 

\ 

f 15-202.2 
lS-2~~3-
15-203 
l$-20).1 

Subparagraph l.S-204.8. The first sentence was ·revised tt> reada 

•The Air Force rrember stated that the problem will be 
particularly dif .icult in cases involving industries 
ir."'i.·ol. ved primarU7 1n defense work, such as the ai.rcraf't 
industcy-o In those eases, contributions and donations, . ' 
fc.r all praetieal. purposes 'W1ll be made by- the GovernMent \ 
and not by the contraetwr 1 tt~ .such. beneficiaries and 1n ~ 
such amounts as is determined by the contrac'tl'lr. · Therefore, 
the Air Force position is for conti.m11Jlg the 'disallowance, 
as in the present AS..T.:lfi.." · 

·~ Subparagraph l$-'204.15. The .quoted addition to subparagraph . 
"a" was revised .tn read: · 

• ~~gaticl'l. o! the Gmr~.:":'nment to i.ndemnif)' the 
~~.:·~ wD..l be allowable nnl.y t" the extent 
exJ:;ressJ~- pro,:ided for in the e·(lntract (for example, 
see ASf.R 7-203o22).a 

Subparagraph l$-'l04,l8, A parenthetical fexpressi.on was added at 
the end of tJ.le tirst senc.enee ,· as · 
follows: 

• (including the contractor 1 s cnntributed pnrtLnn 
under cost-sha.r:tpg .R&D centracta)." 

With tbis addition the minutes were revised ~. reads 

"'lhe Committee adopted the S-abcmmnittee position !! 
els.rified that the pnrtir)n nr cnst-participation 
ecn-c.racts not reimbursed ~ the Govermnent ·under that 
eontract not be allowed as a coat on other cnntraets.11 

lS-2fl4.26d.. The penultimate word in the quotes was revised to 
read •reversi.ona.rT.a 

lS~204~28 - the secr~d aentenc~ of the par~raph on precontract 
costs vas revised . to place a per:l.f'd afte~ tbe word 
•oontraot8 and to delete the words a and· msq be 
lim1ted t., a period ~f tiJnP. as wel1 as t~ the type 
and amount of such o~te • n 

1he III:S.J:m.tes were revi.S9d to read 1 

i 
\ 



I lS-204.27 - .'lhe C9JDI!lit~ ·aece_pted the draft as .written.-.· .. · . ·::. -~ . : \ \ . "' .. : . . . . .. . . . . . 
l$-264.;28 .;;_. ~·· c~t4i~~-~~-~ted th~- dr~t· ~::~tten. 
1S~;~~2;·:·./:~-~ -~~.~i··:.:~ !~~~~~-~~ nc~n -~·-c·~Imdttee 

\ 
..... · _ ... -.. _. : ···._·:_ ~op~e4·· ~e "position.· o£··-tha $ubcsmrdetee ~t 

I· 15-~:~~:-_:i:·:E~tr:i~~~z:t::~::rx: ·~ ~e:·:~ · 
'· ~- '>~' _:,; "·'Subcbrmid·ttee that ill'prof1 te and lr)sses on 

· ~sp~d.t4.~~·;cf :plant1~·-equip~nt. or ptber ··· ·· · · ,. 
~capital a·ssets be excluded in cnnputing 
eantraat coats. 

I. 

~~,._ ~~~ ........ ~~~-pt;~~~-·.::·~-~-
·:i: ~·_. .. ·4f:.i;ba.~~-~~~ ol· thoae 

· - · · ·· · · re~oriversion::-~ense·s-which··are all9Wab!~ ~pp_e.~s 
the best meth~ ot. assuring.:fair treatment 'f\f' · 

....... tb~ lnterests·'ot ·t.he. .G¢v$r~nt and ·the Contractor. · 

lS-204o3~· -~ ~~: c:~~~te~-a~:e~~~ J;he ~~att -~s ~tten with 
. . :· ~e· ~epticn'-th·a~·~. -~ond senterioe ·was revised· 
.. . . . to -read . as: tt:"llows =· . 

II It tur·ther ine"iud~s :the:: c·~s_t!' ·'ot: operati.Dg 

• . I 
. ~ 

i 

. -~ aptitude and edu~aticnal testing program, 
traYel expen-ses of. ~loyees while engagod 
in recruiting pers~nnel, and travel expense~ 
of applicants for:i.Qt~rvie·;o~s for·prnspeetive · 

... .::mtnlt"'''U'ft''Pnt' 11 ::; • ; ...... . 

j 
~·~ ""tl~ • • '• •. ·~ .~:. . 

•·.·· 

1S-2d4.-33 .;. With respect to Subparagraph "b,". c~nsid~ration 
. .was given to···th·e· change recOm.>riezxied by the 

·. · : .. 1\merican· wti tute or· ·Ac·c~tantso ~o Rutitenherg 
· · ~ was -requeSted ·to draft .. 8ubsti~ttLlar1guage tor 

. ~ssinn tO .·_the ·Edl~ Subc~~-ttee· . 

lS-204.34 ·-. '!he: Committ~~ di~u2rsed .. at ·1~th: ·the Subcommittee 
appr""ach "with re6J>ec·t tci general t-e·searcho There 

. ·was general .. agreement in ·the formula approach set 
· forth in the ~art but there was also a general 
feeling that a drU.lar ceillng be. ·c:~upled with such 

... approach• .. Using th.is ·as ·a ba:d.c concept, the Staff was 
.·.-· J;"eques~ed to· develap ·;. propositi:on:::for further con-

.. ~c;ierati_~ . · · · · .· . . 
.• ! ... ~ ! 15-ro4.3S ·.,.·.~ c~ttee ldopted the···posi._tit-,n· :or _the &lbcom-

,. mittee that,p~ents f)f royalties to contractors 
l . abeul.~ pe 'cirtUiase'ribed by:. coiltrae.t provisl.nn or 

otherwise authorized by the ·con:traeti.ng Off~eerQ· 

lS-204~36 ·• the qUest!~ Was pr~serited as . t0 ··lih~ther at 'le.ast. the : ·. 
. protection attorded the Government· ·a proposed. ASPR- . 

I 

l.$~202.1· shw.1.d .. !lot be 'provid~ ·However, 1~ ~PP~: 
·that 1;he _pr_ete~tf~~ sQu5~t-.. ~Oul4 ·:be ~~~a-~e<i ~o th~ .. ~? 

1 . -~~nspec~:o1l.Of SUppJ.ies am Correotion ·"'f Def'ects" ~ 
. ·.CJ.au~.e .,(ASift .7-203 o>c )', .· ·The' Arnw.. 'm·~~-- ~commended ~'0 

that the ~t'~-· Su·'Dcorimd.ttee gj;ve ~onsidel';'a-t.'(on ... ;' -~·~·-.: 
~0 1n5ert1on of. th.e wr.rd nc~umer·. ~·a:rter •trailxJ.J;Jglf . ~. 
in_~ ~~~--~~.:~~~~--:~~so~~-~-:~e·. use;•.- ,q 

lS-204.37 - 1'li'e' c~ttee :~cepteid 1:11~: ~ti aa· writt~~ c.• <.,::< ,f 
. :.: . .... · .. : .. ·.:·_ /·.': ... ,, ... _.... ~.:· .. : -~· .··::· ·... .. ~ Q~/ 



i 
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• 
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lS-204.22 ~-~Committe~ ooJ;K:ur~ed··~·the··rec~~datiC,n tn. 
'· _. ··include tiacc::~untants ·ree'sn· imm~iat~ after 

. -~ · :-•at~"'l'DSys· feeil. ~ ·f;he .second -sentence :0! the 
.· .... · · · :.·.·. par&gra;Ph.· ·: · · · · · · · 

: '"'!' 

lS-20~8: ~ 'lh·e ·'CI'IlUmitte~·:-ac~epted." :the drait as, .written~ 
. . ::. . . . ., . . . 

flS-20~24 ;.·The c.~tte~ ~.opted the Subco~·ttee' .position 
j . wi~·- respec~ te ~dent~iea;Lon separatel)r cf 
i l!!lhift premi.UIIl . 8ml .overtime o However., the . 

. -paragraph was c~ed to read ·as .fcllowst 
. : ' ... .. 

: •i;~~4o24. ·ovERrlivlE_ ·~. uilt!yi!.:·:SH~T AliD 
. . MUi.l'I::sHI.t<'I' PROOUl15. This item 

. c~n-~ts cf_ Ybe .PTemi~ ,po_r:t.ion .of extra ·pa;y_ 
.. am multi•sh1£t .~nt~ tp -empld7~s.-.. Such 
· premiums on dit:ect latf'r mq be classified 

as eitber'direct oi· iridirect"labor c~sts, 
but the amount c( overtime .premium sbould be 

· oeparat~ 1denti.f1ed.·-. ·~en cUr-ect labor 
cost 'is the base .for .di.s~J"'ibuti.-on of 'everhead, 
.,vertime preid.Uius shall not be "included · f . 

tbereino Cost ,-.r .such premiums Qll di~ec·t · · 

\ 

. labor .are .~owable .Nil.T to. the extent 
· expres~ provi.d~d .for in. the contract 
.. or· otnerw:i.se authorized by the Governmen~ 
· Cost of .. sUch premiWilS ~or ~ndirect labN-· ie 
· 'alloW'able wS. toou t prior approval, ~ · · · ·_:. 
rea-soll&bl;e,. 6D::i tbe cost is ·allrcated ·on · 

··a pro" r·a~ bae~is t:o cNmil.ercial as well as 
governnent wor~o See ASFR ·12~ 102 ff'r .. 
.rur:tJub'' :111f.onnation co~:-erml'lg .. thEJ· policy 
regarding 5uch authorization. lhe -amount 

• of rovertilne. ain shift premium cost charged On 

·\ 

Goveuunent oQI;l(t.racts shall. be equitable ·1n · 
je:1__atio_:ri t.O :.the· amf"UUlt of· such premium costs 
charged en non..'lo~;r~m~ent .. work being concurrently 

· performed in the contrac.~cr t e plant and the · 
~~~~!?l"!owtl49~~~esai~te the i:ncurrence ot tlle co·st. 11 

l5·204o26 :---~·;:p~ite~,.~ecept,ed- :th·e· ·choatt· as ~ttcn 
. •' .... with the exception f)f the followillg changes: . 

. :. . •. . .. . . . :~ .:. . ~ · ..... : . ~ .. ., :: . l~ ·. ... : ·:··: !j: . • .. . ... • ... ·. • . 

~--·; : ..• · . :.;15-204.21-e ::~ 1'be. a~ol'lli :-4Sente:D:.e was revised 
tt'l read :asd~ol,lowSI·: '· .. 

. . ·· ·.-such. c.r.sts.·mq ·iricluo• -excess· ·cOnt-ributions 
'-. _.,: . '. eeae ·in p~e~~s_-year_s·.-,~·:t:J1.~.··extent such 

. ·.:·' ·: ,. :: .o.C\,n:t.ribu.t~ans are c-laimed .. -and allowed fer 
: .... · ·.'. ·:·.: ~--t~ :purpn~es "in ·:the·. current -'taxable peri~d., 

··._ .... ··· .:_.·l~2o4~26d ~ The ~~ ·~ ·iu ·last~ -eenteZlCe 
was revised to read as f,llow~s 

. :~. .. . . 
· ........... :. .,;;.:· ..... ·.: :'\ .• . ~- ' - . 

·· . .-·. ··•Ir:.a contractor.has but ODe er. relatively 
· ... : t~ Government contracts,- an :appropriate ·· ....... _ .... 

.· ~ont~~ ·prov1td.on JIII3. be. used ·to 
~-P~~~rve the .Goverzment.'s _in~rest 3: 

providi.!§ retroSpective acc"Wl~ ,!!!:! 
retwxi ·.of .. g .mcess!lZ creditse'· ·. :·. : 

· ··-~ . l5-2~26e · -. ~: subpUagraph- W&s re~sed ~ 

1 
1 

, 
·I 

.. I 

J 

1 
t 

.· ...... ·. · ·: · . read ·as. foUowsl ~ 

. ···.-·_:- ·: · ... ;· ,: :~·'~~ ~~.~~· ~i·'~osts ot l~ ~ '\I '\I~ j' 
...... ~ -.~~~s~s. -cf· amm:l:tiee ~r of lump sum cash ~ 

· ptqments 01" perioc11c cash ·2!1Illents made tc. ~ 
pr'"'vide pension benefits fer retirl.ng ('lr__ ... . ':<..~ 

· .-: . ~t4,;re~ ,.employee• other than ~t.ncurred. ·. · ·. · '··~~ {5- «, 
.. ~:·. . .... : . ~er ·. ·~r.oved .. pension plans, w:Ul· be:. . c; ~ l<l e 
. .: .•:·.-... :_ :~~l?-J.ect .. _-1c6D ~sid~ti~n e-n-an individual Q ~ 

·. ·~ . . . «?~- b•• . -.: ·, . . . ; . . 
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r 13. CC'se S>--44 - R -. ,sion or Sec·::i.on·xv. 1he membe· _noted the desi~na~ 
t of ~-iaj·. J-. o. Hu.'"lnieutt1 Jr., DEP ·UG1 as Army msmbe. _,r the subject Su'bi
~com:·:uttee1 vice Lt. Col. J. !i. Railinl.t DEP Iroe FEB 1 1955 

1+. C: se 53-44 .. a=vision of Sec·~io~'l rl, ASPR. A report fj_·o:.l the Section , 
tv s· ... ~:)co:.::··,u.t.:.:.ee., Pl"SS.;nt:tn. a. ): .. oposee. depreciatio& - cost i:.:rte~:·pretation 
:~·c: .. i:·.cl-:..1.sion in Part 6 of Section ~~ 1 'Hss co:.:cu::·~ .. ed in in ~:>1"inci~)J.e 1 

• s·"·:)ject to ec'.iting. In ta.ld.r~~: this action ~"-le raembers noteC: .:~l1re~ areas 
re ~t".il"inG -~u::..,ther co:1Si~,_-Zl:"2:~iol11 

, .. 

a. Effective date, 
b. L·lclusion of ths te::t of Section l6l o! the li:ter11al 

Rever .. ue CoC:e of l9541 and 
e. CTilission o: any re::'ere11c2 to "true" de:~recia"Cion ... 

' \ I 

~e. t. bove aree.s 'tvere :re!'errec:.· to the E ~-~i tin·; Subcor:1J';l:i.ttee Zor co~1Si-~er~.tion 
ir. co:·.:.ju.c;.c tion ~:i th ecli ti."lg the ):'OpOSC' 1. The Staff volm1.teered to da .... ·elop r 
a c:1 css-:;. .. sf'3r::nce to "t.r-.\e11 cle_~reciation for co!:sid.e::.."ation · . .;y the ::li tin~ ~-

t S·~~.bco:-.: .. i·~tee ~ The Edi t.i.J.Z Su'uco::'L.1it·te: -:tas requested to provide a report 
::o:. .. co::.~ ide: .. ation :W 29 li2.: .. ch 1955.. tt;,~_;_;· 1 . ·~:--~) 

· Part 6, Section 1.'V. ASFR. .A. re;mot i'ro_m the Editing r• Csse 53-44 - Depreciation Cost Interpretation.- for· IncluaiOn in. _; "t 
0c.onmi ttee, pres_entiiig ffie subject inter_l)retation,· was diSCl:l-S~ed at , 

length. The report -was .ret~--ned ·tor. reeonsid9I;'ation. While the Cornrait ,.,e 
eli( not finally determ:i.tle its position, the Editing ·subco.'W.littee.shouJd 
redevelop the project alon; the following_ lines a· . 

I 
a. Applicabilit:r of the il1terpretation. In the absence or a 

specific agreement the · ir..terpreta tion · appli.es to a~l 
"open" contracts, 

b. :lith respect. to the as~ets involv-ed •. Und~rtake inter-preta~ion1 
thinld.ng in terms of· the descri?t~n 6·r ·the· assetS'. 'eovered., 

r utilizing ther~.fore .the prov;tsions ~f .the .statute._ 

. 1 Co11sider again ·the desi:rapili ~l'". o~ quoting or :paraplu .. ~s~"'lg such of 
Jtetute as ·t-till render the depreciation co5t "interpretation generally 

--'l'l.~,.·~t:ndab1e. in itself. _· h'D_'i: -~} 135~ . . . . · 

\ 
I. 

tiile 
\. . 
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. ~-

-l5•204~3a· .:. .. ~e ~~~t-~e -aecepted·~the ·dr'aft," as· ·Writtori . 
: __ ! · · ....... ·. with :t~e ··.excaption-that ·the ~- m$nber · rec&mmended 

·that the Editing ;Subc~mmittee consider revis~~ · · 
the defi"nition --of u speci.al to(;ling" -"to. Ct'nfC'rm 

· . wi tb. tha:t:· p~_ieP.t-:J.t: ~sing ..pr~pose4 ~-bt. the· Sec:ti"n · ·.:. 
: .. ;II-1 .. -~ubc~mmi'tte&~--~: .· · · · · · · · · 

1S:..20J.o.39· -· lhe dommit~~-~ ... ~op.~ed.·:.the. Air. For~e ·minority__ . · · .. 
. . . : . ·. _:;_ . : :pc)sition 'With. respect. to .6Ubpiu-ag·raj:h l~204'.,3~a.(j)., 

. · ... · ... · ·,:~ tbat or the ;Subconimittee r\n lS•204e39b~ ·. · . . ..... 
. . . . . 

iS-ao4,·4c. ~ .ibe. Committe~· ad:Jpted ·the Subcemmitt_&e positicn : . 
· : . . . . ~~n respeet ·to the.·Jion-~owabilj:'t.r. cr·_:costs . · · 

· . .. . . · .. ~c;!:d~nt to. exhibiiiflns•· .. · · .. 
,I • • . 
·, . . . 

l$-204.41 .. ~· ·Th:~ C.cmmit~ee· ~c~~pted·._the draft .as wri'tten~ 
. •. . .. - .. . '. . . . . . . . . .. ' .... . ,. . . : . 

' • ; • ; .. • .. o,' • ' : • " '• ' • • ' I 

·1S-204e42 - The Committee aecepted the ~aft as ~tten·with .·'. ·_, · 
· .. ~··.the ~xepe.ti~n.· that the Army member requ.ested that· ... 

· . .. .:. the Fdi tizlg Subccmmitt~. co~sider that'.line · S ·t-r:· ::.~ ~ ::; 
]the secrrxl paragraph~.be · reVlsed. ~ readr -~ * * · · · t;:. 

' pro'lidad :the ccntractvr . f.oll.ows . a . contdsterit . ~/ 
prcced\tre which provides fnr equitable resUlts ~ 
:1~ ·this resj>ectalf · .:~'\l 

. .. ··· .. 

~~·>. · . 

· Wi tb respect. to ~ third observati.Gn set forth 1:1 the first page or· the 
Stit>committee. report1 the ee·nclusien was reached that Departmental imple-

. mE1ntins ~-tructi"ns shtuld lollow within a ressonable· time the p~blishing 
o:f Part 21 Section. XV. The. Colflmittee ·also de'termined _t;hat final c'onsidera- ' 
tioli of ~~rt 2 would .be given at a sUbsequent meetingi. but as snon ae . ,· 
pnssibl~o J 

/ 
/ 
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6. case · S3-44 - -· ris~n of Se~tion 73 e ··!he memr" · ~ nat ed eopies or the J 
1 

co.rmnentS received .1rom iii. dustii on. the proposed . re. . -sion of .the subject 
· Section. ~e Committee _Chairman requested the Departmental ~~rs to impres 

upon their respective Subcommittee :~~er~ '\i;he need _for expeditious comp]e tion 
or this project. JUL 2 6 1S85 . . .. ·--------- . · . 

--··-···-~. .. 

-.::.. 
----~· __ ... _ ···--

- ase S;~ ~~~Cit~ 2~'~t.i_~XV~~- ~~i~Sidering the Sub-
ttee report, the .. ~ggesUQ.·oY.tll~·t~~:~:~~ll:sider the report 011 . 

f~=~ b•sls WU ~~tet\e. ~.A~~Nlllf ~!;:~::.:'~~t«l 1n the\ 
·1s-2oo ~ ·In··~nn$1~rl.ni t~e. l~li8ti7 .. 1)~~li.~~:.~a.t &_ .. St&temexit · 

.. · be inclUded -~·~-tlf"·~jt!.~ _tliat·· .S.'~c:\1~ ·xv··1.~ ·not applicable 
··:·~· :. · .. ·to .. ~d-prl.oe ohntrac-tal"·~ili~:~e,f(lQ.ih price 

I · · , .: :re .. ~et_~~·natio~:·p~.~i~;··'l.fl~-~~~~.St1·cn lril's pres~ted ·as 
.. : ·. ·to··wether.:it· .. _·wae. ~ec;:esPJ7· ~·_pre~l~•--·~• ~~atio~ 

~ : .. rf·. the pli,oo~pl4a·'to~:ce~··:~~ot·-~-~#tractsG_ ·It 
. was ~tated .. tbat .a· .f8parate Pa-t ·for.· .. sec.tlon XV 1I.Ul be 

~eveU,t)ped. .. ti.J ·oov~·i-~ii~i~~~~tr~;te·;,:·· -'1'he Ctamittee 
detend:ned th~t.·~·-~"NOtee and .. ~ lnstiUCUons" 
co~ering··_the :AsHi ·t1~~ ·tihie)i 'irU.l incl~e Part -2 
shOUld con~ain ·a not;e that ·the Use at·· ~e prinqip:J.U · · 

• . .• ie not' preclUded 1n connection· w1 th. taeil.itie's ·. . . ·- . 

I _c,~trSfts pe~ .. pu~~atlOJi.~t·~tha.t -~~ .. -.o~ ~<l~c;n 
.. ·: .IV whiCh 14ll cover. t•cUities ~con:tracts. . 

: ... · .. <~.' ·.:: .. : ... ··:· ···.· ··-·. · .• ·, ..... · ... .- .. ~~-- . ··~ .. :' .. 
lS•20l ~- \'h~ Committee adopted the .. · .Subeouimit~_·posit1oJl that 

. ·-the new criter1tr~ •sigD.iricant de1.f.ati~ns.n the 
establi~hed practices. ')f, ,:the eontiaaeUtr wbic~ ~b- .~- .. ; . 
etanti.al:l-7 increase. th.e. c-ontract costsn :la·.'oilli·· oD8 · 

. . ·· ... of ··the ·factcrs attectizJg .·all:(;wabilltJ' ~· coste (&Dl 

.· · doe~ .n~~--~ -~--~vq:.rtem ~~-: ~o~t~acw-r.~ .... 
)5-2027 .. - Aee~pted_ tk ;~· ~:~t~. ,, ~~, . '_ --. . . . .. 

/ l$-203•2 ··~ J>i~CUside>n- ce~if ~- 'the ·p~th"atio~ ::pbri.~e ·.····. .• . {ll 
. .•(U1cl~ding· .lndepe~ent :r.ese~h p~jecta)'l. as· '"--t:·: ,: ~.·.~· !i!j 

·>· ·. r~rtb .1Ji ·ls-203o2,· ibe· Ar:·r~~ce .~ee~D4A~ .. ~u··1d·th ! .. · ~ 
· · :reapect. thereto;:~a,n<i ~e:··~t4-~i,-·clt ... ~~ .pbrase ~ ·-~~ 
.. ·l~~o4.~~.._ ~:~~-~~~ tbe ~~~t.t~··ot.·_~e:C.oJ1114.ttee·~ 

. · .... ·:that 1il;le .,tated~·phra~ ~oOl.d ~ ~~·~and" that · 

\ 

-: ·. •(see ASFR l.S-20b.)l¢.)•: ~0\il,a };)&: ~ned 1n ~w. . 
. :th~~·- h Caaridttee_ ai.cso ~~~d that tbe "'""' ~ 
·second parenthetic&L .. F...-. . .'~.l$+.20).2. •·(exc1us1-.e . 't....~ 
er.-,ve~ .pr'-llDi)~~Jl'l~d~.lMa ~84 .. to' . .read . ~ /... 
•(~lusive "'f -~~~~~~M~ .. ··&.m·auu-shift vo ~ ~ /. 
p~mi'\1111)~. · .. ·. ' .. :;/·:. .: . - ~ .. · .. : :· ·.;... . . . ,,· .. - ._.J •.:, . - ... ~ Q. 

t {:" •• ~ • • • • ~ ~ ·~·. • : 0 '· •• : •• ~ •• • ••• • • • • • • • ~ ~ .~ • • ~-. • • 
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lS-204.10 - lhe ·c'ommitte~ aecep:ted: .. iile:·_ .. ~t ·:~_ .. jrt.t,~~e~ 
·. · .... ·. ' :' ·' .~ .. ~' :· ...... , ·· .. ·.· ·-.· .·· ... :~~ : ·.-·.. . . .... . .· ·: 

l$~04.11 - 'The Cnmmittee adopt,ed the SUbc~ttee· posi tir-n 
. . that--entertainment ~ense Should no·t be allowed 
·~·.·.am: -that :there ·wa~ -~~ :~oiif.Liet:·b.~t~een.:·this · 

paragraph ·am l,S .. 204el0. ahd. l$~~Oli.&h0o 
.• .. .. . . ····. . . . .. . . . . . . . . . 

lS-204~12-14: ·~··The Committee accepted the _d%-art:. ~written. 
• # • • • 

lS-2o4.1S ~ a acccrdamc with the point ·expressed ,by the 
. : -~ member, the Commi~tee .determined that 

subparagraph nan should proVide some ~overage 
with ·-respect to indemil,i.fi.cati-l~ ... ~ .·l~' :was d~cided 
. that. proposed subparagraph "s~ ~oUld be de1eted 
am that suCh coverage, revised to read as f,.,Uows, 
~ould .~e inserted at the .. erJP. "Of ~~~~·raph "a11

o 
. .. . 

. :: ... ·:."The ·cost· ,;t · :i.oo~mzti.ri.cati~n will. be allowable 
· :·· ~ o~ to the extent ex,pressly. prtiri.ded· for in 
..... · the contrao·t '(for: ei8mple1 . se~ ASPR:?:~203.~_2). 11 

..... ·: t' . 

It~ was also determine.d that ·subpar~gr~ph ~c" should 
be revised ·u,. read as· tC'llows:.. · ... : .·. .. . · 

: ., . ' . . . . 
.~" . . ~ 

"co l'he ·costs of"insiirance .or U\r··r~serve 
cover"..ng . the riSk. of ·loss nr damage to 
·Gcver~~~wned proper~ .are ~ot'a+Iowable 
. except :tO the. extent that ·.the ·aoverriment 
lllQ' have.- appr,.,ved. or· re.qui~ SU:C~ insurance · 
or~·reservee" .· · : · · , · . . . . 

with these .changes1 ana est)etially .th~t '~~neerni:Jg 
1ndemll!:fic~t4()n1 ·the·Editi.Dg. Subcolllinj,~tee.~ould 
review· the paragraph With ··resp&ct t(' c.overage given 
tbese. cost elements~ ·. . .. 

15-204.16 - 'lhe~·.Committee adopted· the Subconuilittee poSi.tion 
· - tha.t interest: be an unallm-:able cos to · ., 

... . : ·.. ·. 

l$-204ol7 - ihe :·Q~t~~. accepted :·the· ~Sf.t _aa .~:tten~ 
l$-204.ig . ~ · ~- ·:cOmm1t~e; · ad¢p~d ~~- s~:~~~t~ ~~~-~on 

~... . :th~t the portion. of ·cost,.;.partici\:>ation contracts 
· · · not reimb\lrsed by the Government u.mier that 

con~aot not b·e. allowed ae a cust on other 
c"ntrac 'tieo. 

l$--201~.19 -the Connittoe ~oP:ted ·the· Subcommittee ·position . 
that .anr recogni tien. or cost ot defe!Ted "maintenance 

., .expen~~- ~ro~h contract l),Fovision i111 jJ_rcpe1:. 
- ·5dj. bns .$tlr:..!~- r' -ro~o.s<t_;ta~? en: .. IU-~~ _.~ · .:· 

~~-.tD;_ ..... : .. ,~~~-~wea4itt·~•~~t~ 

.\ 

t 
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, l.S-203.3 ~·The. o-.ttee. diseus.~~: ~~ :~opc,· .. "":~i~~ or w~~~er arv ' 

f
. ~:. seU1~ · ~ense .. 1e. P.~op~rl3" allocable .. tC~· a·uovernment 

... contract •. lbere· was '?-10 qu.$.8t1~ ·tllat, s~)J1~ and. , .. , 
distrl.buti"n expense~; as related to eales ot the .. 

· prodUcts· ·or a c~81\f 'to. cpmmerd.al customers sh~d 
Mt· be allowed. i'hEt Qominittee eonclud~d .. that·_·.~e. 
paragraph as' mtt~ ~~~d.;.remain,__.s~ject'_to the 
~f di5cussS:~··the propositi~ wi~ .. tbe ~ .. 
~siness Advi~ :to -~-- ~sl:stant _Se~eta.17 ·of · 

:·\_·:,r ... ~. . . -·J5'),. -~-~ ~ . ·. - . . . . : . -... ~. !C:, ..... : .. 1
. . :.P.e!ense~ -{~l .. s-, ~- • ~~~~b ·-~;n~1 .. e;: · : . .. , ] 

. ~JJ·~~-C~--~~~:tbat, :th~·ll·~~er,: ~-· ... 
. . . ;~. ··---·1;• ~- ... > .. ~ ··tt~~t.·;· .. -~-~~~~.-·· ·. __ J'fJI:~:-.'-.. · '"'~;.:-_ .. ~·: f~: •. <: .... ~ 

~ · · · : .. ..-:- .. · .. · · · · · ~tittn~"t~s't!'1.b\it~ ~ 
· · .· · .. · .. general· ~d~-a~m":nis:tr~tivtJ .-~~~-8 ... wa.s -he_iptU.l -.. · .... 

i 

l • 

· · a:oo· ehould remaiii:in :the' paragraph •. · .. : ·:,·· :, ..... · 
• '• .- I 

. ··.·•· . ··.: 

1S-20>..S -~·-~e c~~t~~·:.-~~~Us-~e4. ~ -~e: s~t>enmmi:ttee.::~·· '. 
. · . · ... ·.·. . posi ~~o~. that .. ~ere:~& ~o· ·i~onsis.tte.~· ~~rt~een 

·. ':····. -~ · .~:s _paragraph aiid.·.:l$~~f'l~b) •. ··~! P~1l~aph._was1 
. · · .. · .~.Q1ie~e~; ·nvi.se4 -to' .~ad_ '!-fi t<t;l~~:~ : ---~· .:: :.·_;·.~· · · . 

-~~ :··-,.~: ·-~~~(~~e~ perl.~ .. 'fo~;;~l)~~tion. ~~ ;i~ire~t 
. . ·~ ~en$es ·.taht'\Uld '·be rep~sentat~.-8:- ~f :~e .. · .. 
· .. , .·~ _pedcd of.Contract perf.o~.~e.·§rd ~r:uld: 

· .·.-. ·b~ ·su.ffictentlt, l'oilg ·to ._av..oid i.nequi·ties ... · 
· ... in' the al!oeati:oii:. of· ·oostso" · · · · · · · · 

lS~2()4 ~-~ ~~t~~-aC~ept~ ~ P~~rap~ as ~ttE!llo 
!•" :. 

.•1'• . 
lS-204.1. ~ The c"Pifnltte~ adopt~ .the: Subeo-ttee po-sition 

·that the proposed instru.ciione ·with ·respect tl': 
allowance or cost's ef adveru·s~ ~ere·. zwt 'l;o(l 

. • . 

restri,-c::tive~ . : . . . .. 
. .. 

.'. :. 
~ . : . 
JJS~20L·o2•S _ •. · ~ c~~t~e_e. accepted _th~ ciratt. ·as: ,vn~ on 
r . . . . these. p~egraphsc. . . ' -.. , .. 
~ . . . . .. - .• .. · . . . . .. . .... : ... : 
l$-204o~ -· The- decision with .re.spect. tn. the DOD -position on 

·· profit .sh~ is _-e.xp~cted 'Within the _near .:f'utureo 
..... 

J $•204-7- .. ·The Coml1ii.ttee accepted the clrB.ft as. wrl:tteri~· 
'. . . . . .., ~. . .. 

l$-204o8 - the_ Air Fnrce member stated that becaUse experience 
· · _ : · · bad "demonstrat~d ~ .di.'f.f'1cul w . of. .-.ct:~ntrolli~ ; 
.. ·.:· : 'these expenses. it was the· posi:t.l:on. ot' .the rlli F"rce 

. . :that contributions .and ·donatiane -nf'>t' be all.owable 
. ·.·.· ; as costs. · .The Air ;Force· wa.s :reques~d :·to present 
. . its z:ensed ·position to be· use!d .-.in ·eonnect~:on 

. ~th .the pres~hta~_on ·or -.an .item:fol-.:·~eeis1"n by 
· :1;be ·.Maten&:L·. Secret&ri8'$. arid :the Assistant ·.... . 
:Secretary o~ D~teiils.e (S&L') • .-~ ·._:. · · ~ · · · : :~ · , · 

•.• .. ·; .! .• .. .. • . ..:. • 

lS-~04.9 ·-·.With . ~ spec.11 to s'u.bp.arag~-. · .... ; .. ~--~ : N~\7 ·:member 
: , ~ th~ew . the ~av ~1:'1~. _;i)Q¢,. ~on. .In the· . . 
· d.i~c!\is~on. ~ch · fnllc.~wed, ~e. C~tte~ qetermined 
·that ~e ·tell owing should .·be _;lns~~~ as the third 
eente~e- 1n subparagr¥b 11e~i s. ·· · · 

. . ... . . ·.· .. •. 
~~ •. I 

.. ··•The ~~·1n1 ~ .. undepre~iated .amount Shall be '•. 

. nlll)"'_ the -n~rmal depr.ec,.ati.on remai.ili.ng after i. 
the em-_ of' -the ~-t~. depreciation·' period and c.· 

shall n'Yt include &IW ·amolint- Ot wecovered 
normal ~ 1true depreci.,tion'·: allowable. during <'l 
the lt,rue depreciation' period~11 ~ L c;.o ...,.._.......,. 

The Editillg Subc,mmittee may improve upon the ~ ~ C: 
_v~rbiage ot the concept expressed. in the inserti~n. ~ 

J 

1 
~ 

l 



.. • .J 

' 

S. Case S3-4l. ·Depreciation Cost Inter-Prete.tio.. -~or Ir.~.clusion in 

' Subconrnittee was taerii discussed and rurtber consideration dei'erred until 
. f3art 6 Section rv AS PRe A. rep..~ ., from tlle Editing [ 

\ 

· the next meeting to permit the Editing Subcommittee to consider an alterna
tive redraft of paragrap~ l$-602.~1,. l·~ch is quoted below I 

' a ' ' 

nJ.5-602el Applicability and Effective Date. This cost 
interpretation ,ertains to ASFR lS-204 (d) 1 lS-20S (b) 
and 15-20.$ (o). It is effective 'td th respect to exist~g 
and futUre contrQ.cts; provided that, as regards exi.sti..:lg ~"SJ 
contracts this interpreta t.ion shall not be applicable in . ,_. 
any case 't-Jhere there is· an .. e::.press agreemen'E in_ writing~ •;:. · 
that a di!ferent interpretation shall be applicablee11 ~ 

.. -· ·--- -~--

·-- ........ .- -. .. . . 

J 

2. Case SJ.-44- Depreciation Cost Interpretation !or Inclusion 
. in Part 6, Section XV ASPRe 1 rec&af't ol' tlii proposed . 

p¥agraph J.S-602,11 Applicability and Ef-fective Date, was distributed a 
t~ members • After discussion the redraft was slight:cy modi!ied and 
a~proved~ The Committee further modified ·the last· sentence of ·pa.ragrap 
J$-6o2e2e Subject to these ·modi:ticatioDS1 the Committee approved the C t 
Interpretation for :trinting. In taking tbis action tbe Committee concurred 
in the is suanee or • Press Release announcing the Cost Interpretation, by 
the S.ta.i'£1 and in the Departments pro~at1ng tbe Interpretation within 
their Departments prior to its publication in the Regulation. The Inte~ 
pretation, as approved, is quo~d belowa 

I 

I 

, 
./ 

.t 

UlS-602 - Depreciation. 

. _ ~5-6o2el • Applicability and Effective Date. This cost 
interpretation pertains'EO ASPR ts=204{d), J$-20S(b) and 
l$-20S(o). It is applicable l-dth respect to .all·eost
reimburse!l2 nt type contracts placed on and ai'ter 1 June 
1955 and, also 1 to all existing 'cos~reimbursement type 
eontracts !lOt completed at that date· except as to pre-. 
detennined overhead rates or fixed amounts of oVerhead 

l 

which have finallr been agreed upon for particular periods. 
Ho~ever, the foregoing sentence does not supersede ariy express 
agreement in WI'i ting that a di!!e:rent interpretation shall be ·1 
applicable• · · ~. 

_15-602~ 2 - Allowances for ~reei8tion. Allowanees !or 
depreciation (other tila.n fitr\ie dep~Ci~tion") as provided 
in Section 167 of the Intemal Revenue Code· o! 19541 sub-
ject to the ~tations set forth in paragraph lS-&>2.31 
shall be acceptable for contract eosting purpoeee. · 
Allo'tGnCes tor "true depreciation,• as that term is defined 
in DOD Instruction hl05.34 of 1 J\LQ" 19541 shall be in 
accordance \d.th said InStruction, atJd shalJ. l5e excllisive 
o~ o~er metQods or_ deprec;iation with respect to the assets 
~volv.e.d_in_the ~te~~~n ot .. •true depreciation.11 

. J . . . . 

lS-6f?2.3 -•. Interpretation.·. l;)epreeiation computed in 
accordance ldth paragraPh lS-602e2 abOve is ·a~ble 

. provided it meets.the test:of reasonableness and &lloea-

II 
;I 

" 

.: bil.ity- tO defenSe oorit:racts and other appli~able proVisions· ' 
of this Section. ~Ieeting these tests may depend ·upon · _- · · ~ · 
whether (1) the depreciation allowance 1n· the particuiar · · · 
_case is .ae:e~ab~ .· !~r: ~ purposes, .. and (11) the eo~:ting 
_of clef'ense .con~raQts ·is on. a basis eortsistent with the 
costing of the' eontraetO~'s'no~e!ense work aDd'iS 80 

· renected.in.i:~s -~oks --~-recarcis.• · · 
·: · , · - · ; - · ·- ·- - · · · MAY -1 0 :1955 

J 



.. - . . of the 12./2l/S4 meetillg were 

i:·i~T~K~~~~~~ti~~-~;l:ti~~i~!1i~~1~~;;'~~~1~~~~,:-
First senteriee. Prior to discuSsion of ·certain issues in ~~hich 
positions had been reserved., it J·7aS. generally agreed that the 
follo~·ti.ng :Jould be ~esentecl to the Procurement Secrekries, as 
a group, for. ini'onnation a11c~. ·resolution .:vhere appropriate: 

a. Najor differences vd. th inp.\lstrr.• .. · · 

e. Those areas in l:hich the Services are not in acc;:qrd. 
I 
•• 

i 
j 

15'-204.6 (e), (f) and (g)~ .· · ·. . ~ · ·.~ ... ·.. . .. · · .. 
The Air Force nonacceptance. of the .. principle set forth in these sub
pa.re.graphs results in classifying ~hi<·~s .. ~·.issue,. $The psu~, ~rief)y 
stated, being whether contractor. oaymctlts purs.uant ~o: Pro~t Sna.nng I 
and Stock Bonus Plans detennineC: ·by profits ·are merely com)ensation i 
mea.su:·ed by nrc :Zits and are allol·ra'Jle for ~imbursement1 or 't·rhetl1er 
pa~nents pu~suant to such plans are distriJUtio~ of profits and 
tf.ere:fore are not reL:1'oursa'.)le as costs .• ) . To pe resolved by-:tEe 
Assistant Secreta.ry of Defe11se (S&L) in conjhnction f.r.L th tne 

.·.· · .. ·. ';,='·-~ 

·.,r~:·.·~·~.~~t;§'Y:.~~.·.·~.:r-~~~.:::..-=::·,~;l.,. 
. . .'~ ~ .. ·. ~t~ "!~teihcie ~~$!a~~~~-:.~ . . .,.. 

· .; . . of the i;~'t~n11al Reye~~- QOde· of 19SJ.r.) on -=:the· e'::irling p~ .. o~.~s:~..ons t 
of Section l.'V, It -.. !as ge~1erally agreed that 't.hB ··As·FR l:n·ovision 

;;. 

re1-:1ain unchanged, that a pres~ release be arranged on the to:)ic 
;or in~ o:~tion to ~~. pu·v~~~ ~··that eontempora:1eo'..lSly uith 
·~e. pres~ rel~a.se.,. a?propriate, inst:tuctions be promulgated to 
field -audit IE,. rsonne4 "" . . . '. . . . . ' . . :. . .. ~ . . . . . , ·. 

l5-204o·9 (e) ··b~ ·· . , 

'· ·- .;~~~:!r;~:;;~~~;c!s~e~~~ ~~~i!:*~~~:~~s · ··] 
::..: · . ·BOard. However.-· the tmtbod chosen. afte.::- such -de-terid.ria.tion ·of 

fltrue deprecia~ must ';:Je follo~:e~.-~l.stentJw .thro-.:.j'lout the 
· · ·.life of ·the emergency faci~ ties•" . · · . -··!.I-!.: : ·' ·· 

. ~ --·:.! .;.... . . . •· : . . . ; . ·. ··: : .... : ..... •. . . . . . . : .. ·... . ~· ·. : ~~ :- . --: ' . -. 
l.$-204·. 27 (f) - Pension am Re~t Plans • · · ·. · · :> .. 

. A::'ter considerable .. dis.eussion o!:.reversion creditS· and .. the lll.:~thods 
... J · by 'Hhich ar~"angements ·can be- made·.·that. are e~uitable ·to ·the ·Govern-

·J:• · ment, ·there 1-as general· a~~eer:tent thet· the paragraph rer..ain as , 
written, bu.!~ that_ ~ .. atte.n~on .of the Assistant Secretary of .Ji. 
Defense, ·OASD (S&L)1 · and the ProctiremGnt Secretaries be dir3cted 
to. the :~iffictil tY ·of .this .1:ss.ue. It is also to l:e e::plLned th~t 
-pa.rt of the draft· 1-!ill.be ,iss.ued as ·an instruction, as it is not · 
a·::j_)ro·:)riate as .'a. co.st ;Jriaciple ... The Nrvy member a6reed to !'ra.r.1e 
the issue., to 1i inc:!.usive of mass severence pay, a~ ~o.r~~ard: 
co~~ies thereof to. the.:A.rJlw ~ t.he Air .. Force•: · :::· .. 

·15~204.41 - TaXes• . 
'~'. . (a) (l) .:Af~r.. the third '!·ro~d .. "taxes~ .. ~.f .:t:he .. s\fur:)ar~graph add. f 

. ····H ·•.· · ("~1cluding· state .. income t:a-;:e·s~" r: . . ·. . .. · · ·. l I" . . -. . . ; .. - . I 
... -1'~0~ I . U~dersetiririg denotes change. JAN 4. 1SSS 
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.. ' .. •. ···-·.-.-~··:- ... --· -- .... ~·-·-··-·· ... -- - . -----··--- ·- ---
. • ' ·. . . .•• . . • • • • • .•• - . •. J.. •. •• . •.. 

. J. -P£se ·s~. ·.aa·Visi~if·o.ise6t~bti :xV •. -Pr~r :~$~.~~J)-~:r pertaiD·. 
"issues in ,:tdch posi t:l()N Sid ·&en r.eserved1 =:~·1t -vas. gerie.r~:-&greed \bat 
•the !ollo~-dng :-t-X>Uld ~b8: p:o esente~ to~ ~ . ~~curetWl~ ·~ec;ret&ries:, .. •s a ·group, 
~or in;ormationa · ·· ;. . ·. : :.,- ~;;: .... ... ·.·. ·- ·~· · ...... ~. ~-:: .. _:.~ · .·. ~ ... ; :· ·. :.' ·. _· ::.._ :>· .. · . .- ;-. , .. :·:- · -~~,-,: ·. : .. · ~· . 

. . . - ., . ' 

~. · ·!la.j~~ pB.st,~rt~~ea,·~th·~~:~tl:7, .. __ .. ,. :.: -.- ·"· :: .. 
... .. . · (. 

·b. Those areas. tnwl·~. i.· cbatlge ~m· -~---~ur~nt .:.r ~ . • . -
. \ ..JSm PQsitiOD;~· am · · - ; · . ··· ·.. · .. < ' .. · 
•. .. .. ·. . . . . . . .. . . .~ ... ..-:. :, . :.· .~. . ... . . ' ' ·: 

,:.·--· . 

.. ~· Those ~as- ·in ~-m.:tch ~ are ~ot ac~ording ~ J.n~suy.: ~ · .. · .. . : 
· · ··the trea_bnei\t ·ttesired .. qy.--thelll. · ... ,_-. ---- · _·:~.--_ :· . .-·/ ~ _: ;~-. :. ··.:J•.: .. ..-.~ 

0 '- • • 

0 

• " • • ••• 0,: 0 .:. :· 0 • ~- • •• 

The. members .then cor·1nleDCed. discussion. or. the tollOW'itig S:Ub~·:gratms'c·: ... · .. 
. . · . ,. i . . :.·; ._·, 0. •• •• • •• • •• ·_ •••• .' :.·._._::·~~--~.:·:·:.-,-.·. ~--· 
. :~ ·_. ~ro4Jl - Oai'eterias1 Dini.ng BoomS and Qtller Food ~erviees • :_. ·: ·.· _::: . · : . .- ··: 
· .· .. · ·. : _ _ ~iriciple .~e~ .and J.gree" to. . . ·. ., ·_. :.: :-··. -~· ··:.-:: .: ~ 

... . . . ... . . . 
, ~ : i· .. ! ... '· .. . 

. 15-2)4.6 - Compensatio'n i'Or ?e~so2l. Se~ces. . . ·.. · · · .. 
. ~ . The Committee revle,·:ed _the proposa1 o! the· s·ubcommittee ·"· ·.:_ ·.~.-. 

• 0 .. 

·and •greed tba t ·the' proposed sub;aragraph (c;} ~-hOuld· ~--- ·= ... ·~· .. 

changed as i'ollo~:rs t .. . ::. . . >·- . · · ···· · ... ·. _ :. ·' · > ·· .. · · ~· , . 
• ' 0. 

a. At the enc: of. the .tnt~du~tton to subpar$.graph· .. · : · · /~ .• ~_·: 
c., change the colp~ ~- a cor.una ·aM ~cl "the · 
follo.~~J __ ·_ ..... · ~ ... ~. · ... : ·:· 

..... 

~~- ~-~·~·~-~~o~ .-~ t~se: set ~9%'-th. ~· 
0 sttbpa.ragrap)l r~) (~, .(2) •. (7), ~d 
{g) · be1Dwa11 ·. • . . · • · · · ·. . · .. · 

•• •• 0 ·:~ •• 

) . ...~· .. .. . . . \. 

·. b.· Reyise __ sul;Jpa.ra"3·ra~ (iii) -to_ -read as .f'ollousa 
. I· ... ·1.. . 

11 for -allo·:ance purposes,.·~· cost of stock 
_opf4,ons .,.:ill be amo~ized ec:ually over an 

.. . 

· -~ppropriate perio~ ~Dt.the .~te the option ~ ·· 
. ~ . ~Xel"cise·d depending upon. :r.pe_ ·~rms ot the 
o:)tiQn··. a~eement•".:~ . ~ . . 0

• • •• : 

0 

'• • • • 

.. .. . 

Th~- ~bers accepted the. p~o~:>o~~ or ._th& Subcomm:l:tte\ ~ d.~lete .t~. ·second · 
sentence of l.S-204.6 (d) (2).. . . ·. · · · . ·. · · · _· ~ . 

. . , ... . ": 

JS-204•6 ·(e·) ·and (f). The .Air. F·or'Ce nonac~pt-&nce o:r' the ~)f.&iciple 
= . . . · e~et forth 1n :the sa . su~ragrapha results in cl.a\l..f'yiJlg . 

. . this a5 an is sue (the 1;s sue,· · brie flJ' · sta t.41 ·eeing . · 
~ · Whether contractor costs 1ii ~fit Sha.rin6 anc1 St:ock 

Bonua Plans· are mel'e_:cy- ·c~nsa tton :~~~easured by '· · 
~ofite atxi are allowable ··ror reimburs~t~ or 
uhetber .such plans ·are .. 41atributiosl' or pronts) 
to be l'8Solved by tlle ·Assistant .Secretar7 of · , . 
Defense (S&L) in conjunction ,21th the Procurement 
Secretaries. DEC 2 1 i954 

4 .. ( C'..,j;.'" • .,L) 

.......... -- . ~ -------... ....... -:/ 
• 

i 
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l5-2D4o)~ ~ (1) (iii) - G$neral·Researche 

JS-204. ;8 - Severance Pa:y • 

l>-204.41- T2xes. 

The members further detennined to deleb9 !rom the revision, paragraph 
15-204e40 - Strikes and Lockouts - Expenses ofe . 

I 

In addition to the above issues the SUbcommittee was· requested to 
cla: .. ify the language contained in the following subparagraphs: 1 

. . 

15-204.22 - Hate rials and Suppll.es. 

Subparagra,h b - re discounts, and 

Subparagraph d - re ;?ric:L"'lg oi' materials in stock 1-1here 
replacement cost differs significantly 

c from book cost. 

A Staff proyosal presenting a depreciation cost interpretation giving 
effect to ·the ne:·r revenue legislation., presented for inte1"im use pending 
the promulgation of the revised Section 191 was discussed at length and 
referred to the Section 'J3 Su0cOininittee for redevelopment, 1·:ri th a request 
that a report be provided ·by 2l. Decomoer l9S4o 

The subject of clearing the proposed revision 1-:i.th the Comptroller 
General's office ,.~as discussed. It was concluded the.t it 1-rould 1:e highly 
desira~le to informally present a co)y to the GAO at the same time the 
pPO)ose.l is referred to industry for cor.m1ente NOV 3 0 1954 

~-. 

DEC 2 \954 
DEC C: 1954 

A. B. c. 

~ . . . . . . ..,.1:. ' .. 

1. ~-~: 1,.~:rrd.~tes of ·the llf'.~/?4· Re~: :.I~~~~,:·~~ the Spe~~~·fa~~l.~i' . 
he~L l2/2-/S4 and 12/6/S41 we~ _a::;!Jrovec;.:w:Lth:_~e.~: -~()..Po,~g ~,a:4~~~~---~ · · 

I 

! 

"}·: ... . · .• :·.. . ' • ~- •. ··.; .. · · .• ::~~'" ..... 1:. .· ··:= ··.·:~, .... !":.<~1·.-.· 
-I.tem S. Case ·s3-44 -ReVision ·:or Sectioil' ~ Coi:ltr.act Cos.t. . .·.·~.f .. \! .: . 

:~ . · ·" .. · · rinc p e-s; · e etltry 20 • - ri>f-;l~· 11.¥ .. 
Sha.'ring1 in the se.cond paragraph, was revised to road a 

"Subparagraph e ·-~-.-~ter.c:omp'!JJT· or ·rn~erdivisional 
Sales or Transi'ers1• ,in lieu of subparagraph be 

·. • • 4 

The fifth paragraph ·t-T~S. ~:rin~ie,ed .. ~. -J.!~ad ·as. follmrs I 

"A Staff proposal ?resenting a d~p:reciation· cost 
interpretatio,. ::;iying ~fi'ect to the ne"r revenue: 
legislation, presented for interiia ·.~.~ :p.Ming ·· . 
tbe promult;ation o:r· the revised Se~tion :Y3 1 't-tas 
disc~ssed ·.a~ lengthf ag~e~i.·~ ln ;'Pr#!btez antl 
referred to the Sec;Ion XV Subcommittee tor ' 

• . . 

redevelcpmentl ~th a request that;a.r&port be_ .. :·.' 
provided by 21 December l9.S4e"· ·. ; . ·. . \ltC ~:1 A ... ,~~~4 :·. 



"£. •.. The m5.nute.s ~r ~- l0/26/54_JDee,tiii ~e~((a~p,r~vfid. ·w.ttb·the· iolloi·Jing t. 
fu>c!ifications · · · ·' ·:.·; --; ..... ·:~·'· . .::· -· ··.·.: ... ·r 
4 . . ' 

Item 2._ Ca.se. SJ.-44 - Revision o! Section ·rt ·•· Cost_: ·PrifieiRles. 
'!he last sentence was revised to reada . .:· -·. . .. : ',: 

(Underscoring denotes change). 

f 
N0\1 2. 1954 

,I 
e. 

&. c, se 53-44 - Revision of Section XV 1 Contract Cost Principles. Tne ~; 
fir Li'o::ce member presented the problem of the allowability for reia~urs~"'nen't. 
of con·~l"act costs under cost-reilil"uursement ty-~~ contracts and as to the ~ 
reco ~ni tion in price under fi;:ed-price contracts 'of depreciation on plant 
rut equi::.r.1ent computed in accordance vii th the Internal Ravenue Act of l9S4, 
Tr.1e· members recognized the issue, but indicated that coverage had been ·. 
q!Cmsi;J:er;ct by the Section ~ S:ubcommi ttee in developing ?~rt n ·of Section ·. 
tv • uc:.:m.:>ers ~·r.tll consider ~.~his &.~ at the ll/'30/SJ.s. meetJ.ng. NOV 1 7 ,354 ' 

.. ,· .. ·,., ·;. ;·· ....... . 

S. Case S3-44 - Revision or Ssction XV - Contract Cost Prine! les. . ' 
Conside~~:tion of 11 repo from he Suoco ··e)' ·'pre!'el1 · g the· 'test dra.!!t 
of }~a;ct 2,' s,ct~OD: XV I ~e~s~d in .. ~~le ~~~t o_f ~mmen?. ~~e.eiy~d}:rpm the ~ 
military depa~ntS and guidanee i.'l"'m t.ne Comrnitteel"began with .. the· 
disc·J.ssion of the purpose or considering the report. :l;t 'HaS agr~ed. that 
this revie-.;-7 '\-70Uld highlight tv:O tY:'e.S of iseue~. ror resolution prior to 
for•;arding the rsvision to inC:ustl"Y for comment• .· ~se area 

(~ ,: • • ~ ' ' ' I :~ • - • • • ; :' o 

' .t 
!. 

'• . , .. 

a.. Issues in '\orhieh the De~lartmental :po~itioils~are .~~-~- · · 
anc~. ~-7hich may be resolved by the ·Comnii ttee · ~1; •·a suos·et1~~ent 
meeting and · - ·· ·· ':. . · ~ :· ·.. ·· i • ·.- • • 

, . . .. . . : ..... :. 4.~:\.·~ ' 

be Issues where the De)artmental Positioas .. ~z-e·. ·khD~m .. <· •·· .. 
l~hich "tdll rec.;uire resolutiOii by "the :A.ss'.~~ftah~:·· ~ .... : .. :· ... 
Secretary of Defense (S~ in conjunetlon ·Wi~· the·~.: •"".: .. 
Procurement Secretaries. : · \,: i. ;· · r,. ·· .. '··. • : • .• ·. ~ ... 

\ 
:\,. .. . : . \ ':. ''· .; ··: ... :.:;~ .. '. :~. . .. 

'l'he members undertook eo;1siO.eration of .the· SubCowutt'e~ _ ~pcttt tOn~·~&~ page 
by page basis.. Issues for .further consideration. appe.a~~~ in the f'o:Uo,dng 
subparagl"aphs a ' .. · · 

/ 

lS-204.4 -.Cafeterias, Dining Room8 aDd otheS': Food ·s,~vi~e~-:-.. . . . . 

l5-a>4.6 t -Stock Bonus Plans, 

15-204.8 -Contributions and DonatiODBe 

lS-~4.9 -Depreciation. 

15-204.14 - Prt).f1t Sharing• 

lS-204.16 e -Insurance -Officers., Partners, or Proprietors• 

15-204.17 - Interest and other Financial Expenses. 

15-204.27 t - Pension and Retirement Plans. (In connection 1d th 
this issue1 the Navy member urged that consideration 
be given to the deletion of pension reversion credits 
and mass severance pay !rom the cost p1"inci~::les1 
presenting the proposal of the coverage of these 
subjects to industr,y in a separate paper, stating 
that both these items were deleted on the premise· 
that one offsets the other. Ho"t·re·~er, if industey 
insists on one, the Government will insist on the 

____ .t_~_._.._..._-t ... .;.. -"-' ... 



( 

( 

~.:__ _ ___,..... _____________ -------~-- --~-- ·--··· -· 

3. Case S~ • B8Vision of SectiOn XV • Contract OOst ~plese . 7he ~ 
lbers noted and apProved a progress ·l'e~rt £rom tbe Subject Subcommitt.ee 
uesting an extension of the target date !or. tbe ~leticm of: tbe ~roje 

unt~ 22 J\me l9S4e . , JUN 1 1954 , . . . . . . . . ._ 

\ 

12. Case 53-44 - Revision of ASPR, Section XV, Fart 2. A 
re!)ort .fro!Tl tqe Sect. ion X:V. Subcommi ttet: ~resenting. the subject ' 
revision was concurrcd·in by the members for the nru~ose of 
securing comments from the Technical Services, Bureau and Co~~nds. 
Departmental co!!lments are to be rec~ived by .1_ August 1954JUN 2.2 1954 

___ .,.:..._ ____ ~:...-...... ......... . 

9. Cllse S3-U4.- ReVision .or Section XV. · 'lhe memb£;;rs noted thC:! d~sign~· on 
Hr. G. k.. Connatsor, AFADD,· as. Uie lair Fqree manber a! 'the aibjoct b-

omr.ti tto(;, vice Mr. A. B~ 1h<?mas1 . !Ji'ktm. ·~G 2 4 ,gs,·-· . ,~ . · · 
-1! : ·: ¥ ¥ *7.:*?. , · + e +p ·- r· · --t~k4-=· 

7. ~ase 52 .. j7 - ~ction VII ~ CiaUSe~,' Prico 'Vision Clauses, .. 
ase 53-64 - .Tax c~diits - Downward Contiac Prlce Rev-Ision. . · \ . 

. ase 53-':4 - ·ttcnSion or suction xv.. . ThO members noted the designatio 
of Mr •. p. M. Southwt;ll, il'!PE, ·as thO Air ~orcc member of tho subject Sub- . 
committee&, vice Lt. Col. :H• T. Critchlow, /JMPE. AUG 2 41954 

; - . ·-·· - -·--·--- ~· - . 

2e Case 53-h4 • ReviaiQn~of .Se.ction XV • Cost Principlss, 1be Committee rr;;;,:r;d the issuea r&i;~f~s¥c,~c,¥o~ liUnb.®Dmttee report as 

a. Should costs of profi. t sha:ris:ig plans :~. allovrable 'tc] .- ,., ... 
. the extent recommended b7 _the proponents in the · ~ ·; ·. 
report? ;i: . .\?<.\:;; 

b.··- ~·horid costl!f~.t'~c~: bonus plan~:-~:~-.J.lowab,.le? <-:: 

• • . • •.. t •• ••• J. ~ ..... ~. : ·, · .... • ..... ; 

ce Should costs of independent researc;Jl· -am develoPment,. 

I 
be allot-1able? .._ ·· : .:. ·: :_·:. \ 

Both ao and be wra !I!'S~re~ ~ ~ ~~~tiv,;;.,~f,•d.{~bussioD wu 
direc~d. 't'Dl-1ard the .f'act"that ·althO~h:· suCh·p~.~~ ,en.e;-~~: ca.lled 
11proi'l.t s~ring" they are in realitt:addi 1:4-onal ~e~atiRn·~~~ured by 
earnill6s• AecordingJ.71 in drafting ,th:L8··~~~-~~-.ll~t,e~:.~c:t. Klll.·.be 

emphasi~ede . ... :·•.- .. -: .. _ 1 ._.,~ ... :,·:· •• ·...) _·::.~ _.· .·: ·<;;'-... ::"'~:< :·i·:·· :·.;·:: 
With respect to issue o., it vas determi.Ded tbat •tel&ted ~&search" 

should be alloHable it "applicable to . tlur product· ,'9r product line.a As to 

/gener~ ~;e·z:;:-; :-.z~:~~~~~;ti ·:·' . 
· .:W.~~~tR ~!;".~~ (i,e., 75% .. ·9.-;.· ~~e1., 4

.,: · 

. (11) suCh costs·-~ .. alaot·allooate~ ~. ~N'~l.· . 
work, (iii) the oontractor subrd. ta . re:pOz.ta·. of"""t,:.. . 
gork: accomplished and1 (iv): the; tx>e;ts are ree.Sonable. 

I 
(2) If the contractor's ~~~sit;!:s ,JD,~~~. 

commercial, spe~~ p:oO&ion~~~be ~.-J.D.;~ .. 
contract for s~·;c:qswe ... It w.s "co~Ddtd. ~t· . 
negotiations for: '·suCh· eo~ :-.·.be.!"!)&ndle4 "c';eD~tiJ 
1n each Depi.rtmezrt ,o iUiit -.p,-6& ~.r, -.r9mi:W• oe6 .. ; 
be attained. •. · ··: .. ·. · e;Z:.~ ·.• ... · ~!; .i:.':~; :~:~-<:~:: 

r) 
I j 

h Air Force reserved the right to re?.l;ew .. ~th areas .. wn a ~ 
S~bcommittee nport, is issue~ OCT 2·6 1954 

. . . .. . ...•.•.... · . . 



. ----- ---- ---. -- ·. - --- . . . . ··---------- . -- -· . . . . . i . -- . ·---- . - ·- . ' 

2l. Case .~! .. ~ • llsv1s1CIIl ot Sect1on 1V - Contract Cost ~lese '-1• 
of Parts l .d 2 o! 1he proposed revtB!cm Of' !I ton·xv, ·tii tbe -~-

t
Subcoromittee pursuant to ~oe1pt or service oe..~ were d:i.strib&lted to _.] 

. members. Die JD8lDber8 were· fUrther advised that Parts , aDd k were aarrent31' 
in the process or being reproduced and that Copies would be prvd.ded t.a.. ,: . 
members as aoon as they become ava1 'eblae IOV 2 ~ \953 . . . . - " ' 



· 17• Case S:;.JJ.a. • Revision of Section xv. · 

.. : l ~ ~=:-~:::. 4r!!=;~'to~4. =~ :i • , r\ . 
CCIII::ents1 ~d th a rec~uest that comments ~ pres.en~d bf.. • 

• 2l. October 1953. . . · . · · · · . · · · 
.: . .. -~ :: .. ¥· .\.. . .. f . ···~ - . '; ~·· t_..-~. •·· .• ..... ~ ... I . .be ·eorisiderati.oll..oi" ·the ·iris8 . .a:i 't.0 .. 1diitbi~·eet.i:on xv .should · t 

.l:e ·incorporated in price .adeteniltna:tiop..clausea ·on· a \t 
J mandatoey or optional basis \.'8.8 dei'arred .. untl.l the DBXt \1 

meeting at the reque·st of the Office of tbe Deputy' Ccmptroller ' 
for Accounting Policy, QSD• .· OCT 6 1953 · 



I·•·• ~ ~ ~· -

.. ·-·-····---·:· ____ :.._ __________ .___:__:_ ____ -·. 

19. Case S3-44 .. Hevision o! Section XV •.Cqntract l !t Principles, !he • J 
-; ,embers were iritonnea bY ti'ie uuni tio~: BOard memoer. tliit pursuant EO convera ,, 

~ions bet,.zeen Adm. Ring ~d Mr. Bordner, .. agreement was reached on the follo~t 
fetho~d or going forward 'td. th the further development of a revised Section Xi 1 · 
i . 

' 

l 
l 

l 

'!'he. ASPR c.itee: would 1ihdertalce1 on ·an·a . 

Assistant Comptroller tor Accounting Poliey1 OSDe The Oommi ttee 
agreed ~t the Subcommittee's :l.nitial consideration should be 
with respect to the basic concepts of the proposal, including the 
approach for use in :fixed.-price contracts. It was .f\lrther &greed 
that consideration of the Deput,' Comptroller's proposal would be 
divided in the following order a 

ae Parts 1 and 2, and 

b• Part 31 

The· members designated to the Subeommi ttee to undertake the study were t 

MB · • Mr. H; H. GalluP (Chairman) · . . 
Army • (Proc.) Lt. Col. J. M. Rail.ingi GS G-4 

(Accounting) (To be designated} 
Navy -Mr. E. T. Cook, S&A · 

Mr. A. C. Sawallisch, ONM 
.AF • Lt. Col• H. T. Critchlow, AFMPE 
OSD - (To be designated) · JUN 9 1953 

. .... 

16. Case S~- ReVision--or s~ction xv'- Contract 'cost Principles. The 
Chairman advised the members that lir. HOt-tard Wright· and .Mre K. K. tilgore 
had been designated OSD representatives to th~ JJ\lbject Su~eormni tteee . • t

1 
·I Supsequent to the meeting l·Ire .R. Mo }tee. was desi_gnated. Arr:;q Accounting~ 

representative to the mbject Su.bcommi ttee,. · JUN 16 1~3 _ . 
. . . : . . 

~--------. ---·-·-·- ·-·-· ·-

?:( Case S3-44 • Revision ot Section XV • Contract. Cost· ~ci~i~~. ibe 
i hro~r-s noted the Cfeslgnation of I;Ir• _1. B. thomas, 1FltJD1_ as an additional\ 
= -·~· .~ .. ~~~~e member of the subject Subconni ttee, JUN 3 0 1953 

1 
1 

·-- _ .,.__. :,::·.-~, ... ,. ,.,.. . . . (:_' :·: =r : ::~fTtr:::~~:;;:J$;:,..~.:~~=.::; .;:,, h .. j. i;;; ..... ., ... :· .. **. , ... _ 
2. Case S)JJJ:i •· Re~sion of Section rv. ~members .no.ted a report fr~ ~ 
the Subcommittee, ldiiCh present;Ct .JL;i SUbccmitteets recanrnendations em 
arts 1 and 2 of 1he Deputy ~trollar'a proposal to rev.l.se Section XVe 
e memQers were intormed that 1.\lrthar discussions between the SIB cial. 
sistant w 1he Secretar.r (Admiral Bing) and the Depl)'tJ' Comptroller !or { 

~ccounting Policy were being scheduled to review the Cc:md.ttee u.ctment 
o£ this Revision. JUL 7 1953 . ·. . · ~ • 

.. . . " -------· . . 

I 

i 
I 

I 
; 
; 
I 
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IMMEDIATE RELEASE MAY 12, 1955 . 

A cost interpretation paragraph, relating to depreciation, ~ill 
be included as part of Section XV of the· Armed Services Procurement 
Regulation, effective June 1, 1955, Thomas P. Pike, Assistant 
Secretary-of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-6C2, which will be published by the 
Governmen~ Printing Office as Revi-sion of the ASPR, follows: 

"15-602 - Depreciation. 

"15~602.1 - Applicability and Effective Date. This cost inter
pretation pertains to ASPR 15-204(d), 15-205(b.) and 15-205(o). It is 
applicable with respect to a.ll cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts· of overhead which have 
finally been agreed upon for particular periods. However, the fore
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation. Allowances for depreci
ation (other than "true depreciation") as provided in Section 167 of 
the Internal Revenue Code of 1954, subject to the limitations set 
forth in paragraph 15-602.3, shall be acceptable for contract costing 
purposes •. Allowances for "true depreciation", as that term is de
fined in DOD Instruction 4105.34 of 1 July 1954, shall be in accord
ance with said Instruction, and·shall be exclusive of.other methods 
of depreciation with ·respect to the assets involved in the determina-
tion of "true depreciation." · 

"15-602.3 - Interpretation. Depreciation computed in accordance 
with paragraph -15-602.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of-this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
'lcceptable for tax purposes, and ( ii) the· cost-in6 of defense contracts 

-is on a basis consistent with the costing of the contractor's non
"lefense work and is so reflected in its books and records." 

END 
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15 August 19 56 

SUBJECT:· Case 53-44 Section XV- 15-204.2(aa) 
Training and Educational Costs 

Pursuant to Item 3 of ASPR minutes of 7 August 1956, the 

Editing Conmuttee has edited the subject material, as set forth 

in Tab A. 

C. H. Hilkinson 
Lt. Colo11el, Jf~GC 

Chai~:1an 

Army Hember 

Incl: Tc?.b A 

John Green 
Navy Member 
(absent) 

John V. Perry 
Air Force Her11ber 
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DEPARTHENT OF THE NAVY 
OFFICE OF NAVAL MATERIAL 
WASHINGTON 25,D. C, 

:IGl,I0~1!1.~·IDUf!l_1''0R THE CI1Al:lMAN, ASPH COl'IiiiTTEE 

~· 

M36/ACS:ll 

~ Au:JCJSt 1950 

Subj: Case 53-44 - Special Subcommittee ASPR 15-204.2(bb) 
Training and Educational Expense 

Ref: (a) Heport of Subcom:rnittee of 12 July 1956 

Encl: (1) Proposed language far AS?R 15-204.2(bb) · 

1. Reference (a) was considered by the ASPR Com:.::rl.ttee at their 
meeting on 31 July 1::;5 6. A number of roconrn.ondations were lllC.de 
\-lhich the' subco:nuni ttee has endeavored to incorporate in 
enclosure (1). 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASl'R 15-204.3 - Unallowable Costs and referenced 
back to ASPR 15-204.2(bb). 

3. The enclosure .has not been coordinated with the Office of the 
Secretary of Defense, Of.fice of '?Jan~;ower Sup .. ·ly, it being the 

· understa.ndJng of the Subcommittee that the ASPR Com·.:ittee would 
do so. 

Committee ~Iembers 

Fir. ?aul i.l. Southwell, AFN?P 
l'lr, Thos. B. Horsley, Arm,y Ord. 
Nr. \:I. L. Latta, Ar-;AUD 
Nr • James Ruttenberg, NA VCOMPT (CAD) 



·- . ' .. 
. ·-~ 

... 

a. The costs of preparation and maintenance of a pro~ram of instruction 
at non-coller,e level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train
ing materials and textbooks '\r.Yhen the training program is conducted by the 
contractor; and tuition, fees, training materials, and te:A-tbooks, when the 
training is of a non-collec:e level in j_nsti tutions conducted by other than 
·the contractor, Such coots are allowable. In both instances, costs may 
include salaries or Hages of trainees during regular working hours. 

b. The costs af part-time technical,· engineerinr; and scientific 
education, related to the job requirements of bona fide employees, at an 
under-graduate or post-graduate college level are all~rable as follows: 

1. Tuition, fees, training naterials and textbooks; or, in lieu 
of tuition, instructors' salaries and the related share of indirect. 
expense, provided that the sum thereof is not in excess of the tuition 
ltthich· would have been paid to the participating educational institution. 

2. Straight-time compensation of om~Jloyees for ti.me s~nt attending 
classes not in excess of a total of 156 hours per year where. circum
stances do not.permit the operation of classes after rec;ular working 
hours. 

c. The cost.s of tuition, fees, traininc: materials and textbooks (but 
·not subsistence, salary, or any other emoluments ) in connection l~ith 
scientific an(~. engineering education related to the job r8quirements of 
bona fide emJ~lo~~ces, on a full-time ba.s:Ls at a jJost-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases 1rJhere required by military technology, the period rmy be extended. 

d, Haintenance expense anc~. normal depreciation or fair rental on 
facilities m.med or leased by the contractor are allOt-Table to the extent 
that such facilities are used under prograr.lS falling within a or b, above. 

o. Tho costs of training . and e due a tion of other than bona fide 
employer;;s are not allm-.rable, 

f, Grants to educational or training institutions, including the 
donation of' facilities or other properties, scholarships or fellcnvships, 
are considered a s contributions and will be treated as provided under 

·· ASPR 15-20L.3(c). 

Enclosure 1 
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DEPAHT:'JEl-1T OF 'TIL~ NAVY· 
OFFIC~ OF NAVAL i1ftTERIAL 

WASEINGTON 25, D, C, 

NEHORANDUN FOR T1ill CI{AIHHA.N, ASPR ccu:~ITTE,.~ 

N36/ACS:ll 

12 July 1956 

Subj: Case 53-u4 -Special· Subcommittee ASPR 15-204.2(bb) Training 
and Educational E>:pense 

Encl: (1) Proposed draft as agreed -upon by !vir. u. L. Latta, AFAUD; 
1~. James Ruttenberg, Navy CAD, and A. c. Sawallisch, 
Navy ONM. . 

(2) Discussions in support of enclosure (1), 
(3) Proposed draft of Memorandum to the Secreta~J of Defense 

or other competent authority for ruling on the disputed 
portion. 

(4) Proposed draft as agreed upon by fl..r. Paul ·South Hell, AB!.~WP; 
Hr. Thomas B. \·Jorsley, Arrrry Ord, anc~ Nr. Albert Kay, Office 
of ASTSECDElr(~IAi ;p\~~l~~J'~ & R.:;S/1~-vr~.) 

{5) Discuss ion in support of enclosure (4). 
(6) Proposed Section ASPR 15-204.2(bb) presented by Hr. Ken Borgen, 

Navy. Industrial Ilanpower, and dj.scus sion in support thereof • 

1. The Special Subcommittee appointed by the ASPH Cont·.uttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 

·Costs should be allowed is unable to come to .co!:rt})lete a.-;reement arrl the 
diverse opinions are being presented to· the ASPR Committee for resolv.tion. 

2, Agreement has been reached, with some c:ifferences in lan:J;uage, to 
allow the costs of (i) vocational trainins;, whether it be "in-plant" or 
in vocational or trade schools, i.e., the traininc of welders, electricians, 
machine operators·, etc., and (ii) training of a short term ~tur8 which 
is nec~ssary to meet an i~mediate, clearly defined need of the con-
tractor in connection with a s-pecific e!lf:ineer ing, production or adminis
trative ;>robl0m.. The latter type of training may be in the plants or 
·laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools. 

3. The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curricul-um leading to higher academic degrees rather than to meet an 
immediate need of the contractor •. Enclost~es (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy wbicl~. permits the acceptance of 
such costs and are of t~ further opinion that policy making in this 
field, being of a National· inturest, should.be undertaken by those in 
the Government charged vri. th respect to education and training rather than 
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by purchasing and accounting personnel. Enclosures (4) and (5) 
present the position of the group whi.ch would allow such costs, tog~ther 
with standards and limitations for allowability thereof. Enclosure (6) 

· is a draft of proposed ASPR Section 15·-204.2(bb) submitted l:U ~lr. Ken 
Borgen, Navy Industrial :r-J.anpower • 

Committee Members 

. Mr. H. L. Latta, ... ~AUD 
Mr. James Ruttenberg, Navy CAD 
r1r. Paul H. Southwell, Af''HPP 

·:rvrr. Thos. B. ::.forsley, Army Ord. 

Coordinated with: 

Hr. Albert Kay, OASD(HP&R) 
Hr, Ken Borgen, Navy Industrial 1'·1anpower 
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15-204.2(bb) Training and Educ~tional Expense. 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an immediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineerin:;, production, or administrative problem. It may be carried 
on in plant, in trade or vocational schools or in technical inst itut.ions. 
The costs of preparing and carrying out vocational training courses may 
include the salaries. or wages of the training director an:l staff; 
training nnterial and text books 1,~1en the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular 1-rorking hours. Costs may also include the salaries or wages 
of trainees for tj_mc spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or.technical training institutions. 
Such costs are allm .. Jable when reasonable and properly allocated to all 
work of the contractor. · 

(b) The costs of educational and general training pro0rams of a. 
tJ~e aimed primarily at increasing th8 general educational or skill 
level of trainees, rather than so~vin?. imrnediate specific problems are 
not allo1-1able. This includes the general area of long rans;e management, 
executive or professional training proc;r2.ms anc:_ scholarships, fellow
ships or other emoluments to employees or others, 

Enclqsure (1) 
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~SSIONS IN SUPPORT OF ENCLOSURE (1) 

1. It is the opinion of the undersigned that under existing. policies 
there should be separate treatments for expenses in connection v1ith 
vocational training; i.e., training ot supervisors, machine operators, 

· welders, electricians, etc. and tl18 education in technolot;ical fields 
of engineers, scichtists, etc. 

2. It has long been the practice ::f industr.r to support the expense of 
vocational trai··.:ing, This practice had its recognized acceptance in 
the ~;uild and apprentice systems vhich have for years been a part of 
union agreements. An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen arrl foremen became 
acute and _the Armed Services established a policy of accepting a pro
rata portion of such costs in connection with Defense contracting, It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear thc'lt training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where srnallfinns find it impratical to conduct 
din-plant 11 vocational or technical training. 

3. ·vlhile the undersigned do not question tha need for development of 
more and better engin-:::~ring and scientific p:::rsonnel, they do not 
consider· that the policy heretofore follo'\ved in regard to vocational 
training expenses should be automati~1lly applied to educational costs 
in the professional and academic fields without a delineation of 
policy by compotent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going. to be substantial and their acceptance in cost-type contracting 
would make their acceptance i..r1 redeterminable and incentiv::; type contract
ing almost mandatory • 

. 4. A proposed paragraph ASPR 15-204.2(bb) is attached ~s enclosure (1) 
which would allow the cost of the type trainii"lc~ discussed in parac;raph 2 
above and not allot-r the costs of' the type discus sed in paragraph 3 above. 
It is in connection with the type of costs discussed in paragraph 3 above 
that the CorrElit.tee cannot come to agreement. Enclosure (3) is a draft 
of a me mar andum which the ASPR Committee may wish to submit to competent 
authority for a statement of policy. 

Enclosure (2) 
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riEJ:IORANDtn1 FOR. THE SECrtTIARY OF DSFgNSE 

Subj: Emploj·ec Educational Costs Incurred by Defense Contractors 

I. The stepped-up production r -quiremcnts during World 1-J'ar II created 
a dGmand for skilled craftsmen such as welders, electricians, etc. that 
could be mot only by extensive training courses, most of which were 
conduct0d on an "in-plant." basis. A poli~y to accept such training 
costs in connection with Defense contracts was esta'olishcd and has been 
continued. 

2 • The current demand by indus try for more and more engineers and 
scientists to produce the highly technical military items now in use 
and to carry out the cxtt;ns i ve rcst::arch and development programs is 
Hell knatm. ·A recent (study by th8 Phoenix, Arizona, Chanlber of 
Cormnerce .stated that this years grnduating class would fall short by 
50,000 m(:~n. In an effort to meet this demand numerous educational 
programs, both gradua.te and undergr'aduate arc being instituted and 
given financ i::1l support by industry and our procurinG activities are 
faced vlith the problem of how much, if. any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The· 
follm.v ing excerpts are taken from an article on the subject in the Hay 26 
nBusiness Week." 

"Haey companies have set up programs to send a few of their more 
highly talented engineers to graduate schools full-time. Others are 
planning to send their ·~n:jineers to sp1,:;cial graduate courses a fe'tv hours 
a week, on company time, Some arc trying to persuade grc:tduatc school 
facilities to set 1:.p off-campus schools for their engineers by offering 
to build facilities and pay instructors, 11 

Convair Division of General Dynamics Corporation is working hard to 
persP.ade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has prornis ed aid 
in funds, equipment, and pay for the faculty. Unofficial estiriB tcs put 
tho cost of building the center at close t~ f~4 million," 

General Electric is just esta-blishing a program which "will send 20 
engineers to Syracuse Universi~r and 40 to Rensselaer Polytechnic 
Institute to work for the:ir doctorates. It will pay the cost oft heir 
tuition and books, put them on the CC'-i1pany pay roll and they will get 
scmiority and credit for any benefits that might accrue to them," 

Syracuse Univcrsi ty is opera tin~: three branches; one at Griffs 
Air Fo1·cc Bc~se at Rome, NowYork, for Air Force engineers ar:d General 
Electric en~ineers from a nearby plant; the second and third at Endicott 
an:l Poughkeepsie, N~w :York, for I.B.I'l. engineers, The Air Force and IBH 
supply classrooms on their own properties and the two companies and the 
Air Force foot the bills for faculty salaries, travel and overhead. 

Enclosure (3) 
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·Rensselaer Polytechnic is op0rnting a graduate school mar Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 
80% of the students arc United Ai!craft Corporation employees and the 
United A:ircraft .Corporation is under1vriting the experiment for five years. 
The cost to the com.pany is about ~1,000 a year per student. 

A r ccent Raytheon Hanufacturing Compc:L.\Y plant ~)ublicntion announced 
avaihbility to their science and engineering employees of educational 
grants· at H.I.T. and Harvard. Grants willcovcr full tuition, fees~ book 
alloHanco and· a monthly salary of ~240 while in residence at the school. 
Undergradoot e students are also considered if worlcing for 3. science or 
;;,;ngineoring dc::·:ree and plan to join :tho company upon graduation. 

3. Obviously, the costs to industry for support of these programs will 
b:.cor11e significant, particularly in the aviation, ~J.ided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortc..gc of engineers t1.nd scientists is greatest, and it is in those 
fields vlherc the military departments arc tho principal customers. 
Assuming, therefore, that such costs were accepted, even. on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
IIUltcrial would be spent in support of educational progr.1ros. 

h. It is Hell known th:tt tho prGscnt National policy is to encourage 
industry, c ollo:;es, univGrsities, and foundations to give support to 
any proc.;ram des.igncd to increase the quantity and quality of engineering 
and sci.~Jntific :p3rs onml. It has not be on notGd, however, th:t t any 
Government fimncial support has been mo.clc availnblo for ·~.he furtherance 

of such programs. A number of questions therefore present themselves 
in connection with the possible accaptancc of such costs in our contracting. 

n. If it is determined that the National interest requires a 
Government subsidy for engineering and ~ientific education, should the 
subsidy be ~drninistered through private contractors, thereby working· to 
th0:ir individu:tl canpatitivc advantage, including a profit on their 
participntion in the progr~, or should it bo administered diroctly by 
tho Govorrunent • · 

b. If participation is to be through the allowance of the cost in 
Dcfcnso contracting should such sup~ort be limited to (i) specific fi~lds 
and, if so, which fields; (ii) which types of cost should be allo1-rable, i.e., 
tuition, laboratory fees, salaries paid to instructors, text books, 
colnpensati on of students whilG in attendance, ccs t of scholarships, etc; 
(iii) should Defcn~c participation be limited to a ~"ecified ratio of 
total contract costs? 

5.. Procurement and audit policies and procedures in this area are greatly 
in need. It is rrry opinion, however, that seine OO.sic policy which could be 
prescribed from answers to the questli.on proposed above must first be 
established. Since this is an aree. coming within the purview of your 
office, I will c: rcn.tly appreciate .:?.n cxprcssi on from you as to the policy 
we should pursue. 

-2- Enclosure (J) 



1S-204.2(bb) - Training and Educational ~pcnses 

a, Preparation ani ma.intcrumco of a prcgra:m of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training matorio.ls arrl textbooks 
'vrhcn tho trainitlg program is conductod by the contractor; and tuition, 
foes, training materials, and textbooks, vrhcn the training is of a non
college levGl in institutions conducted by other than the contractor, In 
both instances, costs may include salo.ries or wagGs of trainees during 
regular working hours • 

b. Pnrt-timo tochnicC\1, onc;inccrin&:~ and scientific education ::tt an 
under- :sraduo.to or p9st -graduate collc,::,c level as follol-rs: 

1, Tuition, foes, training materials and tGxtbooks. 

2. Where circumstances do not permit education after paid 
working hours, regular employee cornpo~sation is also 
allowable for instruction not in excess of a total of 
156 hours per year. 

c, Tuition, foes, training materials and textbooks (but not sub
sistence, salo.ry, or any other emolmncnts) in connection "Hith scientific 
and: enginGcring education of bona fide employees on n full-time basis 
at a post-grndu.::tto college level for D. total pc riod not to exceed one 
school ysar. In unusual cases whore required by military technolo:?Y, 
the poriod may.bo c~tonded. 

IJ.• The costs of training and education of other tre.n bom fide 
employees, including schol~rships and fellowships, are not allo\-ra~')le.!7~( 

* This parngraph could be t rnnsfcrred to part of Section XV covering 
unallo"ttJ"ublG costs. 

Enc losuro (4) 
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Discussion in Support of Enclosure (4) 

Tho. undersigned reprcsento.tivos of Army an:i Air Force join in the 
following staff report and roc·ommondations. These arc concurred in on 
a staff basis by tho representative of tho Office of tho Assistant 
Socrutnry of Defense C· .. IP&Il). 

It is the opinion of the undersigned that the ASPR Corunittco desires 
a rccomracndation of policy regarding .!! llol-mnce of the expenses for train
in~ tochnical, engineering ·and scientific personnel as well as "vocational 
trnining, 11 i,(:,, training of machinists, welders, electricians, otc. Tho 
undersigned fool th:.t the ASPR Subcommittee on Training Costs was assigned 
the tnsk of developing and proposing a policy on a staff basis, and 'tvas 
not ·o:A'Pected to side-step the issua by requesting higher authorit~r itself 
to do the ground-l·Tork toward establishin[; said policy. This is made amply . 
cle~r in "Instructions to and Duties of ASPR Subcomnittcos," dated 30 August 
1955. 

It seems to the undersigned thnt tho group present:._:lg Enclosures (1), 
(2), and (3) bc.sc their thinl:ing on the unrc:;alistic position thfl.t the 
trai nine of welders is more import!:'.nt thnn the training of scientific and 
engineering personnel. vJo believe this position is tmtcnablc from the . 
sto..ndpoint of c.ssuring the delivery of high quality end-items on a tincly 
·basis. The na tionc:.l nood for a substantial incrGn.sc in qu.:1lity and quan
tity of scientific personnel is too well known tor cquir0 elnborn.tion. 
Tho President and other principal officio.ls of the Executive Bro.nch m ve 
expressed concern ovor the problem ns ~ key factor in mnintaining techno;.. 
logicnl supromacy. Objective measures of indust~r's needs nre reflected 
in the classific d sections of tho cb.ily ncwspo.pcrs and in industry's 
fro..ntic efforts to recruit the graduates of engineering schools, 

In ths f.:1co of these shortages, industry ho.s in tho last few years 
fostered collGgc and post-graduo.te level training of their oun employees 
as tho most i.rnrncdiatc and direct 1rJay of mcctin£?, thoir production problems, 
and the do:mnnd for products of ever increasing qu.:tlity and complexity. 
This is ~articula.rly true in military applications of nucleonics, acro
nautics·and electronics, 

As a matter of gen~ral principle, ·it seems to us that costs incurred 
in such a training progrrum are valid costs of production which.will rosult 
in bettcr·porformancc on military contr~cts. The proposed policy set forth 
iri Enclosure (4) is designed in best interests of the Governmunt, with due 
consideration of fairness and c..quity to industry. It does not allow al:l 
oduc[l.tionD.l and training costs at the dlop;c and post-graduate: training 
level. It takes due account of com.r1orcial practice in todny' s situation. 
At th0 same time, it limits and defines the allov1ability of such costs 
and requires tho contractor to bear his own share thereof, 

There appears to be a[!;roomont bctwe0:p tho group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures (h) and (.5) regarding 
allowability of costs of non-collegiate trainirig. 

Enclosur~ (5) 
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Tho rraj or point :1t issue i.s the n.ll01.Jability of costs of college 
nnd post-graduate level scientific and ~nginccring trainine. Paragraphs 
b and c of Enclosure (4) place limits upon the allowability of such troin
ing, Hhethor it be part-time or full-time • Pnragr~ph b defines th0 types 
of expenses allowable nnd· tho amount of part-time training for which an 
employee may be compensated. Essentially, it allows for costs of tuition, 
foes, training materials ?.nd textbooks, because tho most common practice 
is for cducati on after paid working hours, l~ere circu.m.stanccs do not per
mit education during paid working hours, regular employee compensation is 
also ·3. L1ovmblc not in excess of 156 hours por year. This is tho approxi
mate equiva.lont of ono 3-hour course per we0k, 

Pe.rnr~raph c of Enclosure (L.) deals with scientific and en€;inecring 
education on~ full-time basis, It recognizes t~~t such arrangements are 
occasionally nccGssnr~y, but prescribes reasonable limits of nllowability, 
It limits roimbursability to bon:1. fide employee; to trc:.ining in scien- . 
tific and engineering areas; to post-gradu~tc trainin~ ~lone; and total 
roimburscmont to one school year unless required in unusual cases by mili
tary tccr..nology. Host importa.nt, it limits Government paymGnts to the 
cducc.tionnl exponsc alan\;, (i.e., to tuition; fees, etc.,), leaving the 
c.ontro..ctor to incur the cost of c omponse..tion. Since tho Govornrncnt 's costs 
in these very special instnnccs will be on tho order of a pro-rated part 
of t;l,OOO por year, while tho cont!'c..ctor 's shnrc for compensation is likely 
to be at least of an order of ,~;;5 ,000 per year (typical snl:try of an in
cxporicnc cd engineer), it is fol t tho.t contractors will not incur such 
costs unless there is some positive benefit. 

In gcncr2.l, it is fc;lt that tho distinction mn.do in Enclosure (1) and 
(2) between long rango and immediate needs is a fictitious on.:). The need 
for more nnd batter sci~ntific and engineering personnel - and the oduca- · 
tionnl programs designed to meet such needs - is in a real sense immediate. 
It is just as immedic.~0 ru1d certainly more important than tho no0d for 
training welders, from tho standpoint of obtaining the c omplox military 
equipment needed in toda.y's situ~tion. Actu~lly, tho govcrruncnt is in'many 
cases nllowing costs of collc~-;o anc1. post-grn.dun.to tr2.inin~, h·t not on a 
uniform basis and certainly with no clearly defined limitations n.nd stand
ards • 

. Tho undersigned thor8for0 rocomnond the adoption of the policy set 
forth in Enclosure (4) for incorporation in ASPR 15-204.2 (bb), "Training 
and Educational Expenses." · 

/s/ Thomas B. Worsley 
Thomas B. Worsley, Army 

/s/ Albert Kay 
Albert Kay, OASD (IiP&R) 

-2-

/s/ Paul M, Southwell 
PaUl }·1.. South\,Toll, Air Force 

Procurement Hcmbcr 

E mlosurc (5) 
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15-204.2(bb) - ·~ining and EdE-chtional ~enscs 

a. Prcp:trQtion and maintonnnce of a. program of instruction dosigned 
to increase tho vocc.tional effectiveness of employ-cos include the salaries 
of tho director of training and staff, trci. ning mat· .. -:.ri::tls and textbooks 
when the. training pro,~rc.m is conducted by the contractor; nnd tuition, foes, 
tre.ining matorials, and textbooks, when the trnining is of a non-collugc 
lovol in institutions conducted by othGr than thu contractor, Inboth 
instances, allowablo costs may include salaries or wagos of trnineGs during 
r~:gular -vrorking hours. 

b. Cortain part-tim;:.; tuchnico.l, c.;rgincoring and scic.:.ntific training 
costs of n college level arc allo"t-rablu in casos llhcrc the training is 
required for contract performance; and is directly· related to thG job 
r ..:-quirumont s of· the omplo:y-co as fallows : 

(1) Tuition, foes, training matcrio.ls and textbooks, 

(2) Employ0c comp;:;nsation is nllowablo during regular working 
hours for instruction not in excess of a tot[l..l. of 156 
hours per year in cnsos uhero circumstnncGs do not permit 
training nft0r pnid working hours. 

c, The cost.s of gcnore.l educational progro.ms of a collo&;e; level, 
including scholarships and f cllovJships, and the costs of training and 
education of other than jona fid0 omployoos nre: not allovm.blo .. 

Tho abov::.: appears to me to be;; in lin:- vJith industry practice, roasonnblc, 
equit~blo, and to provide incentive to contractors for the economical 
usc of Govornmont funds in that risid limitations arc established for 
pn.ymont of costs of training of onginc0ring ·and scientific pcrs onnol in 
tGrms of relation to contract performance. 

Enclosur c ( 6) 
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MEMORANDUM FOR. THE ASPR COMMITTEE 

OGC/GWM:ag 
6 July 1956 

Subj: ASPR Case 53-44 -- Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcommittee con-
sidered it preferable to place the material set forth in pro
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
which would become unnecessary .to retain when Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2. 

3. The edited Part 2 of Section XV, dated 20 April .1956, 
was fumished to you with memorandum of 26 April 1956· and # 

was subsequently corre.cted as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee recommends that the attached 
Part 1 be released for publication s~ultaneously with Part 2. 

Charles W. Wilkinson 
Lt.·Colonel, SS JAG 
Army Member 

Encl. 

George W. Markey, Jr. 
Navy Member 
Chairman 

John W •. Perry 
Air Force Member 
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SECTION XV 

CONTRACT COST PRINCIPLES 

_ 15-000 Scope of Section. This Section sets forth principles and 
standards for the detennination and allowance ofcosts in connec
tion with the perfo~ance of cost-reimbursement type contracts 

· and cost-re~bursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability .. Subject to ASPR 15-102, the-provisions of 
Part 2, Part 3, Part 4,_or Part 7 of this Sec~ion (whichever Part 
is applicable)· shall be ~ollowed .in connect~oii'-,with all cost
re~bursement type contracts (including cost-reimbursement sub
contracts thereunder); however, when deemed by the Head of a 
Procuring Activity concerned to _be more suitable for a particular 
contract, Part 2 n;tay be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III~ Part 7~ as to negotiated overhead 
rates). The term "cost .. reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost .. plus-a-fixed-fee contracts, cost-plus-incentive
fee contracts, and' the cost-reimbursement portion of time-and
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15~102 Contract Provis'ions. 

15-102.1 General. Part 2~ Part ·3~ Part 4, or Part 7 of this 
-Section (whichever is applicable) shall be made a part of every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the ~ontract, 
or incorporating it by reference ~n the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide· 
for the allowability of any of the kinds of costs 

!referred to in Part 5 of this Section unless any_such 
cost is expressly excluded under Part 3 or 4 (which
ever is applicable)o 
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21 June 1956 

mDRANIIJM FOR: CHAIRMAN~ ASPR OOMMITT~. 

SUBJECT: Revision of Part 2.9 Section XV (Case 53-44) 

l~ This Memorandum,p commenting upon proposed piragraph 15-204.2(y) 
concerning the reimbursement of taxes for certain cost contractss is sub
mitted in compliance with the assignment by your Committee of 5 June 1956. 

2. This Memorandum represents the unanimous opinion of the Tax Sub
committee. 

3.· It is recommended that tre first sentence of subparagraph (l) include 
a reference to taxes of foreign governmentss inasmuch as Part 2 of Section XV 
is sometimes incorporated into contracts requiring performance in' foreign 
areas. Such contracts sometimes do not have special tax clauses or have un
comprebensive ones o The first sentence of subparagraph ( 1) should read& 

•TaXes are charges levied by Federalj Statej local, and foreign 

governments on 

4· The last two sentences or subparagraph ( 2) should be revised as 
follows: 

•Reasonable expenses of any administrative or judicial proceed-

ing instituted or defended by the contractor» pursuant to the 

instructions or with the ·approval of the Contra_cting Officer, 

for the benefit of tl'e Government are allowable costso Interest 

and penalties incurred by.the contractor also are allowable, 

either (i) if incurred by following the instructions of the 

Contracting Officer, or (ii) in the absence of instructions from 

the O::mtracting Officer j it incurred without the fault or negli-

gence of the contraetoro" 
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SJBJECTg Revision of Part 2» Section rl (case 53-44) 

This language will permit the reimbursement of costs or litigation and or in
terest· and penalties in a number of situations where such costs are incurred for 
the benefit of the Government and without any fault or the contractor. As the 
paragraph now reads, there is ·serious doubt w}).ether reimbursement would be allowed 
in a number or typical circumstances,. including the following~ (1) for interest 
and penalties incurred b,y a contractor for nonpayment or a tax where the Con
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in
terest arid penalties; (2) for costs incurred b,y a contractor in defending a 
suit for collection of tax ~rought by a taxing authorityi in contrast with a 
suit for refund; (3) for costs _incurred by a contractor in taking reasonable 
action pending receipt or instructions from the Contracting Officer. The sug
gested language will make the reimbursement or costs.or litigation and or 
interest.and penalties parallel, insofar as possible 9 to the treatment of. 
these costs in the proposed tax clauses for fixed pri~e contracts. 

· 5· . It is recommended that the following sentence be added to subparagraph 
(3): 

"Any interest actually paid or credited to a contractor incident 

to a refund of taxa interest and 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 .9 and 

penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
may be deemed .mnecessary for cost. contracts. 

6. For your oonvenience, there is attached hereto a copy of proposed para
graph 15-204.2(y) as ·tre Tax Subcommittee recommends that it be amended. 

Incl. - Draft of paragraph 
15-204.2(y) 

2 

~N-~ 
MARK H. BERmS 
lst Lt., ·JAGC 
Acting Chairman, Tax Subcommittee 
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Proposed paragraph.l5-204.2(y) as reeommended by Tax Subcommittee 

(y) Taxes. 

(1) Taxes are charges levied by Federa~, state 1 &P-leea~ Clocal1 and 

forei~ governments. They do not include fines and penalties except as other-

wise provided hereinct In generalJ taxes (including state and local income 
. 

taxes) which the contractor is required to pay and which are paid or accrued 

1n accordance with genera~ accepted accounting Principles are allowable, 

except for: 

(1) Federal income and excess profits taxes; 

( ii) taxes i~ conne.otion with financ~ng, ~financing or refund

ing operations (see ASPR 15-204o3(g)) 1 

(iii) taxes from which exemptions are available to the contractor 

directly or available to the contractor based ~on an exemp-

tion 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 

(iv) special assessments on land which represent capital 1m-

provements~ 

(2) Taxes otherwise allowable under (1) above., but which lll8-Y be. 11-

legally or. erroneously assessed, are allowable; provided that the contractor 

prior to payment of· such taxes: 



--· 

Subpara (y) Taxes (cont'd) 

(i) promptly requests instructions from the contracting officer 

concerning such taxes; and·. 

(ii) takes all action directed by the contracting officerJ includ

ing cooperation with and for1he benefit of the Government, 

to (A) ~etermine t~ legality ot such assessment or, (B) 

secure a refund of such taxeso 

ReaeeR&~-eeete-&~-&Ry-e~es-pPeeeeaiRg-iBetitQtea-ey-~-6eatPaet&P-at ~e 

e~pee\~e.e-el-the-ee.at~ae~Rg-el,ieeP-AP&-al~ewae~e~--~~BQ-p&Ra~ie& 

~eaPPee-e~-&-e&Rt~et&P-By-Pe&&9R~-t9e-ReR~,.SRt-el-aBy-tax-at-tR9 aiP&e

~eR-&1-tRe~P&etiRg-e#~i&&P-&¥8-a~se-al~ewael&o ~asonable expenses or 

any administrative or judicial proceeding instituted or defended by the. con

tractor, pursuant to the instructions or with ~he approval or the Contracting 

Of'f'icer, f'or ·the benefit of the Govertment are allowable costs o Interest and 

penalties inculTed by the contractor also are allowable j either ( i) it in-

\ curred by following the instructions or the 'Contracting Officer,· or (ii) in 

the absence of' instructions from the Contracting Officer, if incurred without 

the fault or· negligence of the contractor.J 

(3) .AnY return of taxesj interest, or penalties, and any payment to the 

contractor of interest thereon, attributable to taxes, interest, or penalties 

which were allowed as contract costs, sha 11 be. credited or paid to the Govern

ment in the manner directed by the Governmento [Any interest actually paid 

or credited to a contractor incident to a retun::i of taxj interest and 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 f~ the taxes, interest, and penaltiesJ 

2 
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OGC/JG:clc 21 Juae 1956 

~0~ -~~ Till CHAIRMAlf, ASPR .. _C(II(IiiD 

SubJ: Revtwton ··of ASPR 12;..202 ·to Confona to hoposed ASPR 1S~204.2(a). 
.... ~~tiM·, Bxtr·a-Pay· Shift-·and Mu1ti·-ShJft· Work) • Case· 5~·-44. 

1·.·-- PUi&uant.to Item 12 ·of ASPR IUDUtea ·of 8 ·"-Y 1956, the subject-material 
baa b·eea edited" ae aet forth· in~ TAB·· ·A.· 

. '.·. 

2~ ··-In .. ASPk ··12-102(b)·, theldttad COiilitirtea· ·ha,.:·deleted· the· wOr-d· ·:npnera11y"·; ···· ·· 
thua· req\d.rf.a·i"prtor' authorlzatioia 'for pr8m{um'work tli .. alr·poit-ivard··~iuatances, 
ao th•t 1ubparagrapb (b) is nov couaiatent wit~ the concept adopted ia ASPI 
lS-204·. 2·(n). 
. ~ .. .. . . 

3:' Ianuch aa the. draft aubwaitt~cl to. the lditina·coaalttee desired the 
word *tina" to .. be . tnierted. "wherever· 'l&aguaa• is intended. to. apply only to 
firm· f'ixed-prlce. contracta ~-" the .. ·Bdtttna ·cw.ltt·ee ·bu .. · appropriat·ety· a~de'd 
ftxect~price incentive contracti in •(b.) (it);' but· 'did raot. -feel" that .. it ...... 'the 
i'Dteat of tbe-8\ibj.ct matter to include fixed-price·contracts with escalation 
in (b)(ii), •• wel~. · 

Lt. Col. Charles w. Wilkinson 
Aray Hember 

\Inc 1 • TAB A 

Joba Green 
·chatr.an 
Ravy Heaber 

I 

Jolm W. Perry 
Air Force Member 
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OGC/JC:clc 
6/20/56 

ASPR Case 53-44 

12·102 Overttme, Extra-Pat Slit". and 16rl.ti-Shift Worlt, (a) Con· 

tracts .-ball be perfoTmed, ao fu ·as possible, ·vttbout the uae ·of overtime, 

extra-pay shifts, or ·multi-abtfu. OVertt•~ . .xtra•pay ·etfta, and, multi

ahift·a when required shall, to the ·exten-c- ·p·on'lb-t-e· ," be· l'tmtt•d to, and be 

the mtntiiiUID required ·for, the ·accOillpli.tuaent· of th'e ·ap·eetflc. work.- · In 

. the neaotiation of cotttracta, the ~··· .. of --ove-rttae, ~a--pay· shift•, and 

multi-·ntfta is a factor to b'e e~uatnre·d by .... the· ccmnKttaa off~cer along 
. ~," ' I •• 

with otb•r faetor·a listed tn ASPR 3-101. Prtar to t11e· author·tzatton of 

overtime, extra-pay ahifta, and· ·a~'lti-shtfh, _whether 1n .. p-re-awa-rd negoti

ation ·or apeeific post-award instanc-e•·· c-onddera'tt01l Hall' be siven to 
. . . . . . . 
the practieabiJity of using other aourc~a for the furnlihl1lg of all or a .:~r 

portion of the supplies or aervtcea. 

(b) In the caae of firm fixecl·prlce contracts or fixed-priee 

contract• with escalation, the reepooal~ll~ty for the ~···of overtl .. , extra

P8I ahifts. and llll.llti .. ahifta, shall reit· with the coatrac_to~ ·except to the ·-~. · 
: , r--

extent; speeiftcally provided for in the contract~· · .. ·Ia the-- caee-of: 
I ............. 

(il_.coa.t.--reimbure-t· ... t1P• --cntrac t•; .· ancl 

(11) redetermlaabl•·-f-:l.xed-prlce coatracta aacl fixecl-prlce 

tnc.•ntive -coatraeta·;···,1:o···the --extent .. requirecl-bJ the coatractiq officer; 



., 

. I 

. · · ~: filtt-v-& {>!.1-~ t.{-l/~:) ~~ n;, ·!ucUqJ--
- be -coa,t.4e.:e~~ader---t:~.ouu~iJ Such ~.MtaH be obtained prior 

to the use of overt~. extra-pay ahifta, and aslti-ahiftao .The premium 

portion of overtima, extra-pay ahift, and multi-ahift payment• to indirect 

labor employ••• ia allowable without prior approval, if reaaonable and 
. - .. ·-. ·- ... - - . . . 

allocated on ~ pro rata baaia to ,commercial aa wall aa Government vorko 
1 

· ·ror further requir••nta, ••• ASPR 15-204o.2(n) o Nothipg herein aball be 

construed to authorize the pr .. lua p~~ti~~ of overti .. , extra-pay ahift 

. :and multi-ahlft payment a where the contractor ia already obligated under 
.. It£' . ''"Lf)) .. -. -.... . . 

the contract to meet the ~ cleli"!'•ry acheclule without the right to 

additional compenaattono 

(c) In the abaeace of evidence to the contrar,, a Departm.nt 

in authorizing overtime, extra-pay ahifta, or aultt-ablfta may a•nerally 

rely upon the repreaentatioa of the contractor that auch authorization 

will aot a4verael)' affect the performaace of ~ther defeaaa contractao 

However, where two or .ore Department a have current c.W.tracta at a ainale 

facility ao acheduled that the authorization of overtime, extra-pay ahifta • 
.. 

or .ult~-ahift• by one Departmeat· .. y adveraely affect the performaace ef 

a contract or centracta of aaother Dapartmeat, the Departmeat dealriaa to 

give 1uch authorization ahall obt.ia the prlor.aaaeat of the ether Departaeata 

cooceraedo Such aaaeat ahall be~;'alve* wherever poa•tbleo Ia aay caae where 

diaagre .. at exiata betvaea the- Department a conceraed, either Departaeat aay 

refer the prebl .. to ~he Aaaiatant Secretary of Defeaae (Supply aad Logiatica) 

for ct.ciaioao 

·2 

TAB A 
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.'( 2 May 1956 

lltlEMORANDUM FOR. THE ASPR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASPR l5~204.2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Work) 
Case 53-44 

As requested at the April 6 meeting (see Item l, Minutes, April 6. 
Mtg), the Staff. has exmmined ASPR 12-102 to determine whether any re
vision thereof is necessary to conform to the proposed cost principle 
relating to the above subject. 

It is concluded that a change should be made in ASPR l2-102(a) to 
indicate that in oost-re~bursement type contracts, prior approval is 
required for allowability of costs incurred in the payment of premium 
wages for direct labor, while such approval is not required in the case 
of similar payments tor indirect labor. 

It is proposed that ASPR 12-l02(a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets). 

It is also recommended that the following editorial changes be made 
in ASPR 12-202.at the same time: 

a. Substitute the words "Department of .Defense" tor "each Depart
ment" in stating the policy. 

b. Insert the word "-reimbursement" after 'cost'' wherever reference 
is made to "cost_ type contracts" or aiinilar expressions. 

c. Insert the word "firm" in front of the words "fixed-price con
tracts-" wherever language is intended to apply only to firm fixed-price 
contraotso 

d. Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to current editing rules. 

e. Include a cross-reference to ASP.R 15-204.2(n). 

Attachment 

·' 
,/. ,/ l' 

o/7%~ ~.::£t_~ 
W. K;. Ghormley ./ 
Brigadier General, U~ 
Chairman, ASPR Committee 
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COMPOSITE DRAFT OF ASPR 12-102 
SHOHING RECOlw[ ;ENDED CHANGES 

12-102 Overtfme~ Extra-Pay Shifts and Multi-Shift Work. It shall 

be the policy of eaek ~the_7 Department ~of Defense_! that contracts will 

be performed, so far as practicable, without the use of' overtime, extra-pay 

shifts, or multi-shifts. Overtime, extra~pay shifts, and multi-shifts when 

required shall., to the extent practicable, be limited to and be the minimum 

required for, the accomplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-p~ 

shifts, and multi-shifts is to be considered a factor by the ~eR~~&e~~B~ 

Q&~~e&~ ~contracting officer_? along with other factors listed in ASPR 

· 3-101. Subsequent to the placing of a LfirmJ i'ixed-price contract, tho 

responsibility for the use of overtime, extra-p~ shifts, and multi-shifts 

will generally rest with the Ssa~F&4~&P ~contractor_?. On oost ~-reim

bursement_7 type contracts, and to the extent required by the C&B•Paet'a~ 

~i~~eP ~contracting officer_? on redeterminable fixed price contracts, 

however, the authorization from the Government for the use of overtime, 

extra-pay shifts, and multi-shifts must be obtained to sustain the charge 

of any premium Ldireot_7 labor costs to the contract. Suoh authorizations 

shall generally be obtained prior to the use of overt~e, extra-pay shifts, 

and mt1l ti-shifts. LThe premium portion of overtL.:e, extra-pay shift, and 

multi-shift payments to indirect labor employees is allowable without 

prior approval, it' reasonable, and if' alloc·ated on a· pro rata basis to 

commercial as well as Government work. Further requirements for allow

ability of' such costs are ~et forth in ASPR 15-204.2(n)._7 Prior to the 

authorization of overtime, extra-pay shifts, and multi-shifts, whether in 

.TAB A 



~ , . 
. _;.p .. 

pre-award negotiation or specific post-award in~tances consideration should 

be given to the practicability of using other sources for the furnishing of' 

all or a portion of' the supplies or services. 

(b) V1here two or more Departments have current contracts at a single 

facility, so scheduled that the authorization of overtime, extra-pay shifts, 

or multi-shifts by one Department will adversely affect the performance or· 

a contract or contracts of another Department, the Department concerned will 

wherever practicable agree in advance as to the authorization of such work. 

Crdinarily, in the absence of evidence to the contrary, a Department in 

authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 

representation of' the Q~atPa9~@P ~contractor_! that such authorization 

will not adversely affect the performance of other defense contracts. In 

any case where disagreement exists between the Departments concerned, either 

Department may refer the problem to the Assistant Secretary of Defense 

(Supply and Logistics) for decision. 

(c) The policy stated above shall not be construed to limit the use 

of or payment for emergency overtime work as may be required. Nothing 

herein shall be construed to authorize payment for overtime, extra-pay 

shifts and multi-shifts where, under an existing contract, the SeB~P&e~P 

Coontr·e.ctorJ is already obligated without the right to additional com-

pensation therefor to meet the desired delivery schedule, even though it 

is necessary for such a contractor to use overtime, extra-pay shifts or. 

multi-shifts to meet such schedule. 

2 
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OGC/GWM~lwt 

26 April 1956 

MEMORANDUM TO CHAIRMAN~ ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

2. The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting· 
of Tuesday~ April 24, 1956, by the insertion of the words "under any 
such plan" in the last sentence of this paragraph after the word "allowable." 
It is under stood that this paragraph is subject to the statement to be in
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries .on Action Paper No. 15 (Summary of 
Meeting No. 25 - Department of Defense Material Secretaries Council, 

·12 Apri11956); and; also~ that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have ~een made in the attached 
draft: 

15-200 - Fifth line, the insertion of a comma after "subcontractors." 

15-204.2(k)- ..First, second~ and third lines of first sentence, commas 
. replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) - First line~ insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204. 2(d) referred 
to above. 

- Last complete line, comma deleted. 

15-204. 3(b) - Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "progra.m.s. " 

15-204. 3(k) - Third line, the word "or" corrected to "of." 

~w.h~/~ 
GEORGEW. MARKEY, JR .. 
Navy Member 
Chairman 
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IMMEDIATE RELEASE MAY 12, 1955 . 

A cost interpretation paragraph, relating to depreciation, ~ill 
be included as part of Section XV of the· Armed Services Procurement 
Regulation, effective June 1, 1955, Thomas P. Pike, Assistant 
Secretary-of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-6C2, which will be published by the 
Governmen~ Printing Office as Revi-sion of the ASPR, follows: 

"15-602 - Depreciation. 

"15~602.1 - Applicability and Effective Date. This cost inter
pretation pertains to ASPR 15-204(d), 15-205(b.) and 15-205(o). It is 
applicable with respect to a.ll cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts· of overhead which have 
finally been agreed upon for particular periods. However, the fore
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation. Allowances for depreci
ation (other than "true depreciation") as provided in Section 167 of 
the Internal Revenue Code of 1954, subject to the limitations set 
forth in paragraph 15-602.3, shall be acceptable for contract costing 
purposes •. Allowances for "true depreciation", as that term is de
fined in DOD Instruction 4105.34 of 1 July 1954, shall be in accord
ance with said Instruction, and·shall be exclusive of.other methods 
of depreciation with ·respect to the assets involved in the determina-
tion of "true depreciation." · 

"15-602.3 - Interpretation. Depreciation computed in accordance 
with paragraph -15-602.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of-this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
'lcceptable for tax purposes, and ( ii) the· cost-in6 of defense contracts 

-is on a basis consistent with the costing of the contractor's non
"lefense work and is so reflected in its books and records." 

END 
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15 August 19 56 

SUBJECT:· Case 53-44 Section XV- 15-204.2(aa) 
Training and Educational Costs 

Pursuant to Item 3 of ASPR minutes of 7 August 1956, the 

Editing Conmuttee has edited the subject material, as set forth 

in Tab A. 

C. H. Hilkinson 
Lt. Colo11el, Jf~GC 

Chai~:1an 

Army Hember 

Incl: Tc?.b A 

John Green 
Navy Member 
(absent) 

John V. Perry 
Air Force Her11ber 
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DEPARTHENT OF THE NAVY 
OFFICE OF NAVAL MATERIAL 
WASHINGTON 25,D. C, 

:IGl,I0~1!1.~·IDUf!l_1''0R THE CI1Al:lMAN, ASPH COl'IiiiTTEE 

~· 

M36/ACS:ll 

~ Au:JCJSt 1950 

Subj: Case 53-44 - Special Subcommittee ASPR 15-204.2(bb) 
Training and Educational Expense 

Ref: (a) Heport of Subcom:rnittee of 12 July 1956 

Encl: (1) Proposed language far AS?R 15-204.2(bb) · 

1. Reference (a) was considered by the ASPR Com:.::rl.ttee at their 
meeting on 31 July 1::;5 6. A number of roconrn.ondations were lllC.de 
\-lhich the' subco:nuni ttee has endeavored to incorporate in 
enclosure (1). 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASl'R 15-204.3 - Unallowable Costs and referenced 
back to ASPR 15-204.2(bb). 

3. The enclosure .has not been coordinated with the Office of the 
Secretary of Defense, Of.fice of '?Jan~;ower Sup .. ·ly, it being the 

· understa.ndJng of the Subcommittee that the ASPR Com·.:ittee would 
do so. 

Committee ~Iembers 

Fir. ?aul i.l. Southwell, AFN?P 
l'lr, Thos. B. Horsley, Arm,y Ord. 
Nr. \:I. L. Latta, Ar-;AUD 
Nr • James Ruttenberg, NA VCOMPT (CAD) 
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a. The costs of preparation and maintenance of a pro~ram of instruction 
at non-coller,e level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train
ing materials and textbooks '\r.Yhen the training program is conducted by the 
contractor; and tuition, fees, training materials, and te:A-tbooks, when the 
training is of a non-collec:e level in j_nsti tutions conducted by other than 
·the contractor, Such coots are allowable. In both instances, costs may 
include salaries or Hages of trainees during regular working hours. 

b. The costs af part-time technical,· engineerinr; and scientific 
education, related to the job requirements of bona fide employees, at an 
under-graduate or post-graduate college level are all~rable as follows: 

1. Tuition, fees, training naterials and textbooks; or, in lieu 
of tuition, instructors' salaries and the related share of indirect. 
expense, provided that the sum thereof is not in excess of the tuition 
ltthich· would have been paid to the participating educational institution. 

2. Straight-time compensation of om~Jloyees for ti.me s~nt attending 
classes not in excess of a total of 156 hours per year where. circum
stances do not.permit the operation of classes after rec;ular working 
hours. 

c. The cost.s of tuition, fees, traininc: materials and textbooks (but 
·not subsistence, salary, or any other emoluments ) in connection l~ith 
scientific an(~. engineering education related to the job r8quirements of 
bona fide emJ~lo~~ces, on a full-time ba.s:Ls at a jJost-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases 1rJhere required by military technology, the period rmy be extended. 

d, Haintenance expense anc~. normal depreciation or fair rental on 
facilities m.med or leased by the contractor are allOt-Table to the extent 
that such facilities are used under prograr.lS falling within a or b, above. 

o. Tho costs of training . and e due a tion of other than bona fide 
employer;;s are not allm-.rable, 

f, Grants to educational or training institutions, including the 
donation of' facilities or other properties, scholarships or fellcnvships, 
are considered a s contributions and will be treated as provided under 

·· ASPR 15-20L.3(c). 

Enclosure 1 
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DEPAHT:'JEl-1T OF 'TIL~ NAVY· 
OFFIC~ OF NAVAL i1ftTERIAL 

WASEINGTON 25, D, C, 

NEHORANDUN FOR T1ill CI{AIHHA.N, ASPR ccu:~ITTE,.~ 

N36/ACS:ll 

12 July 1956 

Subj: Case 53-u4 -Special· Subcommittee ASPR 15-204.2(bb) Training 
and Educational E>:pense 

Encl: (1) Proposed draft as agreed -upon by !vir. u. L. Latta, AFAUD; 
1~. James Ruttenberg, Navy CAD, and A. c. Sawallisch, 
Navy ONM. . 

(2) Discussions in support of enclosure (1), 
(3) Proposed draft of Memorandum to the Secreta~J of Defense 

or other competent authority for ruling on the disputed 
portion. 

(4) Proposed draft as agreed upon by fl..r. Paul ·South Hell, AB!.~WP; 
Hr. Thomas B. \·Jorsley, Arrrry Ord, anc~ Nr. Albert Kay, Office 
of ASTSECDElr(~IAi ;p\~~l~~J'~ & R.:;S/1~-vr~.) 

{5) Discuss ion in support of enclosure (4). 
(6) Proposed Section ASPR 15-204.2(bb) presented by Hr. Ken Borgen, 

Navy. Industrial Ilanpower, and dj.scus sion in support thereof • 

1. The Special Subcommittee appointed by the ASPH Cont·.uttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 

·Costs should be allowed is unable to come to .co!:rt})lete a.-;reement arrl the 
diverse opinions are being presented to· the ASPR Committee for resolv.tion. 

2, Agreement has been reached, with some c:ifferences in lan:J;uage, to 
allow the costs of (i) vocational trainins;, whether it be "in-plant" or 
in vocational or trade schools, i.e., the traininc of welders, electricians, 
machine operators·, etc., and (ii) training of a short term ~tur8 which 
is nec~ssary to meet an i~mediate, clearly defined need of the con-
tractor in connection with a s-pecific e!lf:ineer ing, production or adminis
trative ;>robl0m.. The latter type of training may be in the plants or 
·laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools. 

3. The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curricul-um leading to higher academic degrees rather than to meet an 
immediate need of the contractor •. Enclost~es (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy wbicl~. permits the acceptance of 
such costs and are of t~ further opinion that policy making in this 
field, being of a National· inturest, should.be undertaken by those in 
the Government charged vri. th respect to education and training rather than 
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by purchasing and accounting personnel. Enclosures (4) and (5) 
present the position of the group whi.ch would allow such costs, tog~ther 
with standards and limitations for allowability thereof. Enclosure (6) 

· is a draft of proposed ASPR Section 15·-204.2(bb) submitted l:U ~lr. Ken 
Borgen, Navy Industrial :r-J.anpower • 

Committee Members 

. Mr. H. L. Latta, ... ~AUD 
Mr. James Ruttenberg, Navy CAD 
r1r. Paul H. Southwell, Af''HPP 

·:rvrr. Thos. B. ::.forsley, Army Ord. 

Coordinated with: 

Hr. Albert Kay, OASD(HP&R) 
Hr, Ken Borgen, Navy Industrial 1'·1anpower 

-2-
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15-204.2(bb) Training and Educ~tional Expense. 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an immediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineerin:;, production, or administrative problem. It may be carried 
on in plant, in trade or vocational schools or in technical inst itut.ions. 
The costs of preparing and carrying out vocational training courses may 
include the salaries. or wages of the training director an:l staff; 
training nnterial and text books 1,~1en the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular 1-rorking hours. Costs may also include the salaries or wages 
of trainees for tj_mc spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or.technical training institutions. 
Such costs are allm .. Jable when reasonable and properly allocated to all 
work of the contractor. · 

(b) The costs of educational and general training pro0rams of a. 
tJ~e aimed primarily at increasing th8 general educational or skill 
level of trainees, rather than so~vin?. imrnediate specific problems are 
not allo1-1able. This includes the general area of long rans;e management, 
executive or professional training proc;r2.ms anc:_ scholarships, fellow
ships or other emoluments to employees or others, 

Enclqsure (1) 
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~SSIONS IN SUPPORT OF ENCLOSURE (1) 

1. It is the opinion of the undersigned that under existing. policies 
there should be separate treatments for expenses in connection v1ith 
vocational training; i.e., training ot supervisors, machine operators, 

· welders, electricians, etc. and tl18 education in technolot;ical fields 
of engineers, scichtists, etc. 

2. It has long been the practice ::f industr.r to support the expense of 
vocational trai··.:ing, This practice had its recognized acceptance in 
the ~;uild and apprentice systems vhich have for years been a part of 
union agreements. An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen arrl foremen became 
acute and _the Armed Services established a policy of accepting a pro
rata portion of such costs in connection with Defense contracting, It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear thc'lt training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where srnallfinns find it impratical to conduct 
din-plant 11 vocational or technical training. 

3. ·vlhile the undersigned do not question tha need for development of 
more and better engin-:::~ring and scientific p:::rsonnel, they do not 
consider· that the policy heretofore follo'\ved in regard to vocational 
training expenses should be automati~1lly applied to educational costs 
in the professional and academic fields without a delineation of 
policy by compotent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going. to be substantial and their acceptance in cost-type contracting 
would make their acceptance i..r1 redeterminable and incentiv::; type contract
ing almost mandatory • 

. 4. A proposed paragraph ASPR 15-204.2(bb) is attached ~s enclosure (1) 
which would allow the cost of the type trainii"lc~ discussed in parac;raph 2 
above and not allot-r the costs of' the type discus sed in paragraph 3 above. 
It is in connection with the type of costs discussed in paragraph 3 above 
that the CorrElit.tee cannot come to agreement. Enclosure (3) is a draft 
of a me mar andum which the ASPR Committee may wish to submit to competent 
authority for a statement of policy. 

Enclosure (2) 
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riEJ:IORANDtn1 FOR. THE SECrtTIARY OF DSFgNSE 

Subj: Emploj·ec Educational Costs Incurred by Defense Contractors 

I. The stepped-up production r -quiremcnts during World 1-J'ar II created 
a dGmand for skilled craftsmen such as welders, electricians, etc. that 
could be mot only by extensive training courses, most of which were 
conduct0d on an "in-plant." basis. A poli~y to accept such training 
costs in connection with Defense contracts was esta'olishcd and has been 
continued. 

2 • The current demand by indus try for more and more engineers and 
scientists to produce the highly technical military items now in use 
and to carry out the cxtt;ns i ve rcst::arch and development programs is 
Hell knatm. ·A recent (study by th8 Phoenix, Arizona, Chanlber of 
Cormnerce .stated that this years grnduating class would fall short by 
50,000 m(:~n. In an effort to meet this demand numerous educational 
programs, both gradua.te and undergr'aduate arc being instituted and 
given financ i::1l support by industry and our procurinG activities are 
faced vlith the problem of how much, if. any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The· 
follm.v ing excerpts are taken from an article on the subject in the Hay 26 
nBusiness Week." 

"Haey companies have set up programs to send a few of their more 
highly talented engineers to graduate schools full-time. Others are 
planning to send their ·~n:jineers to sp1,:;cial graduate courses a fe'tv hours 
a week, on company time, Some arc trying to persuade grc:tduatc school 
facilities to set 1:.p off-campus schools for their engineers by offering 
to build facilities and pay instructors, 11 

Convair Division of General Dynamics Corporation is working hard to 
persP.ade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has prornis ed aid 
in funds, equipment, and pay for the faculty. Unofficial estiriB tcs put 
tho cost of building the center at close t~ f~4 million," 

General Electric is just esta-blishing a program which "will send 20 
engineers to Syracuse Universi~r and 40 to Rensselaer Polytechnic 
Institute to work for the:ir doctorates. It will pay the cost oft heir 
tuition and books, put them on the CC'-i1pany pay roll and they will get 
scmiority and credit for any benefits that might accrue to them," 

Syracuse Univcrsi ty is opera tin~: three branches; one at Griffs 
Air Fo1·cc Bc~se at Rome, NowYork, for Air Force engineers ar:d General 
Electric en~ineers from a nearby plant; the second and third at Endicott 
an:l Poughkeepsie, N~w :York, for I.B.I'l. engineers, The Air Force and IBH 
supply classrooms on their own properties and the two companies and the 
Air Force foot the bills for faculty salaries, travel and overhead. 

Enclosure (3) 
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·Rensselaer Polytechnic is op0rnting a graduate school mar Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 
80% of the students arc United Ai!craft Corporation employees and the 
United A:ircraft .Corporation is under1vriting the experiment for five years. 
The cost to the com.pany is about ~1,000 a year per student. 

A r ccent Raytheon Hanufacturing Compc:L.\Y plant ~)ublicntion announced 
avaihbility to their science and engineering employees of educational 
grants· at H.I.T. and Harvard. Grants willcovcr full tuition, fees~ book 
alloHanco and· a monthly salary of ~240 while in residence at the school. 
Undergradoot e students are also considered if worlcing for 3. science or 
;;,;ngineoring dc::·:ree and plan to join :tho company upon graduation. 

3. Obviously, the costs to industry for support of these programs will 
b:.cor11e significant, particularly in the aviation, ~J.ided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortc..gc of engineers t1.nd scientists is greatest, and it is in those 
fields vlherc the military departments arc tho principal customers. 
Assuming, therefore, that such costs were accepted, even. on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
IIUltcrial would be spent in support of educational progr.1ros. 

h. It is Hell known th:tt tho prGscnt National policy is to encourage 
industry, c ollo:;es, univGrsities, and foundations to give support to 
any proc.;ram des.igncd to increase the quantity and quality of engineering 
and sci.~Jntific :p3rs onml. It has not be on notGd, however, th:t t any 
Government fimncial support has been mo.clc availnblo for ·~.he furtherance 

of such programs. A number of questions therefore present themselves 
in connection with the possible accaptancc of such costs in our contracting. 

n. If it is determined that the National interest requires a 
Government subsidy for engineering and ~ientific education, should the 
subsidy be ~drninistered through private contractors, thereby working· to 
th0:ir individu:tl canpatitivc advantage, including a profit on their 
participntion in the progr~, or should it bo administered diroctly by 
tho Govorrunent • · 

b. If participation is to be through the allowance of the cost in 
Dcfcnso contracting should such sup~ort be limited to (i) specific fi~lds 
and, if so, which fields; (ii) which types of cost should be allo1-rable, i.e., 
tuition, laboratory fees, salaries paid to instructors, text books, 
colnpensati on of students whilG in attendance, ccs t of scholarships, etc; 
(iii) should Defcn~c participation be limited to a ~"ecified ratio of 
total contract costs? 

5.. Procurement and audit policies and procedures in this area are greatly 
in need. It is rrry opinion, however, that seine OO.sic policy which could be 
prescribed from answers to the questli.on proposed above must first be 
established. Since this is an aree. coming within the purview of your 
office, I will c: rcn.tly appreciate .:?.n cxprcssi on from you as to the policy 
we should pursue. 

-2- Enclosure (J) 



1S-204.2(bb) - Training and Educational ~pcnses 

a, Preparation ani ma.intcrumco of a prcgra:m of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training matorio.ls arrl textbooks 
'vrhcn tho trainitlg program is conductod by the contractor; and tuition, 
foes, training materials, and textbooks, vrhcn the training is of a non
college levGl in institutions conducted by other than the contractor, In 
both instances, costs may include salo.ries or wagGs of trainees during 
regular working hours • 

b. Pnrt-timo tochnicC\1, onc;inccrin&:~ and scientific education ::tt an 
under- :sraduo.to or p9st -graduate collc,::,c level as follol-rs: 

1, Tuition, foes, training materials and tGxtbooks. 

2. Where circumstances do not permit education after paid 
working hours, regular employee cornpo~sation is also 
allowable for instruction not in excess of a total of 
156 hours per year. 

c, Tuition, foes, training materials and textbooks (but not sub
sistence, salo.ry, or any other emolmncnts) in connection "Hith scientific 
and: enginGcring education of bona fide employees on n full-time basis 
at a post-grndu.::tto college level for D. total pc riod not to exceed one 
school ysar. In unusual cases whore required by military technolo:?Y, 
the poriod may.bo c~tonded. 

IJ.• The costs of training and education of other tre.n bom fide 
employees, including schol~rships and fellowships, are not allo\-ra~')le.!7~( 

* This parngraph could be t rnnsfcrred to part of Section XV covering 
unallo"ttJ"ublG costs. 

Enc losuro (4) 
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Discussion in Support of Enclosure (4) 

Tho. undersigned reprcsento.tivos of Army an:i Air Force join in the 
following staff report and roc·ommondations. These arc concurred in on 
a staff basis by tho representative of tho Office of tho Assistant 
Socrutnry of Defense C· .. IP&Il). 

It is the opinion of the undersigned that the ASPR Corunittco desires 
a rccomracndation of policy regarding .!! llol-mnce of the expenses for train
in~ tochnical, engineering ·and scientific personnel as well as "vocational 
trnining, 11 i,(:,, training of machinists, welders, electricians, otc. Tho 
undersigned fool th:.t the ASPR Subcommittee on Training Costs was assigned 
the tnsk of developing and proposing a policy on a staff basis, and 'tvas 
not ·o:A'Pected to side-step the issua by requesting higher authorit~r itself 
to do the ground-l·Tork toward establishin[; said policy. This is made amply . 
cle~r in "Instructions to and Duties of ASPR Subcomnittcos," dated 30 August 
1955. 

It seems to the undersigned thnt tho group present:._:lg Enclosures (1), 
(2), and (3) bc.sc their thinl:ing on the unrc:;alistic position thfl.t the 
trai nine of welders is more import!:'.nt thnn the training of scientific and 
engineering personnel. vJo believe this position is tmtcnablc from the . 
sto..ndpoint of c.ssuring the delivery of high quality end-items on a tincly 
·basis. The na tionc:.l nood for a substantial incrGn.sc in qu.:1lity and quan
tity of scientific personnel is too well known tor cquir0 elnborn.tion. 
Tho President and other principal officio.ls of the Executive Bro.nch m ve 
expressed concern ovor the problem ns ~ key factor in mnintaining techno;.. 
logicnl supromacy. Objective measures of indust~r's needs nre reflected 
in the classific d sections of tho cb.ily ncwspo.pcrs and in industry's 
fro..ntic efforts to recruit the graduates of engineering schools, 

In ths f.:1co of these shortages, industry ho.s in tho last few years 
fostered collGgc and post-graduo.te level training of their oun employees 
as tho most i.rnrncdiatc and direct 1rJay of mcctin£?, thoir production problems, 
and the do:mnnd for products of ever increasing qu.:tlity and complexity. 
This is ~articula.rly true in military applications of nucleonics, acro
nautics·and electronics, 

As a matter of gen~ral principle, ·it seems to us that costs incurred 
in such a training progrrum are valid costs of production which.will rosult 
in bettcr·porformancc on military contr~cts. The proposed policy set forth 
iri Enclosure (4) is designed in best interests of the Governmunt, with due 
consideration of fairness and c..quity to industry. It does not allow al:l 
oduc[l.tionD.l and training costs at the dlop;c and post-graduate: training 
level. It takes due account of com.r1orcial practice in todny' s situation. 
At th0 same time, it limits and defines the allov1ability of such costs 
and requires tho contractor to bear his own share thereof, 

There appears to be a[!;roomont bctwe0:p tho group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures (h) and (.5) regarding 
allowability of costs of non-collegiate trainirig. 

Enclosur~ (5) 
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Tho rraj or point :1t issue i.s the n.ll01.Jability of costs of college 
nnd post-graduate level scientific and ~nginccring trainine. Paragraphs 
b and c of Enclosure (4) place limits upon the allowability of such troin
ing, Hhethor it be part-time or full-time • Pnragr~ph b defines th0 types 
of expenses allowable nnd· tho amount of part-time training for which an 
employee may be compensated. Essentially, it allows for costs of tuition, 
foes, training materials ?.nd textbooks, because tho most common practice 
is for cducati on after paid working hours, l~ere circu.m.stanccs do not per
mit education during paid working hours, regular employee compensation is 
also ·3. L1ovmblc not in excess of 156 hours por year. This is tho approxi
mate equiva.lont of ono 3-hour course per we0k, 

Pe.rnr~raph c of Enclosure (L.) deals with scientific and en€;inecring 
education on~ full-time basis, It recognizes t~~t such arrangements are 
occasionally nccGssnr~y, but prescribes reasonable limits of nllowability, 
It limits roimbursability to bon:1. fide employee; to trc:.ining in scien- . 
tific and engineering areas; to post-gradu~tc trainin~ ~lone; and total 
roimburscmont to one school year unless required in unusual cases by mili
tary tccr..nology. Host importa.nt, it limits Government paymGnts to the 
cducc.tionnl exponsc alan\;, (i.e., to tuition; fees, etc.,), leaving the 
c.ontro..ctor to incur the cost of c omponse..tion. Since tho Govornrncnt 's costs 
in these very special instnnccs will be on tho order of a pro-rated part 
of t;l,OOO por year, while tho cont!'c..ctor 's shnrc for compensation is likely 
to be at least of an order of ,~;;5 ,000 per year (typical snl:try of an in
cxporicnc cd engineer), it is fol t tho.t contractors will not incur such 
costs unless there is some positive benefit. 

In gcncr2.l, it is fc;lt that tho distinction mn.do in Enclosure (1) and 
(2) between long rango and immediate needs is a fictitious on.:). The need 
for more nnd batter sci~ntific and engineering personnel - and the oduca- · 
tionnl programs designed to meet such needs - is in a real sense immediate. 
It is just as immedic.~0 ru1d certainly more important than tho no0d for 
training welders, from tho standpoint of obtaining the c omplox military 
equipment needed in toda.y's situ~tion. Actu~lly, tho govcrruncnt is in'many 
cases nllowing costs of collc~-;o anc1. post-grn.dun.to tr2.inin~, h·t not on a 
uniform basis and certainly with no clearly defined limitations n.nd stand
ards • 

. Tho undersigned thor8for0 rocomnond the adoption of the policy set 
forth in Enclosure (4) for incorporation in ASPR 15-204.2 (bb), "Training 
and Educational Expenses." · 

/s/ Thomas B. Worsley 
Thomas B. Worsley, Army 

/s/ Albert Kay 
Albert Kay, OASD (IiP&R) 

-2-

/s/ Paul M, Southwell 
PaUl }·1.. South\,Toll, Air Force 

Procurement Hcmbcr 
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15-204.2(bb) - ·~ining and EdE-chtional ~enscs 

a. Prcp:trQtion and maintonnnce of a. program of instruction dosigned 
to increase tho vocc.tional effectiveness of employ-cos include the salaries 
of tho director of training and staff, trci. ning mat· .. -:.ri::tls and textbooks 
when the. training pro,~rc.m is conducted by the contractor; nnd tuition, foes, 
tre.ining matorials, and textbooks, when the trnining is of a non-collugc 
lovol in institutions conducted by othGr than thu contractor, Inboth 
instances, allowablo costs may include salaries or wagos of trnineGs during 
r~:gular -vrorking hours. 

b. Cortain part-tim;:.; tuchnico.l, c.;rgincoring and scic.:.ntific training 
costs of n college level arc allo"t-rablu in casos llhcrc the training is 
required for contract performance; and is directly· related to thG job 
r ..:-quirumont s of· the omplo:y-co as fallows : 

(1) Tuition, foes, training matcrio.ls and textbooks, 

(2) Employ0c comp;:;nsation is nllowablo during regular working 
hours for instruction not in excess of a tot[l..l. of 156 
hours per year in cnsos uhero circumstnncGs do not permit 
training nft0r pnid working hours. 

c, The cost.s of gcnore.l educational progro.ms of a collo&;e; level, 
including scholarships and f cllovJships, and the costs of training and 
education of other than jona fid0 omployoos nre: not allovm.blo .. 

Tho abov::.: appears to me to be;; in lin:- vJith industry practice, roasonnblc, 
equit~blo, and to provide incentive to contractors for the economical 
usc of Govornmont funds in that risid limitations arc established for 
pn.ymont of costs of training of onginc0ring ·and scientific pcrs onnol in 
tGrms of relation to contract performance. 

Enclosur c ( 6) 
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MEMORANDUM FOR. THE ASPR COMMITTEE 

OGC/GWM:ag 
6 July 1956 

Subj: ASPR Case 53-44 -- Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcommittee con-
sidered it preferable to place the material set forth in pro
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
which would become unnecessary .to retain when Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2. 

3. The edited Part 2 of Section XV, dated 20 April .1956, 
was fumished to you with memorandum of 26 April 1956· and # 

was subsequently corre.cted as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee recommends that the attached 
Part 1 be released for publication s~ultaneously with Part 2. 

Charles W. Wilkinson 
Lt.·Colonel, SS JAG 
Army Member 

Encl. 

George W. Markey, Jr. 
Navy Member 
Chairman 

John W •. Perry 
Air Force Member 
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SECTION XV 

CONTRACT COST PRINCIPLES 

_ 15-000 Scope of Section. This Section sets forth principles and 
standards for the detennination and allowance ofcosts in connec
tion with the perfo~ance of cost-reimbursement type contracts 

· and cost-re~bursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability .. Subject to ASPR 15-102, the-provisions of 
Part 2, Part 3, Part 4,_or Part 7 of this Sec~ion (whichever Part 
is applicable)· shall be ~ollowed .in connect~oii'-,with all cost
re~bursement type contracts (including cost-reimbursement sub
contracts thereunder); however, when deemed by the Head of a 
Procuring Activity concerned to _be more suitable for a particular 
contract, Part 2 n;tay be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III~ Part 7~ as to negotiated overhead 
rates). The term "cost .. reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost .. plus-a-fixed-fee contracts, cost-plus-incentive
fee contracts, and' the cost-reimbursement portion of time-and
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15~102 Contract Provis'ions. 

15-102.1 General. Part 2~ Part ·3~ Part 4, or Part 7 of this 
-Section (whichever is applicable) shall be made a part of every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the ~ontract, 
or incorporating it by reference ~n the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide· 
for the allowability of any of the kinds of costs 

!referred to in Part 5 of this Section unless any_such 
cost is expressly excluded under Part 3 or 4 (which
ever is applicable)o 
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21 June 1956 

mDRANIIJM FOR: CHAIRMAN~ ASPR OOMMITT~. 

SUBJECT: Revision of Part 2.9 Section XV (Case 53-44) 

l~ This Memorandum,p commenting upon proposed piragraph 15-204.2(y) 
concerning the reimbursement of taxes for certain cost contractss is sub
mitted in compliance with the assignment by your Committee of 5 June 1956. 

2. This Memorandum represents the unanimous opinion of the Tax Sub
committee. 

3.· It is recommended that tre first sentence of subparagraph (l) include 
a reference to taxes of foreign governmentss inasmuch as Part 2 of Section XV 
is sometimes incorporated into contracts requiring performance in' foreign 
areas. Such contracts sometimes do not have special tax clauses or have un
comprebensive ones o The first sentence of subparagraph ( 1) should read& 

•TaXes are charges levied by Federalj Statej local, and foreign 

governments on 

4· The last two sentences or subparagraph ( 2) should be revised as 
follows: 

•Reasonable expenses of any administrative or judicial proceed-

ing instituted or defended by the contractor» pursuant to the 

instructions or with the ·approval of the Contra_cting Officer, 

for the benefit of tl'e Government are allowable costso Interest 

and penalties incurred by.the contractor also are allowable, 

either (i) if incurred by following the instructions of the 

Contracting Officer, or (ii) in the absence of instructions from 

the O::mtracting Officer j it incurred without the fault or negli-

gence of the contraetoro" 
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SJBJECTg Revision of Part 2» Section rl (case 53-44) 

This language will permit the reimbursement of costs or litigation and or in
terest· and penalties in a number of situations where such costs are incurred for 
the benefit of the Government and without any fault or the contractor. As the 
paragraph now reads, there is ·serious doubt w}).ether reimbursement would be allowed 
in a number or typical circumstances,. including the following~ (1) for interest 
and penalties incurred b,y a contractor for nonpayment or a tax where the Con
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in
terest arid penalties; (2) for costs incurred b,y a contractor in defending a 
suit for collection of tax ~rought by a taxing authorityi in contrast with a 
suit for refund; (3) for costs _incurred by a contractor in taking reasonable 
action pending receipt or instructions from the Contracting Officer. The sug
gested language will make the reimbursement or costs.or litigation and or 
interest.and penalties parallel, insofar as possible 9 to the treatment of. 
these costs in the proposed tax clauses for fixed pri~e contracts. 

· 5· . It is recommended that the following sentence be added to subparagraph 
(3): 

"Any interest actually paid or credited to a contractor incident 

to a refund of taxa interest and 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 .9 and 

penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
may be deemed .mnecessary for cost. contracts. 

6. For your oonvenience, there is attached hereto a copy of proposed para
graph 15-204.2(y) as ·tre Tax Subcommittee recommends that it be amended. 

Incl. - Draft of paragraph 
15-204.2(y) 

2 

~N-~ 
MARK H. BERmS 
lst Lt., ·JAGC 
Acting Chairman, Tax Subcommittee 
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Proposed paragraph.l5-204.2(y) as reeommended by Tax Subcommittee 

(y) Taxes. 

(1) Taxes are charges levied by Federa~, state 1 &P-leea~ Clocal1 and 

forei~ governments. They do not include fines and penalties except as other-

wise provided hereinct In generalJ taxes (including state and local income 
. 

taxes) which the contractor is required to pay and which are paid or accrued 

1n accordance with genera~ accepted accounting Principles are allowable, 

except for: 

(1) Federal income and excess profits taxes; 

( ii) taxes i~ conne.otion with financ~ng, ~financing or refund

ing operations (see ASPR 15-204o3(g)) 1 

(iii) taxes from which exemptions are available to the contractor 

directly or available to the contractor based ~on an exemp-

tion 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 

(iv) special assessments on land which represent capital 1m-

provements~ 

(2) Taxes otherwise allowable under (1) above., but which lll8-Y be. 11-

legally or. erroneously assessed, are allowable; provided that the contractor 

prior to payment of· such taxes: 
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Subpara (y) Taxes (cont'd) 

(i) promptly requests instructions from the contracting officer 

concerning such taxes; and·. 

(ii) takes all action directed by the contracting officerJ includ

ing cooperation with and for1he benefit of the Government, 

to (A) ~etermine t~ legality ot such assessment or, (B) 

secure a refund of such taxeso 

ReaeeR&~-eeete-&~-&Ry-e~es-pPeeeeaiRg-iBetitQtea-ey-~-6eatPaet&P-at ~e 

e~pee\~e.e-el-the-ee.at~ae~Rg-el,ieeP-AP&-al~ewae~e~--~~BQ-p&Ra~ie& 

~eaPPee-e~-&-e&Rt~et&P-By-Pe&&9R~-t9e-ReR~,.SRt-el-aBy-tax-at-tR9 aiP&e

~eR-&1-tRe~P&etiRg-e#~i&&P-&¥8-a~se-al~ewael&o ~asonable expenses or 

any administrative or judicial proceeding instituted or defended by the. con

tractor, pursuant to the instructions or with ~he approval or the Contracting 

Of'f'icer, f'or ·the benefit of the Govertment are allowable costs o Interest and 

penalties inculTed by the contractor also are allowable j either ( i) it in-

\ curred by following the instructions or the 'Contracting Officer,· or (ii) in 

the absence of' instructions from the Contracting Officer, if incurred without 

the fault or· negligence of the contractor.J 

(3) .AnY return of taxesj interest, or penalties, and any payment to the 

contractor of interest thereon, attributable to taxes, interest, or penalties 

which were allowed as contract costs, sha 11 be. credited or paid to the Govern

ment in the manner directed by the Governmento [Any interest actually paid 

or credited to a contractor incident to a retun::i of taxj interest and 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 f~ the taxes, interest, and penaltiesJ 

2 
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OGC/JG:clc 21 Juae 1956 

~0~ -~~ Till CHAIRMAlf, ASPR .. _C(II(IiiD 

SubJ: Revtwton ··of ASPR 12;..202 ·to Confona to hoposed ASPR 1S~204.2(a). 
.... ~~tiM·, Bxtr·a-Pay· Shift-·and Mu1ti·-ShJft· Work) • Case· 5~·-44. 

1·.·-- PUi&uant.to Item 12 ·of ASPR IUDUtea ·of 8 ·"-Y 1956, the subject-material 
baa b·eea edited" ae aet forth· in~ TAB·· ·A.· 

. '.·. 

2~ ··-In .. ASPk ··12-102(b)·, theldttad COiilitirtea· ·ha,.:·deleted· the· wOr-d· ·:npnera11y"·; ···· ·· 
thua· req\d.rf.a·i"prtor' authorlzatioia 'for pr8m{um'work tli .. alr·poit-ivard··~iuatances, 
ao th•t 1ubparagrapb (b) is nov couaiatent wit~ the concept adopted ia ASPI 
lS-204·. 2·(n). 
. ~ .. .. . . 

3:' Ianuch aa the. draft aubwaitt~cl to. the lditina·coaalttee desired the 
word *tina" to .. be . tnierted. "wherever· 'l&aguaa• is intended. to. apply only to 
firm· f'ixed-prlce. contracta ~-" the .. ·Bdtttna ·cw.ltt·ee ·bu .. · appropriat·ety· a~de'd 
ftxect~price incentive contracti in •(b.) (it);' but· 'did raot. -feel" that .. it ...... 'the 
i'Dteat of tbe-8\ibj.ct matter to include fixed-price·contracts with escalation 
in (b)(ii), •• wel~. · 

Lt. Col. Charles w. Wilkinson 
Aray Hember 

\Inc 1 • TAB A 

Joba Green 
·chatr.an 
Ravy Heaber 

I 

Jolm W. Perry 
Air Force Member 
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OGC/JC:clc 
6/20/56 

ASPR Case 53-44 

12·102 Overttme, Extra-Pat Slit". and 16rl.ti-Shift Worlt, (a) Con· 

tracts .-ball be perfoTmed, ao fu ·as possible, ·vttbout the uae ·of overtime, 

extra-pay shifts, or ·multi-abtfu. OVertt•~ . .xtra•pay ·etfta, and, multi

ahift·a when required shall, to the ·exten-c- ·p·on'lb-t-e· ," be· l'tmtt•d to, and be 

the mtntiiiUID required ·for, the ·accOillpli.tuaent· of th'e ·ap·eetflc. work.- · In 

. the neaotiation of cotttracta, the ~··· .. of --ove-rttae, ~a--pay· shift•, and 

multi-·ntfta is a factor to b'e e~uatnre·d by .... the· ccmnKttaa off~cer along 
. ~," ' I •• 

with otb•r faetor·a listed tn ASPR 3-101. Prtar to t11e· author·tzatton of 

overtime, extra-pay ahifta, and· ·a~'lti-shtfh, _whether 1n .. p-re-awa-rd negoti

ation ·or apeeific post-award instanc-e•·· c-onddera'tt01l Hall' be siven to 
. . . . . . . 
the practieabiJity of using other aourc~a for the furnlihl1lg of all or a .:~r 

portion of the supplies or aervtcea. 

(b) In the caae of firm fixecl·prlce contracts or fixed-priee 

contract• with escalation, the reepooal~ll~ty for the ~···of overtl .. , extra

P8I ahifts. and llll.llti .. ahifta, shall reit· with the coatrac_to~ ·except to the ·-~. · 
: , r--

extent; speeiftcally provided for in the contract~· · .. ·Ia the-- caee-of: 
I ............. 

(il_.coa.t.--reimbure-t· ... t1P• --cntrac t•; .· ancl 

(11) redetermlaabl•·-f-:l.xed-prlce coatracta aacl fixecl-prlce 

tnc.•ntive -coatraeta·;···,1:o···the --extent .. requirecl-bJ the coatractiq officer; 



., 

. I 

. · · ~: filtt-v-& {>!.1-~ t.{-l/~:) ~~ n;, ·!ucUqJ--
- be -coa,t.4e.:e~~ader---t:~.ouu~iJ Such ~.MtaH be obtained prior 

to the use of overt~. extra-pay ahifta, and aslti-ahiftao .The premium 

portion of overtima, extra-pay ahift, and multi-ahift payment• to indirect 

labor employ••• ia allowable without prior approval, if reaaonable and 
. - .. ·-. ·- ... - - . . . 

allocated on ~ pro rata baaia to ,commercial aa wall aa Government vorko 
1 

· ·ror further requir••nta, ••• ASPR 15-204o.2(n) o Nothipg herein aball be 

construed to authorize the pr .. lua p~~ti~~ of overti .. , extra-pay ahift 

. :and multi-ahlft payment a where the contractor ia already obligated under 
.. It£' . ''"Lf)) .. -. -.... . . 

the contract to meet the ~ cleli"!'•ry acheclule without the right to 

additional compenaattono 

(c) In the abaeace of evidence to the contrar,, a Departm.nt 

in authorizing overtime, extra-pay ahifta, or aultt-ablfta may a•nerally 

rely upon the repreaentatioa of the contractor that auch authorization 

will aot a4verael)' affect the performaace of ~ther defeaaa contractao 

However, where two or .ore Department a have current c.W.tracta at a ainale 

facility ao acheduled that the authorization of overtime, extra-pay ahifta • 
.. 

or .ult~-ahift• by one Departmeat· .. y adveraely affect the performaace ef 

a contract or centracta of aaother Dapartmeat, the Departmeat dealriaa to 

give 1uch authorization ahall obt.ia the prlor.aaaeat of the ether Departaeata 

cooceraedo Such aaaeat ahall be~;'alve* wherever poa•tbleo Ia aay caae where 

diaagre .. at exiata betvaea the- Department a conceraed, either Departaeat aay 

refer the prebl .. to ~he Aaaiatant Secretary of Defeaae (Supply aad Logiatica) 

for ct.ciaioao 

·2 
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.'( 2 May 1956 

lltlEMORANDUM FOR. THE ASPR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASPR l5~204.2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Work) 
Case 53-44 

As requested at the April 6 meeting (see Item l, Minutes, April 6. 
Mtg), the Staff. has exmmined ASPR 12-102 to determine whether any re
vision thereof is necessary to conform to the proposed cost principle 
relating to the above subject. 

It is concluded that a change should be made in ASPR l2-102(a) to 
indicate that in oost-re~bursement type contracts, prior approval is 
required for allowability of costs incurred in the payment of premium 
wages for direct labor, while such approval is not required in the case 
of similar payments tor indirect labor. 

It is proposed that ASPR 12-l02(a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets). 

It is also recommended that the following editorial changes be made 
in ASPR 12-202.at the same time: 

a. Substitute the words "Department of .Defense" tor "each Depart
ment" in stating the policy. 

b. Insert the word "-reimbursement" after 'cost'' wherever reference 
is made to "cost_ type contracts" or aiinilar expressions. 

c. Insert the word "firm" in front of the words "fixed-price con
tracts-" wherever language is intended to apply only to firm fixed-price 
contraotso 

d. Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to current editing rules. 

e. Include a cross-reference to ASP.R 15-204.2(n). 

Attachment 

·' 
,/. ,/ l' 

o/7%~ ~.::£t_~ 
W. K;. Ghormley ./ 
Brigadier General, U~ 
Chairman, ASPR Committee 
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COMPOSITE DRAFT OF ASPR 12-102 
SHOHING RECOlw[ ;ENDED CHANGES 

12-102 Overtfme~ Extra-Pay Shifts and Multi-Shift Work. It shall 

be the policy of eaek ~the_7 Department ~of Defense_! that contracts will 

be performed, so far as practicable, without the use of' overtime, extra-pay 

shifts, or multi-shifts. Overtime, extra~pay shifts, and multi-shifts when 

required shall., to the extent practicable, be limited to and be the minimum 

required for, the accomplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-p~ 

shifts, and multi-shifts is to be considered a factor by the ~eR~~&e~~B~ 

Q&~~e&~ ~contracting officer_? along with other factors listed in ASPR 

· 3-101. Subsequent to the placing of a LfirmJ i'ixed-price contract, tho 

responsibility for the use of overtime, extra-p~ shifts, and multi-shifts 

will generally rest with the Ssa~F&4~&P ~contractor_?. On oost ~-reim

bursement_7 type contracts, and to the extent required by the C&B•Paet'a~ 

~i~~eP ~contracting officer_? on redeterminable fixed price contracts, 

however, the authorization from the Government for the use of overtime, 

extra-pay shifts, and multi-shifts must be obtained to sustain the charge 

of any premium Ldireot_7 labor costs to the contract. Suoh authorizations 

shall generally be obtained prior to the use of overt~e, extra-pay shifts, 

and mt1l ti-shifts. LThe premium portion of overtL.:e, extra-pay shift, and 

multi-shift payments to indirect labor employees is allowable without 

prior approval, it' reasonable, and if' alloc·ated on a· pro rata basis to 

commercial as well as Government work. Further requirements for allow

ability of' such costs are ~et forth in ASPR 15-204.2(n)._7 Prior to the 

authorization of overtime, extra-pay shifts, and multi-shifts, whether in 

.TAB A 
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pre-award negotiation or specific post-award in~tances consideration should 

be given to the practicability of using other sources for the furnishing of' 

all or a portion of' the supplies or services. 

(b) V1here two or more Departments have current contracts at a single 

facility, so scheduled that the authorization of overtime, extra-pay shifts, 

or multi-shifts by one Department will adversely affect the performance or· 

a contract or contracts of another Department, the Department concerned will 

wherever practicable agree in advance as to the authorization of such work. 

Crdinarily, in the absence of evidence to the contrary, a Department in 

authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 

representation of' the Q~atPa9~@P ~contractor_! that such authorization 

will not adversely affect the performance of other defense contracts. In 

any case where disagreement exists between the Departments concerned, either 

Department may refer the problem to the Assistant Secretary of Defense 

(Supply and Logistics) for decision. 

(c) The policy stated above shall not be construed to limit the use 

of or payment for emergency overtime work as may be required. Nothing 

herein shall be construed to authorize payment for overtime, extra-pay 

shifts and multi-shifts where, under an existing contract, the SeB~P&e~P 

Coontr·e.ctorJ is already obligated without the right to additional com-

pensation therefor to meet the desired delivery schedule, even though it 

is necessary for such a contractor to use overtime, extra-pay shifts or. 

multi-shifts to meet such schedule. 

2 



I • 
I, ... 

I 

, 
. I 

OGC/GWM~lwt 

26 April 1956 

MEMORANDUM TO CHAIRMAN~ ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

2. The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting· 
of Tuesday~ April 24, 1956, by the insertion of the words "under any 
such plan" in the last sentence of this paragraph after the word "allowable." 
It is under stood that this paragraph is subject to the statement to be in
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries .on Action Paper No. 15 (Summary of 
Meeting No. 25 - Department of Defense Material Secretaries Council, 

·12 Apri11956); and; also~ that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have ~een made in the attached 
draft: 

15-200 - Fifth line, the insertion of a comma after "subcontractors." 

15-204.2(k)- ..First, second~ and third lines of first sentence, commas 
. replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) - First line~ insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204. 2(d) referred 
to above. 

- Last complete line, comma deleted. 

15-204. 3(b) - Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "progra.m.s. " 

15-204. 3(k) - Third line, the word "or" corrected to "of." 

~w.h~/~ 
GEORGEW. MARKEY, JR .. 
Navy Member 
Chairman 
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OGC/GWM:lwt 
20 April 1956 

Part 2 - Supply, Service; and Research and Developrnent 
Contracts, with Commercial Organizations 

15-200 Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost
reimbursement type contracts and cost-reimbursement type subcon
tracts thereunder for procurement of supplies, services, and rese.arch 
and development work, with contractors or subcontractors,. other than 
such contracts and subcontracts to which Parts 3, 4, or 7 apply. 

15-201 Basic Considerations. 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the _allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201. 2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) 
application of generally accepted accounting principles ·and practices, (iii) 
significant deviations from .the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. 

15-201.3 Credits~ The applicable porti-on of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 

15-202.1. General. Items of cost which are readily identifiable with (i) a 
cont~act, or (ii) other work of the contractor, should be charged directly 

to the contract or other work with which identified. This principle may 
be applied to items of cost, such as freight, travel, communications, and 
engineering s~rvices, as well as materials and productive labor, but when 
used must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minorjtems would exceed the 
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resulting benefits, individual items, which otherwise would be treated as 
direct costs, may be treated as indirect costs. Each element of direct 
cost is subject to the limitations of this Part as to allowability. 

15-202.2 Direct Material Costs .. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202. 3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202.4 Other Direct Costs. Othe-r items of cost may, in particular cases, 
he- char-ged directly to the contract whe·re the contractor demonstrates that 
.they are ·specifically related to the--pe-rformance .0£- the--eon tract. When, 
h0wever, it-e·ms ordinarily cha-rgeable as indi-rect eos-t-s- are--charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect C ostso 

15-203. I General. (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of allocation. 
Each element of indirect cost is subject to the limitations of this Part as 
to allowability. 

{b) The method of allocation of indirect costs must be based on the 
particular circumstances involvedo The objective should be the selection 
of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order 
to· be acceptable, conform with generally accepted accounting practices, 
provide uniformity of treatment for like cost elements, be applied con
sistently, and produce equitable results. A previously accep1able method 
shall b~ subject to reconsideration when: 

2 
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(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 pro
grams, the inventories, the volume of sales, the volume of 
production, manufacturing processes, the contractor's 
products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203. 2 through 
15-203. 5. 

(c) The 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. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in
e·quities in the allocation of costs, but in no event longer than the contractor's 
fiscal year:. When the contract is performed over an extended period of 
time, as many such base periods will be used as will.be required to represe~t 
the period of contract performance. 

15-·203. 2 Indirect Manufacturing and Production Costs. In.direct manu
facturing and production costs consist of items of cost which are attributable 
to the manufacturing and productive process as a whole. Allocation of in
direct manufacturing and production costs on a time basi.s, such as direct 
labcr man-hours or machine-hours, is a method which generally produces 
accuracy and equity. Other acceptable methods of allocation, in appropriate 
circumstances, include direct labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and. multi-shift work) units processed, and prime 
costs of units _processed. Departmentalization or the establishment of cost 
centers may be necessa,ry in order to allocate the indirect costs equitably. 
Factors to be c~nsidered in determining the necessity for departmentalization 
or establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203. 3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufact~ring and production develop
ment, layout of production lines, determination of machine methods, and 

3 



I 
.; 

;. ,I 

related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor {see . 
ASPR 15-204. 2(u)(4)) on the basis of direct engineering man-hours ex
pended, direct en'gineering labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi-shift work), or some other equitable 
basis. 

15-203. 4 Selling and .Distribution Costs. Selling and distribution costs 
arise through marketing the contractor's products and include the costs 
of sales promotion, advertising, distribution, and other related activities. 
Generally, such costs are not allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204. 2{b)). However, 
subject to the other provisions ~f this Part, costs in this category, in
cluding supervisory and clerical costs, which relate to technical, con
sulting, and other beneficial services, and which are for purposes such 
as application and adaptation of the contractor •s products, rather than 
pure selling, are allowable if a reasonable benefit to Government con-

. tracts is demonstrated. Such costs shall be allocated to the contractor's 
commercial work and its individual Government contracts on an equitable 
basis. Because of the special problems that arise in this area, the con
tractor should identify in its records, by means of sub-accounts or 
otherwise, the items of selling and distribution cost considered properly 
allocable to Government contractso 

15-203. 5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated 
to all work of the contractor,· using any recognized method of allocation 
if equitable results are thereby obtained. Allocation of general and· 
administrative costs on a total c:·ost incurred basis {exclusive of general 
and administrative c'osts} is a method which generally produces equitable 
results. Other methods acceptable where the circumstances are appro
priate include allocation on the basis of: 

(i) processing costs {direct labor, factory overhead, and other 
factory production costs exclusive. of direct materials); 

(ii) factory input costs (processing costs plus direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; .and 

(~) sales (where no more satisfactory method is available). 

4 
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15-204 P·rinciples and Standards for Selected Items of Cost .. : 

15-204.1 General. Applications of the above basic cost principles ancl stand
ards to certain selected items of cost are set forth belowe These applica
tions govern whether the particular item of cost is treated by the contractor 
as direct cost or as indirect cost. Failure to mentio~ any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or .not spec·ifically .covered, determination of allow
avilit-~r shall be based on the principles and standards set forth iri. this Part 
and,- where appropriate, the treatment of similar or related items. 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Adve-rtising Co~ts. Advertising costs include the costs of advertising 
r.neaia and corollary administrative costs.· Advertising media include maga-. 
zines, newspapers, radio and television programs, direct mail, trade pape r.s, 
outdoor advertising., dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. The following advertising 
costs are allowable: 

(i) advertising in. trade. and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (s) below. 

All other advertising costs are unallowable. 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or pro
posals 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 costs and allocated currently to all business of the 
contractor, in which event no bidding costs of past accounting periods shall 
be allocable in the current period to the Government contract; 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 m_ay be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in
cluding costs in ·excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional 
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exit notices and directions, and other approved civil defense measures) 
undertc;..ken on the contractor's premises pursuant to suggestions or re
quirements of civil defense authorities are allowable when allocated to 
all work of the contractor~ Costs of capital as sets acquired for civil 
defense purposes shall be depreciated in accordance with (e) below. 
Except as specifically provided for in the contract, contribu.tions to local 
civil defense ·funds, or to projects not on the contractor's premises, are 
unallowable. 

(d) Compensation for Personal Services. Compensation is allow-
able. The term "compensation" includes all amounts paid or set aside, 
such as pension, retirement, and deferred compensation benefits, salaries, 
wages, royalties, license fees and bonuses. The total compensation of 
an individual may be questioned and the amount allowed may be limited; 
~nd in connection therewith, consideration will be given to the relation 
of the total compensation to the services rendered. Compensation to 
sole proprietors or partners, however, is allowable only to the extent 
specifically provided for in the contract. Any plan upon which deferred 
compensation benefits are based, other than pension plans (see (p) 
below), shall meet the requirements of the applicable provisions of the 
Internal Revenue Code and the regulations of the Internal Revenue 
Service. 'Also, the amount allowable unde~ any such plan for apportion
ment to cor-.tracts in any one year shall not exceed; 

(i) the amount contributed under the plan for that year; 
or 

(ii) 15o/o of the total compensation otherwise paid or 
accrued in that year to the individuals covered under 
the plan; 

whichever is the lower. 
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(e) Depreciation. 

(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 life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capit~l 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 (se.e 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 ~sed 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 appli~ation to the assets concerned of 
any generally accepted accounting method, including those 
recognized by Section 167 of the Internal Revenue Code of 
1954. 

Depreci.a.ti0· .. 1 should usually by all--&cated 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 {1) above~ vary 
with volume of production or use of multi- shift operations. 

( 3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating 
to an emergency facility covered by a certificat~ 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) above. Where an election is made 
to use "true depreciation, " the· amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation .Board; and . 

7 
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(ii) after the end of the emergency period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of, its useful life 
(but see (4) bela~; provided the remaining undepreciated 
portion of such .cost shall not include any amount of un
recovered "true depreciation." 

(4) Depreciation on idle or excess facilities shall not be allowed· 
except on such facilities as are reasonably necessary for current and 
immediately prospective production • 

. (5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor'i s books are unallowable. 

I 

(f) Employee Morale~ Health, and Welfare Costs and Credits. Reason-
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer-employee rela
tions~ employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irre.vocably set over to employee welfare 
organizations. 

1g} Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor 9 s em
ployees at the contractorvs facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all activities served. Reason
able losses from operation of such .services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
·provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(h) Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
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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 which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (i)(3)(v), 
(p) and (w) below). 

(i) Insurance and Indemnification. 

(1) Insurance includes (i) those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes srecuring the contractor against liabilities 
to third per sons not compensated by insuranc'e or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu
ant to the contract, are allowable. 

( 3) Costs of other ins~rance, not required to be submitted for 
approval but maintained by_ the con.tractor in connection with the performance 
o{ the contract, are allowable subject to the following limitations: 

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

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest» Federal 
income taxes, -and Ci:ny other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un
allowable except to the extent that the Government shall 
have approved o·r req~ired such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro
gram are· unallowable unless the program has been· 
approved by the Military Department concerned; and 

(v) costs of ins·urance·on the lives of officers, partners, or 
proprietors, are unallowable .except where such insurance 
is part of an employee plan· which is not unduly restricted. 
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( 4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract11 actual losses not reim
bursed by insurance (through an approved self-insurance program or other
wise) are unallowable. 

(j) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees» employee publications, and other 
related activities are allowable. 

(k) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern
ment property unless otherwise provi4ed for), which neither .a.dd to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient oper.ating condition, are allowable (but see ASPR 
15-204. 3(e)). Expenditures for plant and equipment which, according to= 
generally accepted accounting principles 11 should be capitalized and subjected 
to depreciation are allowable only on a .depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a 
period prior to the contract for som.e reason such as abnormal operating 
conditions or lack of funds and are performed during the contract period, 
are unallowable urile ss specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(1) Manufacturing and Production Engineering Costs. Costs of manu
factt~.rlng and production engineer1n·g, including engineering activities in 
connection ·with: 

(i) current manufacturing processes such as motion and time 
study, me~hods analysis, job analysis, and tool de sign and 
improvement; and 

(ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
of simplifying production; 

are allowable. 
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(m) Material Costs. 

(1) Costs of direct and indirect material, and collateral. items such 
a·s inbound transportation and intransit insurance, are allowable.t _subject~ 
however, to (2_) through (6) below. In computing costs of material., con
sideration will.be given to reasonable overruns~ spoilage, and defective work 
(for correction of defective work, see the provisions of the contract relating 
to inspection and to correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates» allowances, and cash discounts, and credits for scrap 
and salvage and material returned to vendors. Such income arid other credits 
shall either be credited direct~y to cost of the material i.nvolved or be allocated 
\as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance und~r a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock 11 ·a~y generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equit~ble. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-downs" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable 
only to the extent of: 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on 
the basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
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channels, a departure from this cost basis ·is permissible if the charge to 
the contract does not exceed: 

, __ .-(i) the· transferor v s sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the pri.ces of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance 
on the basis of the transferorvs sales price to its most favored customero 

(n) Overtime, Extra-Pay Shift, and Multi-Shift Premiumso The 
premium portion of overtime, extra-pay shift, and multi- shift paymEnts 
to direct labor employees shall be separately identifiedo Costs of such 
premiums on direct labor are allowable only to the extent expressly pro
vided for in the contract or otherwise authorized by the Government and may 
be classified as either· direct or indirect labor costso When direct labor 
cost is the base for distribution of overhead, such premiums shall not be 
included in that baseo When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in relation 
to (i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor v s plant and (ii) the factors 
which necessitate the incurrence of the costso The premium portion of 
overtime, extra-pay shift» and multi- shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government worko 

(o) Patent Costso Costs of preparing disclosure~.~ . r~ports,.,· a·nd other 
documents required by the contrac~ a..nci of searching the art to the extent 
necessary to make. such ·invention disclosures, are allowableo Upon the 
written authorization of the contracti~g officer, costs of preparing docu
ments, and any other patent costs, in connection with the filing of a patent 
application where title is conveyed to the Government, are allowableo (See 
also (u) and (v) below.) 

(p) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide ·systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement •. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefitso Such benefits, generally, are measured by, 
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and based on, such factors as years of service and compensation rece~ved by 
the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits ar~ not definitely determinable if funds arising from forfeitures 
on termination of services or other reas'on may be used to provide increased 
benefits for. the remaining participants instead of be'ing used to reduce the 

·amount of contributions by the employer. A plan designed to provide bene
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be con·sidered a pension plan if, 
under the plan,· either the benefits payable to the employee or. the required· 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit- sharing shall not be considered to be pension 
plans within this. paragraph (p).) 

(2) Consideration,· and approval or disapproval, of all pension plans 
and the. method of determination of the costs thereof shall be the responsi
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will» generally, be accepted by the other 
Departments •. Such plans must meet the qualification requirem~nts pre scribed 
by Section 401 of the Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 
2d Ses s., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income t~x; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Serv1ce; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowa.nce of the costs of such a plan by the Depart
ment concerned. In the cas·e of all other plans, compliance with the qualifica
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cogni~ant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

( 3) To the extent pension plans are approved by the cognizant Mili
tary Department, costs thereof are allowable subject to the following con
ditions: 

(i) the requirements of ASPR 15-201. 2 shall be satisfied;, 

(ii) such costs, including excess contributions (see. Section 
404(a)(l)(D) of the Internal Revenue Code .of 1954L, shall 
not exceed-
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(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay= 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously have 
been allocated to and allowed as contract costs and which 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili-
. tary contracts, and in addition to making appropriate ad

justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord
ance with (A) or (B) below, to possible future abnormal 
te_rminatioil credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such· plans -

(A) when such abnormal termination credits or gains are 
fore seeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated "future credits 
or gains shall be made, either by reducing the current 
costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern
ment and the contractor; or 
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(B) when such abnormal termination credits or gainss 
whether or not fore seeable -

(I) cannot be currently evaluated with rea~onable 
accuracy; or 

(II) have not been .the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment theretos or 
in a separate agreement binding on the Government and 
the· contractor. 

( 4) The allow ability of costs of lump sum purchases of annuities 
or of lump sum cash p~yments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration 
on an individual case basis. 

(q) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital as sets; arxl necessary expenses to com ply with 
military security requirements are allowable. 

(r) 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 allowable 11 

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 
Government (but see ASPR 15-204. 3(g)). 

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

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor 1 s own organizations; and 

{iv) whether the proportion of Government work to the con
tractor's total business is such as to influence the con
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of, 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable~ Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with· patent:.:uuriilgement litigation, 

.are unallowable unless otheil"wise provided for in the contract. 

(s) Recruiting Costs. Costs of "help wanted"_advertising, operating 
costs of an employment office necessary to secur'e and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program~ 
travel co.sts of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of 
standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond · 
the standard practices in the industry are unallowable. 

(t) Rental Costs (Including Sale and Leaseback of Facilities)o 

{1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
s·uch charges do not exceed the normal costs of ownership, such as Q.eprec:la
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. 
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(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred ·by contractors 
through selling plant facilities to investment organizations, such as insurance 
companiesp or to private investorsp and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxesp insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal tiitle to the facilities. 

(u) Research and Development Costs. 

(1) Research and development costs (sometimes .referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing~ (.i) general research. also referred to as 
basic research, fun~amental r.e search~ pure re searchp and blue- sky re
search; 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 inve stigatqr is a fuller knowledge or under standing of the subject 
under studyp rather. than a practical application thereof •. Costs of independent 

· general research (th~t which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the ·contract •. 
The contractor shall disclose to the Government the purposes and results 
of such independent general r.e search. 

. (3) Relate.cl'.resear.ch is that type of research which is directed 
toward practical application of science. Development is the systematic 
use of scientific knowledge directed toward the production ~f useful materials, 
devices» m.ethods» or processes, exclusive of design» manufacturing, and 
production engineering (see (1) above). Costs of a contractorv s independent 
related research ·and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production e;ontract; provided the research and development are re-
lated to the contract product line and the costs are allocated to all produc
tion work of the contractor on the contract product line; and provided further 
that the contractor discloses to the Government the purposes and results 
of the research and development. Such costs are unallowable under cost
reimbursement type 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. 
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(5) Research and development costs (including amounts capitalized)» 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(j)). 

(v) Royalties and Other Costs for Use of Patents. Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by ·the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallo~able; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter .are unallowable. 

(w) Severance Pay. 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminatedo Costs of severance pay 
are allowable only to the extent that» 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 is part, or (iv) circum
stances of the particular employmento 

(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 performed in the contractorv s 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the contractor 
shall be as signed to the entire period of the employment 
of the terminated employees and equitably allocated to 
all work performed in the contractor w s plant during that 
period~ A reservation in the final release may be made 
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when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(x) Special Tooling Costs. The term ".$·pecial toolingt' means property of 
such specialized nature that its use, without substantial modification or altera
tion, is limited to the production of the particular supplies or the performance 
of the particular services for which acquired or furnished. It include·s, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract. are allowable and shall be charged directly 
thereto. 

(y) Taxes. 

(1) Taxes are charges levied by Federal, State, or lc:>cal governmentso 
They do not include fines and penalties except as otherwise provided hereino 
ln 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 15-2040 3(g)); 

(iii) tax~s from which exemptions are available to the contractor 
directly or available .to the contractor based on. an exemption 

. affo.rded the Government except when the contracting officer 
determines that the administrative burden incident to ob
taining the exemption outweighs the corresponding benefits 
ace ruing to the Government; and 

(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con
tractor prior to payment of such taxes:. 

(i) promptly requests instructions from the contracting officer 
conc.erning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
coope:r;-ation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 
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Reasonable costs of any such proceeding instituted by the contractor at the 
direction of the contracting officer are allowable.. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc
tion of the fontracting officer are also allowable .. 

(3) Any refund of taxesr- interests .or penalties, and any payment 
to the contractor of interest thereonF 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. 

(z) Trade, Businessr Technical) and Professional Activity Costs. 

(1) Memberships. Costs of membership in trade, business, technical, 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, pro
fessional, and technica1 periodicals are allowable. 

(3) Meetings and Conferences .. Costs 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 the stimulation of production, are allowable. 

(aa) Training Costs.. Reserved. 

(bb) Transportation Costs. Transportation costs include freight, expre ssll 
cartage, and postage charges relating either to goods purchased» in process, 
or delivered. When such costs can readily be identified with the items in
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (m) 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 re
imbursable under the terms of the contract» should be treated as a direct 
cost .. 

(cc) Travel Costs. 

(1) Travel costs include costs of transportation: lodging. subsistence, 
and inc_idental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad
ministration of the business and applicable to the entire business are 
allowable.. Such costs shall be equitably allocated to all work of the 
contractor .. 
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( 3) Subsistence and lodging, including tips or similar incidental 

costs, are allowable either on an actual or per diem basis. The basis 
· selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when a1..1thorized or approved in writing by the contracting 
officer. 

(dd) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholdersi 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 cost_s of 
directors and committee meetings are allow~ble. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15.-204. 3 are allowable if 
expressly provided for in the contract, or, in._some cases~ if approved 
in writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(f); 

(ii) ASPR 15-204. 3(j); and . 

(iii) ASPR 15-204. 3(1). 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers i accounts and other claims, 
related collection costs., and related legal costs are unallowableo 

(b) Contingency Reserves. Contingency reserves, created and main
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For seif-insurance programs, see ASPR 
15-204. 2(i).) 

(c) Contributions and Donations. Contributions and donations are 
unallowable. 

(d) 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 ASPR 
15-204. 2(f), (h), and (z)). 
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(e) Excess Facility Costso Costs of'maintaining, repa1r1ng, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowableo The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate. contracto 

(f) Fines and Penalties.. Costs re suiting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance. 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(g) Interest and Other Financial Costso ·Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204. 2(y) (but see ASPR 
15-2040 2(dd)(l)). 

(h). Losses on Other Contractso An excess of costs over income under 
any other contract (including the contractor 8 s contributed portion under 
cost-sharing contractsL, 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. 

(i) Organization Costs. Expenditures, such as incorporation fees, 
attorneys fees. accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raising capital, are unallowable (see (g) above)o 

(j) Precontract Costso Precontract costs are those which are incurred 
prior. to the effective date of the contract and whi-ch would have been allowable 
thereunder if incurred after such dateo Such costs are unallowable unless 
sp·ecifically set forth and identified in the contracto 

(k) Profits and Losses on Dispostion of Plant, Equipment, or Other 
Capital Assetso Profits or losses of any nature arising from the sale or 
exchange of plantJ 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 ASPR 15-2040 2(e)(2) as to basis for de
preciation)o 

(1) Reconversion Costso Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs ar.e unallowable . · 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specific..ally 
provided for in the contract. 

(m) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(e)(4)» and (5), last sentence; 

(iii) Professional Service Costs - Legal, Accounting~ Engineering~~ 
and Other, ASPR 15-204. 2(rH3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2( s), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15-
204. 2(v),. both provisos; and 

{vi) Taxes~ ASPR 15-204. ~(y)(l)(i) through {iv). 

(2) Certain other costs discus.sed in ASPR 15-204. 2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au
.thorized or approved by the Government. See for example: 

(i) Civil Defense .Costs 11 ASPR 15-204. 2(c), last sentence; 

(ii) Compensation for Personal Services» ASPR 15-204. 2(d) (5); 

(iii) Depreciation, ASPR 15-204. 2(e)(5)~~ first sentence; 

(iv) Food Service Costs and Credits, ASPR 15-204. 2(g)~last sentence; 

(v) Insurance and Indemnification, ASPR 15-204. 2(i)(3)(iii) and 
(iv), and { 4); 

(vi) Maintenance and Repair Costs, ASPR 15-204. 2(k)(2); 

(vii) Overtime, Extra-Pay Shift, and Multi-Shift Premiums 11 

ASPR 15-204. 2(n), second sentence; 
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(viii) Patent Costs, ASPR 15-204~ 2lo), second sentence; 

(ix) Professional Service Costs - Legal, Accounting, .Engineering, 
and Other, ASPR 15-204.2(r)(3), last sentence; 

(x) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(t)( 3); 

(xi) Royalties and Other Costs for Use of·Patents 11 ASPR 15-
204. 2(v); 

(xii) Taxes, ASPR 15-204. 2(y)(2); and 

(xiii) Travel Costs, ASPR 15-204. 2(cc)(4). 
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IMMEDIATE RELEASE MAY 12, 1955 . 

A cost interpretation paragraph, relating to depreciation, ~ill 
be included as part of Section XV of the· Armed Services Procurement 
Regulation, effective June 1, 1955, Thomas P. Pike, Assistant 
Secretary-of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-6C2, which will be published by the 
Governmen~ Printing Office as Revi-sion of the ASPR, follows: 

"15-602 - Depreciation. 

"15~602.1 - Applicability and Effective Date. This cost inter
pretation pertains to ASPR 15-204(d), 15-205(b.) and 15-205(o). It is 
applicable with respect to a.ll cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts· of overhead which have 
finally been agreed upon for particular periods. However, the fore
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation. Allowances for depreci
ation (other than "true depreciation") as provided in Section 167 of 
the Internal Revenue Code of 1954, subject to the limitations set 
forth in paragraph 15-602.3, shall be acceptable for contract costing 
purposes •. Allowances for "true depreciation", as that term is de
fined in DOD Instruction 4105.34 of 1 July 1954, shall be in accord
ance with said Instruction, and·shall be exclusive of.other methods 
of depreciation with ·respect to the assets involved in the determina-
tion of "true depreciation." · 

"15-602.3 - Interpretation. Depreciation computed in accordance 
with paragraph -15-602.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of-this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
'lcceptable for tax purposes, and ( ii) the· cost-in6 of defense contracts 

-is on a basis consistent with the costing of the contractor's non
"lefense work and is so reflected in its books and records." 

END 
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15 August 19 56 

SUBJECT:· Case 53-44 Section XV- 15-204.2(aa) 
Training and Educational Costs 

Pursuant to Item 3 of ASPR minutes of 7 August 1956, the 

Editing Conmuttee has edited the subject material, as set forth 

in Tab A. 

C. H. Hilkinson 
Lt. Colo11el, Jf~GC 

Chai~:1an 

Army Hember 

Incl: Tc?.b A 

John Green 
Navy Member 
(absent) 

John V. Perry 
Air Force Her11ber 
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DEPARTHENT OF THE NAVY 
OFFICE OF NAVAL MATERIAL 
WASHINGTON 25,D. C, 

:IGl,I0~1!1.~·IDUf!l_1''0R THE CI1Al:lMAN, ASPH COl'IiiiTTEE 

~· 

M36/ACS:ll 

~ Au:JCJSt 1950 

Subj: Case 53-44 - Special Subcommittee ASPR 15-204.2(bb) 
Training and Educational Expense 

Ref: (a) Heport of Subcom:rnittee of 12 July 1956 

Encl: (1) Proposed language far AS?R 15-204.2(bb) · 

1. Reference (a) was considered by the ASPR Com:.::rl.ttee at their 
meeting on 31 July 1::;5 6. A number of roconrn.ondations were lllC.de 
\-lhich the' subco:nuni ttee has endeavored to incorporate in 
enclosure (1). 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASl'R 15-204.3 - Unallowable Costs and referenced 
back to ASPR 15-204.2(bb). 

3. The enclosure .has not been coordinated with the Office of the 
Secretary of Defense, Of.fice of '?Jan~;ower Sup .. ·ly, it being the 

· understa.ndJng of the Subcommittee that the ASPR Com·.:ittee would 
do so. 

Committee ~Iembers 

Fir. ?aul i.l. Southwell, AFN?P 
l'lr, Thos. B. Horsley, Arm,y Ord. 
Nr. \:I. L. Latta, Ar-;AUD 
Nr • James Ruttenberg, NA VCOMPT (CAD) 
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a. The costs of preparation and maintenance of a pro~ram of instruction 
at non-coller,e level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train
ing materials and textbooks '\r.Yhen the training program is conducted by the 
contractor; and tuition, fees, training materials, and te:A-tbooks, when the 
training is of a non-collec:e level in j_nsti tutions conducted by other than 
·the contractor, Such coots are allowable. In both instances, costs may 
include salaries or Hages of trainees during regular working hours. 

b. The costs af part-time technical,· engineerinr; and scientific 
education, related to the job requirements of bona fide employees, at an 
under-graduate or post-graduate college level are all~rable as follows: 

1. Tuition, fees, training naterials and textbooks; or, in lieu 
of tuition, instructors' salaries and the related share of indirect. 
expense, provided that the sum thereof is not in excess of the tuition 
ltthich· would have been paid to the participating educational institution. 

2. Straight-time compensation of om~Jloyees for ti.me s~nt attending 
classes not in excess of a total of 156 hours per year where. circum
stances do not.permit the operation of classes after rec;ular working 
hours. 

c. The cost.s of tuition, fees, traininc: materials and textbooks (but 
·not subsistence, salary, or any other emoluments ) in connection l~ith 
scientific an(~. engineering education related to the job r8quirements of 
bona fide emJ~lo~~ces, on a full-time ba.s:Ls at a jJost-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases 1rJhere required by military technology, the period rmy be extended. 

d, Haintenance expense anc~. normal depreciation or fair rental on 
facilities m.med or leased by the contractor are allOt-Table to the extent 
that such facilities are used under prograr.lS falling within a or b, above. 

o. Tho costs of training . and e due a tion of other than bona fide 
employer;;s are not allm-.rable, 

f, Grants to educational or training institutions, including the 
donation of' facilities or other properties, scholarships or fellcnvships, 
are considered a s contributions and will be treated as provided under 

·· ASPR 15-20L.3(c). 

Enclosure 1 
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DEPAHT:'JEl-1T OF 'TIL~ NAVY· 
OFFIC~ OF NAVAL i1ftTERIAL 

WASEINGTON 25, D, C, 

NEHORANDUN FOR T1ill CI{AIHHA.N, ASPR ccu:~ITTE,.~ 

N36/ACS:ll 

12 July 1956 

Subj: Case 53-u4 -Special· Subcommittee ASPR 15-204.2(bb) Training 
and Educational E>:pense 

Encl: (1) Proposed draft as agreed -upon by !vir. u. L. Latta, AFAUD; 
1~. James Ruttenberg, Navy CAD, and A. c. Sawallisch, 
Navy ONM. . 

(2) Discussions in support of enclosure (1), 
(3) Proposed draft of Memorandum to the Secreta~J of Defense 

or other competent authority for ruling on the disputed 
portion. 

(4) Proposed draft as agreed upon by fl..r. Paul ·South Hell, AB!.~WP; 
Hr. Thomas B. \·Jorsley, Arrrry Ord, anc~ Nr. Albert Kay, Office 
of ASTSECDElr(~IAi ;p\~~l~~J'~ & R.:;S/1~-vr~.) 

{5) Discuss ion in support of enclosure (4). 
(6) Proposed Section ASPR 15-204.2(bb) presented by Hr. Ken Borgen, 

Navy. Industrial Ilanpower, and dj.scus sion in support thereof • 

1. The Special Subcommittee appointed by the ASPH Cont·.uttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 

·Costs should be allowed is unable to come to .co!:rt})lete a.-;reement arrl the 
diverse opinions are being presented to· the ASPR Committee for resolv.tion. 

2, Agreement has been reached, with some c:ifferences in lan:J;uage, to 
allow the costs of (i) vocational trainins;, whether it be "in-plant" or 
in vocational or trade schools, i.e., the traininc of welders, electricians, 
machine operators·, etc., and (ii) training of a short term ~tur8 which 
is nec~ssary to meet an i~mediate, clearly defined need of the con-
tractor in connection with a s-pecific e!lf:ineer ing, production or adminis
trative ;>robl0m.. The latter type of training may be in the plants or 
·laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools. 

3. The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curricul-um leading to higher academic degrees rather than to meet an 
immediate need of the contractor •. Enclost~es (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy wbicl~. permits the acceptance of 
such costs and are of t~ further opinion that policy making in this 
field, being of a National· inturest, should.be undertaken by those in 
the Government charged vri. th respect to education and training rather than 
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by purchasing and accounting personnel. Enclosures (4) and (5) 
present the position of the group whi.ch would allow such costs, tog~ther 
with standards and limitations for allowability thereof. Enclosure (6) 

· is a draft of proposed ASPR Section 15·-204.2(bb) submitted l:U ~lr. Ken 
Borgen, Navy Industrial :r-J.anpower • 

Committee Members 

. Mr. H. L. Latta, ... ~AUD 
Mr. James Ruttenberg, Navy CAD 
r1r. Paul H. Southwell, Af''HPP 

·:rvrr. Thos. B. ::.forsley, Army Ord. 

Coordinated with: 

Hr. Albert Kay, OASD(HP&R) 
Hr, Ken Borgen, Navy Industrial 1'·1anpower 
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15-204.2(bb) Training and Educ~tional Expense. 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an immediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineerin:;, production, or administrative problem. It may be carried 
on in plant, in trade or vocational schools or in technical inst itut.ions. 
The costs of preparing and carrying out vocational training courses may 
include the salaries. or wages of the training director an:l staff; 
training nnterial and text books 1,~1en the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular 1-rorking hours. Costs may also include the salaries or wages 
of trainees for tj_mc spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or.technical training institutions. 
Such costs are allm .. Jable when reasonable and properly allocated to all 
work of the contractor. · 

(b) The costs of educational and general training pro0rams of a. 
tJ~e aimed primarily at increasing th8 general educational or skill 
level of trainees, rather than so~vin?. imrnediate specific problems are 
not allo1-1able. This includes the general area of long rans;e management, 
executive or professional training proc;r2.ms anc:_ scholarships, fellow
ships or other emoluments to employees or others, 

Enclqsure (1) 
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~SSIONS IN SUPPORT OF ENCLOSURE (1) 

1. It is the opinion of the undersigned that under existing. policies 
there should be separate treatments for expenses in connection v1ith 
vocational training; i.e., training ot supervisors, machine operators, 

· welders, electricians, etc. and tl18 education in technolot;ical fields 
of engineers, scichtists, etc. 

2. It has long been the practice ::f industr.r to support the expense of 
vocational trai··.:ing, This practice had its recognized acceptance in 
the ~;uild and apprentice systems vhich have for years been a part of 
union agreements. An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen arrl foremen became 
acute and _the Armed Services established a policy of accepting a pro
rata portion of such costs in connection with Defense contracting, It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear thc'lt training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where srnallfinns find it impratical to conduct 
din-plant 11 vocational or technical training. 

3. ·vlhile the undersigned do not question tha need for development of 
more and better engin-:::~ring and scientific p:::rsonnel, they do not 
consider· that the policy heretofore follo'\ved in regard to vocational 
training expenses should be automati~1lly applied to educational costs 
in the professional and academic fields without a delineation of 
policy by compotent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going. to be substantial and their acceptance in cost-type contracting 
would make their acceptance i..r1 redeterminable and incentiv::; type contract
ing almost mandatory • 

. 4. A proposed paragraph ASPR 15-204.2(bb) is attached ~s enclosure (1) 
which would allow the cost of the type trainii"lc~ discussed in parac;raph 2 
above and not allot-r the costs of' the type discus sed in paragraph 3 above. 
It is in connection with the type of costs discussed in paragraph 3 above 
that the CorrElit.tee cannot come to agreement. Enclosure (3) is a draft 
of a me mar andum which the ASPR Committee may wish to submit to competent 
authority for a statement of policy. 

Enclosure (2) 
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riEJ:IORANDtn1 FOR. THE SECrtTIARY OF DSFgNSE 

Subj: Emploj·ec Educational Costs Incurred by Defense Contractors 

I. The stepped-up production r -quiremcnts during World 1-J'ar II created 
a dGmand for skilled craftsmen such as welders, electricians, etc. that 
could be mot only by extensive training courses, most of which were 
conduct0d on an "in-plant." basis. A poli~y to accept such training 
costs in connection with Defense contracts was esta'olishcd and has been 
continued. 

2 • The current demand by indus try for more and more engineers and 
scientists to produce the highly technical military items now in use 
and to carry out the cxtt;ns i ve rcst::arch and development programs is 
Hell knatm. ·A recent (study by th8 Phoenix, Arizona, Chanlber of 
Cormnerce .stated that this years grnduating class would fall short by 
50,000 m(:~n. In an effort to meet this demand numerous educational 
programs, both gradua.te and undergr'aduate arc being instituted and 
given financ i::1l support by industry and our procurinG activities are 
faced vlith the problem of how much, if. any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The· 
follm.v ing excerpts are taken from an article on the subject in the Hay 26 
nBusiness Week." 

"Haey companies have set up programs to send a few of their more 
highly talented engineers to graduate schools full-time. Others are 
planning to send their ·~n:jineers to sp1,:;cial graduate courses a fe'tv hours 
a week, on company time, Some arc trying to persuade grc:tduatc school 
facilities to set 1:.p off-campus schools for their engineers by offering 
to build facilities and pay instructors, 11 

Convair Division of General Dynamics Corporation is working hard to 
persP.ade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has prornis ed aid 
in funds, equipment, and pay for the faculty. Unofficial estiriB tcs put 
tho cost of building the center at close t~ f~4 million," 

General Electric is just esta-blishing a program which "will send 20 
engineers to Syracuse Universi~r and 40 to Rensselaer Polytechnic 
Institute to work for the:ir doctorates. It will pay the cost oft heir 
tuition and books, put them on the CC'-i1pany pay roll and they will get 
scmiority and credit for any benefits that might accrue to them," 

Syracuse Univcrsi ty is opera tin~: three branches; one at Griffs 
Air Fo1·cc Bc~se at Rome, NowYork, for Air Force engineers ar:d General 
Electric en~ineers from a nearby plant; the second and third at Endicott 
an:l Poughkeepsie, N~w :York, for I.B.I'l. engineers, The Air Force and IBH 
supply classrooms on their own properties and the two companies and the 
Air Force foot the bills for faculty salaries, travel and overhead. 

Enclosure (3) 
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·Rensselaer Polytechnic is op0rnting a graduate school mar Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 
80% of the students arc United Ai!craft Corporation employees and the 
United A:ircraft .Corporation is under1vriting the experiment for five years. 
The cost to the com.pany is about ~1,000 a year per student. 

A r ccent Raytheon Hanufacturing Compc:L.\Y plant ~)ublicntion announced 
avaihbility to their science and engineering employees of educational 
grants· at H.I.T. and Harvard. Grants willcovcr full tuition, fees~ book 
alloHanco and· a monthly salary of ~240 while in residence at the school. 
Undergradoot e students are also considered if worlcing for 3. science or 
;;,;ngineoring dc::·:ree and plan to join :tho company upon graduation. 

3. Obviously, the costs to industry for support of these programs will 
b:.cor11e significant, particularly in the aviation, ~J.ided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortc..gc of engineers t1.nd scientists is greatest, and it is in those 
fields vlherc the military departments arc tho principal customers. 
Assuming, therefore, that such costs were accepted, even. on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
IIUltcrial would be spent in support of educational progr.1ros. 

h. It is Hell known th:tt tho prGscnt National policy is to encourage 
industry, c ollo:;es, univGrsities, and foundations to give support to 
any proc.;ram des.igncd to increase the quantity and quality of engineering 
and sci.~Jntific :p3rs onml. It has not be on notGd, however, th:t t any 
Government fimncial support has been mo.clc availnblo for ·~.he furtherance 

of such programs. A number of questions therefore present themselves 
in connection with the possible accaptancc of such costs in our contracting. 

n. If it is determined that the National interest requires a 
Government subsidy for engineering and ~ientific education, should the 
subsidy be ~drninistered through private contractors, thereby working· to 
th0:ir individu:tl canpatitivc advantage, including a profit on their 
participntion in the progr~, or should it bo administered diroctly by 
tho Govorrunent • · 

b. If participation is to be through the allowance of the cost in 
Dcfcnso contracting should such sup~ort be limited to (i) specific fi~lds 
and, if so, which fields; (ii) which types of cost should be allo1-rable, i.e., 
tuition, laboratory fees, salaries paid to instructors, text books, 
colnpensati on of students whilG in attendance, ccs t of scholarships, etc; 
(iii) should Defcn~c participation be limited to a ~"ecified ratio of 
total contract costs? 

5.. Procurement and audit policies and procedures in this area are greatly 
in need. It is rrry opinion, however, that seine OO.sic policy which could be 
prescribed from answers to the questli.on proposed above must first be 
established. Since this is an aree. coming within the purview of your 
office, I will c: rcn.tly appreciate .:?.n cxprcssi on from you as to the policy 
we should pursue. 

-2- Enclosure (J) 



1S-204.2(bb) - Training and Educational ~pcnses 

a, Preparation ani ma.intcrumco of a prcgra:m of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training matorio.ls arrl textbooks 
'vrhcn tho trainitlg program is conductod by the contractor; and tuition, 
foes, training materials, and textbooks, vrhcn the training is of a non
college levGl in institutions conducted by other than the contractor, In 
both instances, costs may include salo.ries or wagGs of trainees during 
regular working hours • 

b. Pnrt-timo tochnicC\1, onc;inccrin&:~ and scientific education ::tt an 
under- :sraduo.to or p9st -graduate collc,::,c level as follol-rs: 

1, Tuition, foes, training materials and tGxtbooks. 

2. Where circumstances do not permit education after paid 
working hours, regular employee cornpo~sation is also 
allowable for instruction not in excess of a total of 
156 hours per year. 

c, Tuition, foes, training materials and textbooks (but not sub
sistence, salo.ry, or any other emolmncnts) in connection "Hith scientific 
and: enginGcring education of bona fide employees on n full-time basis 
at a post-grndu.::tto college level for D. total pc riod not to exceed one 
school ysar. In unusual cases whore required by military technolo:?Y, 
the poriod may.bo c~tonded. 

IJ.• The costs of training and education of other tre.n bom fide 
employees, including schol~rships and fellowships, are not allo\-ra~')le.!7~( 

* This parngraph could be t rnnsfcrred to part of Section XV covering 
unallo"ttJ"ublG costs. 

Enc losuro (4) 
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Discussion in Support of Enclosure (4) 

Tho. undersigned reprcsento.tivos of Army an:i Air Force join in the 
following staff report and roc·ommondations. These arc concurred in on 
a staff basis by tho representative of tho Office of tho Assistant 
Socrutnry of Defense C· .. IP&Il). 

It is the opinion of the undersigned that the ASPR Corunittco desires 
a rccomracndation of policy regarding .!! llol-mnce of the expenses for train
in~ tochnical, engineering ·and scientific personnel as well as "vocational 
trnining, 11 i,(:,, training of machinists, welders, electricians, otc. Tho 
undersigned fool th:.t the ASPR Subcommittee on Training Costs was assigned 
the tnsk of developing and proposing a policy on a staff basis, and 'tvas 
not ·o:A'Pected to side-step the issua by requesting higher authorit~r itself 
to do the ground-l·Tork toward establishin[; said policy. This is made amply . 
cle~r in "Instructions to and Duties of ASPR Subcomnittcos," dated 30 August 
1955. 

It seems to the undersigned thnt tho group present:._:lg Enclosures (1), 
(2), and (3) bc.sc their thinl:ing on the unrc:;alistic position thfl.t the 
trai nine of welders is more import!:'.nt thnn the training of scientific and 
engineering personnel. vJo believe this position is tmtcnablc from the . 
sto..ndpoint of c.ssuring the delivery of high quality end-items on a tincly 
·basis. The na tionc:.l nood for a substantial incrGn.sc in qu.:1lity and quan
tity of scientific personnel is too well known tor cquir0 elnborn.tion. 
Tho President and other principal officio.ls of the Executive Bro.nch m ve 
expressed concern ovor the problem ns ~ key factor in mnintaining techno;.. 
logicnl supromacy. Objective measures of indust~r's needs nre reflected 
in the classific d sections of tho cb.ily ncwspo.pcrs and in industry's 
fro..ntic efforts to recruit the graduates of engineering schools, 

In ths f.:1co of these shortages, industry ho.s in tho last few years 
fostered collGgc and post-graduo.te level training of their oun employees 
as tho most i.rnrncdiatc and direct 1rJay of mcctin£?, thoir production problems, 
and the do:mnnd for products of ever increasing qu.:tlity and complexity. 
This is ~articula.rly true in military applications of nucleonics, acro
nautics·and electronics, 

As a matter of gen~ral principle, ·it seems to us that costs incurred 
in such a training progrrum are valid costs of production which.will rosult 
in bettcr·porformancc on military contr~cts. The proposed policy set forth 
iri Enclosure (4) is designed in best interests of the Governmunt, with due 
consideration of fairness and c..quity to industry. It does not allow al:l 
oduc[l.tionD.l and training costs at the dlop;c and post-graduate: training 
level. It takes due account of com.r1orcial practice in todny' s situation. 
At th0 same time, it limits and defines the allov1ability of such costs 
and requires tho contractor to bear his own share thereof, 

There appears to be a[!;roomont bctwe0:p tho group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures (h) and (.5) regarding 
allowability of costs of non-collegiate trainirig. 

Enclosur~ (5) 
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Tho rraj or point :1t issue i.s the n.ll01.Jability of costs of college 
nnd post-graduate level scientific and ~nginccring trainine. Paragraphs 
b and c of Enclosure (4) place limits upon the allowability of such troin
ing, Hhethor it be part-time or full-time • Pnragr~ph b defines th0 types 
of expenses allowable nnd· tho amount of part-time training for which an 
employee may be compensated. Essentially, it allows for costs of tuition, 
foes, training materials ?.nd textbooks, because tho most common practice 
is for cducati on after paid working hours, l~ere circu.m.stanccs do not per
mit education during paid working hours, regular employee compensation is 
also ·3. L1ovmblc not in excess of 156 hours por year. This is tho approxi
mate equiva.lont of ono 3-hour course per we0k, 

Pe.rnr~raph c of Enclosure (L.) deals with scientific and en€;inecring 
education on~ full-time basis, It recognizes t~~t such arrangements are 
occasionally nccGssnr~y, but prescribes reasonable limits of nllowability, 
It limits roimbursability to bon:1. fide employee; to trc:.ining in scien- . 
tific and engineering areas; to post-gradu~tc trainin~ ~lone; and total 
roimburscmont to one school year unless required in unusual cases by mili
tary tccr..nology. Host importa.nt, it limits Government paymGnts to the 
cducc.tionnl exponsc alan\;, (i.e., to tuition; fees, etc.,), leaving the 
c.ontro..ctor to incur the cost of c omponse..tion. Since tho Govornrncnt 's costs 
in these very special instnnccs will be on tho order of a pro-rated part 
of t;l,OOO por year, while tho cont!'c..ctor 's shnrc for compensation is likely 
to be at least of an order of ,~;;5 ,000 per year (typical snl:try of an in
cxporicnc cd engineer), it is fol t tho.t contractors will not incur such 
costs unless there is some positive benefit. 

In gcncr2.l, it is fc;lt that tho distinction mn.do in Enclosure (1) and 
(2) between long rango and immediate needs is a fictitious on.:). The need 
for more nnd batter sci~ntific and engineering personnel - and the oduca- · 
tionnl programs designed to meet such needs - is in a real sense immediate. 
It is just as immedic.~0 ru1d certainly more important than tho no0d for 
training welders, from tho standpoint of obtaining the c omplox military 
equipment needed in toda.y's situ~tion. Actu~lly, tho govcrruncnt is in'many 
cases nllowing costs of collc~-;o anc1. post-grn.dun.to tr2.inin~, h·t not on a 
uniform basis and certainly with no clearly defined limitations n.nd stand
ards • 

. Tho undersigned thor8for0 rocomnond the adoption of the policy set 
forth in Enclosure (4) for incorporation in ASPR 15-204.2 (bb), "Training 
and Educational Expenses." · 

/s/ Thomas B. Worsley 
Thomas B. Worsley, Army 

/s/ Albert Kay 
Albert Kay, OASD (IiP&R) 

-2-

/s/ Paul M, Southwell 
PaUl }·1.. South\,Toll, Air Force 

Procurement Hcmbcr 

E mlosurc (5) 
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15-204.2(bb) - ·~ining and EdE-chtional ~enscs 

a. Prcp:trQtion and maintonnnce of a. program of instruction dosigned 
to increase tho vocc.tional effectiveness of employ-cos include the salaries 
of tho director of training and staff, trci. ning mat· .. -:.ri::tls and textbooks 
when the. training pro,~rc.m is conducted by the contractor; nnd tuition, foes, 
tre.ining matorials, and textbooks, when the trnining is of a non-collugc 
lovol in institutions conducted by othGr than thu contractor, Inboth 
instances, allowablo costs may include salaries or wagos of trnineGs during 
r~:gular -vrorking hours. 

b. Cortain part-tim;:.; tuchnico.l, c.;rgincoring and scic.:.ntific training 
costs of n college level arc allo"t-rablu in casos llhcrc the training is 
required for contract performance; and is directly· related to thG job 
r ..:-quirumont s of· the omplo:y-co as fallows : 

(1) Tuition, foes, training matcrio.ls and textbooks, 

(2) Employ0c comp;:;nsation is nllowablo during regular working 
hours for instruction not in excess of a tot[l..l. of 156 
hours per year in cnsos uhero circumstnncGs do not permit 
training nft0r pnid working hours. 

c, The cost.s of gcnore.l educational progro.ms of a collo&;e; level, 
including scholarships and f cllovJships, and the costs of training and 
education of other than jona fid0 omployoos nre: not allovm.blo .. 

Tho abov::.: appears to me to be;; in lin:- vJith industry practice, roasonnblc, 
equit~blo, and to provide incentive to contractors for the economical 
usc of Govornmont funds in that risid limitations arc established for 
pn.ymont of costs of training of onginc0ring ·and scientific pcrs onnol in 
tGrms of relation to contract performance. 

Enclosur c ( 6) 
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MEMORANDUM FOR. THE ASPR COMMITTEE 

OGC/GWM:ag 
6 July 1956 

Subj: ASPR Case 53-44 -- Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcommittee con-
sidered it preferable to place the material set forth in pro
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
which would become unnecessary .to retain when Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2. 

3. The edited Part 2 of Section XV, dated 20 April .1956, 
was fumished to you with memorandum of 26 April 1956· and # 

was subsequently corre.cted as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee recommends that the attached 
Part 1 be released for publication s~ultaneously with Part 2. 

Charles W. Wilkinson 
Lt.·Colonel, SS JAG 
Army Member 

Encl. 

George W. Markey, Jr. 
Navy Member 
Chairman 

John W •. Perry 
Air Force Member 
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SECTION XV 

CONTRACT COST PRINCIPLES 

_ 15-000 Scope of Section. This Section sets forth principles and 
standards for the detennination and allowance ofcosts in connec
tion with the perfo~ance of cost-reimbursement type contracts 

· and cost-re~bursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability .. Subject to ASPR 15-102, the-provisions of 
Part 2, Part 3, Part 4,_or Part 7 of this Sec~ion (whichever Part 
is applicable)· shall be ~ollowed .in connect~oii'-,with all cost
re~bursement type contracts (including cost-reimbursement sub
contracts thereunder); however, when deemed by the Head of a 
Procuring Activity concerned to _be more suitable for a particular 
contract, Part 2 n;tay be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III~ Part 7~ as to negotiated overhead 
rates). The term "cost .. reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost .. plus-a-fixed-fee contracts, cost-plus-incentive
fee contracts, and' the cost-reimbursement portion of time-and
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15~102 Contract Provis'ions. 

15-102.1 General. Part 2~ Part ·3~ Part 4, or Part 7 of this 
-Section (whichever is applicable) shall be made a part of every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the ~ontract, 
or incorporating it by reference ~n the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide· 
for the allowability of any of the kinds of costs 

!referred to in Part 5 of this Section unless any_such 
cost is expressly excluded under Part 3 or 4 (which
ever is applicable)o 
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21 June 1956 

mDRANIIJM FOR: CHAIRMAN~ ASPR OOMMITT~. 

SUBJECT: Revision of Part 2.9 Section XV (Case 53-44) 

l~ This Memorandum,p commenting upon proposed piragraph 15-204.2(y) 
concerning the reimbursement of taxes for certain cost contractss is sub
mitted in compliance with the assignment by your Committee of 5 June 1956. 

2. This Memorandum represents the unanimous opinion of the Tax Sub
committee. 

3.· It is recommended that tre first sentence of subparagraph (l) include 
a reference to taxes of foreign governmentss inasmuch as Part 2 of Section XV 
is sometimes incorporated into contracts requiring performance in' foreign 
areas. Such contracts sometimes do not have special tax clauses or have un
comprebensive ones o The first sentence of subparagraph ( 1) should read& 

•TaXes are charges levied by Federalj Statej local, and foreign 

governments on 

4· The last two sentences or subparagraph ( 2) should be revised as 
follows: 

•Reasonable expenses of any administrative or judicial proceed-

ing instituted or defended by the contractor» pursuant to the 

instructions or with the ·approval of the Contra_cting Officer, 

for the benefit of tl'e Government are allowable costso Interest 

and penalties incurred by.the contractor also are allowable, 

either (i) if incurred by following the instructions of the 

Contracting Officer, or (ii) in the absence of instructions from 

the O::mtracting Officer j it incurred without the fault or negli-

gence of the contraetoro" 
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SJBJECTg Revision of Part 2» Section rl (case 53-44) 

This language will permit the reimbursement of costs or litigation and or in
terest· and penalties in a number of situations where such costs are incurred for 
the benefit of the Government and without any fault or the contractor. As the 
paragraph now reads, there is ·serious doubt w}).ether reimbursement would be allowed 
in a number or typical circumstances,. including the following~ (1) for interest 
and penalties incurred b,y a contractor for nonpayment or a tax where the Con
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in
terest arid penalties; (2) for costs incurred b,y a contractor in defending a 
suit for collection of tax ~rought by a taxing authorityi in contrast with a 
suit for refund; (3) for costs _incurred by a contractor in taking reasonable 
action pending receipt or instructions from the Contracting Officer. The sug
gested language will make the reimbursement or costs.or litigation and or 
interest.and penalties parallel, insofar as possible 9 to the treatment of. 
these costs in the proposed tax clauses for fixed pri~e contracts. 

· 5· . It is recommended that the following sentence be added to subparagraph 
(3): 

"Any interest actually paid or credited to a contractor incident 

to a refund of taxa interest and 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 .9 and 

penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
may be deemed .mnecessary for cost. contracts. 

6. For your oonvenience, there is attached hereto a copy of proposed para
graph 15-204.2(y) as ·tre Tax Subcommittee recommends that it be amended. 

Incl. - Draft of paragraph 
15-204.2(y) 

2 

~N-~ 
MARK H. BERmS 
lst Lt., ·JAGC 
Acting Chairman, Tax Subcommittee 
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Proposed paragraph.l5-204.2(y) as reeommended by Tax Subcommittee 

(y) Taxes. 

(1) Taxes are charges levied by Federa~, state 1 &P-leea~ Clocal1 and 

forei~ governments. They do not include fines and penalties except as other-

wise provided hereinct In generalJ taxes (including state and local income 
. 

taxes) which the contractor is required to pay and which are paid or accrued 

1n accordance with genera~ accepted accounting Principles are allowable, 

except for: 

(1) Federal income and excess profits taxes; 

( ii) taxes i~ conne.otion with financ~ng, ~financing or refund

ing operations (see ASPR 15-204o3(g)) 1 

(iii) taxes from which exemptions are available to the contractor 

directly or available to the contractor based ~on an exemp-

tion 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 

(iv) special assessments on land which represent capital 1m-

provements~ 

(2) Taxes otherwise allowable under (1) above., but which lll8-Y be. 11-

legally or. erroneously assessed, are allowable; provided that the contractor 

prior to payment of· such taxes: 
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Subpara (y) Taxes (cont'd) 

(i) promptly requests instructions from the contracting officer 

concerning such taxes; and·. 

(ii) takes all action directed by the contracting officerJ includ

ing cooperation with and for1he benefit of the Government, 

to (A) ~etermine t~ legality ot such assessment or, (B) 

secure a refund of such taxeso 

ReaeeR&~-eeete-&~-&Ry-e~es-pPeeeeaiRg-iBetitQtea-ey-~-6eatPaet&P-at ~e 

e~pee\~e.e-el-the-ee.at~ae~Rg-el,ieeP-AP&-al~ewae~e~--~~BQ-p&Ra~ie& 

~eaPPee-e~-&-e&Rt~et&P-By-Pe&&9R~-t9e-ReR~,.SRt-el-aBy-tax-at-tR9 aiP&e

~eR-&1-tRe~P&etiRg-e#~i&&P-&¥8-a~se-al~ewael&o ~asonable expenses or 

any administrative or judicial proceeding instituted or defended by the. con

tractor, pursuant to the instructions or with ~he approval or the Contracting 

Of'f'icer, f'or ·the benefit of the Govertment are allowable costs o Interest and 

penalties inculTed by the contractor also are allowable j either ( i) it in-

\ curred by following the instructions or the 'Contracting Officer,· or (ii) in 

the absence of' instructions from the Contracting Officer, if incurred without 

the fault or· negligence of the contractor.J 

(3) .AnY return of taxesj interest, or penalties, and any payment to the 

contractor of interest thereon, attributable to taxes, interest, or penalties 

which were allowed as contract costs, sha 11 be. credited or paid to the Govern

ment in the manner directed by the Governmento [Any interest actually paid 

or credited to a contractor incident to a retun::i of taxj interest and 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 f~ the taxes, interest, and penaltiesJ 

2 
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OGC/JG:clc 21 Juae 1956 

~0~ -~~ Till CHAIRMAlf, ASPR .. _C(II(IiiD 

SubJ: Revtwton ··of ASPR 12;..202 ·to Confona to hoposed ASPR 1S~204.2(a). 
.... ~~tiM·, Bxtr·a-Pay· Shift-·and Mu1ti·-ShJft· Work) • Case· 5~·-44. 

1·.·-- PUi&uant.to Item 12 ·of ASPR IUDUtea ·of 8 ·"-Y 1956, the subject-material 
baa b·eea edited" ae aet forth· in~ TAB·· ·A.· 

. '.·. 

2~ ··-In .. ASPk ··12-102(b)·, theldttad COiilitirtea· ·ha,.:·deleted· the· wOr-d· ·:npnera11y"·; ···· ·· 
thua· req\d.rf.a·i"prtor' authorlzatioia 'for pr8m{um'work tli .. alr·poit-ivard··~iuatances, 
ao th•t 1ubparagrapb (b) is nov couaiatent wit~ the concept adopted ia ASPI 
lS-204·. 2·(n). 
. ~ .. .. . . 

3:' Ianuch aa the. draft aubwaitt~cl to. the lditina·coaalttee desired the 
word *tina" to .. be . tnierted. "wherever· 'l&aguaa• is intended. to. apply only to 
firm· f'ixed-prlce. contracta ~-" the .. ·Bdtttna ·cw.ltt·ee ·bu .. · appropriat·ety· a~de'd 
ftxect~price incentive contracti in •(b.) (it);' but· 'did raot. -feel" that .. it ...... 'the 
i'Dteat of tbe-8\ibj.ct matter to include fixed-price·contracts with escalation 
in (b)(ii), •• wel~. · 

Lt. Col. Charles w. Wilkinson 
Aray Hember 

\Inc 1 • TAB A 

Joba Green 
·chatr.an 
Ravy Heaber 

I 

Jolm W. Perry 
Air Force Member 
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OGC/JC:clc 
6/20/56 

ASPR Case 53-44 

12·102 Overttme, Extra-Pat Slit". and 16rl.ti-Shift Worlt, (a) Con· 

tracts .-ball be perfoTmed, ao fu ·as possible, ·vttbout the uae ·of overtime, 

extra-pay shifts, or ·multi-abtfu. OVertt•~ . .xtra•pay ·etfta, and, multi

ahift·a when required shall, to the ·exten-c- ·p·on'lb-t-e· ," be· l'tmtt•d to, and be 

the mtntiiiUID required ·for, the ·accOillpli.tuaent· of th'e ·ap·eetflc. work.- · In 

. the neaotiation of cotttracta, the ~··· .. of --ove-rttae, ~a--pay· shift•, and 

multi-·ntfta is a factor to b'e e~uatnre·d by .... the· ccmnKttaa off~cer along 
. ~," ' I •• 

with otb•r faetor·a listed tn ASPR 3-101. Prtar to t11e· author·tzatton of 

overtime, extra-pay ahifta, and· ·a~'lti-shtfh, _whether 1n .. p-re-awa-rd negoti

ation ·or apeeific post-award instanc-e•·· c-onddera'tt01l Hall' be siven to 
. . . . . . . 
the practieabiJity of using other aourc~a for the furnlihl1lg of all or a .:~r 

portion of the supplies or aervtcea. 

(b) In the caae of firm fixecl·prlce contracts or fixed-priee 

contract• with escalation, the reepooal~ll~ty for the ~···of overtl .. , extra

P8I ahifts. and llll.llti .. ahifta, shall reit· with the coatrac_to~ ·except to the ·-~. · 
: , r--

extent; speeiftcally provided for in the contract~· · .. ·Ia the-- caee-of: 
I ............. 

(il_.coa.t.--reimbure-t· ... t1P• --cntrac t•; .· ancl 

(11) redetermlaabl•·-f-:l.xed-prlce coatracta aacl fixecl-prlce 

tnc.•ntive -coatraeta·;···,1:o···the --extent .. requirecl-bJ the coatractiq officer; 
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. · · ~: filtt-v-& {>!.1-~ t.{-l/~:) ~~ n;, ·!ucUqJ--
- be -coa,t.4e.:e~~ader---t:~.ouu~iJ Such ~.MtaH be obtained prior 

to the use of overt~. extra-pay ahifta, and aslti-ahiftao .The premium 

portion of overtima, extra-pay ahift, and multi-ahift payment• to indirect 

labor employ••• ia allowable without prior approval, if reaaonable and 
. - .. ·-. ·- ... - - . . . 

allocated on ~ pro rata baaia to ,commercial aa wall aa Government vorko 
1 

· ·ror further requir••nta, ••• ASPR 15-204o.2(n) o Nothipg herein aball be 

construed to authorize the pr .. lua p~~ti~~ of overti .. , extra-pay ahift 

. :and multi-ahlft payment a where the contractor ia already obligated under 
.. It£' . ''"Lf)) .. -. -.... . . 

the contract to meet the ~ cleli"!'•ry acheclule without the right to 

additional compenaattono 

(c) In the abaeace of evidence to the contrar,, a Departm.nt 

in authorizing overtime, extra-pay ahifta, or aultt-ablfta may a•nerally 

rely upon the repreaentatioa of the contractor that auch authorization 

will aot a4verael)' affect the performaace of ~ther defeaaa contractao 

However, where two or .ore Department a have current c.W.tracta at a ainale 

facility ao acheduled that the authorization of overtime, extra-pay ahifta • 
.. 

or .ult~-ahift• by one Departmeat· .. y adveraely affect the performaace ef 

a contract or centracta of aaother Dapartmeat, the Departmeat dealriaa to 

give 1uch authorization ahall obt.ia the prlor.aaaeat of the ether Departaeata 

cooceraedo Such aaaeat ahall be~;'alve* wherever poa•tbleo Ia aay caae where 

diaagre .. at exiata betvaea the- Department a conceraed, either Departaeat aay 

refer the prebl .. to ~he Aaaiatant Secretary of Defeaae (Supply aad Logiatica) 

for ct.ciaioao 

·2 

TAB A 
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.'( 2 May 1956 

lltlEMORANDUM FOR. THE ASPR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASPR l5~204.2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Work) 
Case 53-44 

As requested at the April 6 meeting (see Item l, Minutes, April 6. 
Mtg), the Staff. has exmmined ASPR 12-102 to determine whether any re
vision thereof is necessary to conform to the proposed cost principle 
relating to the above subject. 

It is concluded that a change should be made in ASPR l2-102(a) to 
indicate that in oost-re~bursement type contracts, prior approval is 
required for allowability of costs incurred in the payment of premium 
wages for direct labor, while such approval is not required in the case 
of similar payments tor indirect labor. 

It is proposed that ASPR 12-l02(a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets). 

It is also recommended that the following editorial changes be made 
in ASPR 12-202.at the same time: 

a. Substitute the words "Department of .Defense" tor "each Depart
ment" in stating the policy. 

b. Insert the word "-reimbursement" after 'cost'' wherever reference 
is made to "cost_ type contracts" or aiinilar expressions. 

c. Insert the word "firm" in front of the words "fixed-price con
tracts-" wherever language is intended to apply only to firm fixed-price 
contraotso 

d. Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to current editing rules. 

e. Include a cross-reference to ASP.R 15-204.2(n). 

Attachment 

·' 
,/. ,/ l' 

o/7%~ ~.::£t_~ 
W. K;. Ghormley ./ 
Brigadier General, U~ 
Chairman, ASPR Committee 
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COMPOSITE DRAFT OF ASPR 12-102 
SHOHING RECOlw[ ;ENDED CHANGES 

12-102 Overtfme~ Extra-Pay Shifts and Multi-Shift Work. It shall 

be the policy of eaek ~the_7 Department ~of Defense_! that contracts will 

be performed, so far as practicable, without the use of' overtime, extra-pay 

shifts, or multi-shifts. Overtime, extra~pay shifts, and multi-shifts when 

required shall., to the extent practicable, be limited to and be the minimum 

required for, the accomplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-p~ 

shifts, and multi-shifts is to be considered a factor by the ~eR~~&e~~B~ 

Q&~~e&~ ~contracting officer_? along with other factors listed in ASPR 

· 3-101. Subsequent to the placing of a LfirmJ i'ixed-price contract, tho 

responsibility for the use of overtime, extra-p~ shifts, and multi-shifts 

will generally rest with the Ssa~F&4~&P ~contractor_?. On oost ~-reim

bursement_7 type contracts, and to the extent required by the C&B•Paet'a~ 

~i~~eP ~contracting officer_? on redeterminable fixed price contracts, 

however, the authorization from the Government for the use of overtime, 

extra-pay shifts, and multi-shifts must be obtained to sustain the charge 

of any premium Ldireot_7 labor costs to the contract. Suoh authorizations 

shall generally be obtained prior to the use of overt~e, extra-pay shifts, 

and mt1l ti-shifts. LThe premium portion of overtL.:e, extra-pay shift, and 

multi-shift payments to indirect labor employees is allowable without 

prior approval, it' reasonable, and if' alloc·ated on a· pro rata basis to 

commercial as well as Government work. Further requirements for allow

ability of' such costs are ~et forth in ASPR 15-204.2(n)._7 Prior to the 

authorization of overtime, extra-pay shifts, and multi-shifts, whether in 

.TAB A 
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pre-award negotiation or specific post-award in~tances consideration should 

be given to the practicability of using other sources for the furnishing of' 

all or a portion of' the supplies or services. 

(b) V1here two or more Departments have current contracts at a single 

facility, so scheduled that the authorization of overtime, extra-pay shifts, 

or multi-shifts by one Department will adversely affect the performance or· 

a contract or contracts of another Department, the Department concerned will 

wherever practicable agree in advance as to the authorization of such work. 

Crdinarily, in the absence of evidence to the contrary, a Department in 

authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 

representation of' the Q~atPa9~@P ~contractor_! that such authorization 

will not adversely affect the performance of other defense contracts. In 

any case where disagreement exists between the Departments concerned, either 

Department may refer the problem to the Assistant Secretary of Defense 

(Supply and Logistics) for decision. 

(c) The policy stated above shall not be construed to limit the use 

of or payment for emergency overtime work as may be required. Nothing 

herein shall be construed to authorize payment for overtime, extra-pay 

shifts and multi-shifts where, under an existing contract, the SeB~P&e~P 

Coontr·e.ctorJ is already obligated without the right to additional com-

pensation therefor to meet the desired delivery schedule, even though it 

is necessary for such a contractor to use overtime, extra-pay shifts or. 

multi-shifts to meet such schedule. 

2 
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OGC/GWM~lwt 

26 April 1956 

MEMORANDUM TO CHAIRMAN~ ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

2. The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting· 
of Tuesday~ April 24, 1956, by the insertion of the words "under any 
such plan" in the last sentence of this paragraph after the word "allowable." 
It is under stood that this paragraph is subject to the statement to be in
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries .on Action Paper No. 15 (Summary of 
Meeting No. 25 - Department of Defense Material Secretaries Council, 

·12 Apri11956); and; also~ that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have ~een made in the attached 
draft: 

15-200 - Fifth line, the insertion of a comma after "subcontractors." 

15-204.2(k)- ..First, second~ and third lines of first sentence, commas 
. replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) - First line~ insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204. 2(d) referred 
to above. 

- Last complete line, comma deleted. 

15-204. 3(b) - Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "progra.m.s. " 

15-204. 3(k) - Third line, the word "or" corrected to "of." 

~w.h~/~ 
GEORGEW. MARKEY, JR .. 
Navy Member 
Chairman 
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20 April 1956 

Part 2 - Supply, Service; and Research and Developrnent 
Contracts, with Commercial Organizations 

15-200 Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost
reimbursement type contracts and cost-reimbursement type subcon
tracts thereunder for procurement of supplies, services, and rese.arch 
and development work, with contractors or subcontractors,. other than 
such contracts and subcontracts to which Parts 3, 4, or 7 apply. 

15-201 Basic Considerations. 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the _allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201. 2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) 
application of generally accepted accounting principles ·and practices, (iii) 
significant deviations from .the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. 

15-201.3 Credits~ The applicable porti-on of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 

15-202.1. General. Items of cost which are readily identifiable with (i) a 
cont~act, or (ii) other work of the contractor, should be charged directly 

to the contract or other work with which identified. This principle may 
be applied to items of cost, such as freight, travel, communications, and 
engineering s~rvices, as well as materials and productive labor, but when 
used must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minorjtems would exceed the 
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resulting benefits, individual items, which otherwise would be treated as 
direct costs, may be treated as indirect costs. Each element of direct 
cost is subject to the limitations of this Part as to allowability. 

15-202.2 Direct Material Costs .. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202. 3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202.4 Other Direct Costs. Othe-r items of cost may, in particular cases, 
he- char-ged directly to the contract whe·re the contractor demonstrates that 
.they are ·specifically related to the--pe-rformance .0£- the--eon tract. When, 
h0wever, it-e·ms ordinarily cha-rgeable as indi-rect eos-t-s- are--charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect C ostso 

15-203. I General. (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of allocation. 
Each element of indirect cost is subject to the limitations of this Part as 
to allowability. 

{b) The method of allocation of indirect costs must be based on the 
particular circumstances involvedo The objective should be the selection 
of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order 
to· be acceptable, conform with generally accepted accounting practices, 
provide uniformity of treatment for like cost elements, be applied con
sistently, and produce equitable results. A previously accep1able method 
shall b~ subject to reconsideration when: 

2 
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(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 pro
grams, the inventories, the volume of sales, the volume of 
production, manufacturing processes, the contractor's 
products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203. 2 through 
15-203. 5. 

(c) The 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. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in
e·quities in the allocation of costs, but in no event longer than the contractor's 
fiscal year:. When the contract is performed over an extended period of 
time, as many such base periods will be used as will.be required to represe~t 
the period of contract performance. 

15-·203. 2 Indirect Manufacturing and Production Costs. In.direct manu
facturing and production costs consist of items of cost which are attributable 
to the manufacturing and productive process as a whole. Allocation of in
direct manufacturing and production costs on a time basi.s, such as direct 
labcr man-hours or machine-hours, is a method which generally produces 
accuracy and equity. Other acceptable methods of allocation, in appropriate 
circumstances, include direct labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and. multi-shift work) units processed, and prime 
costs of units _processed. Departmentalization or the establishment of cost 
centers may be necessa,ry in order to allocate the indirect costs equitably. 
Factors to be c~nsidered in determining the necessity for departmentalization 
or establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203. 3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufact~ring and production develop
ment, layout of production lines, determination of machine methods, and 

3 



I 
.; 

;. ,I 

related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor {see . 
ASPR 15-204. 2(u)(4)) on the basis of direct engineering man-hours ex
pended, direct en'gineering labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi-shift work), or some other equitable 
basis. 

15-203. 4 Selling and .Distribution Costs. Selling and distribution costs 
arise through marketing the contractor's products and include the costs 
of sales promotion, advertising, distribution, and other related activities. 
Generally, such costs are not allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204. 2{b)). However, 
subject to the other provisions ~f this Part, costs in this category, in
cluding supervisory and clerical costs, which relate to technical, con
sulting, and other beneficial services, and which are for purposes such 
as application and adaptation of the contractor •s products, rather than 
pure selling, are allowable if a reasonable benefit to Government con-

. tracts is demonstrated. Such costs shall be allocated to the contractor's 
commercial work and its individual Government contracts on an equitable 
basis. Because of the special problems that arise in this area, the con
tractor should identify in its records, by means of sub-accounts or 
otherwise, the items of selling and distribution cost considered properly 
allocable to Government contractso 

15-203. 5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated 
to all work of the contractor,· using any recognized method of allocation 
if equitable results are thereby obtained. Allocation of general and· 
administrative costs on a total c:·ost incurred basis {exclusive of general 
and administrative c'osts} is a method which generally produces equitable 
results. Other methods acceptable where the circumstances are appro
priate include allocation on the basis of: 

(i) processing costs {direct labor, factory overhead, and other 
factory production costs exclusive. of direct materials); 

(ii) factory input costs (processing costs plus direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; .and 

(~) sales (where no more satisfactory method is available). 
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15-204 P·rinciples and Standards for Selected Items of Cost .. : 

15-204.1 General. Applications of the above basic cost principles ancl stand
ards to certain selected items of cost are set forth belowe These applica
tions govern whether the particular item of cost is treated by the contractor 
as direct cost or as indirect cost. Failure to mentio~ any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or .not spec·ifically .covered, determination of allow
avilit-~r shall be based on the principles and standards set forth iri. this Part 
and,- where appropriate, the treatment of similar or related items. 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Adve-rtising Co~ts. Advertising costs include the costs of advertising 
r.neaia and corollary administrative costs.· Advertising media include maga-. 
zines, newspapers, radio and television programs, direct mail, trade pape r.s, 
outdoor advertising., dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. The following advertising 
costs are allowable: 

(i) advertising in. trade. and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (s) below. 

All other advertising costs are unallowable. 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or pro
posals 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 costs and allocated currently to all business of the 
contractor, in which event no bidding costs of past accounting periods shall 
be allocable in the current period to the Government contract; 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 m_ay be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in
cluding costs in ·excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional 
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exit notices and directions, and other approved civil defense measures) 
undertc;..ken on the contractor's premises pursuant to suggestions or re
quirements of civil defense authorities are allowable when allocated to 
all work of the contractor~ Costs of capital as sets acquired for civil 
defense purposes shall be depreciated in accordance with (e) below. 
Except as specifically provided for in the contract, contribu.tions to local 
civil defense ·funds, or to projects not on the contractor's premises, are 
unallowable. 

(d) Compensation for Personal Services. Compensation is allow-
able. The term "compensation" includes all amounts paid or set aside, 
such as pension, retirement, and deferred compensation benefits, salaries, 
wages, royalties, license fees and bonuses. The total compensation of 
an individual may be questioned and the amount allowed may be limited; 
~nd in connection therewith, consideration will be given to the relation 
of the total compensation to the services rendered. Compensation to 
sole proprietors or partners, however, is allowable only to the extent 
specifically provided for in the contract. Any plan upon which deferred 
compensation benefits are based, other than pension plans (see (p) 
below), shall meet the requirements of the applicable provisions of the 
Internal Revenue Code and the regulations of the Internal Revenue 
Service. 'Also, the amount allowable unde~ any such plan for apportion
ment to cor-.tracts in any one year shall not exceed; 

(i) the amount contributed under the plan for that year; 
or 

(ii) 15o/o of the total compensation otherwise paid or 
accrued in that year to the individuals covered under 
the plan; 

whichever is the lower. 
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(e) Depreciation. 

(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 life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capit~l 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 (se.e 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 ~sed 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 appli~ation to the assets concerned of 
any generally accepted accounting method, including those 
recognized by Section 167 of the Internal Revenue Code of 
1954. 

Depreci.a.ti0· .. 1 should usually by all--&cated 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 {1) above~ vary 
with volume of production or use of multi- shift operations. 

( 3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating 
to an emergency facility covered by a certificat~ 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) above. Where an election is made 
to use "true depreciation, " the· amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation .Board; and . 
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(ii) after the end of the emergency period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of, its useful life 
(but see (4) bela~; provided the remaining undepreciated 
portion of such .cost shall not include any amount of un
recovered "true depreciation." 

(4) Depreciation on idle or excess facilities shall not be allowed· 
except on such facilities as are reasonably necessary for current and 
immediately prospective production • 

. (5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor'i s books are unallowable. 

I 

(f) Employee Morale~ Health, and Welfare Costs and Credits. Reason-
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer-employee rela
tions~ employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irre.vocably set over to employee welfare 
organizations. 

1g} Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor 9 s em
ployees at the contractorvs facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all activities served. Reason
able losses from operation of such .services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
·provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(h) Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
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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 which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (i)(3)(v), 
(p) and (w) below). 

(i) Insurance and Indemnification. 

(1) Insurance includes (i) those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes srecuring the contractor against liabilities 
to third per sons not compensated by insuranc'e or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu
ant to the contract, are allowable. 

( 3) Costs of other ins~rance, not required to be submitted for 
approval but maintained by_ the con.tractor in connection with the performance 
o{ the contract, are allowable subject to the following limitations: 

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

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest» Federal 
income taxes, -and Ci:ny other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un
allowable except to the extent that the Government shall 
have approved o·r req~ired such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro
gram are· unallowable unless the program has been· 
approved by the Military Department concerned; and 

(v) costs of ins·urance·on the lives of officers, partners, or 
proprietors, are unallowable .except where such insurance 
is part of an employee plan· which is not unduly restricted. 

9 
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( 4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract11 actual losses not reim
bursed by insurance (through an approved self-insurance program or other
wise) are unallowable. 

(j) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees» employee publications, and other 
related activities are allowable. 

(k) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern
ment property unless otherwise provi4ed for), which neither .a.dd to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient oper.ating condition, are allowable (but see ASPR 
15-204. 3(e)). Expenditures for plant and equipment which, according to= 
generally accepted accounting principles 11 should be capitalized and subjected 
to depreciation are allowable only on a .depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a 
period prior to the contract for som.e reason such as abnormal operating 
conditions or lack of funds and are performed during the contract period, 
are unallowable urile ss specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(1) Manufacturing and Production Engineering Costs. Costs of manu
factt~.rlng and production engineer1n·g, including engineering activities in 
connection ·with: 

(i) current manufacturing processes such as motion and time 
study, me~hods analysis, job analysis, and tool de sign and 
improvement; and 

(ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

10 
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(m) Material Costs. 

(1) Costs of direct and indirect material, and collateral. items such 
a·s inbound transportation and intransit insurance, are allowable.t _subject~ 
however, to (2_) through (6) below. In computing costs of material., con
sideration will.be given to reasonable overruns~ spoilage, and defective work 
(for correction of defective work, see the provisions of the contract relating 
to inspection and to correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates» allowances, and cash discounts, and credits for scrap 
and salvage and material returned to vendors. Such income arid other credits 
shall either be credited direct~y to cost of the material i.nvolved or be allocated 
\as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance und~r a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock 11 ·a~y generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equit~ble. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-downs" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable 
only to the extent of: 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on 
the basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
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channels, a departure from this cost basis ·is permissible if the charge to 
the contract does not exceed: 

, __ .-(i) the· transferor v s sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the pri.ces of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance 
on the basis of the transferorvs sales price to its most favored customero 

(n) Overtime, Extra-Pay Shift, and Multi-Shift Premiumso The 
premium portion of overtime, extra-pay shift, and multi- shift paymEnts 
to direct labor employees shall be separately identifiedo Costs of such 
premiums on direct labor are allowable only to the extent expressly pro
vided for in the contract or otherwise authorized by the Government and may 
be classified as either· direct or indirect labor costso When direct labor 
cost is the base for distribution of overhead, such premiums shall not be 
included in that baseo When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in relation 
to (i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor v s plant and (ii) the factors 
which necessitate the incurrence of the costso The premium portion of 
overtime, extra-pay shift» and multi- shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government worko 

(o) Patent Costso Costs of preparing disclosure~.~ . r~ports,.,· a·nd other 
documents required by the contrac~ a..nci of searching the art to the extent 
necessary to make. such ·invention disclosures, are allowableo Upon the 
written authorization of the contracti~g officer, costs of preparing docu
ments, and any other patent costs, in connection with the filing of a patent 
application where title is conveyed to the Government, are allowableo (See 
also (u) and (v) below.) 

(p) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide ·systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement •. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefitso Such benefits, generally, are measured by, 
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and based on, such factors as years of service and compensation rece~ved by 
the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits ar~ not definitely determinable if funds arising from forfeitures 
on termination of services or other reas'on may be used to provide increased 
benefits for. the remaining participants instead of be'ing used to reduce the 

·amount of contributions by the employer. A plan designed to provide bene
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be con·sidered a pension plan if, 
under the plan,· either the benefits payable to the employee or. the required· 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit- sharing shall not be considered to be pension 
plans within this. paragraph (p).) 

(2) Consideration,· and approval or disapproval, of all pension plans 
and the. method of determination of the costs thereof shall be the responsi
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will» generally, be accepted by the other 
Departments •. Such plans must meet the qualification requirem~nts pre scribed 
by Section 401 of the Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 
2d Ses s., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income t~x; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Serv1ce; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowa.nce of the costs of such a plan by the Depart
ment concerned. In the cas·e of all other plans, compliance with the qualifica
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cogni~ant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

( 3) To the extent pension plans are approved by the cognizant Mili
tary Department, costs thereof are allowable subject to the following con
ditions: 

(i) the requirements of ASPR 15-201. 2 shall be satisfied;, 

(ii) such costs, including excess contributions (see. Section 
404(a)(l)(D) of the Internal Revenue Code .of 1954L, shall 
not exceed-
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(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay= 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously have 
been allocated to and allowed as contract costs and which 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili-
. tary contracts, and in addition to making appropriate ad

justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord
ance with (A) or (B) below, to possible future abnormal 
te_rminatioil credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such· plans -

(A) when such abnormal termination credits or gains are 
fore seeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated "future credits 
or gains shall be made, either by reducing the current 
costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern
ment and the contractor; or 

14 

•. e 

•. 



I i 

'· 

! ,I 

.. 

(B) when such abnormal termination credits or gainss 
whether or not fore seeable -

(I) cannot be currently evaluated with rea~onable 
accuracy; or 

(II) have not been .the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment theretos or 
in a separate agreement binding on the Government and 
the· contractor. 

( 4) The allow ability of costs of lump sum purchases of annuities 
or of lump sum cash p~yments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration 
on an individual case basis. 

(q) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital as sets; arxl necessary expenses to com ply with 
military security requirements are allowable. 

(r) 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 allowable 11 

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 
Government (but see ASPR 15-204. 3(g)). 

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

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor 1 s own organizations; and 

{iv) whether the proportion of Government work to the con
tractor's total business is such as to influence the con
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of, 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable~ Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with· patent:.:uuriilgement litigation, 

.are unallowable unless otheil"wise provided for in the contract. 

(s) Recruiting Costs. Costs of "help wanted"_advertising, operating 
costs of an employment office necessary to secur'e and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program~ 
travel co.sts of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of 
standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond · 
the standard practices in the industry are unallowable. 

(t) Rental Costs (Including Sale and Leaseback of Facilities)o 

{1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
s·uch charges do not exceed the normal costs of ownership, such as Q.eprec:la
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. 
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(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred ·by contractors 
through selling plant facilities to investment organizations, such as insurance 
companiesp or to private investorsp and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxesp insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal tiitle to the facilities. 

(u) Research and Development Costs. 

(1) Research and development costs (sometimes .referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing~ (.i) general research. also referred to as 
basic research, fun~amental r.e search~ pure re searchp and blue- sky re
search; 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 inve stigatqr is a fuller knowledge or under standing of the subject 
under studyp rather. than a practical application thereof •. Costs of independent 

· general research (th~t which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the ·contract •. 
The contractor shall disclose to the Government the purposes and results 
of such independent general r.e search. 

. (3) Relate.cl'.resear.ch is that type of research which is directed 
toward practical application of science. Development is the systematic 
use of scientific knowledge directed toward the production ~f useful materials, 
devices» m.ethods» or processes, exclusive of design» manufacturing, and 
production engineering (see (1) above). Costs of a contractorv s independent 
related research ·and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production e;ontract; provided the research and development are re-
lated to the contract product line and the costs are allocated to all produc
tion work of the contractor on the contract product line; and provided further 
that the contractor discloses to the Government the purposes and results 
of the research and development. Such costs are unallowable under cost
reimbursement type 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. 
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(5) Research and development costs (including amounts capitalized)» 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(j)). 

(v) Royalties and Other Costs for Use of Patents. Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by ·the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallo~able; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter .are unallowable. 

(w) Severance Pay. 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminatedo Costs of severance pay 
are allowable only to the extent that» 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 is part, or (iv) circum
stances of the particular employmento 

(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 performed in the contractorv s 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the contractor 
shall be as signed to the entire period of the employment 
of the terminated employees and equitably allocated to 
all work performed in the contractor w s plant during that 
period~ A reservation in the final release may be made 
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when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(x) Special Tooling Costs. The term ".$·pecial toolingt' means property of 
such specialized nature that its use, without substantial modification or altera
tion, is limited to the production of the particular supplies or the performance 
of the particular services for which acquired or furnished. It include·s, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract. are allowable and shall be charged directly 
thereto. 

(y) Taxes. 

(1) Taxes are charges levied by Federal, State, or lc:>cal governmentso 
They do not include fines and penalties except as otherwise provided hereino 
ln 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 15-2040 3(g)); 

(iii) tax~s from which exemptions are available to the contractor 
directly or available .to the contractor based on. an exemption 

. affo.rded the Government except when the contracting officer 
determines that the administrative burden incident to ob
taining the exemption outweighs the corresponding benefits 
ace ruing to the Government; and 

(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con
tractor prior to payment of such taxes:. 

(i) promptly requests instructions from the contracting officer 
conc.erning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
coope:r;-ation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 
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Reasonable costs of any such proceeding instituted by the contractor at the 
direction of the contracting officer are allowable.. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc
tion of the fontracting officer are also allowable .. 

(3) Any refund of taxesr- interests .or penalties, and any payment 
to the contractor of interest thereonF 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. 

(z) Trade, Businessr Technical) and Professional Activity Costs. 

(1) Memberships. Costs of membership in trade, business, technical, 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, pro
fessional, and technica1 periodicals are allowable. 

(3) Meetings and Conferences .. Costs 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 the stimulation of production, are allowable. 

(aa) Training Costs.. Reserved. 

(bb) Transportation Costs. Transportation costs include freight, expre ssll 
cartage, and postage charges relating either to goods purchased» in process, 
or delivered. When such costs can readily be identified with the items in
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (m) 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 re
imbursable under the terms of the contract» should be treated as a direct 
cost .. 

(cc) Travel Costs. 

(1) Travel costs include costs of transportation: lodging. subsistence, 
and inc_idental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad
ministration of the business and applicable to the entire business are 
allowable.. Such costs shall be equitably allocated to all work of the 
contractor .. 
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( 3) Subsistence and lodging, including tips or similar incidental 

costs, are allowable either on an actual or per diem basis. The basis 
· selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when a1..1thorized or approved in writing by the contracting 
officer. 

(dd) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholdersi 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 cost_s of 
directors and committee meetings are allow~ble. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15.-204. 3 are allowable if 
expressly provided for in the contract, or, in._some cases~ if approved 
in writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(f); 

(ii) ASPR 15-204. 3(j); and . 

(iii) ASPR 15-204. 3(1). 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers i accounts and other claims, 
related collection costs., and related legal costs are unallowableo 

(b) Contingency Reserves. Contingency reserves, created and main
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For seif-insurance programs, see ASPR 
15-204. 2(i).) 

(c) Contributions and Donations. Contributions and donations are 
unallowable. 

(d) 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 ASPR 
15-204. 2(f), (h), and (z)). 
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(e) Excess Facility Costso Costs of'maintaining, repa1r1ng, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowableo The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate. contracto 

(f) Fines and Penalties.. Costs re suiting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance. 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(g) Interest and Other Financial Costso ·Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204. 2(y) (but see ASPR 
15-2040 2(dd)(l)). 

(h). Losses on Other Contractso An excess of costs over income under 
any other contract (including the contractor 8 s contributed portion under 
cost-sharing contractsL, 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. 

(i) Organization Costs. Expenditures, such as incorporation fees, 
attorneys fees. accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raising capital, are unallowable (see (g) above)o 

(j) Precontract Costso Precontract costs are those which are incurred 
prior. to the effective date of the contract and whi-ch would have been allowable 
thereunder if incurred after such dateo Such costs are unallowable unless 
sp·ecifically set forth and identified in the contracto 

(k) Profits and Losses on Dispostion of Plant, Equipment, or Other 
Capital Assetso Profits or losses of any nature arising from the sale or 
exchange of plantJ 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 ASPR 15-2040 2(e)(2) as to basis for de
preciation)o 

(1) Reconversion Costso Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs ar.e unallowable . · 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specific..ally 
provided for in the contract. 

(m) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(e)(4)» and (5), last sentence; 

(iii) Professional Service Costs - Legal, Accounting~ Engineering~~ 
and Other, ASPR 15-204. 2(rH3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2( s), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15-
204. 2(v),. both provisos; and 

{vi) Taxes~ ASPR 15-204. ~(y)(l)(i) through {iv). 

(2) Certain other costs discus.sed in ASPR 15-204. 2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au
.thorized or approved by the Government. See for example: 

(i) Civil Defense .Costs 11 ASPR 15-204. 2(c), last sentence; 

(ii) Compensation for Personal Services» ASPR 15-204. 2(d) (5); 

(iii) Depreciation, ASPR 15-204. 2(e)(5)~~ first sentence; 

(iv) Food Service Costs and Credits, ASPR 15-204. 2(g)~last sentence; 

(v) Insurance and Indemnification, ASPR 15-204. 2(i)(3)(iii) and 
(iv), and { 4); 

(vi) Maintenance and Repair Costs, ASPR 15-204. 2(k)(2); 

(vii) Overtime, Extra-Pay Shift, and Multi-Shift Premiums 11 

ASPR 15-204. 2(n), second sentence; 
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(viii) Patent Costs, ASPR 15-204~ 2lo), second sentence; 

(ix) Professional Service Costs - Legal, Accounting, .Engineering, 
and Other, ASPR 15-204.2(r)(3), last sentence; 

(x) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(t)( 3); 

(xi) Royalties and Other Costs for Use of·Patents 11 ASPR 15-
204. 2(v); 

(xii) Taxes, ASPR 15-204. 2(y)(2); and 

(xiii) Travel Costs, ASPR 15-204. 2(cc)(4). 
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MEMORANDUM FOR THE ASPR COMlvfiT·TEE· 

OGC/GWM:lwt 
April 9, 1956 

· ··subj~ ASPR Case 53-44 - Revision of Section XV ·contract Cost 
Principles 

l. Pursuant to the request of the ASPR Committee at the special · 
me·eting held on 6 April 1956. in connection with its consideration of 

·the draft of Part 2s Section XV, dated .29 March 1956ll the under-
. signed Spe~ial Editing Subcommittee has completed the editing of 
the material submitted. The attached TABS A, B, C, and D set 
forth composite drafts of this material .as edited for retention in 
Part 2. The attached TAB H sets forth a .proposed new Part .. ? setting 
forth interim instructions for use in connection with facilities con
tracts and clauses in other type cost-reimbursement type contracts 
providir~g for the acquisition of industrial facilities. 

2. In addition. this Subcommittee recommends that existing Parts 
4) 5~ and 6 be treated in the manner respectively set forth in the 
attached TABS Et F, and Gs the proposed action in regard to these 
Parts to be effective simultaneously with the issuance of proposed 
P~rt 2. Similar action is recomm.ended in TAB I with respect to 
existing Part 3. 

CHARLES W. WILKINSON 
'Lt. Colonel, SS JAG 
Army Member 

GEORGE W. MARKEY, JR. WILLIAM MUNVES 
·Navy Member 
Chairman 

Air Force Member 
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OGC/GWM:lwt 
AP-rll 9, 1956 

TAB. A 

Proposed Revision of Title of ASPR Section .xv, Part 2 
and ASPR 15-200 -Scope of Part 

(For substitution on first page of draft of 29 March 1956) 

Part 2-Supply, Service, and Research and Development 
· . Contracts, ·with [Commerc.iaf/ Organiz~tions 

H-a¥tag-Ge~al--T-ype-~a~~ftl~ 

15-2'00 Scope of Part~ This Part sets forth principles and standards 
for the determination and allowance ·Of costs in connection with cost
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for procurement of supplies, services, and resea·rch and 
develQpment work, with contractors or subcontractors. L other than 
such contracts and subcontracts to which Parts..3_, .4.ror 7 apply.7 
-havi-ng- -cE)flltH\e P<!'!iit-l ~a e e etsa li-ng- sy s ~- .fio.weve P r -thi-s- &-p.t.. 
tiee s -ft'Oot-appt.y -te ~de -f'O!"-fe..ei-li-tie s r ~Pl!e M.-on; ~~~-11~ ~aee P 

!te>Pv~ '!'-e~a ~ -te ~toft..- -1-. -&1-s-&- eiee s -ftO'tt-app}y- -te ~:a'\'1"5-e-s- in- -s'tli>Pl y
eP -9'e-PY'i-ee- e eft ~Pe:<!'t-s- 'WM eh ?POYi'fi-e-io-1"- -tlte -f'tl'!'M 8 1-l mg. .E>f -i'fl'ti'tl-s-tP i&l- !e-ei-li-ti e 8 :-
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Proposed Revision of ASPR 15-204. 2(f) - Depreciation 
(For substitution on page 7 of draft ·of 29 Marc.h 1956) . 

15-204. 2(f) Depreciation. 

* * * 

OGCIGWM:1wt 
April 9, 1956 · 

TAB B 

(2) Depreciation on a contractor's plant, equipment, and 
other capital facilities is an allowable element of contract cost; pro
vided that the amount thereof Lis computed/": -

(i) i-s-eem~u-ted-upon the L propertzl cost basis used by the 
contra.ctor for Federal income tax purposes (see Section 
167 of the Internal Revenue Code of 1954); aRd.-L O!_l 

L(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 s'!bject to the payment of 
income tax; and in either case I 

--{-ii-}- /1ii17 i-s- eempu-t~ by the consistent application to the 
as sets concerned of any generally accepted accounting 
method, including those recognized by Section 167 of 
the Internal Revenue Code of 1954 I ; Oft! 

. ~The two concluding sentences of the above subparagraph 2 should 
'~ ,_, be added without change immediately following the proviso con-
~ined in the last brackets. 

2 
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OGC/GWM:lwt 
April 9p 1956 

TAB C 

Proposed Revision of ASPR 15-204. 2(j) - Insurance and Indemnification 

(For substitution on page 9 of draft of 29 March 1956) 

15-204. 2.(j) Insurance and Indemnification. 

(l} Insurance includes (i) those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific. 
instruction of an authorized representative of the Government, and (ii) 
any other insurance for which the contractor seeks reimbursement under 
the cor.r.tracte Indemnification includes /securing the contractor against/ 
liabilities to third persons not compensated by insurance or otherwise.-
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Prcpos£::d Revision of ASPR 15-204. 2(n) - Material Costs 

OGC/GWM:lwt 
April 9, 1956 

TAB D 

(Fo1 substitution on pages 11 and 12 of draft of 29 March 1956) 

:~ -~204. 2(nJ Materia2 Costs. 

(lP Costs o,£ direct and indirect material, and collateral items 
s~.lc·~!. as inbound transportation and intransit insurance, are allowable, 
.:n:bjc(.•,. :·:.owever; to (21, through (6) below. In computing costs of material, 
c:>~!f:.~df~S:.t~..)~ wU.l be· given to reasonable overruns 5 spoilage, and defective 
w;::,; k I (for correction of defe.ctive work 11 see the provisions of the contract 
rtiat~~g tc inspec~~.on and to correction of defective work)/ 

* * * 
{b} C0::ts cf material or services sold or transfer·red between 

plants 11 c~·~\;"l5icn~-~~ or o·rganizations, under common control, shall be 
a~lC'i.:a.b~f:. ct:ly to the extent of the cost to the transferor, or the prices 
oi o~~!..E r e·l:l_ppi.lel' s for the same or substantially similar items, whichever 
ls l::·.V~·~r /, ur,!ess f~ctcrs Other than price warrant allowal1.Ce On the baS~lS 
c:f ~h~;_·cost. to t~c. transferor I; provided that, in the case of any item 
r€g~~l~rly· ma~ufactured and sold .by any such transferor through com
mt::r-ci~l channele;, a departure from this cost basis is permissible if the 
ch.a:rge to th~ contract does rtotexceed &itlte~ (i) the transferor's sales 
pric:e to :.ts moEt favored customer for the same item in like quantity, 
o:- {:.~} ths p:rice s of ot~"!.er supplie-rs for the same or substantially simaar 
ite.:ma I, whic'he:ver is the lower, unless factors other than price warrant 
a.llowc . .'~ce-.:.....on the basis of the transferor's sales price to its most favored 
customer I . 
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OGC/GWM:lwt 
April 9, 1956 

TAB E 

Propos'ed Revision of Existing ASPR Section XV. Part 4-
Construction Contracts 

Part 4 - Construction Contracts 

* * * 
Examples of Jtems ::>f Allowable Costs. . . . 

(q} Pension ·B:ft-0:---ll-e&i~~B• plans in accordance with the HM-&l'.pi".eta'-i~ 
_{principles and standards/ set forth in -pa-~".a,.gr.a.Pn-!-S.-6.0-1-.L ASPR 15-204. Z(qlf 
and group health, accident and life insurance plans (but see paragraph 
15-404(b), (d), and (m)) . 

.. -
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OGC/GWM:lwt 
April 9.' 1956 

TAB F 

\ 

Pr·opoaed Re·,dsion of Existing ASPR Section XV, Part 5 -
Subjects Affecting Cost Which May Require Special Consideration 

Part 5 - S";J.~ojects Affecting Cost Which May Requ.ire Special Consideration 

!.S-::·0_.9_ · Scor::e of Part. This p&.!'"E-/Parf7 enu1nerates certain subjects 
a.ff,~c.t~~!g cost which mz..y require special consideration in. connection with 
t:::e :1f'. gotia :io:1 or performance of cost-rehnbur sernent type contracts 
ar~·~. wL~.ch ar·e ~'l~t sp£::cifically covered in Pe..'!"-t.-l-P- Part 3T or Part 4 

~5- 501 Cnr:5~der~tic·::.! Req·~ired. It is important that Contracting Officers 
and the:r ne gotia.tor & consider the subjects enumerated in paragraph 
l5--:j02, an·d. :?.lr.Y other subjects not precluded by the provisions of -Pa.F-t-
~,. P~r·t 3 .~or Pa:rt. 4 of this; section (whichever par-t is applicab1e}, for 
t}:..,; ~··--::.r-po se of (i) detern1ini!lg which subjects if any sh..:>uld be expressly 
prc.·.-..-idtd l.or h-. a particular cost-reimbursem€~~t type ccntract, and (iij 
in.c0!'pOl'a.ti:::!g· z..pp:r.opriate clauses in the contract. Action taken with 
l"e ::pee~ to ar:.r s·ucn subjt=Jcts sha.ll be reflected either in the contract 
ol' i!l ~he record of contract negotiations. 



.:j. 

OGC/GWM:lwt 
April 9g 1956 

TAB G 

Proposed Revision of Existing ASPR Section XV, Part 6 - Cost Interpretations 

Nc!.e: 

Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
·the word "'RESERVED"~ 

\Vith respect to existing ASPR 15-601. 2 the subject of pension 
plano is now covered in pr.oposed ASPR 15-204. 2(q) (pages 12 
to 15 of draft of 29 March 1956). · 

In accordance with decision of the Procurement Secretaries, 
the subject of profit sharing is to be retained on the basis 
now appearing in existing ASPR 15-601.. 2(f). Presumably 
this subJect wll! be covered under proposed ASPR 15-204. 2(d) 
- Ccznpensation for Personal Services which has been reserved 
in the draft of 29 March 1956. 

With respect to existing ASPR 15-602 - Depreciation, this 
subject is now covered in proposed ASPR 15-204. 2.(f) in the 
dra.ft of 29 March 1956. Existing ASPR 15-602 ·contains cross 
references only to existing ASPR 15-204 {d), 15-2.05(b) a.nd 
!5-205\o)~ 

7 



OGC/GWM:lwt 
April 9, 1956 

TAB H 

Proposed New ASPR Section XV, Part 7 - Facilities Contracts 

Part 7 - Facilities Contracts 

15-700 Scope of Part. This P~rt sets forth principles and standards 
for the determination and allowance of costs in connection with cost
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for the acquisition of industrial facilities to which the Govern
ment takes title under the contract. This Part also applies to clauses 
in any other cost-reimbursement·type contracts or cost-reimbursement 
type subcontracts thereunder, which clauses provide for the acquisition 
of industrial facilities to which the Government takes title. 

15-701 Applicability. Pending publication of the principles and standards 
to be incorporated in this Part,· Parts 2, 3 .. :or 4 shall be used to the extent 
appropriate in accordance w~th Departmental procedures. 

8 
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Proposed Revision of Existing ASPR Section XV, 

·oGC/GWM:lwt 
April 9, 1956 

TAB I 

Part 3 - Research Contract s with Nonprofit Institutions 

Part 3 - Research Contracts _with Nonprofit Institutions 

* * * ·* * 
15-304 Examples of Items of Allowable Costs. 

(g) Pension aBa-JL&~.emest plans in accordance with the -i~P.p..e-ta.t4eas 
_Lprinciples and standards/ set forth in pa-Pa-gPa-ph·-li-eQl- I ASPR 15-204. Z(q!l 
and group health, accident and life insurance plans (but see paragraph 
15-305(k)). 

9 
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(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other. /15-204.29/ 

(t) Recruiting Costs. /15-204. 32/ . 

(u) Rental Costs (Including Sale. and Leaseback of Facilities). 
/15-204.33/ 

(v-) Research and Development Costs. (i5=204. 34/ 

(w) Royalties and Other Costs for Use of Patents. /15-204. 35/ 

~~)- -Se-P.\'-i-c-e-aael-I-n&tal-la.tion- GG.&tB-\ (15-204. 36/ (deleted) 

(x) Severance Pay. /15-204. 37 7 

(y) Special Tooling Costs. /15-204. 38/ 

(z) Taxes.. /'i5-204. 39 T 

(aa) Trade, Business, Technical, and Professional Activity Costso 
/15-204.40/ 

(bb) Training Costs. / 15-204o 41/ 

(cc) Transportatio·n Costs. /15-204.42/ 

(dd) Travel Costs. /TS-204. 43/ 

(ee) General. (iS-204. 23/ 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. /15=204.27 -
(b) Contingency Reserves. /Is-204. 77 

(c) Entertainment Costs. /lS-204.11/ 

(d) Excess Facility Costs. /15-204.12/ 

2 
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TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204. 3) 

15-204.2 Costs Allowable in. Whole or in Part. 

(a) Advertising Costs. /15-204._!/ 

(b) Bidding Costs. /15-204. 3/ 

(c) Civil Defense Costs. /15-204. 5/ 

(d) Compensation for Personal Services. /15-204-. 6/ 

(e) Contributions and Donations. /15-204.8/ 

(f) Depreciation. /1s- 204. 9 7 

(g) Employee Morale,· Health, and Welfare Costs and Credits. 
115-204.10 I 

(h) Food Service Costs and Credits. ./15-204.4/ - -
(i) Fringe Benefits. /15-204. 14 7 

(J) Insurance and Indemnification. /15-204.15/ 

. (k) Labor Relations Costs. /15-204.177 

(l} Maintenance and Repair Costs. · /15-204.19/ 

(m) Manufacturing and Production Engineering Costs. /l5-204. 20/ 

- -
(n) Material Costs. I 15-204 .. 211 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204.241 

(p) Patent Costs.. /15-204.25/ 

(q) Pension Plans. /15-204. 26 I 

- -
(r} Plant Protection Costs. /15-204. 27 I 

TAB A 
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in the attached draft of Part 2 followed by brackets containipg the corre s
ponding paragraph reference in the dr~ft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 
Chairman 

. CHARLES W. WILKINSON* 
· Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 

Section XV Subcommittee: 

J. 0. Hunnicutt, Jr. , Maj., DC SLOG · 
T. P. Partyka, Hq. AAA 
J. A. Mays, Hq. · AAA 

DOD: 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 

6 

* Will submit separate report. 

Arthur C .. Sawallisch, ONM 
James Ruttenberg, OC-N 
E. T. Cook, OC-.N(alternate) 
Mrs. Edith Niedling, OC-N 

(alternate) 

Air Force: 

Paul M. Southwell, AFMPP 
. George A. Rudigier, AFAUD 
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VI!L Precontract Costs (ASPR l5.r'Zt~':Zl)~;3(i), page 24). The pareritheti
cal reference to ASPR 15 -~xx was included by way of compromise of an 
is sue within the Editing Subcommitt~e and, accordingly, this para
graph was not discussed in the sessions of the joinf subcommittees. 
If Part 2 is approved with this reference incl.uded, the full· reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com
mittee Prior to Adoption of Pa.rt 2, Section XVo 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15~. Attention 
·is invited to the matter of "Implementation of 'Side' Agreements'' 
which is discussed in paragraph 4o Ao of the Editing ·committee 
report of February 27 ,. 1956. In the draft there discussed, the pro
blem was related to proposed ASPR 15-204. 2(q)(3)(iii)(B) /ASPR . 
15-204. 26d in the draft for editin£fo . -

· II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums~ t ASPR 
15-204. 2(o), page 12)o Attention is invited to the recommendation with 
respect to this matter in paragraph So Ao of the Editing Committee 
report ~f February 27, 1956o · Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understoodo 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between.the draft submitted for editing and 
the attached draft. In this connection» it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and expl~ining such ch~nges and the reasons therefor to the extent 
deemed appropriate by the ASPR Committeeo In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204·, a table has been prepared (TAB A 
attached) showing the title .and lettered paragraph designation of each item 

5 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs (ASPR 15-·204. 2(v)(3)). Unlike 
the question of disclosure of independent general research, the ques
tion of disclosure of independent related research was not covered 
at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research. (see B. above), subpara-

·~ graph (3) dealing with related research has been modified by the follow
ing addition in the third sentence: 

"and provided further that the contract-or discloses to 
the Government the purposes and results of the research 
and development." 

VI. Trainirtg Costs (ASPR 15-204. 2{bb)). The attached draft provides 
that where training is conducted "by" an educational institution, the 
cost of "part=time" training which is of the "on-the-job type" is allow
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate th~t further clarification may be 
needed in regard to the meaning of "on-the-~ob type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided· for in the contract in accordance with 
Departmental instructions." The words "in accordance with De
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
c·onsistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. .General and Adm!.~istrat1ve Costs (ASPR 15-203. 5, page 4). 
Under enumeration. '~ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 
and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 

4 
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B. Research and Development Costs - ASPR 15-204.2(v), page 18. 
In the proposed ASPR 15-204.2(v), Research.and Development Costs, 

the fourth and fifth sentences of subparagraph (2) (from "Generally, 
the contractor •.• '' through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is ·recommended that the fourth sentence be revised to read: 

"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government." 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted. elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is. recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of S~c~ion XV 
and inserted.elsewhere in ASPR, po-ssibly either in Section III or in 
Part 1 of Section XV. Se~, also, C. V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2. 

I. Scope of Part (ASPR.l5-200) .. The-, attached draft provides that 
the same treatment be given to clauses in supply or service con
tr·acts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from-the coverage of 
Part 2. The draft for editing did not cover such facilitie-s clauses. 
Filing instructions, however, should contain a notation that Part 2 
may be used Hto the extent appropriate" for these purposes pending 
publication of a separate Part'.<;overing facilities. · 

II. Base Period (ASPR 15-203.i.(c)). The draft for editing (ASPR 
15-203.5) did not contain the first' sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204.2(f)(2)). The draft for editing ~ASPR 
,15-204. 9(b)) _ -iriclrides the principles recognized under Section 
167 of the Inte1nal Revenue Code among any"generally accepted 
accounting principle~~which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV.· Rental Costs (Including Sale and Leaseback of Facilities). 
(ASPR 15-204.2(u}}. Subparagraph (2) relating to cha!'ges in' the 
nature of rent between organizations under common· control was not 
included in the draft for editing although an ana~o~ous principle had 
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such discussion permitted on the basis of a unilateral request by any member 
withbut ccrn·currence ~ of the Section XV Subcommittee. The Air Force and 

.· . 

Army members of the Editing Subcommittee have questioned the authority . ~ 

of the joint subcommittees to undertake certain of these discussions and will ' 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance~ 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all member·s of the 
Section XV 'Subcommittee were una·ble to be present at the final joint session 
on March 28, 1956, and it has not been possible to clear the entire attacheddraft . 
of Part 2 with each of them within the time required for submission,to ~he 
ASPR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unle·ss otherwise indicated~ reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2~ Section XV, dated March 29, 1956. 

Ao Joint Report of Ma:r·ch 9, 1956. 

• 

L Material and Supply Costs. In the first two quoted excerpts under 
2.A., of the joint report of March 9, 1956, on page 1, change Htrans
feror" to utransferee." The title of the paragraph in which this 
problem appears has been changed to Material Costs {see ASPR 15-
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs. Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9~ 1956 sugg-ests that·.· 
further study be given t.o use of the te:rm Hp:roduct line' 9 (see ASPR 
15 -204.2{ v){3), OrJ> page 18) o 

III. Pension Plans. The issues within· the Ed~"ting Committee with 
respect to this tnatter have been !'esolved, as discussed in paragraph. 
Z.C. of the joint report of March 9~ 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional mine!' 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1<!56 and the question is posed whethe!" 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 

2 
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MEMORANDUM FOR THE ASPR COMMITTEE 

OGC/GWM:Jwt 
April 2i 1956 

Subj: ASPR Case 53-44i Revision of Section XV, Contract Cost Principles 

1. The joint report of the Editing Subcommittee and the Section XV Sub
committeei dated March 9; 1956, dealt with the three matters submitted 
by the Editing Subcommittee {report dated February 27 i 1956), for resolu
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costsi Research and Development Costsi and Pension Plans, the 
Section XV Subcommittee had notparticipated in the edited drafto The 
ASPR Committee requested consideration of this .edited draft (TAB B attached 
to the joint report of March 9, 1956L jointly, by the Editing and Section XV 
Subcommittees prior to further consideration· by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956i preparing the attached draft of Part 2, Section 
XV, dated March 2 9 J 19 56. 

2. The Section XV Sub~ommittee had fully recognized that its final draft 
as .considered by the ASPR Committee (Minutes of Nov·ember 22i 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub
stantial editing. After certain revisions by the ASPR Committee~ that 
draft was submitted to the Editing· Subcommittee for editing (Minutes of 
December 13, 1955i Item 4). ln the course of consideration by the joint 
subcommittees of the draft of the Editing Su~ttee, it becameoapparent, 
with respect to various matters, that words originally included by the Sec
tion XV Subcommittee in its draft to express a particular principle or limi
tation or convey some other idea did not have the same meaning to account
ing, procuremertti and legal personnel. In other instances~ it appeared that 
matters substantially agreed to in principle dur·ing the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, wh,en there was general agreement 
within the Section XV Subcommittee that a particular matter required dis
cussion, the Chairman of the Editing Subcommittee~ in presiding over the 

·joint subcommittee sessions, permitted such discussion. In no case, was 
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MEMORANDUM FOR THE ASPR COMMITTEE 

OGC/GWM:Jwt 
April 2~· .1956 

Subj: ASPR Case 53-44, Revision of Section XV., Contract Cost Principles 

1. The joint.report of the Editing Subcommittee and the Section XV Sub
committee, dated March 9,·1956, dealt with the three matters submitted 
by the Editing Subcommittee {report dated February 27, 1956)~ for l"'esolu
tion prior to completing the edited draft of Part 2, Se·ction XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and .Pension Plans·, the 
Section XV Subcommittee had notparticipated in the edited draft. The 
ASPR Committee requested consideration of this _edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration·· by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost dai,ly 
through March 28, 1~56, preparing the attached draft of Part 2 1 Section 
XV, dated March 29} 1956. 

2. The Section XV SubGommittee had fully recognized that its final draft 
as considered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing· Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Su~ttee, it became.apparent, 
with respect to various matters, that words original.ty included by the S~c
tion XV Subcommittee in its draft to express a par..ticulal"' principle or limi
tation or convey some other idea did not have the same meaning to account
ing, procurement~ and legal personnel. In other instances~ it appeared that 
matters substantially agreed to in principle dur·ing the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcomm.ittee's draft. 

3. In view of the ·above circumstances, wh~n there was general agreement 
within the Section XV Subcommittee that a particular matter required dis
cussion, the Chairman of the Editing Subcommittee, in presiding over the 

·joint subcommittee sessions, permitted· such discussion. In no case, was 
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such discussion permitted on the basis of a unilateral request by any member 
withbut ccrn·currence :: of the Section XV Sub.committee. The Air Force and 

,·. 

Army members of the Editing Subcommittee have questioned the authority . ·1 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concu!:"rence of all 
members of the Section XV Subcommittee f:rom the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoid~ble circumstances, all members of the 
Section XV Subcommittee were unable to be pre sent at the final joint session 
on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission, to the 
ASPR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unless otherwise indicated, reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the at.tached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Repo:rt of Ma:rch. 99 1956. 

0 

L Material and Supply Costso In the first two quoted excerpts under 
2.A., of the joint report of March 93 1956, on page 13 change utrans
feror" to Htransferee. n The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15-
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs. Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 sugg-ests that. 
further study be given to use of the term Hprodu.ct line' 9 (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within· the Ed).ting Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 

2 
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·B-. Research and Development Costs - ASPR 15-204.2(v), page 18. 
In the proposed ASPR 15-204.2(v), Research and Development Costs, 

the fourth and fifth sentences of subparagraph (2.) (from "Generally, 
·the contractor •.• '' through the end of the subparagraph) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is- recommended that the fourth sentence be revised to read: 

"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of . 
which are reimbursed in whole or in part by the Government." 

~ternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted. elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is. recommended that the fifth 
sentence, enumer-ating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inser.ted .elsewhere in ASPR, po·ssibly either in Sectio~- Iii ~r in . 
Part 1 of Section XV. Se~, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2. 

I. Scope of Part (ASPR.l5-200) .. The·: attached draft provides that 
the same treatment be given to clauses in supply or service con
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from·the coverage of 
Part 2. The draft for editing did not cover such facilitie-s clauses. 
Filing instructions, however, should contain~ notation that Part 2 
may be used 66 to the extent ap~ropriate" for these purposes pending 
·publication of a separate Part c;:overing facilities. · 

II. Base Period (ASPR 15-203.i.(c)). The draft for: editing (ASPR 
15-203.5) did not contain the first' sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204.2(£)(2)). The draft ·for editing ~ASPR 
,15-204. 9(b)). · iricltides the principles recognized under Section 
167 of the Intel nal Reven-ue Code among any"generally accepted 
accounting principle~which may be used in the computation of 
depreciation. The a-ttached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV ... Rental Costs (Including Sale and Leaseback of -Facilities). 
{ASPR 15-204.2{u)). Subparagraph (2) r-elating to charges in' the 
nature of rent between organizations under common control was not 
included in the draft for editing although an ana~~gous principle had 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs {ASPR 15-204. 2(v){3)). Unlike 
the question of disclosure of independent general research, the que s
tion of disclosure of independent related research was not covered 
at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara-

·~ graph (3) dealing with related research has been modified by the follow
ing addition in the third sentence: 

"and provided further that the contract-or discloses to 
the Government the purposes and results of the research 
and development. 11 

VI. Training Costs (ASPR 15-204. 2(bb)). The attached draft provides 
that where training is conducted "by" an educational institution» the 
cost of "part=time" training which is of the "on-the-job type" is aHow
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate th~t further clarification may be 
needed in regard to the meaning of "on-the-Job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words 11 in accordance with De
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
c·onsistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. .General and Adm~.~istrative Costs (ASPR 15-203. 5, page 4). 
Under enumeration. '~ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 
and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 

4 
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VIIL Precontract Costs {ASPR l5rlt.tz.D~i.~3(i), page 24). The pareritheti
cal reference to ASPR 15 -~xx was included by way of compromise of an 
issue within the Editing Subcommitt~e and, accordingly, this para
graph was not discussed in the sessions of the joinf subcommittees. · 
If Part 2 is approved with this reference incl.uded, the full· reference 
to the appropriate parag.raph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters 'Not Necessarily Requiring Final Action by the ASPR Com
mittee Prior to Adoption of Part 2, Section XV. 

I~ Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15~. Attention 
is invited to the matter of "Implementation of 'Side' Agreements'' 
which is discus sed in paragraph 4. A. of the Editing ·committee 
report of February 27, 1956. In the draft there discussed, the pro
blem was related to proposed ASPR 15-204. 2~q)(3Hiii)(B) /ASPR . 
15-204. 26d in the. draft for editing 7. . -

·II. Overtime, ·Extra-Pay Shift, and Multi-Shift Premiums# t ASPR 
15-204. 2(o), page 12)o Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956 .. · Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly under stood. 

6. It has not been possible in the time ·available for submission of this report, 
to set forth all of the differences between'the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section.XV Subc<;>mmittee be invited to participate for purposes of 
isolating and expl~ining such ch~nges and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost 11 

covered under. prop'osed ASPR 15-204, a table has been prepared (TAB A 
attached) showing ~ title and lettered paragraph designation of each item 

5 
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in the attached draft of Part 2 followed by brackets containing the corres
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 
Chairman 

. CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 

Section XV Subcommittee: 

J. 0. Hunnicutt, Jr., Maj., DCSLOG 
T. P. Partykap Hq. AAA 
J. A. Mays, Hq. AAA 

DOD: 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 

6 

* Will submit separate report. 

Arthur C .. Sawallisch, ONM 
James Ruttenberg, OC~N 
E •. T. Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 

(alternate) 

Air Force: 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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TABLE OF TITLES AND ·PARAGRAPH NUMBERS OF -PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204. 3) 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. /15-204._!/ 

(b) Bidding Costs. /15-204. 3/ 

(c) Civil Defense Costs. _{lS-204. Sf 

(d) Compensation for Pe·rsonal Services. /l.S-204-. 6/ 

(e) Contributions and Donations. /15-204. 87 

(f)- Depreciation. .Ll?- 204. 9 7 

(g) Employee Morale,· Health, and Welfare Costs and Credits. 
115-204. 10 I 

. (h) Food Service Costs and Credits. ./15-204. 4/. 

(i) Fringe Benefits. . /Is- 2·04. 14 7 

(j) Insurance and Indemnification. /1.5-204.15/: 

. (k) Labor Relations Costs. /lS-204. 17/ 

(1) Maintenance and Repair Costs. · llS-204.197 

(m) Manufacturing and Production Engineering Costs. I 15-204. 207 

(n) Material Costs. /15-204 .. 21/ 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204.241 

(p) Patent Costs. /lS-204. 25/ 

(q) Pension Plans. /15-204. 26 I 

- -
(r) Plant Protection Costs. .LlS-204. ~]_/ 

TAB A 
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(.s) Professional Service Costs - Legal, Accounting, Engineering 
and Other. /15-204.29/ 

- -
(t) Recruiting Costs. /15-204. 32/ 

(u) Rental Costs (Including Sale- and Leaseback of Facilities). 
/15-204.33/ 

(v-) Research and Development Costs. /15=204. 34/ 

(w) Royalties and Other Costs for Use of Patents. Ll5-204. 35/ 

~~)- -Se-P.~i-c-e-aBEi-1-n&tal-lation Go:&t~ /15-204. 36/ {deleted) 

(x) Severance Pay. /15-204. 37 7 

(y) Special Tooling Costs. /15-204. 38/ 

(z) Taxes. /15-204. 39 T 

(aa) Trade, .Business, Technical, and Professional Activity Costs. 
/15-204.40/ 

(bb) Training Costs. I 15-204.41/ 

(cc) Transportation Costs. /15-204.42/ 

{dd) Travel Costs. /15-204.43/ 

{ee) General. /l5-204. 23/ 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. /l5=204. 2/ 

(b) Contingency Reserves. .L.I5-204. 7/ 

(c) Entertainment Costs. /l5-204.ll/ 

(d) Excess Facility Costs. /l5-204.l2/ 

2 
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' 
(e) Fines and Penalties. /15-204.137 

(f) Interest and Other Financial Costs. /15-204.167 

(g) Losses on Other Contracts. /15-204.187 

(h) Organization.Costs. /15-204.227 

(i) Precontract Costs. /l5-204. 28/ 

(j). Profits and Losses on Di~o'Sition of Plantg Equipmentp or 
Other Capital As.sets. /15-204. 30/ 

(k) Reconversion Costs. /l5-204. 31/ 

3 



- I 

\ r . ,APB 2 1956 

MEl·iORA.~DUM FOR THE CHAIRMAN, ASPR CCH~'l'l'EE 

SUBJEX:T: Case SJ-44, Revision of Section xv, Contract Cost Principles 
Separate Report -or the A:rtq and Air ForcEr members, 
~ting Subcommittee 

1. The A.rrrq and Air Foree members ot the Edit~ Subcommittee 

understood that the Editing Subcommittee's report or March 9, 19S6 

was returned to that Subcommittee solely to resolve, w1 th the Section 

XV Subcommittee, any substantive ditrerences between that report and 

the materials approved by the ASPR Conmittee in December 19SS. On the 

contrary, a great part of the time of· the two Subcommittees 1n the past 

two weeks has been devoted to considerat~on of. entire~ new substantive 

concepts put r orth by various members of the ~ection XV Subcommittee. _ 

Since the ~ and Air Force members or the Editing Subcommittee do not 

consider most of the changes made in the past two weeks necessary to 

conform the edited draft substantiv~ to the draft approved by the ASPR 

Committee, am since they do not know which, it any, ot the many new 

concepts have already' been considered and rejected by the ASPR Committee 

or by the individual ASPR Committee members from the Departments in 

which the concepts orig:lna ted, they are not able. to recommend approval 

ot the ._terials now being submitted to the ASPR Corrmittee. 

2. As examples,_ atten~ion is directed ~ the paragraphs listed 

below. 

a._ 15-200 hki been revised to exclude supply pontracts w1 th 

contr~ctors not having commercial t3Pe accounting sntems, and to exclude 

clauses in supply or service contracts providing for the acquisition of' 

facilities• 



b.· · 15-20.). ~c) has been revised by adding b first and third .. 

SeJ'ltenc.es. Th~. 11-rs.t 'entence .defines "~se .. period." The third sentence 

was .added to preclUde the idea that alllndirect costs allocable to a 
I . . . 

contract which ran for several years had to be charged to one selected · 

fiscal year. 

c. lS-203.5 has been revised to include the "input cost method" 

as a ·yardstick for determining whether the contractor's method of distribut

ing general and administrative costs is equitable and has deleted direct 

reference to inventoey variations. 

d. lS-204.2(£)(2} as approved by ASPR and as originally edited 

provided that depreciation should be "based upon original acquisition 

cost." As now changed the paragraph ignores acquisition cost and bases 

depreciation on whatever ba~e is used far Federal income tax purposes • 

. Read in conjunction with 15-204.3(.1) this paragraph originally required. 

·that the contractor ignore, for .Government contract cost purposes, both 

profits and losses on trade-ins. In addition, application of this para

graph (f) ( 2) as now revised to tax-exempt corporations whiCh have comnercial 

type accounting systems, will be difficult. 

e. lS-204.2(f')(S) has been changed to prohibit use charges on 

assets acquir~d without cost to the contractor. 

t. 15-204. 2(n) (S) which did require that inventory discrepancies 

be include.d i,n arriving at lithe co.st ot material" now requ:lres that they 

be included in arriving at. "the cost ot pertormance.n 

g.. l$-204.2(u) (2) is an entirely new paragraph limiting the 

;rentals which may be charg~ between plants, divisions, pr organi~attons 

under common control. 

2 
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h. lS-204. .t) (3) has· been· cha~ged to requi. · disc~sure to the 

Government of the p~oses and results ot related research and development 

tor which the contractor is reimbursed in whole or in part by the Govern-

ment •. 

i. 15-2o-4.2(aa)(l) has been limited to the costs at the con-

tractor's 1nember::Jhip in organizations, as distinguish!id from the costs. ot .. 

membership of contractor employees. 

j. · 15-204.2(bb) has been changed to limit on-the-job training 

conducted by educational institutions to part-time training, and to require 

Departmental ~lem~tation before training ~ educational institutions can 

be provided for in a .contract. 

k. ~204.3(d) has been changed to: 

(l) disallow costs ot repairing idle and excess facilities; 

(2) limit the provision to contractol'-Owned facilities; and 

(3) clarity the assumed meaning ot ••standby purposes. n 

1. l$-204.)(j) has been changed by adding a cross reference 

which is in tact an exception. 

3· If a generalization may be hazarded, the changes made in the past 

two weeks tend to negate the idea of looking to the "reasonableness" ot 

costs incurred, and substituting therefor various rigid rules ot allowa

bility or costs. This trend in turn is attributable, at least in part., to 

the idea expressed by certain members of t~e Section XV Subcommittee that 

the doctrine ot ''reasonableness11 expressed in l$-201.2 permits only 

questioning the reasonableness of the price paid as coJI4)ared to what the 

contractor got but does not permit questioning the reasonableness of the 

contractor's incurring the cost in the first place. Possibly this limited 

interpretation of nreasonableness" is due to the school ot thought which 

considers Part 2 ot Sectl.on XV to be an audit manual. 

3 
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4. The Army aui ~.ir Force members of the Ed1 ti .. .~g .Subcommittee 

recormnerxl that the ASPR Committee review the materials now being sub

mitted on the subject case as it they were an ent:h-ely new ·substantive 

submission from the subject Subcommittee, subject only to recognition 

that the submission has been edited. 

Lt. Col~ Charles Wo Wilkinson 
Arrrry Mezrber 
Editing Subeon~itte& 

4 

John vlo Perey 
Air Force Me~er 
Editing Subcommittee 
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MEMORANDUM FOR THE ASPR COMMITTEE 

OGC/GWM:Jwt 
April 2~· .1956 

Subj: ASPR Case 53-44, Revision of Section XV., Contract Cost Principles 

1. The joint.report of the Editing Subcommittee and the Section XV Sub
committee, dated March 9,·1956, dealt with the three matters submitted 
by the Editing Subcommittee {report dated February 27, 1956)~ for l"'esolu
tion prior to completing the edited draft of Part 2, Se·ction XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and .Pension Plans·, the 
Section XV Subcommittee had notparticipated in the edited draft. The 
ASPR Committee requested consideration of this _edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration·· by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost dai,ly 
through March 28, 1~56, preparing the attached draft of Part 2 1 Section 
XV, dated March 29} 1956. 

2. The Section XV SubGommittee had fully recognized that its final draft 
as considered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing· Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Su~ttee, it became.apparent, 
with respect to various matters, that words original.ty included by the S~c
tion XV Subcommittee in its draft to express a par..ticulal"' principle or limi
tation or convey some other idea did not have the same meaning to account
ing, procurement~ and legal personnel. In other instances~ it appeared that 
matters substantially agreed to in principle dur·ing the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcomm.ittee's draft. 

3. In view of the ·above circumstances, wh~n there was general agreement 
within the Section XV Subcommittee that a particular matter required dis
cussion, the Chairman of the Editing Subcommittee, in presiding over the 

·joint subcommittee sessions, permitted· such discussion. In no case, was 
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such discussion permitted on the basis of a unilateral request by any member 
withbut ccrn·currence :: of the Section XV Sub.committee. The Air Force and 

,·. 

Army members of the Editing Subcommittee have questioned the authority . ·1 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concu!:"rence of all 
members of the Section XV Subcommittee f:rom the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoid~ble circumstances, all members of the 
Section XV Subcommittee were unable to be pre sent at the final joint session 
on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission, to the 
ASPR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unless otherwise indicated, reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the at.tached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Repo:rt of Ma:rch. 99 1956. 

0 

L Material and Supply Costso In the first two quoted excerpts under 
2.A., of the joint report of March 93 1956, on page 13 change utrans
feror" to Htransferee. n The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15-
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs. Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 sugg-ests that. 
further study be given to use of the term Hprodu.ct line' 9 (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within· the Ed).ting Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 

2 
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·B-. Research and Development Costs - ASPR 15-204.2(v), page 18. 
In the proposed ASPR 15-204.2(v), Research and Development Costs, 

the fourth and fifth sentences of subparagraph (2.) (from "Generally, 
·the contractor •.• '' through the end of the subparagraph) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is- recommended that the fourth sentence be revised to read: 

"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of . 
which are reimbursed in whole or in part by the Government." 

~ternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted. elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is. recommended that the fifth 
sentence, enumer-ating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inser.ted .elsewhere in ASPR, po·ssibly either in Sectio~- Iii ~r in . 
Part 1 of Section XV. Se~, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2. 

I. Scope of Part (ASPR.l5-200) .. The·: attached draft provides that 
the same treatment be given to clauses in supply or service con
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from·the coverage of 
Part 2. The draft for editing did not cover such facilitie-s clauses. 
Filing instructions, however, should contain~ notation that Part 2 
may be used 66 to the extent ap~ropriate" for these purposes pending 
·publication of a separate Part c;:overing facilities. · 

II. Base Period (ASPR 15-203.i.(c)). The draft for: editing (ASPR 
15-203.5) did not contain the first' sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204.2(£)(2)). The draft ·for editing ~ASPR 
,15-204. 9(b)). · iricltides the principles recognized under Section 
167 of the Intel nal Reven-ue Code among any"generally accepted 
accounting principle~which may be used in the computation of 
depreciation. The a-ttached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV ... Rental Costs (Including Sale and Leaseback of -Facilities). 
{ASPR 15-204.2{u)). Subparagraph (2) r-elating to charges in' the 
nature of rent between organizations under common control was not 
included in the draft for editing although an ana~~gous principle had 

3 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs {ASPR 15-204. 2(v){3)). Unlike 
the question of disclosure of independent general research, the que s
tion of disclosure of independent related research was not covered 
at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara-

·~ graph (3) dealing with related research has been modified by the follow
ing addition in the third sentence: 

"and provided further that the contract-or discloses to 
the Government the purposes and results of the research 
and development. 11 

VI. Training Costs (ASPR 15-204. 2(bb)). The attached draft provides 
that where training is conducted "by" an educational institution» the 
cost of "part=time" training which is of the "on-the-job type" is aHow
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate th~t further clarification may be 
needed in regard to the meaning of "on-the-Job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words 11 in accordance with De
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
c·onsistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. .General and Adm~.~istrative Costs (ASPR 15-203. 5, page 4). 
Under enumeration. '~ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 
and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 

4 
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VIIL Precontract Costs {ASPR l5rlt.tz.D~i.~3(i), page 24). The pareritheti
cal reference to ASPR 15 -~xx was included by way of compromise of an 
issue within the Editing Subcommitt~e and, accordingly, this para
graph was not discussed in the sessions of the joinf subcommittees. · 
If Part 2 is approved with this reference incl.uded, the full· reference 
to the appropriate parag.raph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters 'Not Necessarily Requiring Final Action by the ASPR Com
mittee Prior to Adoption of Part 2, Section XV. 

I~ Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15~. Attention 
is invited to the matter of "Implementation of 'Side' Agreements'' 
which is discus sed in paragraph 4. A. of the Editing ·committee 
report of February 27, 1956. In the draft there discussed, the pro
blem was related to proposed ASPR 15-204. 2~q)(3Hiii)(B) /ASPR . 
15-204. 26d in the. draft for editing 7. . -

·II. Overtime, ·Extra-Pay Shift, and Multi-Shift Premiums# t ASPR 
15-204. 2(o), page 12)o Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956 .. · Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly under stood. 

6. It has not been possible in the time ·available for submission of this report, 
to set forth all of the differences between'the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section.XV Subc<;>mmittee be invited to participate for purposes of 
isolating and expl~ining such ch~nges and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost 11 

covered under. prop'osed ASPR 15-204, a table has been prepared (TAB A 
attached) showing ~ title and lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 
Chairman 

. CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 

Section XV Subcommittee: 

J. 0. Hunnicutt, Jr., Maj., DCSLOG 
T. P. Partykap Hq. AAA 
J. A. Mays, Hq. AAA 

DOD: 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 

6 

* Will submit separate report. 

Arthur C .. Sawallisch, ONM 
James Ruttenberg, OC~N 
E •. T. Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 

(alternate) 

Air Force: 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 



•• I! 
'· 

·~ . .. 

TABLE OF TITLES AND ·PARAGRAPH NUMBERS OF -PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204. 3) 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. /15-204._!/ 

(b) Bidding Costs. /15-204. 3/ 

(c) Civil Defense Costs. _{lS-204. Sf 

(d) Compensation for Pe·rsonal Services. /l.S-204-. 6/ 

(e) Contributions and Donations. /15-204. 87 

(f)- Depreciation. .Ll?- 204. 9 7 

(g) Employee Morale,· Health, and Welfare Costs and Credits. 
115-204. 10 I 

. (h) Food Service Costs and Credits. ./15-204. 4/. 

(i) Fringe Benefits. . /Is- 2·04. 14 7 

(j) Insurance and Indemnification. /1.5-204.15/: 

. (k) Labor Relations Costs. /lS-204. 17/ 

(1) Maintenance and Repair Costs. · llS-204.197 

(m) Manufacturing and Production Engineering Costs. I 15-204. 207 

(n) Material Costs. /15-204 .. 21/ 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204.241 

(p) Patent Costs. /lS-204. 25/ 

(q) Pension Plans. /15-204. 26 I 

- -
(r) Plant Protection Costs. .LlS-204. ~]_/ 

TAB A 
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(.s) Professional Service Costs - Legal, Accounting, Engineering 
and Other. /15-204.29/ 

- -
(t) Recruiting Costs. /15-204. 32/ 

(u) Rental Costs (Including Sale- and Leaseback of Facilities). 
/15-204.33/ 

(v-) Research and Development Costs. /15=204. 34/ 

(w) Royalties and Other Costs for Use of Patents. Ll5-204. 35/ 

~~)- -Se-P.~i-c-e-aBEi-1-n&tal-lation Go:&t~ /15-204. 36/ {deleted) 

(x) Severance Pay. /15-204. 37 7 

(y) Special Tooling Costs. /15-204. 38/ 

(z) Taxes. /15-204. 39 T 

(aa) Trade, .Business, Technical, and Professional Activity Costs. 
/15-204.40/ 

(bb) Training Costs. I 15-204.41/ 

(cc) Transportation Costs. /15-204.42/ 

{dd) Travel Costs. /15-204.43/ 

{ee) General. /l5-204. 23/ 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. /l5=204. 2/ 

(b) Contingency Reserves. .L.I5-204. 7/ 

(c) Entertainment Costs. /l5-204.ll/ 

(d) Excess Facility Costs. /l5-204.l2/ 
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(e) Fines and Penalties. /15-204.137 

(f) Interest and Other Financial Costs. /15-204.167 

(g) Losses on Other Contracts. /15-204.187 

(h) Organization.Costs. /15-204.227 

(i) Precontract Costs. /l5-204. 28/ 

(j). Profits and Losses on Di~o'Sition of Plantg Equipmentp or 
Other Capital As.sets. /15-204. 30/ 

(k) Reconversion Costs. /l5-204. 31/ 
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\ r . ,APB 2 1956 

MEl·iORA.~DUM FOR THE CHAIRMAN, ASPR CCH~'l'l'EE 

SUBJEX:T: Case SJ-44, Revision of Section xv, Contract Cost Principles 
Separate Report -or the A:rtq and Air ForcEr members, 
~ting Subcommittee 

1. The A.rrrq and Air Foree members ot the Edit~ Subcommittee 

understood that the Editing Subcommittee's report or March 9, 19S6 

was returned to that Subcommittee solely to resolve, w1 th the Section 

XV Subcommittee, any substantive ditrerences between that report and 

the materials approved by the ASPR Conmittee in December 19SS. On the 

contrary, a great part of the time of· the two Subcommittees 1n the past 

two weeks has been devoted to considerat~on of. entire~ new substantive 

concepts put r orth by various members of the ~ection XV Subcommittee. _ 

Since the ~ and Air Force members or the Editing Subcommittee do not 

consider most of the changes made in the past two weeks necessary to 

conform the edited draft substantiv~ to the draft approved by the ASPR 

Committee, am since they do not know which, it any, ot the many new 

concepts have already' been considered and rejected by the ASPR Committee 

or by the individual ASPR Committee members from the Departments in 

which the concepts orig:lna ted, they are not able. to recommend approval 

ot the ._terials now being submitted to the ASPR Corrmittee. 

2. As examples,_ atten~ion is directed ~ the paragraphs listed 

below. 

a._ 15-200 hki been revised to exclude supply pontracts w1 th 

contr~ctors not having commercial t3Pe accounting sntems, and to exclude 

clauses in supply or service contracts providing for the acquisition of' 

facilities• 



b.· · 15-20.). ~c) has been revised by adding b first and third .. 

SeJ'ltenc.es. Th~. 11-rs.t 'entence .defines "~se .. period." The third sentence 

was .added to preclUde the idea that alllndirect costs allocable to a 
I . . . 

contract which ran for several years had to be charged to one selected · 

fiscal year. 

c. lS-203.5 has been revised to include the "input cost method" 

as a ·yardstick for determining whether the contractor's method of distribut

ing general and administrative costs is equitable and has deleted direct 

reference to inventoey variations. 

d. lS-204.2(£)(2} as approved by ASPR and as originally edited 

provided that depreciation should be "based upon original acquisition 

cost." As now changed the paragraph ignores acquisition cost and bases 

depreciation on whatever ba~e is used far Federal income tax purposes • 

. Read in conjunction with 15-204.3(.1) this paragraph originally required. 

·that the contractor ignore, for .Government contract cost purposes, both 

profits and losses on trade-ins. In addition, application of this para

graph (f) ( 2) as now revised to tax-exempt corporations whiCh have comnercial 

type accounting systems, will be difficult. 

e. lS-204.2(f')(S) has been changed to prohibit use charges on 

assets acquir~d without cost to the contractor. 

t. 15-204. 2(n) (S) which did require that inventory discrepancies 

be include.d i,n arriving at lithe co.st ot material" now requ:lres that they 

be included in arriving at. "the cost ot pertormance.n 

g.. l$-204.2(u) (2) is an entirely new paragraph limiting the 

;rentals which may be charg~ between plants, divisions, pr organi~attons 

under common control. 

2 
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h. lS-204. .t) (3) has· been· cha~ged to requi. · disc~sure to the 

Government of the p~oses and results ot related research and development 

tor which the contractor is reimbursed in whole or in part by the Govern-

ment •. 

i. 15-2o-4.2(aa)(l) has been limited to the costs at the con-

tractor's 1nember::Jhip in organizations, as distinguish!id from the costs. ot .. 

membership of contractor employees. 

j. · 15-204.2(bb) has been changed to limit on-the-job training 

conducted by educational institutions to part-time training, and to require 

Departmental ~lem~tation before training ~ educational institutions can 

be provided for in a .contract. 

k. ~204.3(d) has been changed to: 

(l) disallow costs ot repairing idle and excess facilities; 

(2) limit the provision to contractol'-Owned facilities; and 

(3) clarity the assumed meaning ot ••standby purposes. n 

1. l$-204.)(j) has been changed by adding a cross reference 

which is in tact an exception. 

3· If a generalization may be hazarded, the changes made in the past 

two weeks tend to negate the idea of looking to the "reasonableness" ot 

costs incurred, and substituting therefor various rigid rules ot allowa

bility or costs. This trend in turn is attributable, at least in part., to 

the idea expressed by certain members of t~e Section XV Subcommittee that 

the doctrine ot ''reasonableness11 expressed in l$-201.2 permits only 

questioning the reasonableness of the price paid as coJI4)ared to what the 

contractor got but does not permit questioning the reasonableness of the 

contractor's incurring the cost in the first place. Possibly this limited 

interpretation of nreasonableness" is due to the school ot thought which 

considers Part 2 ot Sectl.on XV to be an audit manual. 

3 
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4. The Army aui ~.ir Force members of the Ed1 ti .. .~g .Subcommittee 

recormnerxl that the ASPR Committee review the materials now being sub

mitted on the subject case as it they were an ent:h-ely new ·substantive 

submission from the subject Subcommittee, subject only to recognition 

that the submission has been edited. 

Lt. Col~ Charles Wo Wilkinson 
Arrrry Mezrber 
Editing Subeon~itte& 

4 

John vlo Perey 
Air Force Me~er 
Editing Subcommittee 
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(e) Fines and Penalties. /IS-204.13/ 

(f) Interest and Other Financial Costs. /TS-204.16/ 

(g) Losses on Other Contracts. /15-204.18/ 

(h) Organizatio~.Costs. /IS-204. 22/ 

(i) Precontract Costs. /IS-204. 28/ 

(j) Profits and Losses on Di~oBition of Plantp Equipmentg or 
Other Capital As.sets • .L,lS-204. 30/ 

(k) Reconversion Costs. /iS-204. 31/ 

' ·I 

3 



. ·-

MEMORANDUM FOR THE ASPR COMMITTEE 

OGC/GWM:Jwt 
April 2~· .1956 

Subj: ASPR Case 53-44, Revision of Section XV., Contract Cost Principles 

1. The joint.report of the Editing Subcommittee and the Section XV Sub
committee, dated March 9,·1956, dealt with the three matters submitted 
by the Editing Subcommittee {report dated February 27, 1956)~ for l"'esolu
tion prior to completing the edited draft of Part 2, Se·ction XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and .Pension Plans·, the 
Section XV Subcommittee had notparticipated in the edited draft. The 
ASPR Committee requested consideration of this _edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration·· by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost dai,ly 
through March 28, 1~56, preparing the attached draft of Part 2 1 Section 
XV, dated March 29} 1956. 

2. The Section XV SubGommittee had fully recognized that its final draft 
as considered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing· Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Su~ttee, it became.apparent, 
with respect to various matters, that words original.ty included by the S~c
tion XV Subcommittee in its draft to express a par..ticulal"' principle or limi
tation or convey some other idea did not have the same meaning to account
ing, procurement~ and legal personnel. In other instances~ it appeared that 
matters substantially agreed to in principle dur·ing the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcomm.ittee's draft. 

3. In view of the ·above circumstances, wh~n there was general agreement 
within the Section XV Subcommittee that a particular matter required dis
cussion, the Chairman of the Editing Subcommittee, in presiding over the 

·joint subcommittee sessions, permitted· such discussion. In no case, was 
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such discussion permitted on the basis of a unilateral request by any member 
withbut ccrn·currence :: of the Section XV Sub.committee. The Air Force and 

,·. 

Army members of the Editing Subcommittee have questioned the authority . ·1 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concu!:"rence of all 
members of the Section XV Subcommittee f:rom the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoid~ble circumstances, all members of the 
Section XV Subcommittee were unable to be pre sent at the final joint session 
on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission, to the 
ASPR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unless otherwise indicated, reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the at.tached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Repo:rt of Ma:rch. 99 1956. 

0 

L Material and Supply Costso In the first two quoted excerpts under 
2.A., of the joint report of March 93 1956, on page 13 change utrans
feror" to Htransferee. n The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15-
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs. Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 sugg-ests that. 
further study be given to use of the term Hprodu.ct line' 9 (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within· the Ed).ting Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 

2 
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·B-. Research and Development Costs - ASPR 15-204.2(v), page 18. 
In the proposed ASPR 15-204.2(v), Research and Development Costs, 

the fourth and fifth sentences of subparagraph (2.) (from "Generally, 
·the contractor •.• '' through the end of the subparagraph) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is- recommended that the fourth sentence be revised to read: 

"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of . 
which are reimbursed in whole or in part by the Government." 

~ternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted. elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is. recommended that the fifth 
sentence, enumer-ating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inser.ted .elsewhere in ASPR, po·ssibly either in Sectio~- Iii ~r in . 
Part 1 of Section XV. Se~, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2. 

I. Scope of Part (ASPR.l5-200) .. The·: attached draft provides that 
the same treatment be given to clauses in supply or service con
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from·the coverage of 
Part 2. The draft for editing did not cover such facilitie-s clauses. 
Filing instructions, however, should contain~ notation that Part 2 
may be used 66 to the extent ap~ropriate" for these purposes pending 
·publication of a separate Part c;:overing facilities. · 

II. Base Period (ASPR 15-203.i.(c)). The draft for: editing (ASPR 
15-203.5) did not contain the first' sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204.2(£)(2)). The draft ·for editing ~ASPR 
,15-204. 9(b)). · iricltides the principles recognized under Section 
167 of the Intel nal Reven-ue Code among any"generally accepted 
accounting principle~which may be used in the computation of 
depreciation. The a-ttached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV ... Rental Costs (Including Sale and Leaseback of -Facilities). 
{ASPR 15-204.2{u)). Subparagraph (2) r-elating to charges in' the 
nature of rent between organizations under common control was not 
included in the draft for editing although an ana~~gous principle had 

3 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs {ASPR 15-204. 2(v){3)). Unlike 
the question of disclosure of independent general research, the que s
tion of disclosure of independent related research was not covered 
at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara-

·~ graph (3) dealing with related research has been modified by the follow
ing addition in the third sentence: 

"and provided further that the contract-or discloses to 
the Government the purposes and results of the research 
and development. 11 

VI. Training Costs (ASPR 15-204. 2(bb)). The attached draft provides 
that where training is conducted "by" an educational institution» the 
cost of "part=time" training which is of the "on-the-job type" is aHow
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate th~t further clarification may be 
needed in regard to the meaning of "on-the-Job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words 11 in accordance with De
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
c·onsistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. .General and Adm~.~istrative Costs (ASPR 15-203. 5, page 4). 
Under enumeration. '~ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 
and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 

4 
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VIIL Precontract Costs {ASPR l5rlt.tz.D~i.~3(i), page 24). The pareritheti
cal reference to ASPR 15 -~xx was included by way of compromise of an 
issue within the Editing Subcommitt~e and, accordingly, this para
graph was not discussed in the sessions of the joinf subcommittees. · 
If Part 2 is approved with this reference incl.uded, the full· reference 
to the appropriate parag.raph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters 'Not Necessarily Requiring Final Action by the ASPR Com
mittee Prior to Adoption of Part 2, Section XV. 

I~ Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15~. Attention 
is invited to the matter of "Implementation of 'Side' Agreements'' 
which is discus sed in paragraph 4. A. of the Editing ·committee 
report of February 27, 1956. In the draft there discussed, the pro
blem was related to proposed ASPR 15-204. 2~q)(3Hiii)(B) /ASPR . 
15-204. 26d in the. draft for editing 7. . -

·II. Overtime, ·Extra-Pay Shift, and Multi-Shift Premiums# t ASPR 
15-204. 2(o), page 12)o Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956 .. · Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly under stood. 

6. It has not been possible in the time ·available for submission of this report, 
to set forth all of the differences between'the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section.XV Subc<;>mmittee be invited to participate for purposes of 
isolating and expl~ining such ch~nges and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost 11 

covered under. prop'osed ASPR 15-204, a table has been prepared (TAB A 
attached) showing ~ title and lettered paragraph designation of each item 

5 
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in the attached draft of Part 2 followed by brackets containing the corres
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 
Chairman 

. CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 

Section XV Subcommittee: 

J. 0. Hunnicutt, Jr., Maj., DCSLOG 
T. P. Partykap Hq. AAA 
J. A. Mays, Hq. AAA 

DOD: 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 

6 

* Will submit separate report. 

Arthur C .. Sawallisch, ONM 
James Ruttenberg, OC~N 
E •. T. Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 

(alternate) 

Air Force: 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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TABLE OF TITLES AND ·PARAGRAPH NUMBERS OF -PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204. 3) 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. /15-204._!/ 

(b) Bidding Costs. /15-204. 3/ 

(c) Civil Defense Costs. _{lS-204. Sf 

(d) Compensation for Pe·rsonal Services. /l.S-204-. 6/ 

(e) Contributions and Donations. /15-204. 87 

(f)- Depreciation. .Ll?- 204. 9 7 

(g) Employee Morale,· Health, and Welfare Costs and Credits. 
115-204. 10 I 

. (h) Food Service Costs and Credits. ./15-204. 4/. 

(i) Fringe Benefits. . /Is- 2·04. 14 7 

(j) Insurance and Indemnification. /1.5-204.15/: 

. (k) Labor Relations Costs. /lS-204. 17/ 

(1) Maintenance and Repair Costs. · llS-204.197 

(m) Manufacturing and Production Engineering Costs. I 15-204. 207 

(n) Material Costs. /15-204 .. 21/ 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204.241 

(p) Patent Costs. /lS-204. 25/ 

(q) Pension Plans. /15-204. 26 I 

- -
(r) Plant Protection Costs. .LlS-204. ~]_/ 

TAB A 
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(.s) Professional Service Costs - Legal, Accounting, Engineering 
and Other. /15-204.29/ 

- -
(t) Recruiting Costs. /15-204. 32/ 

(u) Rental Costs (Including Sale- and Leaseback of Facilities). 
/15-204.33/ 

(v-) Research and Development Costs. /15=204. 34/ 

(w) Royalties and Other Costs for Use of Patents. Ll5-204. 35/ 

~~)- -Se-P.~i-c-e-aBEi-1-n&tal-lation Go:&t~ /15-204. 36/ {deleted) 

(x) Severance Pay. /15-204. 37 7 

(y) Special Tooling Costs. /15-204. 38/ 

(z) Taxes. /15-204. 39 T 

(aa) Trade, .Business, Technical, and Professional Activity Costs. 
/15-204.40/ 

(bb) Training Costs. I 15-204.41/ 

(cc) Transportation Costs. /15-204.42/ 

{dd) Travel Costs. /15-204.43/ 

{ee) General. /l5-204. 23/ 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. /l5=204. 2/ 

(b) Contingency Reserves. .L.I5-204. 7/ 

(c) Entertainment Costs. /l5-204.ll/ 

(d) Excess Facility Costs. /l5-204.l2/ 

2 
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(e) Fines and Penalties. /15-204.137 

(f) Interest and Other Financial Costs. /15-204.167 

(g) Losses on Other Contracts. /15-204.187 

(h) Organization.Costs. /15-204.227 

(i) Precontract Costs. /l5-204. 28/ 

(j). Profits and Losses on Di~o'Sition of Plantg Equipmentp or 
Other Capital As.sets. /15-204. 30/ 

(k) Reconversion Costs. /l5-204. 31/ 

3 
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\ r . ,APB 2 1956 

MEl·iORA.~DUM FOR THE CHAIRMAN, ASPR CCH~'l'l'EE 

SUBJEX:T: Case SJ-44, Revision of Section xv, Contract Cost Principles 
Separate Report -or the A:rtq and Air ForcEr members, 
~ting Subcommittee 

1. The A.rrrq and Air Foree members ot the Edit~ Subcommittee 

understood that the Editing Subcommittee's report or March 9, 19S6 

was returned to that Subcommittee solely to resolve, w1 th the Section 

XV Subcommittee, any substantive ditrerences between that report and 

the materials approved by the ASPR Conmittee in December 19SS. On the 

contrary, a great part of the time of· the two Subcommittees 1n the past 

two weeks has been devoted to considerat~on of. entire~ new substantive 

concepts put r orth by various members of the ~ection XV Subcommittee. _ 

Since the ~ and Air Force members or the Editing Subcommittee do not 

consider most of the changes made in the past two weeks necessary to 

conform the edited draft substantiv~ to the draft approved by the ASPR 

Committee, am since they do not know which, it any, ot the many new 

concepts have already' been considered and rejected by the ASPR Committee 

or by the individual ASPR Committee members from the Departments in 

which the concepts orig:lna ted, they are not able. to recommend approval 

ot the ._terials now being submitted to the ASPR Corrmittee. 

2. As examples,_ atten~ion is directed ~ the paragraphs listed 

below. 

a._ 15-200 hki been revised to exclude supply pontracts w1 th 

contr~ctors not having commercial t3Pe accounting sntems, and to exclude 

clauses in supply or service contracts providing for the acquisition of' 

facilities• 



b.· · 15-20.). ~c) has been revised by adding b first and third .. 

SeJ'ltenc.es. Th~. 11-rs.t 'entence .defines "~se .. period." The third sentence 

was .added to preclUde the idea that alllndirect costs allocable to a 
I . . . 

contract which ran for several years had to be charged to one selected · 

fiscal year. 

c. lS-203.5 has been revised to include the "input cost method" 

as a ·yardstick for determining whether the contractor's method of distribut

ing general and administrative costs is equitable and has deleted direct 

reference to inventoey variations. 

d. lS-204.2(£)(2} as approved by ASPR and as originally edited 

provided that depreciation should be "based upon original acquisition 

cost." As now changed the paragraph ignores acquisition cost and bases 

depreciation on whatever ba~e is used far Federal income tax purposes • 

. Read in conjunction with 15-204.3(.1) this paragraph originally required. 

·that the contractor ignore, for .Government contract cost purposes, both 

profits and losses on trade-ins. In addition, application of this para

graph (f) ( 2) as now revised to tax-exempt corporations whiCh have comnercial 

type accounting systems, will be difficult. 

e. lS-204.2(f')(S) has been changed to prohibit use charges on 

assets acquir~d without cost to the contractor. 

t. 15-204. 2(n) (S) which did require that inventory discrepancies 

be include.d i,n arriving at lithe co.st ot material" now requ:lres that they 

be included in arriving at. "the cost ot pertormance.n 

g.. l$-204.2(u) (2) is an entirely new paragraph limiting the 

;rentals which may be charg~ between plants, divisions, pr organi~attons 

under common control. 

2 



~···; . r 
h. lS-204. .t) (3) has· been· cha~ged to requi. · disc~sure to the 

Government of the p~oses and results ot related research and development 

tor which the contractor is reimbursed in whole or in part by the Govern-

ment •. 

i. 15-2o-4.2(aa)(l) has been limited to the costs at the con-

tractor's 1nember::Jhip in organizations, as distinguish!id from the costs. ot .. 

membership of contractor employees. 

j. · 15-204.2(bb) has been changed to limit on-the-job training 

conducted by educational institutions to part-time training, and to require 

Departmental ~lem~tation before training ~ educational institutions can 

be provided for in a .contract. 

k. ~204.3(d) has been changed to: 

(l) disallow costs ot repairing idle and excess facilities; 

(2) limit the provision to contractol'-Owned facilities; and 

(3) clarity the assumed meaning ot ••standby purposes. n 

1. l$-204.)(j) has been changed by adding a cross reference 

which is in tact an exception. 

3· If a generalization may be hazarded, the changes made in the past 

two weeks tend to negate the idea of looking to the "reasonableness" ot 

costs incurred, and substituting therefor various rigid rules ot allowa

bility or costs. This trend in turn is attributable, at least in part., to 

the idea expressed by certain members of t~e Section XV Subcommittee that 

the doctrine ot ''reasonableness11 expressed in l$-201.2 permits only 

questioning the reasonableness of the price paid as coJI4)ared to what the 

contractor got but does not permit questioning the reasonableness of the 

contractor's incurring the cost in the first place. Possibly this limited 

interpretation of nreasonableness" is due to the school ot thought which 

considers Part 2 ot Sectl.on XV to be an audit manual. 
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4. The Army aui ~.ir Force members of the Ed1 ti .. .~g .Subcommittee 

recormnerxl that the ASPR Committee review the materials now being sub

mitted on the subject case as it they were an ent:h-ely new ·substantive 

submission from the subject Subcommittee, subject only to recognition 

that the submission has been edited. 

Lt. Col~ Charles Wo Wilkinson 
Arrrry Mezrber 
Editing Subeon~itte& 

4 

John vlo Perey 
Air Force Me~er 
Editing Subcommittee 
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(e) Fines and Penalties. /IS-204.13/ 

(f) Interest and Other Financial Costs. /TS-204.16/ 

(g) Losses on Other Contracts. /15-204.18/ 

(h) Organizatio~.Costs. /IS-204. 22/ 

(i) Precontract Costs. /IS-204. 28/ 

(j) Profits and Losses on Di~oBition of Plantp Equipmentg or 
Other Capital As.sets • .L,lS-204. 30/ 

(k) Reconversion Costs. /iS-204. 31/ 

' ·I 
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February 27, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost 
Principles 

1. The Editing Committee has substantially completed its task with respect 
to the draft of Part 2~ Section XV, sub~itted for editing in accordance with 
Item 4 of the Minutes of the ASPR Committee Meeting of 13 December 1955. · 
In accordance with instructions of the Staff the edited Part is not submitted 
herewith; however, it can be submitted in final edited form immediately 
after resolution of the following three matters. 

A. Consideration by the ASP~ Committee of certain new sub
stantive matter introduced by the Editing Subcommittee in 
connection with Material and Supply Costs (proposed 
ASPR 15-204. Z(nH6)). This is discu·ssed in paragraph 3.A. 
below. 

B. Consideration by the ASPR Committee, in connection with 
Research and Development Costs {proposed ASPR 15-204.2 

. (v)(3), of the need fOl' clarification of the term "product 
line 11 and, also 11 of the possibility of an inequity in regard 
to the allocation of costs allowable under the subject sub
paragraph. This is discussed in paragraph 3. B. below. 

C. An issue within the Editing Subcommittee with respect 
to the costs of Pension Plans ~proposed ASPR 15-204. Z{q)). 
This is discussed in paragraph 3. C. below. 

Z. In addition to the foregoing there ar.e certain other matters which the 
members of the Subcommittee wish to bring to the attention of the ASPR 
Committee. These matters are discussed in paragraphs 4 and 5 below. 
They do not necessarily require resolution by the ASPR Committee prior 
to reproducing the edited Part. 

3. The matters requir·ing consideration by the ASPR Committee prior to 
reproducing the edited Part are discussed under Ap B, and C of this para
graph. It should be noted that the numbering of the edited Part is entirely 
different from that in the draft for editing.. For convenience of reference, 
the heading for each comment in this paragraph, as well as elsewhere in 
this report, sets forth the number of the applicable paragraph and sub
paragraph in the edited Part followed by brackets containing the corre s
pending number in the draft for editing. 



- -
A. Material and Supply Costs - ASPR 15-204. 2(n)(6) I 15-204. 2lfl 

The subject subparagraph as edited provides: 

11(6) Costs of material, services, or supplies, 
sold or: transferred between plants, divisions, or 
organizations,· under common control, are allo~able 
only to the extent of the cost to the transferor L• or 
the cost to the transferee, or the prices of other sup
pliers for the same or substantially similar items, 
whichever is lowes!!./ provided that 11 in the case of 
any item regularly manufactured and sold by any 
such transferor through commercial channels~~ a de
parture from this cost basis is permiasible if the 
charge to the contract does not exceed either (i) the 
transferoru s sales price to its most favored customer· 
for the same item in like quantity, or {ii) the prices 
of other suppliers for the same or substantially 
similar items." 

In editing this subparagraph 11 the Subcommittee has added the 
words in brackets at the end of the first sentence in the draft 
for editing, immediately following the word "transferor." 
The inclusion of these words presents an addition of substance 
which is for consideration by the ASPR Committee , 

B. Research and Development Cos.ts ~ ASPR 1.5-204. 2(v){3) 
I 15-204. 34b'{ii) I 

The subject subparagraph as edited provides:: 

11 
( 3) Related research is that type of research which 

is directed toward practical application of science. De
velopment is the systematic use of scientific knowledge 
directed. toward the production of useful materials, de
vices, methods, or processes~~ exclusive of design~~ man
ufacturing, and production engineer.i.ng (see ASPR 15-204. 2 
(m)). Costs of a contractor~ s independent related research 
and development (that which is not sponsored by a contract, 
grant, or other arrangement) are a=.lowable ·under any cost 
type production contract if allocated to all production work 
of the contractor; provided the research is related to the 
contract product or product line. Such research costs 
are unallowable under cost type research and development 
contracts. 11 



.· 

From the above, it will be noted that independ.ent related research 
and development- costs are allowable only if related to the con
tract product or "product line", but tha-t such costs must be al
located "to all production work of the contractoro" The Editing 
Committee is of the view that the term "product line" is suscept
ible of different interpretations and, in the interests of clarity, 
suggests that the "ASPR Committee give consideration to the use 
of more meaningful terminology or to the development of a 
precise definition. Also, it appears that the requirement for 
allocating related research and development costs to "all pro
duction work of the contractor" may create an inequity. Under 
the circumstances, it may be desirable to ·consider whether 
the current requirement for allocation to "all production work 
of·the contractor" should be revised to require allocation to 
all production work in connection with the •-•product line" as 
that term may subsequently be defined or otherwise clarif~ed. 

c. Pension Plans - ASPR 15-204~~ 2(q) /ASPR 15-204. 26/ 

The Chairman and the Army and Air For·ce members are not 
in agreement with respect to the subject paragraph as to the 
matters set forth below. -

I. Substantive Change. The major difference of opinion 
arises over the question whether· the edited version of proposed • 
ASPR 15-204. 2(q)(iii) acceptable to the Armyand Air Force 
membe:_s varies substantively from the corresponding para-
graph .L 15-204. 26~_1 of the draft for editing. The latter para
graph provides: 

"d. In determining the net costs allocable to mili
tary contracts, consideration will be ·given to the possi
bility of future abnormal ~ermination credits or gains 

. and the effect such credits or gains would have upon· 
current costs. These termination credits or gains will 
arise with respect to individuals for whom· current costs 
are being incurred by the contractor but whose employ
ment will terminate before the-y acquire a vested right to 
the benefits purchased or funded by current costso When 
such credits or gains are foreseeable and their worth 
can be evaluated with reasonable accura·cy, an equitable. 
adjustment of current costs ·to give effect to the anticipated 
future· credits or gains will be rnade. · Such equitable ad
justment can be accomplished either by discounting the 
current costs otherwise allocable or by obtaining realistic 
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recognition in the actuary 1 s calculation of current 
costs so that the current costs dop in fact~ reflect the 
discount for the abnormal termination credits or gains 
which are anticipated. However~· most often such ab
normal credits or gains~ if foreseeable at all~ are not 
susceptible of being evaluated a.t the time of contracting· 
because neither the timing nor the severity of the termina
tion actions will be knowne Under these circumstances~ 
the Government"; s interest in such abnormal credits or 
gains will be pre served for retrospective evaluation 
and accountingo ·If a contractor has but one or re~atively 
few Government contracts 9 an appropriate contractual 
provision may be used to preserve the Government 0 s 
interest by providing retro3pective accounting and any 
necessary adjustment to pension plan cost incurred 
under the cont.racto In other cases 9 where a contractor 
is not ~imited to one or few Government contracts or 
there is reasonable probability he will .receive follow -on 
contracts, a separate contractual "side" agreement will 
be negotiated having appHcation to a.ll pension costs 
allowed under contracts with the particular ·contractor 
and provide for an ·accounting of abnormal credits or 
gains 11 as that term Ls def:.ned in the agreement~ arising 
by reason of a cutback or ce s.sation of Government con
tract worko" 

There is set forth below 7 a.s proposed ASPR l5-2.04e 2.(qH3)(iii), 
a consolidated edited version of the preceding paragraph. The 
Army and Air For-ce members are in ::igreemer..t with all ex
cept the words in brackets which the Chairtna.n considers 
necessary to avoid a st.;,bstantive e:ha.nge in the dr-aft for editingo 
If the Chairman°s version i.~ adopted 11 the underlined.word "and0' 

preceding the "or" in each of the first two sets of brackets 
should be deleted. 

"(iii) in determining the net costs allocable to 
military contracts 11 consideration shall be 
given, in. accordance with (A) and /;r 7 
(B) belOWg to t.he effect upor.. cumnt costs of 
po s sib 1 e fu tur_e_ahn.o.r m a.L te r_m_ina.ti on_c_r_e_dit_s 
or gains which may arise with respect to in
dividuals fo·r whom current costs are being 
incurred by the contractor but whose employ
ment will terminate before they acquire a 
vested .right to the benefit3 purchased or 
funded by current costs 
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"(A) when such credits or gains can be 
currently evaluated with reasonable 
accuracy, an equitable adjustment of 
current costs to give effect to the antici
pated future credits or gains shall be 
m_ade, either by·reducing the current 
_costs otherwise allocable or by obtaining 
realistic recognition in the actuary'_s 
calculation of current costs so that the 
current costs do, in fact, reflect the 
reduction for the abnormal termination 
credits or gains which are ·anticipated; 
and j_ o::_/ 

"(B) j_when such credits or gains cannot be 
currently ~valuated with reasonable 
accuracy, I such pension plan costs 
incurred ;rider the contract shall be 
subject to r-etrospective accounting and 
any necessary adjustment for subsequent 
termination credits unless the Government 
and the contractor agree in writing upon 
any necessary adjustment, or the method 
of determining such adjustment." 

II. Consistency with Interpretation in Part 6, Section XV. 
A lesser difference also exists within the Editing Subcommittee 
with regard to proposed ASPR 15-204. 2(q)(2). Here, the dis
agreement does not involve the _question whether the edited 
version acceptable to the Army and Air Force members is 
s~bstantivelL different from the corre spending subparagraph 
j_ 15-204. 26E_/ in the draft for editing but the question whether 
it was intended that the latter draft should be significantly 
different from the interpretation set forth in Part 6, Section 
XV. The Chairman is of the view that an apparently un
explained significant difference does exist w"ith respect to 
the coverage of pension plans for nonprofit and other tax 
exempt organizations. 

Subparagraph 15-204. 26c of the draft for editing provides: 

"c. The costs of a pension plan approved by the 
Military Department co.ncerned, to the extent such 
costs are claimed and deductible for income tax purpqses 
(or are determined to be reasonable in the case of non
profit or tax exempt or ga.nizations), are allowable except 
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as otherwise determined unallowable under this· 
paragraph. Such costs may include exce s.s con
tributions to the extent such contributions are 
claimed and allowed for Federal income tax 
purposes in the cur rent taxable period. In cases 
where the Internal Revenue Service withdraws 
approval of a planp an appropriate adjustment of 
contract cost will be made for contributions· dis
allowed for tax purposes which previously had been 
allocated to and allowed as contract costs. 11 

It is the Chairman·1 s 11nder sta.ndi.ng that no particular reason· 
existed within the Section XV Subcommittee for significant 
departu.re from the cur rent tre;,ttment of the pension plans 
of nonprofit or t~x exempt or·ga.nizations~ set forth :1.n part 
in ASPR 15-60lo Z{b)p as follows: 

"(b) Pension or retirement plans of :a. contractor 
which are subject to approval of the .B'1reau of Internal 
Revenue must have been so approved before co.st.s 
under the plans may be ac·cepted as cha.rges to Gover11." 
ment contracts. Many plan.s of nonprofit or other tax 
exempt organizations are a.l:;o re·ri~?.w~d a.nd ~pproved 
by the Bureau of Internal Revenue·~ .. v.tlH~n n.ot so re~ 
viewed and a,ppro·.n=;dp t3a.ch 5uch pian w:ill be reviewed p 
and approved or disapproved~ by the Department to 
which audit cognizance is assignedp ns.ingp in.sofar as 
applicable;~ the criteria and ?;tandards of the Ir.ternal 
Revenue Code and the regulations of f:he Bureau of 
Internal Reveuue. In any case where the Bureau of 
Internal Revenue withdraws approval of a ptan 11 approval 
of amounts alloca.ted to contt·act co st.a w.il! be withdrawn 
accordingly"" 

·Since Part 6 11 Section XV 11 received extended consideration by a 
Subcommittee address.i:;g itself to that specific problemp the 
Chairman i.s of the view that significant departures therefrom 
should be avoided unless c:·.early :~.ntended and adequa.tely justified .. 

There is set forth below, ,:1.s proposed ASPR 15-204. 2{q)(2) and 
(3)(i) and (ii) 11 a consolidated edited version of the above sub
paragraph 15-2.04. 2.6c 9 with the controversial portions favored 
by the Army and Air Force members underlined and those 
favored by the Chairman in brackets. 
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"(2) Consideration, and approval or disapproval, 
of all pension plans and the method of determination of 
the costs· thereof /of approved plans/ shall be the respon
sibility of the DePartment to which audit cognizance is 
assigned and subsequent action taken by that Department 
will, generally, be accepted by the other Departments. 
Plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, 
approval of a plan by the Internal Revenue Service does · 
not necessarily assure the allowance of the costs of 
such a plan by the Department concerned •. Pension 
plans of nonprofit or other tax exempt organizations 
are not required to be reviewed and approved by the 
Internal Revenue Service o 1 Many pension plans of 
nonprofit or other tax exempt organizations are re
viewed and approved by the Internal Revenue Service 
although such review and approval is not required. 
When the plans of such organizations· are not reviewed 
and approved by the Internal Revenue Service, the 
cognizant Department. shall review, and approve or 
dis_approve, such plans, using, insofar as. applicable, 
the criteria and standards of the Internal Revenue Code 
and the Regulations of the Internal Revenue Service:_/ 

"~3) Reasonable costs of pension plans approved by 
the cognizant Military Department are allowable subject 
to the following conditions: 

"(i) except in the case of nonprofit or tax 
exempt organizations, such costs, in
cluding excess contributions, are allow
able only to the extent cla.imed and 
allowed Jor Federal income tax purposes 
in the current taxable period; 

"(ii) in cases where the Internal Revenue Serv
ice withdraws approval of a plan, _Lwhether 
or not review of the plan_by Internal Revenue 
Service was mandatory, I an appropriate 

·adju.s.!_ment of contract ~osts shall be made· 
for .Lwhich 5 except in the case of nonprofit 
and tax exe~pt organizations, shall take 
into account/ contributions disallowed for 
tax purposes which previously had been 
allocated to and allowed as contract costs;" 

7 



The Chairman is of the view that the underlined third sentence 
of subparagraph (2) treats the problem of pension plans of non
profit and other tax exempt organizations in a manner which 
is too cryptic. If it is de sired that the treatment of the problem 
be substantially parallel to that in existing ASPR 15-601. 2(f), 
the Chairman recommends the deletion of the underlined 
sentence and substitution of the mate.rial in brackets whkh 
follows in both subparagraphs (2) and ( 3). 

Attached as TAB A is a consolidated edited treatment of 
Pensions Plans -- ASPR 15-204a 2(q) /15-204.26/ in which 
the controversial portions· favored by the Army -and Air Force 
members are underlined and those favored by the Chairman 
are in brackets. 

4. The Chairman further invites the attention of the ASPR Committee to 
the following which is one of the matters referred to in paragraph 2 above 
as not necessarily requiring final action by the ASPR Committee prior to 
reproduction of the edited Part. 

Pension Plans - ASPR 15-2040 2{q)(3)(iii) (B} /l5-204. 26d/ 

A. Implementation by "Side'' Agreements. In connection with 
subject subparagraph (see TAB A attached), it is noted that 
the ASPR Committee recently considered the development 
of an agreement for Gove rnment~wide or DOD-wide use to 
provide for the recovery of reversionary credits of costs of 

.pension' plans (see ASPR Case 55-lllp Itemll of the Minutes 
of December 13, 1955). This case was withdrawn by the Army 
ASPR Committee Member on the basis of the prior considera= 
tion given to the general problem of reversionary credits by 
the ASPR Conference in Case 51-34 (see Item 8 of the Minutes 
of April 8, 1952). In that case, the ASPR Conference approved 
the report of the Contract Cost Subcommittee of 13 .March 1952g 
which recommended as follows: 

"The Committee feels that what is needed 
here is appropriate implementation by the mili
tary departments to their auditors and contract 
negotiators so that pension costs will be questioned 
and proper action taken thereon wh~-r~· ~pprop~iate. 
It does not believe that any action by the ASPR Con
ference beyond concurrence with this viewpoint is 
necessary or desirable at this time." (Emphasis 
added.) 
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It is_ under stood that each of the Departments has been ex
perimenting with the development of agreements to.provide 
for the recovery of reversionary credits, of the same gen
eral type as referred to in. Case 55-111, and that, in the 
interests of achieving uniformity, there has been informal 
c9ordination among r-epresentatives of the Departments. 
Paragraph 15-204. 26d of the draft for editing (set forth in 
par-agraph 3. C. above) refers to similar agreements as 
"side" agreements. Under the circumstances, the ASPR 
Committee may wish to consider whether further. action 
on the matter of DOD-wide agreements providing for the· 
recovery of reversionary credits is appropriate at the 
pre sent time. 

B. Further Implementation. It is suggested that it may be 
desirable to consider whether further implementation of 
the subject subparagraph is appropriate. Attention is in
vited to ASPR Case 55-47 - Cost Reimbursement Type Con
tracts - Development of Standard Basic Forms for Release 
and Assignment of Credits, Refunds, and Rebates, for 
possible consideration in this regard. 

5. The Editing Sub-committee invites the attention of the ASPR Committee 
to the following as one of the matters referred to in paragraph 2, which do 
not necessarily require final action by the ASPR Committee prior to re
production of the edited Part. 

Overtime, Extra-Pay Shift, and Multi-Shift Premiums- ASPR 15-204. Z(o) 
j_ 15-204. 2~_/ 

The subject paragraph provides as follows: 

"(o) Overtime,. Extra-Pay Shift, and Multi-Shift · 
Premiums. The premium portion of overti~e, extra-
pay shift, and multi~ shift payments to direct labor 
employees may be classified as either direct or in-
direct labor costs, but the amount of suc·h premiums 
shall be separately identified. Costs of such premiums 
on direct labor are allowable only to the extent expressly 
provided for in the contract or otherwise authorized by 
the Government (see ASPR 12-102 for further information 
concerning the policy regarding such authorization). When 
direct labor cost is the base for di atribution of overhead, 
the premium portion of overtime payments shall not be · 
included in that base. The premium portion of overtime, 
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extra·pay shift, and multi- shift payments to indirect 
labor employees is allowable without prior approval, 
if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work~ When such 
premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be 
·equitable in relation to (i) the amount of such premium 
costs allocated to non·Government work being con· 
currently performed in the contractor 1 s plant and (ii.) 
the factors which necessitate the incurrence of the costs.!' 

It is considered that an approp~iate subcommittee familiar with 
the policy set forth in ASPR 12-102 should be asked to reconsider 
that ASPR provision in the light of proposed ASPR 15-204. 2(o). 
It is considered that particular attention should be addressed 
to the terms· "authorization" and "prior approval", and to the 
matter of premium pay to indirect labor employees which is 
not now specifically treated in ASPR 12-102. 

6. It is requested that the Editing Subcommittee be furnished instructions 
with respect to the matters set forth in paragraph 3 and that the ASPR 
Committee take such action as may be appropriate with respect to the 
matters set forth in paragraphs 4 and 5. 
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February 27, 1956 

PROPOSED ASPR 15-204.2 

* * * 
(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained by 
a contractor primarily to provide systematically for the payment of definitely 
determinable benefits to its employees over a period of yearse usually for 
life, after retirement. Such a plan may include disability,· withdrawal, 
insurance, or survivor ship benefits incidental and directly related to the 
pension benefits. Such benefits, generally, are measured by, and based on, 
such factors as years of service and compensation received by the employees. 
The determination of the amount of pen·sion benefits and the contributions to 
provide such benefits are not dependent upon profits. Benefits are not 
definitely determinable if funds arising from forfeitures on termination of 
services or other reason may be used to provide increased benefits for the 
remaining participants instead o{ being used to reduce the amount of con
tributions by the employer.. A plan de signed to provide benefits for employees 
or their beneficiaries to be paid upon retirement or over a period of years · 
after retirement shall be considered a pension plan ife under the plan, either 
the benefits payable to the employee or the required contributions by the 
contractor can be determined actua.rially. (Retirement plans which are 
based on profit- sharing shall not be considered to be pension plans within 
this paragraph (q). ) 

(2) Consideration, and approval or disapproval, of_all pension 
plans and the method of determination of the costs thereof I of approved 
plan~./ shall be the responsibility of the Department to which audit cognizance 
is assigned and subsequent action taken by that Department willp generally, 
be accepted by the other Departmentso Plans which are subject to the ap
proval of the Internal Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, approval of a plan by 
the Internal Revenue Service does not necessarily assure ·the allowance of 
the costs of such a plan by the Department concerned. Pension plans of 
nonprofit or other tax exempt organization_s are not required to be reviewed 
and approved by the Internal Revenue Service. I Many pension plans of non
profit or other tax exempt organizations are re~ewed and approved by the 
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Internal Revenue Service although such review and approval is not required. 
When the plans of such organizations are not reviewed and approved by the 
Internal Revenue Service, the cognizant Department shall review, and approve 
or disapprove, such plans, using, insofar as applicable~ the criteria and 
standards of the Internal Revenue Code and the Regulations of the Internal 
Revenue Service. I 

(3) Reasonable costs of pension plans approved by the cognizant 
Military Department are allowable subject to the following conditions: 

(i) except in the case of nonprofit or tax exempt organizations, 
such costs, including excess contributions, are allowable 
·only to the extent claimed and allowed for Federal income 
tax purposes in the current taxable period; 

(ii) .in cases where the Internal Revenue Service withdraws 
approval of a plan, /~hethe r or not review of the plan 
by Internal Revenue -Service was mandatoryJ- an appro
priate adjustment of contract costs shall be made for 
/~hich, except in the case of nonprofit and tax exempt 
organizations, shall take into account7 contributions 
disallowed for tax purposes which previously had been 
allocated to and allowed as contract costs; 

(iii) in determining the net costs allocable to military contracts, 
consideration shall be given, in accordance with (A) and 
.Lor_/ \B) below, to the effect upon current costs of possi~ 
ble future abnormal termination credits or gains which may 
arise with respect to individuals for whom current costs are 
being incurred by the contractor but whose employment will 
terminate before they acquire a vested right to the benefits 
purchased or funded by current costs -

(A) when such credits or gains can be currently evalu
ated with reasonable accuracy, an equitable a.d-
ju stment of cur rent costs to give effect to the anti
cipated future credits or gains shall be made, either 
by reducing the current costs otherwise allocable 
or by obtaining realistic recognition in the actuary•·s 
calculation of current costs so that the current costs 
do, in fact, reD.ect the reduction for the abnormal 
termination credits or gains which are anticipated; 

~.Lor/ 
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(B) /when such credits or gains cannot be currently evalu
ated with reasonable accuracy, I such pension plan costs 
incurred under the contract shall be subject to retrospec
tive accounting and any necessary adjustment for sub
sequent termination credits unless the Gov.ernment and 
the contractor agree in writing upon any necessary adjust
ment, or the method of determining such adjustment. 

(4) The allowability of costs of lump sum purchases of anauities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such· costs 
incurr'ed under approved pension plans shall be subject to consideration on 
an ind.ividual case basis. 

NOTE - The above proposed ASPR 15-204.2(q) is a consolidated edited 
version of paragraph 15-204.26 of the draft for editing. The 
controversial material favored by the Army and Air Force 
members is underlined and that favored by the Chairman is 
in brackets. 
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OFFIC1. OF THE ASsiS'l'JUJT SECRETARY OF Dk .c£NSE ~ 
Washington 2.S 1 D. C • 

NEMORANDUM FOR THE ASPR COMMlTI'EE 

SUBJECT: Case 53·441 Revision of Part 21 Section XV 

Your Subcommittee has reviewed the comments of the following with respect 
to subject: NSIA, MAPI, RETMA, NAM, AMA, c. of c., AIA, American Institute 
of Accountants, Council ot Profit Sharing Industries, and Comptrollers 
Institute of· Amel"ica. These comments resulted in numerous revisions o£ our 
3/23/55 draft. 

At the outset, the subco~ttee wishes to draw attention to certain major 
issues with industr.1 which are historic and have not Qeen resolved in t~s 
draft to the complete satisfaction of industry. Hhil,.e these issues have been 
take~ up separately in this report, they are mentioned here because of their 
importance and long standing dif£erenc~s. They are (l) 15-20.3~.3, Selling 
and Distribution Expenses, (2) 1$~204.1, Advertising, (.3) 15-204.11, Enter
tainment, (4) 15-204,161 Interest and (5) lS-204,18, Losses on O~her Contracts. 

Industry made the following general observations which the subcommitt~e 
believes worthy of mentioning. First, they o'Qject tQ the requirement, in many 
cases, th~t some costs to be allowable must be ~on authorization ~ special 
~ontract provision or .b,y written authorization of the contracting officer, 
rather than just the approval of the contracting officer. 

Second, throughout the proposed draft there is interjected a req~rement. 
that the auditor evaluate the equitie$ of the situation, in addition to his 
usual function of measuring the r$a~onableness of.th~ amount and the proper 
allocability of the item. Sect~on XV should be limit~ to indicate types 
and amounts of cost which are or are not allowable in cost-type contracts 
and it should not be made an au~ t ma~ual tor the various services • 

The third observation is that detailed implementing instructions of the 
departments should be prepared prior to the publishing of this section. 

The following paragraphs contain what the Sul)c~ttee considered to be 
major unresolved issues with ~du~tr,y,· certain difterenc~s which developed 
within the Subcommittee, and other CQMm~nts on particular parag~aphs of the 
draft. 

15~200 Scope of Part. 

INDUSTRY POSITION 

A statement should be included to the effect that Sec~ion.xv i~ not 
applicable to fixed price contracts, inclu~ng those with price redeter.mina• 
tion provisions. · 



. -.... 
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SUBCO§'ITEE POOIT ION 

The proposal i~ not acceptable since audit agencies have no alternative 
at present other than to use Section XV as a:guide in auditing these contracts. 

15-20l(b} Factors Af{ecting Allowabilitv gf Cost§. 

INDUSTRY POSITION 

Costs should not be measured QY the new· criterion "significant deviation 
in. the established practices of the contractor which s~bstantially inc~ease 
the contract costs. " · · 

SUBCO~aTTEE POSITION 

This new criterion is only one of the factors affecting allowability of 
costs. This does not take anything away from the contX'actor. If the reason 
tor the deviation is justified, costs may still be allowed. 

AIR FORCE MINQRITY PCSITION 

The Air Force Procurement member does not agree with the subcpmmit~e's 
·change of insert~ug the .parenthetical phrase "(including independent research 
·projec·ts)" in paragraph 15-203.2. . · ' . 

The Subcommittee's purpose in inserting this phrase was to cover those 
few situations where contractors do not have a. ·separate research department but 
perform the.ir research ·in· their engineering departments. To meet these 
situations, the subcommittee wanted a statement in Section ~ to provide that 
where independent research is perfqrll$d in an engineering department, allocation 
of indirect engineering expenses will be made to such research work-

The objection· nt the Aif Force prQcurement mem\)o- stems trom the belief 
that such statement is unnece~sary since the purpose of inserting the·pare~ 
thetical statement is already accomplisned by the present wording of recognizing 
independent research expenses in .paragraph 15-204 • .34ca · 

. . 

"Independent researcn prqjects will abso~b their appropriate 
share of indirect expenses of the department where research work 
is performed." · 

Furthermore, the insertion or the parenthetical statement makes paragraph 
15-20.3~2 subject to misinterpretatirm since a literal reading of the 
paragraph with the insertion· is likely to be to the· effect that indirect 
engineering expenses of the ~ngineering department should be allocated to 
researoh projects even ·though such wo:rk is performed in a :research department 
independent and apart from the location ~ the engineering department. This, 
ot course, was not what was intended. The 4~ Force procurement member, 
therefore 1 recommends the deletion of tl\e parenthetical statement. 
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15-203.3 Selling and Distribution EAyens~. 

L~DUSTRY POSITION 

Selling and distribution expenses are generally a cost which should be 
acceptable as allocable to Government contracts b,y associating such expendi
tures with an indirect benefit to Government work. It contends that the 
Government stands to. benefit by being able to place orders for standard 
commercial products or specially designed products with companies which, 
through expenditures for adv~rtising, sales promotion and selling activities, 
have capacities to produce efficiently and quicklY the r$quirements of the 
Government that otherwise could not be pos~ible without delays and expendi
tures. Industr,y would like the allowable cos~s more·clear~ defined. How
ever, it is noted that the American Institute or Accountants says: "This 
treatment of selling expenses se~ms enti~ely satisfacto~ to me, and is ~n 
agreement with good indu~tri&l and contract practice." 

SUBCO~~TTEE POSITION 

Pure selling expense of the contractor as such is unallowable tor the 
reason that it is not necessar,y and does not contribute aQY.thing-to the 
performance of the contract. ·aene~lly1 any type of marketing expense in 
the ordinar,y sense is not considered to be ~ecessar,y in contract perfor.mance 
and is :not required in c:ioing business with the Goverlll'lent. However, the 
Subcommittee does feel that a reasonable demonstration that his technical, 
consulting and related beneficial services which are for purpo~es ot appli
cation and ad~ptation of the co~tractors products may j~tify allocation of 
Government contracts. ~ further liberali~ation would be unjustified. 

15-203.4 ·General and Administrative_ Expenses. 

INDUSTRY POSITION 

It is not necessa~ to enumerate tactors to be considered in determining 
whether a method of dist~ibut~g general and a~ni~trative expenses will pro
duce equitable results. ~he inciusion of such a listing wi+l lead only to 
further confusion and may cause overemphasis on the use of the factors 
enumerated. · · 

SUBCO~UTTEE POSITION 

It is recognized that this. par~graph involves a controvers~al matter and 
one which requi~ee·the eonsidera~ion or maQY different points. However, it 
is f~lt that inclusion in this paragraph of seve~al illustrative factors to 
be given.· conf?ideration will not only insure that the listed factors are con
sidered but will tend to indicate that there are many.facets to the problem. 

lS-203.5 Base Period for Allocation of ~direcr Expenses. 

INDUST~ POSITION 

This pa:z;-l).graph is inconsistent with l.$-~03(b) ~d permits Government 
personnel to select the periods which ~u~ oe.~ed. 
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SUBCO~ITTTEE POSITION 

The Subcommittee fails to see aqy inconsistency between this paragraph 
and l5-203(b). One deale with the method of alloca~ion and the other with the 
base period for al~ocation.· 

15-204.1 Advertising. 

INDUS~R! POSITION 

The present limitations on advertising are too restrictive, and overlook 
the .fact that aey advertj,.s~g is q. normal cost of c;ioing business from which 
the Gove~ent has derived benefit and as such should bear a portion of the 
expenses. 

, SUBCQM}\1ITTEE POSlTION 

Advertising, generally, is not necessar,y in order for industr.y to con
duct business ~rith the Government. On the other hand, in the modified version, 
Go~ernment recognition ·has been accorded that portion of industr.y advertising 
which encourages dissemination of technical information within industr.y itself 
through certain media, the results of which benefit both industry and the 
Government, and the Government will share in its portion ot same. One slight 
concession made by the Subcommittee is ·the deletion in the third line of 
paragraph a. (1) af'ter the word "placed" of the phrase, ".for the purpose of 
offering· financ'ial support to11 , and substituting the word 11in". The change 
was made because of the difficulty of determining a con~ractor's intent and 
the words were. not helpful in determining cost allowances. 'fhe Subcommittee 
set fo~th its views on this subj~ct i~ gr~ater detail in pr~vious reports. 

I 

15-204.6 Compensation for Personal Servioes. 

The DOD position on profit sharing has not been de~ermined b,y higher 
authority. Accordingly, the Subcommittee found it impracticable, because of 
cross references, to write this entire paragraph in final form until policy 
guidance is forthcoming. 

15-204.8 Contributions and Donations. 

I~~USTHY POSITION 

Industr.y has two objections to the proposed recognition of contributions 
and donations. First, industr,y objects to the exclusion ot religious contri
butions and donations as a reimbursable cost. Next, industr,y feels that 
aside from the r~asonableness of the amount of donationS and the contractor's 
consistent practice of making such donattons that the only additional limi
tation for the recognition of th~~e dona~iQns is that the ·amount be deductible 
for federal income tax purposes. Accord~ly, ·industr,y objects to the phrase 
"but the deductibility of the contribution for illcome tax·purpoees does not 
in itself justify its allowabUity as a contract cost." 
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SUBCOMMITTEE POSITION 

(l) Religious donations should not ·be a reimbursable contract cost 
because (a) it cannot be said that religious dona1;ions are an ordinary and 
necessary business expense and {b) it is believed th$t the reimbursement to 
contractors of their ·religious donations from Public and Defense Funds would 
violate public policy. 

(2) The deductibility of an item for federal income tax purposes should 
not be the. only consideration for it~ recognition as a contract cost. For 
example, propriety and reasonableness are other standards. Hence, the phrase 
quoted above and objecte~ to by industr,y is necessa~ in regarding the 
recognition of contributions and donations. 

15~2o4.9e Depreciation. -
Protracted discussions in the Subcommittee failed to resolve the ques

tion of whether the term "emergency facility" or "emergency facilities" 
should be used in this paragraph. 

MAJORITY POSITION 

The issue arises because of the Armf and Air Force policy of allowing 
contractors to select categorieS·Of facil~ties 1 for which sep~ate findings 
are made on a deter.minatio~for true depreciation and those for normal 
depreciation. 

NAVY MINORITY POSITION 

Navy policy is that once a true depreciation determina~ion is made, a 
· contractor must elect to take true or nor.mal depreciation fqr all the facil
ities covered b.Y the determin~tion. HericeJ Nav.y.insistence on the words 
"emergency facilities" · 

15-204.11 Entertainment Expense. 

INDUSTRY POSITION 

Industry objects to the words "social activities" as it may create con
flict with the provisions of 1$-204.10 and 1$-204.40. It further eontends 
that unless there is an overriding public policy to the Qontrar.y, entertain
ment expenses ~easonably allocable to Government contracts should be·recog
nized, to the extent that it can be demonstrated that ·such expenses are 
ordinar,y and necessary to the business of a contractor. 

SUBCO~~TTEE POSITION 

There is no conflict with this paragr$ph and paragraphs l$-204.10 and· 
lS-204.40. Furthermore,· this type of expense is solelY for the benefit of 
the contractor, serves no purpose to Government work and has been tr4di
tionally disallowed. The contractor may be placed in a favored class should 
he be allow.ed to recoup entertainment expftnse throvsh Government contracts 
and is considered to be against public policy. · 
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15-204.15(!} Insurance and Indemnification. 

AIR FORCE I~INORITY POSITION 

The Air Force procurement m~mber disagrees with the S~bcommittee's 
wording Of B ubparagraph ( £) and believes that the fallowing proposed wording 
would permit a more practicable application of' accepting uninsured losses as 
a contract Qost. The proposed change would remove.uncertainty as to the 
Government conuni.tments and liability in this area. It also m.akes the 

·Government' e commitment ·known at the :time or cQntracting. Furthermore1 it 
eliminates the Departmental approval· ot ~uch cost (as the present language 
provides) and places it at the level of' the pfocuring activi~y, It is pro
posed that (r) reads 

"f'. losses _res~ting tram taUure to ~sure ( thro\lgh selt insurance 
or otherwise) are not allowable unless authori~ed qy special contract 
provision." . 

OSD MINORITY POSITION 

It is recommended that the words, "unless approved by the Department 
concerned" be deleted in paragraph. (f) since only one known Navy case was 
cited in substantiation of the_phrase. 

15-204.16 Interest and Other Financial Expenses, 

INDUSTRY POSITION 

Industr.y contends that interest should be allowable. 

SUBCOMMITTEE POSITION 
. . . 

Interest has always been conside_red as unallowable because it represents 
a distribution of profits to persons who have advanced capital on a loan 
basis. The Subcommittee sees no reason wqy this position should be changed, 
More detailed reasons for disallowance are $et forth in previoua reports.· 
In this connection, it should be noted that DOD Directive requires interest 
to be charged on advance p~ents. 

15-204.18 Losses on Other Contracts. 

INDUSTRY POSITION 

Industr.yJ in effect, requests that the portion of cost-participation 
contracts not reimbursed by the Goyernment under that contract be allowed as 
a cost on other contracts, · 

SUBCOMMITTEE POSITION 

This proposal is rejected since a contractor in accepting a cost-partici
pating R&D contrac~ expects that later prod~ct~on contracts will Qe obtained 
resulting in profi~_to .compensa~e.!or earlier costs of participation. 
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15-204.19(b) Maintenance and Repairs. 

L~DUSTRY POSITION 

Industr,y objects to the restriction of recognizing deferred maintenance 
expenses only by specific contract provision. 

SUBCOMMITTEE POSITION 

The requirement or. a specific contract provisi.on for recognition of this 
expense is necessary in order that the Government m~ exercise some control 
over the amount of deterred maintenance expen_se which may be charged against 
cost-type contracts. The contract provision requirement in no way lessens 
the recognition of this expense. Since such expenses could be substantial 
and the possibil!ty of a d~~pute would alw~s be present as to the amount 
which shoul.d be acqepted as a contract cost, .it seems best that this be 
covered by a contract provision. 

15-204.2lb. Materials and Supplies (Cash Discounts) 
4 • 

INDUSTRY POSITION 

Industry ~uestions the requirement of the Government that cash discount 
be taken as a credit against the cost of material~, their theor,y being that . 
cash discount is actually ftnancial income comparable to interest as a finan
cial e:>q>ense, and since interest is not considered an allowable cost, cash 
disc.ount credits should be omitted from consideration. 

SUBCO~~ITTEE POSITION 

The subject or cash discQunt credit is in an area completely sep~rate 
from that of financia~ expense or financial income. Classif.ying cash discount 
as financ~al income is fallacious since realized income cannot arise through 
the operation of buying. Net prices are substantially on a cash basis and 
therefore represent the most effective costs. It is the net Pfice which. a 
seller expects to receive, and $ b~er expects to pay. The cost of materials 
therefore is rep1•esented by the total outlay.·o:r cash or, its equivalent for 
tho purchase of the materials; if the cash paid out incl~des a reduction for 
allowances or credi~s taken by the contractor, the net amount paid represents 
the true cost or the material. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement memper believes the third sentence o£ this 
subparagraph is subject to misinterpretation since it gives the impression 
that a contractor .has the ele~tion to credit discounts, reba~es, etc. to 
material costs or to indirect costs. Th~ Air Force. Procurement member 
would clarity the 3rd sentence by adding the tollowip.g: "which ever method 
has been consistently i'ollowed"by the corttractor." These added words are 
considered necessary since it is believed that the req¢.r~ent for a con-

. sistent application of these credits is not nece~~arily found b,y reading 
the questioned sentence in light ot the Basic Principles and Stand•rds 
(1$-201). . 



I ,I 

15-204.2le. Materials and S~pplies (Write-down of Invento;y Values). 

INDUSTRY POSITION 

Write-down or inventozy value should be allowed as a contract cost. 

SUBCOMHITTEE POOI'l'ION 

Although this item is not a major objection qy industr.y, the Subcammittee 1p 
position is that there is little, if any, merit to industry's content~on in 
cost-type contracts. Write-down. of material co.sts would, of necessity, have 
to apply to material costs unrelated to a Government cost-type contract and, 

. therefore, should be absorbed by the business.to which the (write-down ot 
value) applies. 

15-204 •. 24 Ove.rtime, Extra . Pal SMft and Multi-S.hif't Premiums. 

INDUSTRY POSITION 

Industry wants restriction lifted with respect to cost <:>i' overtime and 
shirt premium on indirect labor. The suggested change in the draft mar remove 
some ot the objection. As to such ~ost on qirect ~ab9r 1ndustr.y wants no 
restriction except as provided by oon:t,ract terms in accordance with the con
tractor's practices and procedures, this b~ing &·standard operating proced~ 
for most companies and ,such provision is often made ·tor such procedures .-in 
union contracts. This argument does not in ~ way appear to bind the Government. 

SUBCOf~ITTEE POSITION 

For the contractor to be. required to identity separately shit~ premium 
and overtime on his books is a sound. practice and orie which requires but 
little or no overhead cost to segregate. This has been traditional with the 
Govermnent to rest·rict and control. overtime and extra pay shift o·ost. Not 
to do so would invite the contractor to wo~k normal hours on commercial work 
and run up lage amounts ot ext~a pay and overtime cost. Extra 'pay cost and 
overtime premium on indirect labor is allowable on a pro rata b~sis to 
commercial and Government p~ovided it is otherwise reasoqable. 

15-204.25 Patent ~ens~s. 

INDUSTRY POSITION NO. 1 

Costs of filing patent applications by a contractor should be allowed 
even tnough the Government may no~ obtain any rights under the patents because, 
b,y obtaining a paten~, a contractor avoids the necessity ot eventual~ being 

·required to pay a royalty to some other person who· may obtain a patent on the 
same invention • 

. SUBCOI'1MITTEE POSITION NO. 1 

This comment was rejected on the basis that tne con~ractQr gets ti~le 
to the patents arid the primary benefits therefrom. This ·would amount to a 
windfall to the contractor if the ~ernment pa~d, 
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INDUSTRY POSITION NO. 2 

Add to allowable costs "the defense ot patent infringement litigation"• 

SUBCOMMITTEE POSITION NO. 2 

Under the Act of June 2$ 1 19101 as amended, (28 USC. 1498), only the 
Government can be sued tor patent i~ringement on contractor's production 
for the Government. It a contractor is sued for patent infringement, it 
must be for its own commercial production.· Therefore, there· can be no costs 
to industr.y for defense or patent infringement. litigation, except such as 
are passed on to. industry by the Governmf!nt through the Patent Indemnity 
clause. To allow such co.sts w~ld conflict with th~ purpose of the Patent 
Indemnity Clause. 

l5-204G29c. Legal Fees. 

INDUSTRY POSITION 

The cost of successful anti-trust suits brought by the Goverrunent and 
the cost of successful prosecution of clatms against the Gove~ent should 
be allowable on the premise ·that these are ordinary, necessary and proper 
expenses of doing business and therefore should be considered allowable. 

SUBCO~ilTTEE POSITION 

Costs incurred in these connections, whether the results of the actions 
are successful or not, are W1allowa~le. Reimburse1nent of litigation costs 
where the Government is a party to the suit is obviously untenable. The 
Government can no~ financially support the party with which it is engaged in 
legal dispute. 

15-204.30 Profits and Losses on Diseosition or Plant, Equipment or Other 
Capital Assets. · ·· · ' 

INDUSTRY POSITION 

Such profits and losses should be 8llowable to the extent that they rep
resent adjustmen~s to depreciation on assets acquired for Gove~nment bus~ness. 

SUBCOMMITTEE POSITION 

The subcommittee agrees.with this contention. but teels that it would be 
impractical, if not impossible, to dis~ingutsh between that po~ion or a 
profit or ~oss which represents an adjustment of depreciation and that which 
was caused b.Y fluctuations in ~he general price l~el~ 

15-204.31 Reconvers~on ~ensea. 

INDUSTRY POSITION 

Industr,y comments ran the oo.mplete g~ut tram gener~ agreement with the 
item as drafted to. an extreme statement b,y Auto Vanutacturers Association that 
''we can see no reason for disallonng a:rr.r conversion e~penses". 
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SUBCOMMITTEE POSITION 

It is apparent that industr,r should seek a birth-to-burial treatment or 
reconversion expenses; however, the comments furnished no valid reasons for 
changing the principle. Specific provision in the contract or those recon
version ~xpenses which are allowable appears the best method ot assuring fair 
treatment of the Government's and contractors• interests. All items not 
specifically provided for~ the initial contract'or b,y modification. ~e 
not allowable. 

15-204~~ Rentals of Piant and Eq\:ipmc~. 

INDUSTRY POSITION 

The restriction on amounts of allowable rent tor facilities covered b,y 
sale and lease-back agreements is not equitable. As long a~ the rents are 
reasonable in the light of the type, condition ~nd value of the facilities 
leased, optiuns available .and other provisions ot the rental agreement the 
Government 1 s interests ax:e a.dequate~ protected. In addition, the tiovernment 
would b" penalizing companie.s who have sale and lease-back agreements as 
.contrast,ed wit~h companies holding conYenti~nal leases. 

SUBC ONM:!:TTEJ~ P()S ITION 
--------·----------

Sale and lease-back agreements are primarily entered into to provide 
additional work.."\.ng ~apital, without bo:4 .. rm1ing funds, or issuing addi. tional 
capital sto~k~ An0ther reason could be to obtain tax benefits. To accept 

·the risk, fin?..nci!~g and p·t"cfit. factors included in the rental of sale and 
lease-back f'~.\.!.ili.ties would be c~ntrary to O".l~ position regarding interest 
as a nonallo-w·a:">le cost. F'urthermora, the act!eleraced amortization usually in
clud~d in the rental m~ represent an unreasonable contract cost. 

15-204.34b(i) Research and Development (General Research) 

The subcommittee concurs with ~he violent objection of industr.y to placing 
a ceiling of 2S% on general research oosts. The draft .takes a new approach 
of allowing "the allocable· portion ot 75% of the allowable costs ot a c;on
tractor's independent general research"• Under this arbitrar,y formula, there 
is no penalty for being predominantly a defense contractor but same restric
tion is placed on such a contractor tram going whole hog on general research 
by forcing him to place some or his own .funds into such ·projects. Some 
Subcommittee members are not adamant in the position on the percentage figure 
and are willing that the figure be as high as 90%. Other $ubcommittee members 
feel that 75% is a reasopable ftgure but should be followed b,y the paren
thetical insertion " (or such other percentage as may be agreed upon ~d set 
forth in the· contract· Schedule)" since flexibility is desirable in this area. 

15-204.35 . Royalty P!Yffients. 

INDUSTRY POSITION 

Industr.y.takes objection to tne limitation on the allowability of rqyal
ties where royalties paid or p~able tor the right to use patents necessar,y 
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• for the proper perfor.mance of a contract and where the Government does not 
already have a royalty-free license to use.such patents, the royalties are 
allowable to the extent expressly provided for elsewhere in the contract or 
otherwise authorized by the Contracting Offi~er. Industry contends that it 
should be parmi tt~d to manufacture products l.)ll.der lfcense agreements which 
they would otherwise ~ave to purchase and ~nat p~ent tor same should not 
be subject to such limitations. · · 

SUBCOMMITTEE POSITION 

. In the Subcommittee's ~pinion, the p~ent of royalties to contractors 
under the circumstances described should be circ~scribed by contract pro
visions or effected under the Contracting Officer's cognizance. Because 
fees for use of patents, where the Government doea·not have·a royalt,y-free 
license to use same, may often be predicated on the hisheat rates the 
market will bear, and since payment l~tati~ns are difficult to establish 
where effective competition does not exist, the Government has established 
procedures leading·to the reduction of royalties where royalty p~ents in 
co~!ection with contract performance are deemed excessive. · The inclusion 
of the limitati.ons in the revision permits review of the circumstances 
surrounding the incurrence .of royalty.p~ent costs $nd assures control b,y 
the Contracting· Officer. In addition to the cost feature, review b,Y the 
Government can be effected to assure that the qove~nment.does not.alreaqy 
have a royalty.;.free -license to use the patent concerned. In summary, Con
tracting Officers can determine if the rqyalty costs are bona fide and 
reasonable. · 

15-204.36 Service and.Installat~o~ E!Penses. 

BACKGROUND 

The 3/23/55 draft rionta!o·ed. a prqvision (noto.T Qeleted) · concerning cor~ 
recting product defects anq replacing defective parts. 

ASPR POSITION 

ASPR 1-203.5 - Inspection of Supplies and Correction ot Defeets • pro
vides that the Gov~ent will p~ these co~t$ unless. caU$ed b.Y high officials 
of th~ contractor. · 

SUBCOMMITTEE POSITION 

When such costs are j.nc~r~d due to fail~e to comply with contract terms 
or specifications, or fran causes considered 1;o be beyond the $rea or reason.
ableness, such costs inclu~g any app4icable overh~ad should be unallowable. 
The Subc~ttee wtll p~esent an act~·case 1Q subs~~tiation of i~s ~eco~- • 
mendation that the ASPR Committee· give seri~s consideration to amendtng 
ASPR 7-203.S along the above line.,. · 

15-204.3.7 Severance P§J• 

INDUSTRY POSi~ION 

The port·~ .o£ the reVised provi~~ :relat!ng t.e con1;r$pt costing of ~nass Qr 
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abnormal severance pay is impractical and would be difficult and cumbersome 
to apply, and the cost or severance pay, gene:raJ.ly, should be handled on a 

·basis conforming with accepted accounting principles and practices and the 
established policy ot a contractor, rather than polic,y which constitutes 
an im:plic-it agree~nent on the contractor's part. Industry also feel that 
perhaps allowability ~hould be provided for on either an actual or an accrual 
basis. 

SUBCO~~IITTEE POSITION 

The treatment as proposed for mass severance pay is the most practical 
arid· realistic approach to a problem which concerns an unpredictable contin
gency. It is felt that a eontingenc.y reserve for mass severance pay is ~oo 
conj~ctural to be considered a cost. The Government should not obligate 
itself for more than its pro rata.share of severance wage p~ents actually 
made, in acco~dance with a policy reflecting implicit agreement by a. con
tractor, on the basis of its ratio of participat~on in the contractor's total 
business during the periOd or empla.y.men~ ot the ~ndividual involved. 

l5-204.39a(3) Taxes. 

TiiDUSTRY POSITION 

This clause should be el~nated a$ in many. cases the cost of securing 
the exemption exceeds the amount to be. saved. 

AIR FORCE MINORITr POSITION 

The Air Force members believe there. is merit in ~n4ustr.y's comment and 
propose the clause be revised to read as follows: 

"Taxes from which exemptions ~e available to the contractor dire~tly 
or available to the contractor based on an exemption afforded the 
Goyernment except when the contracting officer determines that the 
adminis~rative burden inci4ent to obtatn~g th$ exemption outweighs 
the corresponding benefite accruing to the Governmt=nit." 

15-204.39b. Taxes. 

INDUSTRY POSITION 

Indul$try generally contends that this paragraph should be revised to . 
allqw cost of taxes 1 interest, penalties and expenses ot contractor's acts 
in resisting assessments or ~ttempting to sec~e refun4s, w~thout the im
position or the ~strictions pre$ent]¥ include(~ in this paragr~h as in 
certain situations ·contractors cannot possib~ or reasanabl1 compl,y with 
these requirements. · 

SUBCOMMITTEE.POSITION 
~ ,· ! 

The restrictions tmpo~ed by thi~ paragraph are rea~onable in that they 
merely require the contraetor ·to obtain· and tollaw instructions tran the con• 
tracting officer in·cases.where there· is a doubt as to th~ legality or 
correctness o.t a tax as.se~$ment. · 
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15-204.40 Tradea Business and Professional Activities (EXhibitions). 
I 

INDUSTRY POSITION 

The expenses of holding exhibitions is a required cost of doing business, 
as normal ·and essen+~ia.l as expen.ses incident to meetings and conferences, and 
as such. should be' aJJ.owable •. Further, the revision i~:; unduly restrictive in 
that it relates only to expanses ·incurred at meetings and conferences when 
the primary purpose of the .. ineurrence is the dissemination of·technical in
formation or information aimed at the stimulation of production, and does 
not include expenses ot exhibitions incurred for dissemination of information 
to the trade, the public, prospective emplo,yees, etc., about· the particular 
businesso 

·sUBCOMMITTEE POSITION 

This matter is quite similar to 'the problem or allowability or advertising. 
Doing business with the Government does not presume that dissemination or in- . 
formation about the business to the trade or public through exhibitions is . 
necessary., The Goverr..men'ti is agreeable, however;, to accepting its pro rata 
sha:-e of expenses incurred for the dissend.nati~n or technical information ·or 
in!or.mation aimed at stimulation or production through meetings or conferences. 
The exhibitions referred to by industry are those held for purp.oses other than 
these; therefore, the costs thereof are considered unallowable·. 

GENERAL COMMENTS 

1. ·Some existing subcommittee members do not necessarily concur with 
every view expressed by their predecessors but concurred in the Report to ex
pedite consideration. 

2. The need for editing is recognized. 

3. GAO concurrence h&s not been Obtained. 

~. Prior to publication; Part l must also be revised (the SubcQmmi~tee 
ha·s made considerabl-e progress on revised Part l} and certain cross-referencing 
accomplish~d on existing Parts 3 and 4. 

NEMBERS: 

H• H. Gallup (Chairman) 
Maj. J. o. Hunnicutt 
Mr. E. .M. Wiseman 
·Mr. James ·Ruttenberg 
~~. A. c. Sawallisch 
l"Lr. P. M. Southwell 
~~. George.Rudig~er 
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27 April 1955 

MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: case· 53~44 - Depreciation Cost Interpretation for 
Inclusion in Part 6, Section Y:V, .ASPR 

1. Reference is made to the memorandum for the Chairman, ASPR 
Committee, dated 24 March 1955, subject as above, in which the Editing 
Committee presented an edited proposed ASPR 15-602e This was discussed 
at the ASPR Committee meeting on 5 April 1955, and returned to the 
Editing Committee for further revision, as indicated in the minutes of 
that meeting e 

2. The Editing Committee has reviewed proposed ASPR 15-602 in the 
light of the mentioned minutes, ·and reco!J11!lends only that ASPR 15-602.1 
be revised to read as follows: 

15-602.1 - Applicability and. Effective Inteo This cost inter

pretation pertains to ASPR 15-204(d), 15-205(b), and 15-205(~), 

with regard to contracts executed on or after the date of its 

issuanceo It shall also apply to existing contracts in those 

cases where such interpretation was (i) specially provided for 

in the contract or in the record of contract negotiations, or 

(ii) in the absence of specific agreement, where the parties have 

reserved final resolution of the question of cost allowance in 

. regard to depreciation pending the issuance of an interpretation 

by the Departments with respect to the applicability of Section 

167 of the Internal Revenue Code of 1954. 

3. The Editing Committee has considered other suggestions con
tained j,_n the minutes, but does not feel that the proposed ASPR 15-602 
should be further revised to quote or paraphrase the statute, or to 
make reference to "assets" involved. 
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MEMO FOR: ~PR COMMITTEE 
SJBJECT: Case 53-44o o o 
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-' 27 Apr 55 

4e. The Navy Member presented to the Editing Committee, for 
consideration, a memorandum to him," (Tab 1), recormnending further 
change to ASPR 15-602o2, as set forth in Inclosure 1 to mentioned 
memorandum from-the Editing Committee, dated 24 March-1955. The 
Editing Committee feels that this proposal should be considered b,y 
the ASPR Committee, .and, therefore has taken no affirmative action 
on the recommendation. 

1 Incl 
(Tab 1) 

2 

MAURICE LEVIN 
L~; Colonel, JAGC 
Ariliy-Meinber 
Chairman 

GEORGE-Wo "MARKEY, JRe 
Navy Member 

WILIIAM-MJNVES
Air Fo~ce Member 
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MEMORANDUM FOR THE ASPR COMMITTEE 

OGC/GWM:Jwt 
April 2~· .1956 

Subj: ASPR Case 53-44, Revision of Section XV., Contract Cost Principles 

1. The joint.report of the Editing Subcommittee and the Section XV Sub
committee, dated March 9,·1956, dealt with the three matters submitted 
by the Editing Subcommittee {report dated February 27, 1956)~ for l"'esolu
tion prior to completing the edited draft of Part 2, Se·ction XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and .Pension Plans·, the 
Section XV Subcommittee had notparticipated in the edited draft. The 
ASPR Committee requested consideration of this _edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration·· by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost dai,ly 
through March 28, 1~56, preparing the attached draft of Part 2 1 Section 
XV, dated March 29} 1956. 

2. The Section XV SubGommittee had fully recognized that its final draft 
as considered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing· Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Su~ttee, it became.apparent, 
with respect to various matters, that words original.ty included by the S~c
tion XV Subcommittee in its draft to express a par..ticulal"' principle or limi
tation or convey some other idea did not have the same meaning to account
ing, procurement~ and legal personnel. In other instances~ it appeared that 
matters substantially agreed to in principle dur·ing the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcomm.ittee's draft. 

3. In view of the ·above circumstances, wh~n there was general agreement 
within the Section XV Subcommittee that a particular matter required dis
cussion, the Chairman of the Editing Subcommittee, in presiding over the 

·joint subcommittee sessions, permitted· such discussion. In no case, was 
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such discussion permitted on the basis of a unilateral request by any member 
withbut ccrn·currence :: of the Section XV Sub.committee. The Air Force and 

,·. 

Army members of the Editing Subcommittee have questioned the authority . ·1 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concu!:"rence of all 
members of the Section XV Subcommittee f:rom the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoid~ble circumstances, all members of the 
Section XV Subcommittee were unable to be pre sent at the final joint session 
on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission, to the 
ASPR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unless otherwise indicated, reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the at.tached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Repo:rt of Ma:rch. 99 1956. 

0 

L Material and Supply Costso In the first two quoted excerpts under 
2.A., of the joint report of March 93 1956, on page 13 change utrans
feror" to Htransferee. n The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15-
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs. Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 sugg-ests that. 
further study be given to use of the term Hprodu.ct line' 9 (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within· the Ed).ting Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 

2 
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·B-. Research and Development Costs - ASPR 15-204.2(v), page 18. 
In the proposed ASPR 15-204.2(v), Research and Development Costs, 

the fourth and fifth sentences of subparagraph (2.) (from "Generally, 
·the contractor •.• '' through the end of the subparagraph) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is- recommended that the fourth sentence be revised to read: 

"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of . 
which are reimbursed in whole or in part by the Government." 

~ternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted. elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is. recommended that the fifth 
sentence, enumer-ating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inser.ted .elsewhere in ASPR, po·ssibly either in Sectio~- Iii ~r in . 
Part 1 of Section XV. Se~, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2. 

I. Scope of Part (ASPR.l5-200) .. The·: attached draft provides that 
the same treatment be given to clauses in supply or service con
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from·the coverage of 
Part 2. The draft for editing did not cover such facilitie-s clauses. 
Filing instructions, however, should contain~ notation that Part 2 
may be used 66 to the extent ap~ropriate" for these purposes pending 
·publication of a separate Part c;:overing facilities. · 

II. Base Period (ASPR 15-203.i.(c)). The draft for: editing (ASPR 
15-203.5) did not contain the first' sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204.2(£)(2)). The draft ·for editing ~ASPR 
,15-204. 9(b)). · iricltides the principles recognized under Section 
167 of the Intel nal Reven-ue Code among any"generally accepted 
accounting principle~which may be used in the computation of 
depreciation. The a-ttached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV ... Rental Costs (Including Sale and Leaseback of -Facilities). 
{ASPR 15-204.2{u)). Subparagraph (2) r-elating to charges in' the 
nature of rent between organizations under common control was not 
included in the draft for editing although an ana~~gous principle had 

3 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs {ASPR 15-204. 2(v){3)). Unlike 
the question of disclosure of independent general research, the que s
tion of disclosure of independent related research was not covered 
at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara-

·~ graph (3) dealing with related research has been modified by the follow
ing addition in the third sentence: 

"and provided further that the contract-or discloses to 
the Government the purposes and results of the research 
and development. 11 

VI. Training Costs (ASPR 15-204. 2(bb)). The attached draft provides 
that where training is conducted "by" an educational institution» the 
cost of "part=time" training which is of the "on-the-job type" is aHow
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate th~t further clarification may be 
needed in regard to the meaning of "on-the-Job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words 11 in accordance with De
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
c·onsistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. .General and Adm~.~istrative Costs (ASPR 15-203. 5, page 4). 
Under enumeration. '~ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 
and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 

4 
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VIIL Precontract Costs {ASPR l5rlt.tz.D~i.~3(i), page 24). The pareritheti
cal reference to ASPR 15 -~xx was included by way of compromise of an 
issue within the Editing Subcommitt~e and, accordingly, this para
graph was not discussed in the sessions of the joinf subcommittees. · 
If Part 2 is approved with this reference incl.uded, the full· reference 
to the appropriate parag.raph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters 'Not Necessarily Requiring Final Action by the ASPR Com
mittee Prior to Adoption of Part 2, Section XV. 

I~ Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15~. Attention 
is invited to the matter of "Implementation of 'Side' Agreements'' 
which is discus sed in paragraph 4. A. of the Editing ·committee 
report of February 27, 1956. In the draft there discussed, the pro
blem was related to proposed ASPR 15-204. 2~q)(3Hiii)(B) /ASPR . 
15-204. 26d in the. draft for editing 7. . -

·II. Overtime, ·Extra-Pay Shift, and Multi-Shift Premiums# t ASPR 
15-204. 2(o), page 12)o Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956 .. · Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly under stood. 

6. It has not been possible in the time ·available for submission of this report, 
to set forth all of the differences between'the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section.XV Subc<;>mmittee be invited to participate for purposes of 
isolating and expl~ining such ch~nges and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost 11 

covered under. prop'osed ASPR 15-204, a table has been prepared (TAB A 
attached) showing ~ title and lettered paragraph designation of each item 

5 
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in the attached draft of Part 2 followed by brackets containing the corres
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 
Chairman 

. CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 

Section XV Subcommittee: 

J. 0. Hunnicutt, Jr., Maj., DCSLOG 
T. P. Partykap Hq. AAA 
J. A. Mays, Hq. AAA 

DOD: 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 

6 

* Will submit separate report. 

Arthur C .. Sawallisch, ONM 
James Ruttenberg, OC~N 
E •. T. Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 

(alternate) 

Air Force: 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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TABLE OF TITLES AND ·PARAGRAPH NUMBERS OF -PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204. 3) 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. /15-204._!/ 

(b) Bidding Costs. /15-204. 3/ 

(c) Civil Defense Costs. _{lS-204. Sf 

(d) Compensation for Pe·rsonal Services. /l.S-204-. 6/ 

(e) Contributions and Donations. /15-204. 87 

(f)- Depreciation. .Ll?- 204. 9 7 

(g) Employee Morale,· Health, and Welfare Costs and Credits. 
115-204. 10 I 

. (h) Food Service Costs and Credits. ./15-204. 4/. 

(i) Fringe Benefits. . /Is- 2·04. 14 7 

(j) Insurance and Indemnification. /1.5-204.15/: 

. (k) Labor Relations Costs. /lS-204. 17/ 

(1) Maintenance and Repair Costs. · llS-204.197 

(m) Manufacturing and Production Engineering Costs. I 15-204. 207 

(n) Material Costs. /15-204 .. 21/ 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204.241 

(p) Patent Costs. /lS-204. 25/ 

(q) Pension Plans. /15-204. 26 I 

- -
(r) Plant Protection Costs. .LlS-204. ~]_/ 

TAB A 
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(.s) Professional Service Costs - Legal, Accounting, Engineering 
and Other. /15-204.29/ 

- -
(t) Recruiting Costs. /15-204. 32/ 

(u) Rental Costs (Including Sale- and Leaseback of Facilities). 
/15-204.33/ 

(v-) Research and Development Costs. /15=204. 34/ 

(w) Royalties and Other Costs for Use of Patents. Ll5-204. 35/ 

~~)- -Se-P.~i-c-e-aBEi-1-n&tal-lation Go:&t~ /15-204. 36/ {deleted) 

(x) Severance Pay. /15-204. 37 7 

(y) Special Tooling Costs. /15-204. 38/ 

(z) Taxes. /15-204. 39 T 

(aa) Trade, .Business, Technical, and Professional Activity Costs. 
/15-204.40/ 

(bb) Training Costs. I 15-204.41/ 

(cc) Transportation Costs. /15-204.42/ 

{dd) Travel Costs. /15-204.43/ 

{ee) General. /l5-204. 23/ 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. /l5=204. 2/ 

(b) Contingency Reserves. .L.I5-204. 7/ 

(c) Entertainment Costs. /l5-204.ll/ 

(d) Excess Facility Costs. /l5-204.l2/ 

2 
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' 
(e) Fines and Penalties. /15-204.137 

(f) Interest and Other Financial Costs. /15-204.167 

(g) Losses on Other Contracts. /15-204.187 

(h) Organization.Costs. /15-204.227 

(i) Precontract Costs. /l5-204. 28/ 

(j). Profits and Losses on Di~o'Sition of Plantg Equipmentp or 
Other Capital As.sets. /15-204. 30/ 

(k) Reconversion Costs. /l5-204. 31/ 

3 
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MEl·iORA.~DUM FOR THE CHAIRMAN, ASPR CCH~'l'l'EE 

SUBJEX:T: Case SJ-44, Revision of Section xv, Contract Cost Principles 
Separate Report -or the A:rtq and Air ForcEr members, 
~ting Subcommittee 

1. The A.rrrq and Air Foree members ot the Edit~ Subcommittee 

understood that the Editing Subcommittee's report or March 9, 19S6 

was returned to that Subcommittee solely to resolve, w1 th the Section 

XV Subcommittee, any substantive ditrerences between that report and 

the materials approved by the ASPR Conmittee in December 19SS. On the 

contrary, a great part of the time of· the two Subcommittees 1n the past 

two weeks has been devoted to considerat~on of. entire~ new substantive 

concepts put r orth by various members of the ~ection XV Subcommittee. _ 

Since the ~ and Air Force members or the Editing Subcommittee do not 

consider most of the changes made in the past two weeks necessary to 

conform the edited draft substantiv~ to the draft approved by the ASPR 

Committee, am since they do not know which, it any, ot the many new 

concepts have already' been considered and rejected by the ASPR Committee 

or by the individual ASPR Committee members from the Departments in 

which the concepts orig:lna ted, they are not able. to recommend approval 

ot the ._terials now being submitted to the ASPR Corrmittee. 

2. As examples,_ atten~ion is directed ~ the paragraphs listed 

below. 

a._ 15-200 hki been revised to exclude supply pontracts w1 th 

contr~ctors not having commercial t3Pe accounting sntems, and to exclude 

clauses in supply or service contracts providing for the acquisition of' 

facilities• 



b.· · 15-20.). ~c) has been revised by adding b first and third .. 

SeJ'ltenc.es. Th~. 11-rs.t 'entence .defines "~se .. period." The third sentence 

was .added to preclUde the idea that alllndirect costs allocable to a 
I . . . 

contract which ran for several years had to be charged to one selected · 

fiscal year. 

c. lS-203.5 has been revised to include the "input cost method" 

as a ·yardstick for determining whether the contractor's method of distribut

ing general and administrative costs is equitable and has deleted direct 

reference to inventoey variations. 

d. lS-204.2(£)(2} as approved by ASPR and as originally edited 

provided that depreciation should be "based upon original acquisition 

cost." As now changed the paragraph ignores acquisition cost and bases 

depreciation on whatever ba~e is used far Federal income tax purposes • 

. Read in conjunction with 15-204.3(.1) this paragraph originally required. 

·that the contractor ignore, for .Government contract cost purposes, both 

profits and losses on trade-ins. In addition, application of this para

graph (f) ( 2) as now revised to tax-exempt corporations whiCh have comnercial 

type accounting systems, will be difficult. 

e. lS-204.2(f')(S) has been changed to prohibit use charges on 

assets acquir~d without cost to the contractor. 

t. 15-204. 2(n) (S) which did require that inventory discrepancies 

be include.d i,n arriving at lithe co.st ot material" now requ:lres that they 

be included in arriving at. "the cost ot pertormance.n 

g.. l$-204.2(u) (2) is an entirely new paragraph limiting the 

;rentals which may be charg~ between plants, divisions, pr organi~attons 

under common control. 

2 
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h. lS-204. .t) (3) has· been· cha~ged to requi. · disc~sure to the 

Government of the p~oses and results ot related research and development 

tor which the contractor is reimbursed in whole or in part by the Govern-

ment •. 

i. 15-2o-4.2(aa)(l) has been limited to the costs at the con-

tractor's 1nember::Jhip in organizations, as distinguish!id from the costs. ot .. 

membership of contractor employees. 

j. · 15-204.2(bb) has been changed to limit on-the-job training 

conducted by educational institutions to part-time training, and to require 

Departmental ~lem~tation before training ~ educational institutions can 

be provided for in a .contract. 

k. ~204.3(d) has been changed to: 

(l) disallow costs ot repairing idle and excess facilities; 

(2) limit the provision to contractol'-Owned facilities; and 

(3) clarity the assumed meaning ot ••standby purposes. n 

1. l$-204.)(j) has been changed by adding a cross reference 

which is in tact an exception. 

3· If a generalization may be hazarded, the changes made in the past 

two weeks tend to negate the idea of looking to the "reasonableness" ot 

costs incurred, and substituting therefor various rigid rules ot allowa

bility or costs. This trend in turn is attributable, at least in part., to 

the idea expressed by certain members of t~e Section XV Subcommittee that 

the doctrine ot ''reasonableness11 expressed in l$-201.2 permits only 

questioning the reasonableness of the price paid as coJI4)ared to what the 

contractor got but does not permit questioning the reasonableness of the 

contractor's incurring the cost in the first place. Possibly this limited 

interpretation of nreasonableness" is due to the school ot thought which 

considers Part 2 ot Sectl.on XV to be an audit manual. 

3 
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4. The Army aui ~.ir Force members of the Ed1 ti .. .~g .Subcommittee 

recormnerxl that the ASPR Committee review the materials now being sub

mitted on the subject case as it they were an ent:h-ely new ·substantive 

submission from the subject Subcommittee, subject only to recognition 

that the submission has been edited. 

Lt. Col~ Charles Wo Wilkinson 
Arrrry Mezrber 
Editing Subeon~itte& 

4 

John vlo Perey 
Air Force Me~er 
Editing Subcommittee 
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(e) Fines and Penalties. /IS-204.13/ 

(f) Interest and Other Financial Costs. /TS-204.16/ 

(g) Losses on Other Contracts. /15-204.18/ 

(h) Organizatio~.Costs. /IS-204. 22/ 

(i) Precontract Costs. /IS-204. 28/ 

(j) Profits and Losses on Di~oBition of Plantp Equipmentg or 
Other Capital As.sets • .L,lS-204. 30/ 

(k) Reconversion Costs. /iS-204. 31/ 

' ·I 
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February 27, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost 
Principles 

1. The Editing Committee has substantially completed its task with respect 
to the draft of Part 2~ Section XV, sub~itted for editing in accordance with 
Item 4 of the Minutes of the ASPR Committee Meeting of 13 December 1955. · 
In accordance with instructions of the Staff the edited Part is not submitted 
herewith; however, it can be submitted in final edited form immediately 
after resolution of the following three matters. 

A. Consideration by the ASP~ Committee of certain new sub
stantive matter introduced by the Editing Subcommittee in 
connection with Material and Supply Costs (proposed 
ASPR 15-204. Z(nH6)). This is discu·ssed in paragraph 3.A. 
below. 

B. Consideration by the ASPR Committee, in connection with 
Research and Development Costs {proposed ASPR 15-204.2 

. (v)(3), of the need fOl' clarification of the term "product 
line 11 and, also 11 of the possibility of an inequity in regard 
to the allocation of costs allowable under the subject sub
paragraph. This is discussed in paragraph 3. B. below. 

C. An issue within the Editing Subcommittee with respect 
to the costs of Pension Plans ~proposed ASPR 15-204. Z{q)). 
This is discussed in paragraph 3. C. below. 

Z. In addition to the foregoing there ar.e certain other matters which the 
members of the Subcommittee wish to bring to the attention of the ASPR 
Committee. These matters are discussed in paragraphs 4 and 5 below. 
They do not necessarily require resolution by the ASPR Committee prior 
to reproducing the edited Part. 

3. The matters requir·ing consideration by the ASPR Committee prior to 
reproducing the edited Part are discussed under Ap B, and C of this para
graph. It should be noted that the numbering of the edited Part is entirely 
different from that in the draft for editing.. For convenience of reference, 
the heading for each comment in this paragraph, as well as elsewhere in 
this report, sets forth the number of the applicable paragraph and sub
paragraph in the edited Part followed by brackets containing the corre s
pending number in the draft for editing. 



- -
A. Material and Supply Costs - ASPR 15-204. 2(n)(6) I 15-204. 2lfl 

The subject subparagraph as edited provides: 

11(6) Costs of material, services, or supplies, 
sold or: transferred between plants, divisions, or 
organizations,· under common control, are allo~able 
only to the extent of the cost to the transferor L• or 
the cost to the transferee, or the prices of other sup
pliers for the same or substantially similar items, 
whichever is lowes!!./ provided that 11 in the case of 
any item regularly manufactured and sold by any 
such transferor through commercial channels~~ a de
parture from this cost basis is permiasible if the 
charge to the contract does not exceed either (i) the 
transferoru s sales price to its most favored customer· 
for the same item in like quantity, or {ii) the prices 
of other suppliers for the same or substantially 
similar items." 

In editing this subparagraph 11 the Subcommittee has added the 
words in brackets at the end of the first sentence in the draft 
for editing, immediately following the word "transferor." 
The inclusion of these words presents an addition of substance 
which is for consideration by the ASPR Committee , 

B. Research and Development Cos.ts ~ ASPR 1.5-204. 2(v){3) 
I 15-204. 34b'{ii) I 

The subject subparagraph as edited provides:: 

11 
( 3) Related research is that type of research which 

is directed toward practical application of science. De
velopment is the systematic use of scientific knowledge 
directed. toward the production of useful materials, de
vices, methods, or processes~~ exclusive of design~~ man
ufacturing, and production engineer.i.ng (see ASPR 15-204. 2 
(m)). Costs of a contractor~ s independent related research 
and development (that which is not sponsored by a contract, 
grant, or other arrangement) are a=.lowable ·under any cost 
type production contract if allocated to all production work 
of the contractor; provided the research is related to the 
contract product or product line. Such research costs 
are unallowable under cost type research and development 
contracts. 11 
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From the above, it will be noted that independ.ent related research 
and development- costs are allowable only if related to the con
tract product or "product line", but tha-t such costs must be al
located "to all production work of the contractoro" The Editing 
Committee is of the view that the term "product line" is suscept
ible of different interpretations and, in the interests of clarity, 
suggests that the "ASPR Committee give consideration to the use 
of more meaningful terminology or to the development of a 
precise definition. Also, it appears that the requirement for 
allocating related research and development costs to "all pro
duction work of the contractor" may create an inequity. Under 
the circumstances, it may be desirable to ·consider whether 
the current requirement for allocation to "all production work 
of·the contractor" should be revised to require allocation to 
all production work in connection with the •-•product line" as 
that term may subsequently be defined or otherwise clarif~ed. 

c. Pension Plans - ASPR 15-204~~ 2(q) /ASPR 15-204. 26/ 

The Chairman and the Army and Air For·ce members are not 
in agreement with respect to the subject paragraph as to the 
matters set forth below. -

I. Substantive Change. The major difference of opinion 
arises over the question whether· the edited version of proposed • 
ASPR 15-204. 2(q)(iii) acceptable to the Armyand Air Force 
membe:_s varies substantively from the corresponding para-
graph .L 15-204. 26~_1 of the draft for editing. The latter para
graph provides: 

"d. In determining the net costs allocable to mili
tary contracts, consideration will be ·given to the possi
bility of future abnormal ~ermination credits or gains 

. and the effect such credits or gains would have upon· 
current costs. These termination credits or gains will 
arise with respect to individuals for whom· current costs 
are being incurred by the contractor but whose employ
ment will terminate before the-y acquire a vested right to 
the benefits purchased or funded by current costso When 
such credits or gains are foreseeable and their worth 
can be evaluated with reasonable accura·cy, an equitable. 
adjustment of current costs ·to give effect to the anticipated 
future· credits or gains will be rnade. · Such equitable ad
justment can be accomplished either by discounting the 
current costs otherwise allocable or by obtaining realistic 
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recognition in the actuary 1 s calculation of current 
costs so that the current costs dop in fact~ reflect the 
discount for the abnormal termination credits or gains 
which are anticipated. However~· most often such ab
normal credits or gains~ if foreseeable at all~ are not 
susceptible of being evaluated a.t the time of contracting· 
because neither the timing nor the severity of the termina
tion actions will be knowne Under these circumstances~ 
the Government"; s interest in such abnormal credits or 
gains will be pre served for retrospective evaluation 
and accountingo ·If a contractor has but one or re~atively 
few Government contracts 9 an appropriate contractual 
provision may be used to preserve the Government 0 s 
interest by providing retro3pective accounting and any 
necessary adjustment to pension plan cost incurred 
under the cont.racto In other cases 9 where a contractor 
is not ~imited to one or few Government contracts or 
there is reasonable probability he will .receive follow -on 
contracts, a separate contractual "side" agreement will 
be negotiated having appHcation to a.ll pension costs 
allowed under contracts with the particular ·contractor 
and provide for an ·accounting of abnormal credits or 
gains 11 as that term Ls def:.ned in the agreement~ arising 
by reason of a cutback or ce s.sation of Government con
tract worko" 

There is set forth below 7 a.s proposed ASPR l5-2.04e 2.(qH3)(iii), 
a consolidated edited version of the preceding paragraph. The 
Army and Air For-ce members are in ::igreemer..t with all ex
cept the words in brackets which the Chairtna.n considers 
necessary to avoid a st.;,bstantive e:ha.nge in the dr-aft for editingo 
If the Chairman°s version i.~ adopted 11 the underlined.word "and0' 

preceding the "or" in each of the first two sets of brackets 
should be deleted. 

"(iii) in determining the net costs allocable to 
military contracts 11 consideration shall be 
given, in. accordance with (A) and /;r 7 
(B) belOWg to t.he effect upor.. cumnt costs of 
po s sib 1 e fu tur_e_ahn.o.r m a.L te r_m_ina.ti on_c_r_e_dit_s 
or gains which may arise with respect to in
dividuals fo·r whom current costs are being 
incurred by the contractor but whose employ
ment will terminate before they acquire a 
vested .right to the benefit3 purchased or 
funded by current costs 
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"(A) when such credits or gains can be 
currently evaluated with reasonable 
accuracy, an equitable adjustment of 
current costs to give effect to the antici
pated future credits or gains shall be 
m_ade, either by·reducing the current 
_costs otherwise allocable or by obtaining 
realistic recognition in the actuary'_s 
calculation of current costs so that the 
current costs do, in fact, reflect the 
reduction for the abnormal termination 
credits or gains which are ·anticipated; 
and j_ o::_/ 

"(B) j_when such credits or gains cannot be 
currently ~valuated with reasonable 
accuracy, I such pension plan costs 
incurred ;rider the contract shall be 
subject to r-etrospective accounting and 
any necessary adjustment for subsequent 
termination credits unless the Government 
and the contractor agree in writing upon 
any necessary adjustment, or the method 
of determining such adjustment." 

II. Consistency with Interpretation in Part 6, Section XV. 
A lesser difference also exists within the Editing Subcommittee 
with regard to proposed ASPR 15-204. 2(q)(2). Here, the dis
agreement does not involve the _question whether the edited 
version acceptable to the Army and Air Force members is 
s~bstantivelL different from the corre spending subparagraph 
j_ 15-204. 26E_/ in the draft for editing but the question whether 
it was intended that the latter draft should be significantly 
different from the interpretation set forth in Part 6, Section 
XV. The Chairman is of the view that an apparently un
explained significant difference does exist w"ith respect to 
the coverage of pension plans for nonprofit and other tax 
exempt organizations. 

Subparagraph 15-204. 26c of the draft for editing provides: 

"c. The costs of a pension plan approved by the 
Military Department co.ncerned, to the extent such 
costs are claimed and deductible for income tax purpqses 
(or are determined to be reasonable in the case of non
profit or tax exempt or ga.nizations), are allowable except 

5 

...... 



as otherwise determined unallowable under this· 
paragraph. Such costs may include exce s.s con
tributions to the extent such contributions are 
claimed and allowed for Federal income tax 
purposes in the cur rent taxable period. In cases 
where the Internal Revenue Service withdraws 
approval of a planp an appropriate adjustment of 
contract cost will be made for contributions· dis
allowed for tax purposes which previously had been 
allocated to and allowed as contract costs. 11 

It is the Chairman·1 s 11nder sta.ndi.ng that no particular reason· 
existed within the Section XV Subcommittee for significant 
departu.re from the cur rent tre;,ttment of the pension plans 
of nonprofit or t~x exempt or·ga.nizations~ set forth :1.n part 
in ASPR 15-60lo Z{b)p as follows: 

"(b) Pension or retirement plans of :a. contractor 
which are subject to approval of the .B'1reau of Internal 
Revenue must have been so approved before co.st.s 
under the plans may be ac·cepted as cha.rges to Gover11." 
ment contracts. Many plan.s of nonprofit or other tax 
exempt organizations are a.l:;o re·ri~?.w~d a.nd ~pproved 
by the Bureau of Internal Revenue·~ .. v.tlH~n n.ot so re~ 
viewed and a,ppro·.n=;dp t3a.ch 5uch pian w:ill be reviewed p 
and approved or disapproved~ by the Department to 
which audit cognizance is assignedp ns.ingp in.sofar as 
applicable;~ the criteria and ?;tandards of the Ir.ternal 
Revenue Code and the regulations of f:he Bureau of 
Internal Reveuue. In any case where the Bureau of 
Internal Revenue withdraws approval of a ptan 11 approval 
of amounts alloca.ted to contt·act co st.a w.il! be withdrawn 
accordingly"" 

·Since Part 6 11 Section XV 11 received extended consideration by a 
Subcommittee address.i:;g itself to that specific problemp the 
Chairman i.s of the view that significant departures therefrom 
should be avoided unless c:·.early :~.ntended and adequa.tely justified .. 

There is set forth below, ,:1.s proposed ASPR 15-204. 2{q)(2) and 
(3)(i) and (ii) 11 a consolidated edited version of the above sub
paragraph 15-2.04. 2.6c 9 with the controversial portions favored 
by the Army and Air Force members underlined and those 
favored by the Chairman in brackets. 
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"(2) Consideration, and approval or disapproval, 
of all pension plans and the method of determination of 
the costs· thereof /of approved plans/ shall be the respon
sibility of the DePartment to which audit cognizance is 
assigned and subsequent action taken by that Department 
will, generally, be accepted by the other Departments. 
Plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, 
approval of a plan by the Internal Revenue Service does · 
not necessarily assure the allowance of the costs of 
such a plan by the Department concerned •. Pension 
plans of nonprofit or other tax exempt organizations 
are not required to be reviewed and approved by the 
Internal Revenue Service o 1 Many pension plans of 
nonprofit or other tax exempt organizations are re
viewed and approved by the Internal Revenue Service 
although such review and approval is not required. 
When the plans of such organizations· are not reviewed 
and approved by the Internal Revenue Service, the 
cognizant Department. shall review, and approve or 
dis_approve, such plans, using, insofar as. applicable, 
the criteria and standards of the Internal Revenue Code 
and the Regulations of the Internal Revenue Service:_/ 

"~3) Reasonable costs of pension plans approved by 
the cognizant Military Department are allowable subject 
to the following conditions: 

"(i) except in the case of nonprofit or tax 
exempt organizations, such costs, in
cluding excess contributions, are allow
able only to the extent cla.imed and 
allowed Jor Federal income tax purposes 
in the current taxable period; 

"(ii) in cases where the Internal Revenue Serv
ice withdraws approval of a plan, _Lwhether 
or not review of the plan_by Internal Revenue 
Service was mandatory, I an appropriate 

·adju.s.!_ment of contract ~osts shall be made· 
for .Lwhich 5 except in the case of nonprofit 
and tax exe~pt organizations, shall take 
into account/ contributions disallowed for 
tax purposes which previously had been 
allocated to and allowed as contract costs;" 
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The Chairman is of the view that the underlined third sentence 
of subparagraph (2) treats the problem of pension plans of non
profit and other tax exempt organizations in a manner which 
is too cryptic. If it is de sired that the treatment of the problem 
be substantially parallel to that in existing ASPR 15-601. 2(f), 
the Chairman recommends the deletion of the underlined 
sentence and substitution of the mate.rial in brackets whkh 
follows in both subparagraphs (2) and ( 3). 

Attached as TAB A is a consolidated edited treatment of 
Pensions Plans -- ASPR 15-204a 2(q) /15-204.26/ in which 
the controversial portions· favored by the Army -and Air Force 
members are underlined and those favored by the Chairman 
are in brackets. 

4. The Chairman further invites the attention of the ASPR Committee to 
the following which is one of the matters referred to in paragraph 2 above 
as not necessarily requiring final action by the ASPR Committee prior to 
reproduction of the edited Part. 

Pension Plans - ASPR 15-2040 2{q)(3)(iii) (B} /l5-204. 26d/ 

A. Implementation by "Side'' Agreements. In connection with 
subject subparagraph (see TAB A attached), it is noted that 
the ASPR Committee recently considered the development 
of an agreement for Gove rnment~wide or DOD-wide use to 
provide for the recovery of reversionary credits of costs of 

.pension' plans (see ASPR Case 55-lllp Itemll of the Minutes 
of December 13, 1955). This case was withdrawn by the Army 
ASPR Committee Member on the basis of the prior considera= 
tion given to the general problem of reversionary credits by 
the ASPR Conference in Case 51-34 (see Item 8 of the Minutes 
of April 8, 1952). In that case, the ASPR Conference approved 
the report of the Contract Cost Subcommittee of 13 .March 1952g 
which recommended as follows: 

"The Committee feels that what is needed 
here is appropriate implementation by the mili
tary departments to their auditors and contract 
negotiators so that pension costs will be questioned 
and proper action taken thereon wh~-r~· ~pprop~iate. 
It does not believe that any action by the ASPR Con
ference beyond concurrence with this viewpoint is 
necessary or desirable at this time." (Emphasis 
added.) 
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It is_ under stood that each of the Departments has been ex
perimenting with the development of agreements to.provide 
for the recovery of reversionary credits, of the same gen
eral type as referred to in. Case 55-111, and that, in the 
interests of achieving uniformity, there has been informal 
c9ordination among r-epresentatives of the Departments. 
Paragraph 15-204. 26d of the draft for editing (set forth in 
par-agraph 3. C. above) refers to similar agreements as 
"side" agreements. Under the circumstances, the ASPR 
Committee may wish to consider whether further. action 
on the matter of DOD-wide agreements providing for the· 
recovery of reversionary credits is appropriate at the 
pre sent time. 

B. Further Implementation. It is suggested that it may be 
desirable to consider whether further implementation of 
the subject subparagraph is appropriate. Attention is in
vited to ASPR Case 55-47 - Cost Reimbursement Type Con
tracts - Development of Standard Basic Forms for Release 
and Assignment of Credits, Refunds, and Rebates, for 
possible consideration in this regard. 

5. The Editing Sub-committee invites the attention of the ASPR Committee 
to the following as one of the matters referred to in paragraph 2, which do 
not necessarily require final action by the ASPR Committee prior to re
production of the edited Part. 

Overtime, Extra-Pay Shift, and Multi-Shift Premiums- ASPR 15-204. Z(o) 
j_ 15-204. 2~_/ 

The subject paragraph provides as follows: 

"(o) Overtime,. Extra-Pay Shift, and Multi-Shift · 
Premiums. The premium portion of overti~e, extra-
pay shift, and multi~ shift payments to direct labor 
employees may be classified as either direct or in-
direct labor costs, but the amount of suc·h premiums 
shall be separately identified. Costs of such premiums 
on direct labor are allowable only to the extent expressly 
provided for in the contract or otherwise authorized by 
the Government (see ASPR 12-102 for further information 
concerning the policy regarding such authorization). When 
direct labor cost is the base for di atribution of overhead, 
the premium portion of overtime payments shall not be · 
included in that base. The premium portion of overtime, 
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extra·pay shift, and multi- shift payments to indirect 
labor employees is allowable without prior approval, 
if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work~ When such 
premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be 
·equitable in relation to (i) the amount of such premium 
costs allocated to non·Government work being con· 
currently performed in the contractor 1 s plant and (ii.) 
the factors which necessitate the incurrence of the costs.!' 

It is considered that an approp~iate subcommittee familiar with 
the policy set forth in ASPR 12-102 should be asked to reconsider 
that ASPR provision in the light of proposed ASPR 15-204. 2(o). 
It is considered that particular attention should be addressed 
to the terms· "authorization" and "prior approval", and to the 
matter of premium pay to indirect labor employees which is 
not now specifically treated in ASPR 12-102. 

6. It is requested that the Editing Subcommittee be furnished instructions 
with respect to the matters set forth in paragraph 3 and that the ASPR 
Committee take such action as may be appropriate with respect to the 
matters set forth in paragraphs 4 and 5. 
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February 27, 1956 

PROPOSED ASPR 15-204.2 

* * * 
(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained by 
a contractor primarily to provide systematically for the payment of definitely 
determinable benefits to its employees over a period of yearse usually for 
life, after retirement. Such a plan may include disability,· withdrawal, 
insurance, or survivor ship benefits incidental and directly related to the 
pension benefits. Such benefits, generally, are measured by, and based on, 
such factors as years of service and compensation received by the employees. 
The determination of the amount of pen·sion benefits and the contributions to 
provide such benefits are not dependent upon profits. Benefits are not 
definitely determinable if funds arising from forfeitures on termination of 
services or other reason may be used to provide increased benefits for the 
remaining participants instead o{ being used to reduce the amount of con
tributions by the employer.. A plan de signed to provide benefits for employees 
or their beneficiaries to be paid upon retirement or over a period of years · 
after retirement shall be considered a pension plan ife under the plan, either 
the benefits payable to the employee or the required contributions by the 
contractor can be determined actua.rially. (Retirement plans which are 
based on profit- sharing shall not be considered to be pension plans within 
this paragraph (q). ) 

(2) Consideration, and approval or disapproval, of_all pension 
plans and the method of determination of the costs thereof I of approved 
plan~./ shall be the responsibility of the Department to which audit cognizance 
is assigned and subsequent action taken by that Department willp generally, 
be accepted by the other Departmentso Plans which are subject to the ap
proval of the Internal Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, approval of a plan by 
the Internal Revenue Service does not necessarily assure ·the allowance of 
the costs of such a plan by the Department concerned. Pension plans of 
nonprofit or other tax exempt organization_s are not required to be reviewed 
and approved by the Internal Revenue Service. I Many pension plans of non
profit or other tax exempt organizations are re~ewed and approved by the 
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Internal Revenue Service although such review and approval is not required. 
When the plans of such organizations are not reviewed and approved by the 
Internal Revenue Service, the cognizant Department shall review, and approve 
or disapprove, such plans, using, insofar as applicable~ the criteria and 
standards of the Internal Revenue Code and the Regulations of the Internal 
Revenue Service. I 

(3) Reasonable costs of pension plans approved by the cognizant 
Military Department are allowable subject to the following conditions: 

(i) except in the case of nonprofit or tax exempt organizations, 
such costs, including excess contributions, are allowable 
·only to the extent claimed and allowed for Federal income 
tax purposes in the current taxable period; 

(ii) .in cases where the Internal Revenue Service withdraws 
approval of a plan, /~hethe r or not review of the plan 
by Internal Revenue -Service was mandatoryJ- an appro
priate adjustment of contract costs shall be made for 
/~hich, except in the case of nonprofit and tax exempt 
organizations, shall take into account7 contributions 
disallowed for tax purposes which previously had been 
allocated to and allowed as contract costs; 

(iii) in determining the net costs allocable to military contracts, 
consideration shall be given, in accordance with (A) and 
.Lor_/ \B) below, to the effect upon current costs of possi~ 
ble future abnormal termination credits or gains which may 
arise with respect to individuals for whom current costs are 
being incurred by the contractor but whose employment will 
terminate before they acquire a vested right to the benefits 
purchased or funded by current costs -

(A) when such credits or gains can be currently evalu
ated with reasonable accuracy, an equitable a.d-
ju stment of cur rent costs to give effect to the anti
cipated future credits or gains shall be made, either 
by reducing the current costs otherwise allocable 
or by obtaining realistic recognition in the actuary•·s 
calculation of current costs so that the current costs 
do, in fact, reD.ect the reduction for the abnormal 
termination credits or gains which are anticipated; 

~.Lor/ 
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(B) /when such credits or gains cannot be currently evalu
ated with reasonable accuracy, I such pension plan costs 
incurred under the contract shall be subject to retrospec
tive accounting and any necessary adjustment for sub
sequent termination credits unless the Gov.ernment and 
the contractor agree in writing upon any necessary adjust
ment, or the method of determining such adjustment. 

(4) The allowability of costs of lump sum purchases of anauities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such· costs 
incurr'ed under approved pension plans shall be subject to consideration on 
an ind.ividual case basis. 

NOTE - The above proposed ASPR 15-204.2(q) is a consolidated edited 
version of paragraph 15-204.26 of the draft for editing. The 
controversial material favored by the Army and Air Force 
members is underlined and that favored by the Chairman is 
in brackets. 
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OFFIC1. OF THE ASsiS'l'JUJT SECRETARY OF Dk .c£NSE ~ 
Washington 2.S 1 D. C • 

NEMORANDUM FOR THE ASPR COMMlTI'EE 

SUBJECT: Case 53·441 Revision of Part 21 Section XV 

Your Subcommittee has reviewed the comments of the following with respect 
to subject: NSIA, MAPI, RETMA, NAM, AMA, c. of c., AIA, American Institute 
of Accountants, Council ot Profit Sharing Industries, and Comptrollers 
Institute of· Amel"ica. These comments resulted in numerous revisions o£ our 
3/23/55 draft. 

At the outset, the subco~ttee wishes to draw attention to certain major 
issues with industr.1 which are historic and have not Qeen resolved in t~s 
draft to the complete satisfaction of industry. Hhil,.e these issues have been 
take~ up separately in this report, they are mentioned here because of their 
importance and long standing dif£erenc~s. They are (l) 15-20.3~.3, Selling 
and Distribution Expenses, (2) 1$~204.1, Advertising, (.3) 15-204.11, Enter
tainment, (4) 15-204,161 Interest and (5) lS-204,18, Losses on O~her Contracts. 

Industry made the following general observations which the subcommitt~e 
believes worthy of mentioning. First, they o'Qject tQ the requirement, in many 
cases, th~t some costs to be allowable must be ~on authorization ~ special 
~ontract provision or .b,y written authorization of the contracting officer, 
rather than just the approval of the contracting officer. 

Second, throughout the proposed draft there is interjected a req~rement. 
that the auditor evaluate the equitie$ of the situation, in addition to his 
usual function of measuring the r$a~onableness of.th~ amount and the proper 
allocability of the item. Sect~on XV should be limit~ to indicate types 
and amounts of cost which are or are not allowable in cost-type contracts 
and it should not be made an au~ t ma~ual tor the various services • 

The third observation is that detailed implementing instructions of the 
departments should be prepared prior to the publishing of this section. 

The following paragraphs contain what the Sul)c~ttee considered to be 
major unresolved issues with ~du~tr,y,· certain difterenc~s which developed 
within the Subcommittee, and other CQMm~nts on particular parag~aphs of the 
draft. 

15~200 Scope of Part. 

INDUSTRY POSITION 

A statement should be included to the effect that Sec~ion.xv i~ not 
applicable to fixed price contracts, inclu~ng those with price redeter.mina• 
tion provisions. · 



. -.... 

:,I 

I 1 

SUBCO§'ITEE POOIT ION 

The proposal i~ not acceptable since audit agencies have no alternative 
at present other than to use Section XV as a:guide in auditing these contracts. 

15-20l(b} Factors Af{ecting Allowabilitv gf Cost§. 

INDUSTRY POSITION 

Costs should not be measured QY the new· criterion "significant deviation 
in. the established practices of the contractor which s~bstantially inc~ease 
the contract costs. " · · 

SUBCO~aTTEE POSITION 

This new criterion is only one of the factors affecting allowability of 
costs. This does not take anything away from the contX'actor. If the reason 
tor the deviation is justified, costs may still be allowed. 

AIR FORCE MINQRITY PCSITION 

The Air Force Procurement member does not agree with the subcpmmit~e's 
·change of insert~ug the .parenthetical phrase "(including independent research 
·projec·ts)" in paragraph 15-203.2. . · ' . 

The Subcommittee's purpose in inserting this phrase was to cover those 
few situations where contractors do not have a. ·separate research department but 
perform the.ir research ·in· their engineering departments. To meet these 
situations, the subcommittee wanted a statement in Section ~ to provide that 
where independent research is perfqrll$d in an engineering department, allocation 
of indirect engineering expenses will be made to such research work-

The objection· nt the Aif Force prQcurement mem\)o- stems trom the belief 
that such statement is unnece~sary since the purpose of inserting the·pare~ 
thetical statement is already accomplisned by the present wording of recognizing 
independent research expenses in .paragraph 15-204 • .34ca · 

. . 

"Independent researcn prqjects will abso~b their appropriate 
share of indirect expenses of the department where research work 
is performed." · 

Furthermore, the insertion or the parenthetical statement makes paragraph 
15-20.3~2 subject to misinterpretatirm since a literal reading of the 
paragraph with the insertion· is likely to be to the· effect that indirect 
engineering expenses of the ~ngineering department should be allocated to 
researoh projects even ·though such wo:rk is performed in a :research department 
independent and apart from the location ~ the engineering department. This, 
ot course, was not what was intended. The 4~ Force procurement member, 
therefore 1 recommends the deletion of tl\e parenthetical statement. 
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15-203.3 Selling and Distribution EAyens~. 

L~DUSTRY POSITION 

Selling and distribution expenses are generally a cost which should be 
acceptable as allocable to Government contracts b,y associating such expendi
tures with an indirect benefit to Government work. It contends that the 
Government stands to. benefit by being able to place orders for standard 
commercial products or specially designed products with companies which, 
through expenditures for adv~rtising, sales promotion and selling activities, 
have capacities to produce efficiently and quicklY the r$quirements of the 
Government that otherwise could not be pos~ible without delays and expendi
tures. Industr,y would like the allowable cos~s more·clear~ defined. How
ever, it is noted that the American Institute or Accountants says: "This 
treatment of selling expenses se~ms enti~ely satisfacto~ to me, and is ~n 
agreement with good indu~tri&l and contract practice." 

SUBCO~~TTEE POSITION 

Pure selling expense of the contractor as such is unallowable tor the 
reason that it is not necessar,y and does not contribute aQY.thing-to the 
performance of the contract. ·aene~lly1 any type of marketing expense in 
the ordinar,y sense is not considered to be ~ecessar,y in contract perfor.mance 
and is :not required in c:ioing business with the Goverlll'lent. However, the 
Subcommittee does feel that a reasonable demonstration that his technical, 
consulting and related beneficial services which are for purpo~es ot appli
cation and ad~ptation of the co~tractors products may j~tify allocation of 
Government contracts. ~ further liberali~ation would be unjustified. 

15-203.4 ·General and Administrative_ Expenses. 

INDUSTRY POSITION 

It is not necessa~ to enumerate tactors to be considered in determining 
whether a method of dist~ibut~g general and a~ni~trative expenses will pro
duce equitable results. ~he inciusion of such a listing wi+l lead only to 
further confusion and may cause overemphasis on the use of the factors 
enumerated. · · 

SUBCO~UTTEE POSITION 

It is recognized that this. par~graph involves a controvers~al matter and 
one which requi~ee·the eonsidera~ion or maQY different points. However, it 
is f~lt that inclusion in this paragraph of seve~al illustrative factors to 
be given.· conf?ideration will not only insure that the listed factors are con
sidered but will tend to indicate that there are many.facets to the problem. 

lS-203.5 Base Period for Allocation of ~direcr Expenses. 

INDUST~ POSITION 

This pa:z;-l).graph is inconsistent with l.$-~03(b) ~d permits Government 
personnel to select the periods which ~u~ oe.~ed. 
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SUBCO~ITTTEE POSITION 

The Subcommittee fails to see aqy inconsistency between this paragraph 
and l5-203(b). One deale with the method of alloca~ion and the other with the 
base period for al~ocation.· 

15-204.1 Advertising. 

INDUS~R! POSITION 

The present limitations on advertising are too restrictive, and overlook 
the .fact that aey advertj,.s~g is q. normal cost of c;ioing business from which 
the Gove~ent has derived benefit and as such should bear a portion of the 
expenses. 

, SUBCQM}\1ITTEE POSlTION 

Advertising, generally, is not necessar,y in order for industr.y to con
duct business ~rith the Government. On the other hand, in the modified version, 
Go~ernment recognition ·has been accorded that portion of industr.y advertising 
which encourages dissemination of technical information within industr.y itself 
through certain media, the results of which benefit both industry and the 
Government, and the Government will share in its portion ot same. One slight 
concession made by the Subcommittee is ·the deletion in the third line of 
paragraph a. (1) af'ter the word "placed" of the phrase, ".for the purpose of 
offering· financ'ial support to11 , and substituting the word 11in". The change 
was made because of the difficulty of determining a con~ractor's intent and 
the words were. not helpful in determining cost allowances. 'fhe Subcommittee 
set fo~th its views on this subj~ct i~ gr~ater detail in pr~vious reports. 

I 

15-204.6 Compensation for Personal Servioes. 

The DOD position on profit sharing has not been de~ermined b,y higher 
authority. Accordingly, the Subcommittee found it impracticable, because of 
cross references, to write this entire paragraph in final form until policy 
guidance is forthcoming. 

15-204.8 Contributions and Donations. 

I~~USTHY POSITION 

Industr.y has two objections to the proposed recognition of contributions 
and donations. First, industr,y objects to the exclusion ot religious contri
butions and donations as a reimbursable cost. Next, industr,y feels that 
aside from the r~asonableness of the amount of donationS and the contractor's 
consistent practice of making such donattons that the only additional limi
tation for the recognition of th~~e dona~iQns is that the ·amount be deductible 
for federal income tax purposes. Accord~ly, ·industr,y objects to the phrase 
"but the deductibility of the contribution for illcome tax·purpoees does not 
in itself justify its allowabUity as a contract cost." 
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SUBCOMMITTEE POSITION 

(l) Religious donations should not ·be a reimbursable contract cost 
because (a) it cannot be said that religious dona1;ions are an ordinary and 
necessary business expense and {b) it is believed th$t the reimbursement to 
contractors of their ·religious donations from Public and Defense Funds would 
violate public policy. 

(2) The deductibility of an item for federal income tax purposes should 
not be the. only consideration for it~ recognition as a contract cost. For 
example, propriety and reasonableness are other standards. Hence, the phrase 
quoted above and objecte~ to by industr,y is necessa~ in regarding the 
recognition of contributions and donations. 

15~2o4.9e Depreciation. -
Protracted discussions in the Subcommittee failed to resolve the ques

tion of whether the term "emergency facility" or "emergency facilities" 
should be used in this paragraph. 

MAJORITY POSITION 

The issue arises because of the Armf and Air Force policy of allowing 
contractors to select categorieS·Of facil~ties 1 for which sep~ate findings 
are made on a deter.minatio~for true depreciation and those for normal 
depreciation. 

NAVY MINORITY POSITION 

Navy policy is that once a true depreciation determina~ion is made, a 
· contractor must elect to take true or nor.mal depreciation fqr all the facil
ities covered b.Y the determin~tion. HericeJ Nav.y.insistence on the words 
"emergency facilities" · 

15-204.11 Entertainment Expense. 

INDUSTRY POSITION 

Industry objects to the words "social activities" as it may create con
flict with the provisions of 1$-204.10 and 1$-204.40. It further eontends 
that unless there is an overriding public policy to the Qontrar.y, entertain
ment expenses ~easonably allocable to Government contracts should be·recog
nized, to the extent that it can be demonstrated that ·such expenses are 
ordinar,y and necessary to the business of a contractor. 

SUBCO~~TTEE POSITION 

There is no conflict with this paragr$ph and paragraphs l$-204.10 and· 
lS-204.40. Furthermore,· this type of expense is solelY for the benefit of 
the contractor, serves no purpose to Government work and has been tr4di
tionally disallowed. The contractor may be placed in a favored class should 
he be allow.ed to recoup entertainment expftnse throvsh Government contracts 
and is considered to be against public policy. · 
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15-204.15(!} Insurance and Indemnification. 

AIR FORCE I~INORITY POSITION 

The Air Force procurement m~mber disagrees with the S~bcommittee's 
wording Of B ubparagraph ( £) and believes that the fallowing proposed wording 
would permit a more practicable application of' accepting uninsured losses as 
a contract Qost. The proposed change would remove.uncertainty as to the 
Government conuni.tments and liability in this area. It also m.akes the 

·Government' e commitment ·known at the :time or cQntracting. Furthermore1 it 
eliminates the Departmental approval· ot ~uch cost (as the present language 
provides) and places it at the level of' the pfocuring activi~y, It is pro
posed that (r) reads 

"f'. losses _res~ting tram taUure to ~sure ( thro\lgh selt insurance 
or otherwise) are not allowable unless authori~ed qy special contract 
provision." . 

OSD MINORITY POSITION 

It is recommended that the words, "unless approved by the Department 
concerned" be deleted in paragraph. (f) since only one known Navy case was 
cited in substantiation of the_phrase. 

15-204.16 Interest and Other Financial Expenses, 

INDUSTRY POSITION 

Industr.y contends that interest should be allowable. 

SUBCOMMITTEE POSITION 
. . . 

Interest has always been conside_red as unallowable because it represents 
a distribution of profits to persons who have advanced capital on a loan 
basis. The Subcommittee sees no reason wqy this position should be changed, 
More detailed reasons for disallowance are $et forth in previoua reports.· 
In this connection, it should be noted that DOD Directive requires interest 
to be charged on advance p~ents. 

15-204.18 Losses on Other Contracts. 

INDUSTRY POSITION 

Industr.yJ in effect, requests that the portion of cost-participation 
contracts not reimbursed by the Goyernment under that contract be allowed as 
a cost on other contracts, · 

SUBCOMMITTEE POSITION 

This proposal is rejected since a contractor in accepting a cost-partici
pating R&D contrac~ expects that later prod~ct~on contracts will Qe obtained 
resulting in profi~_to .compensa~e.!or earlier costs of participation. 
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15-204.19(b) Maintenance and Repairs. 

L~DUSTRY POSITION 

Industr,y objects to the restriction of recognizing deferred maintenance 
expenses only by specific contract provision. 

SUBCOMMITTEE POSITION 

The requirement or. a specific contract provisi.on for recognition of this 
expense is necessary in order that the Government m~ exercise some control 
over the amount of deterred maintenance expen_se which may be charged against 
cost-type contracts. The contract provision requirement in no way lessens 
the recognition of this expense. Since such expenses could be substantial 
and the possibil!ty of a d~~pute would alw~s be present as to the amount 
which shoul.d be acqepted as a contract cost, .it seems best that this be 
covered by a contract provision. 

15-204.2lb. Materials and Supplies (Cash Discounts) 
4 • 

INDUSTRY POSITION 

Industry ~uestions the requirement of the Government that cash discount 
be taken as a credit against the cost of material~, their theor,y being that . 
cash discount is actually ftnancial income comparable to interest as a finan
cial e:>q>ense, and since interest is not considered an allowable cost, cash 
disc.ount credits should be omitted from consideration. 

SUBCO~~ITTEE POSITION 

The subject or cash discQunt credit is in an area completely sep~rate 
from that of financia~ expense or financial income. Classif.ying cash discount 
as financ~al income is fallacious since realized income cannot arise through 
the operation of buying. Net prices are substantially on a cash basis and 
therefore represent the most effective costs. It is the net Pfice which. a 
seller expects to receive, and $ b~er expects to pay. The cost of materials 
therefore is rep1•esented by the total outlay.·o:r cash or, its equivalent for 
tho purchase of the materials; if the cash paid out incl~des a reduction for 
allowances or credi~s taken by the contractor, the net amount paid represents 
the true cost or the material. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement memper believes the third sentence o£ this 
subparagraph is subject to misinterpretation since it gives the impression 
that a contractor .has the ele~tion to credit discounts, reba~es, etc. to 
material costs or to indirect costs. Th~ Air Force. Procurement member 
would clarity the 3rd sentence by adding the tollowip.g: "which ever method 
has been consistently i'ollowed"by the corttractor." These added words are 
considered necessary since it is believed that the req¢.r~ent for a con-

. sistent application of these credits is not nece~~arily found b,y reading 
the questioned sentence in light ot the Basic Principles and Stand•rds 
(1$-201). . 
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15-204.2le. Materials and S~pplies (Write-down of Invento;y Values). 

INDUSTRY POSITION 

Write-down or inventozy value should be allowed as a contract cost. 

SUBCOMHITTEE POOI'l'ION 

Although this item is not a major objection qy industr.y, the Subcammittee 1p 
position is that there is little, if any, merit to industry's content~on in 
cost-type contracts. Write-down. of material co.sts would, of necessity, have 
to apply to material costs unrelated to a Government cost-type contract and, 

. therefore, should be absorbed by the business.to which the (write-down ot 
value) applies. 

15-204 •. 24 Ove.rtime, Extra . Pal SMft and Multi-S.hif't Premiums. 

INDUSTRY POSITION 

Industry wants restriction lifted with respect to cost <:>i' overtime and 
shirt premium on indirect labor. The suggested change in the draft mar remove 
some ot the objection. As to such ~ost on qirect ~ab9r 1ndustr.y wants no 
restriction except as provided by oon:t,ract terms in accordance with the con
tractor's practices and procedures, this b~ing &·standard operating proced~ 
for most companies and ,such provision is often made ·tor such procedures .-in 
union contracts. This argument does not in ~ way appear to bind the Government. 

SUBCOf~ITTEE POSITION 

For the contractor to be. required to identity separately shit~ premium 
and overtime on his books is a sound. practice and orie which requires but 
little or no overhead cost to segregate. This has been traditional with the 
Govermnent to rest·rict and control. overtime and extra pay shift o·ost. Not 
to do so would invite the contractor to wo~k normal hours on commercial work 
and run up lage amounts ot ext~a pay and overtime cost. Extra 'pay cost and 
overtime premium on indirect labor is allowable on a pro rata b~sis to 
commercial and Government p~ovided it is otherwise reasoqable. 

15-204.25 Patent ~ens~s. 

INDUSTRY POSITION NO. 1 

Costs of filing patent applications by a contractor should be allowed 
even tnough the Government may no~ obtain any rights under the patents because, 
b,y obtaining a paten~, a contractor avoids the necessity ot eventual~ being 

·required to pay a royalty to some other person who· may obtain a patent on the 
same invention • 

. SUBCOI'1MITTEE POSITION NO. 1 

This comment was rejected on the basis that tne con~ractQr gets ti~le 
to the patents arid the primary benefits therefrom. This ·would amount to a 
windfall to the contractor if the ~ernment pa~d, 
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INDUSTRY POSITION NO. 2 

Add to allowable costs "the defense ot patent infringement litigation"• 

SUBCOMMITTEE POSITION NO. 2 

Under the Act of June 2$ 1 19101 as amended, (28 USC. 1498), only the 
Government can be sued tor patent i~ringement on contractor's production 
for the Government. It a contractor is sued for patent infringement, it 
must be for its own commercial production.· Therefore, there· can be no costs 
to industr.y for defense or patent infringement. litigation, except such as 
are passed on to. industry by the Governmf!nt through the Patent Indemnity 
clause. To allow such co.sts w~ld conflict with th~ purpose of the Patent 
Indemnity Clause. 

l5-204G29c. Legal Fees. 

INDUSTRY POSITION 

The cost of successful anti-trust suits brought by the Goverrunent and 
the cost of successful prosecution of clatms against the Gove~ent should 
be allowable on the premise ·that these are ordinary, necessary and proper 
expenses of doing business and therefore should be considered allowable. 

SUBCO~ilTTEE POSITION 

Costs incurred in these connections, whether the results of the actions 
are successful or not, are W1allowa~le. Reimburse1nent of litigation costs 
where the Government is a party to the suit is obviously untenable. The 
Government can no~ financially support the party with which it is engaged in 
legal dispute. 

15-204.30 Profits and Losses on Diseosition or Plant, Equipment or Other 
Capital Assets. · ·· · ' 

INDUSTRY POSITION 

Such profits and losses should be 8llowable to the extent that they rep
resent adjustmen~s to depreciation on assets acquired for Gove~nment bus~ness. 

SUBCOMMITTEE POSITION 

The subcommittee agrees.with this contention. but teels that it would be 
impractical, if not impossible, to dis~ingutsh between that po~ion or a 
profit or ~oss which represents an adjustment of depreciation and that which 
was caused b.Y fluctuations in ~he general price l~el~ 

15-204.31 Reconvers~on ~ensea. 

INDUSTRY POSITION 

Industr,y comments ran the oo.mplete g~ut tram gener~ agreement with the 
item as drafted to. an extreme statement b,y Auto Vanutacturers Association that 
''we can see no reason for disallonng a:rr.r conversion e~penses". 
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SUBCOMMITTEE POSITION 

It is apparent that industr,r should seek a birth-to-burial treatment or 
reconversion expenses; however, the comments furnished no valid reasons for 
changing the principle. Specific provision in the contract or those recon
version ~xpenses which are allowable appears the best method ot assuring fair 
treatment of the Government's and contractors• interests. All items not 
specifically provided for~ the initial contract'or b,y modification. ~e 
not allowable. 

15-204~~ Rentals of Piant and Eq\:ipmc~. 

INDUSTRY POSITION 

The restriction on amounts of allowable rent tor facilities covered b,y 
sale and lease-back agreements is not equitable. As long a~ the rents are 
reasonable in the light of the type, condition ~nd value of the facilities 
leased, optiuns available .and other provisions ot the rental agreement the 
Government 1 s interests ax:e a.dequate~ protected. In addition, the tiovernment 
would b" penalizing companie.s who have sale and lease-back agreements as 
.contrast,ed wit~h companies holding conYenti~nal leases. 

SUBC ONM:!:TTEJ~ P()S ITION 
--------·----------

Sale and lease-back agreements are primarily entered into to provide 
additional work.."\.ng ~apital, without bo:4 .. rm1ing funds, or issuing addi. tional 
capital sto~k~ An0ther reason could be to obtain tax benefits. To accept 

·the risk, fin?..nci!~g and p·t"cfit. factors included in the rental of sale and 
lease-back f'~.\.!.ili.ties would be c~ntrary to O".l~ position regarding interest 
as a nonallo-w·a:">le cost. F'urthermora, the act!eleraced amortization usually in
clud~d in the rental m~ represent an unreasonable contract cost. 

15-204.34b(i) Research and Development (General Research) 

The subcommittee concurs with ~he violent objection of industr.y to placing 
a ceiling of 2S% on general research oosts. The draft .takes a new approach 
of allowing "the allocable· portion ot 75% of the allowable costs ot a c;on
tractor's independent general research"• Under this arbitrar,y formula, there 
is no penalty for being predominantly a defense contractor but same restric
tion is placed on such a contractor tram going whole hog on general research 
by forcing him to place some or his own .funds into such ·projects. Some 
Subcommittee members are not adamant in the position on the percentage figure 
and are willing that the figure be as high as 90%. Other $ubcommittee members 
feel that 75% is a reasopable ftgure but should be followed b,y the paren
thetical insertion " (or such other percentage as may be agreed upon ~d set 
forth in the· contract· Schedule)" since flexibility is desirable in this area. 

15-204.35 . Royalty P!Yffients. 

INDUSTRY POSITION 

Industr.y.takes objection to tne limitation on the allowability of rqyal
ties where royalties paid or p~able tor the right to use patents necessar,y 
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• for the proper perfor.mance of a contract and where the Government does not 
already have a royalty-free license to use.such patents, the royalties are 
allowable to the extent expressly provided for elsewhere in the contract or 
otherwise authorized by the Contracting Offi~er. Industry contends that it 
should be parmi tt~d to manufacture products l.)ll.der lfcense agreements which 
they would otherwise ~ave to purchase and ~nat p~ent tor same should not 
be subject to such limitations. · · 

SUBCOMMITTEE POSITION 

. In the Subcommittee's ~pinion, the p~ent of royalties to contractors 
under the circumstances described should be circ~scribed by contract pro
visions or effected under the Contracting Officer's cognizance. Because 
fees for use of patents, where the Government doea·not have·a royalt,y-free 
license to use same, may often be predicated on the hisheat rates the 
market will bear, and since payment l~tati~ns are difficult to establish 
where effective competition does not exist, the Government has established 
procedures leading·to the reduction of royalties where royalty p~ents in 
co~!ection with contract performance are deemed excessive. · The inclusion 
of the limitati.ons in the revision permits review of the circumstances 
surrounding the incurrence .of royalty.p~ent costs $nd assures control b,y 
the Contracting· Officer. In addition to the cost feature, review b,Y the 
Government can be effected to assure that the qove~nment.does not.alreaqy 
have a royalty.;.free -license to use the patent concerned. In summary, Con
tracting Officers can determine if the rqyalty costs are bona fide and 
reasonable. · 

15-204.36 Service and.Installat~o~ E!Penses. 

BACKGROUND 

The 3/23/55 draft rionta!o·ed. a prqvision (noto.T Qeleted) · concerning cor~ 
recting product defects anq replacing defective parts. 

ASPR POSITION 

ASPR 1-203.5 - Inspection of Supplies and Correction ot Defeets • pro
vides that the Gov~ent will p~ these co~t$ unless. caU$ed b.Y high officials 
of th~ contractor. · 

SUBCOMMITTEE POSITION 

When such costs are j.nc~r~d due to fail~e to comply with contract terms 
or specifications, or fran causes considered 1;o be beyond the $rea or reason.
ableness, such costs inclu~g any app4icable overh~ad should be unallowable. 
The Subc~ttee wtll p~esent an act~·case 1Q subs~~tiation of i~s ~eco~- • 
mendation that the ASPR Committee· give seri~s consideration to amendtng 
ASPR 7-203.S along the above line.,. · 

15-204.3.7 Severance P§J• 

INDUSTRY POSi~ION 

The port·~ .o£ the reVised provi~~ :relat!ng t.e con1;r$pt costing of ~nass Qr 
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abnormal severance pay is impractical and would be difficult and cumbersome 
to apply, and the cost or severance pay, gene:raJ.ly, should be handled on a 

·basis conforming with accepted accounting principles and practices and the 
established policy ot a contractor, rather than polic,y which constitutes 
an im:plic-it agree~nent on the contractor's part. Industry also feel that 
perhaps allowability ~hould be provided for on either an actual or an accrual 
basis. 

SUBCO~~IITTEE POSITION 

The treatment as proposed for mass severance pay is the most practical 
arid· realistic approach to a problem which concerns an unpredictable contin
gency. It is felt that a eontingenc.y reserve for mass severance pay is ~oo 
conj~ctural to be considered a cost. The Government should not obligate 
itself for more than its pro rata.share of severance wage p~ents actually 
made, in acco~dance with a policy reflecting implicit agreement by a. con
tractor, on the basis of its ratio of participat~on in the contractor's total 
business during the periOd or empla.y.men~ ot the ~ndividual involved. 

l5-204.39a(3) Taxes. 

TiiDUSTRY POSITION 

This clause should be el~nated a$ in many. cases the cost of securing 
the exemption exceeds the amount to be. saved. 

AIR FORCE MINORITr POSITION 

The Air Force members believe there. is merit in ~n4ustr.y's comment and 
propose the clause be revised to read as follows: 

"Taxes from which exemptions ~e available to the contractor dire~tly 
or available to the contractor based on an exemption afforded the 
Goyernment except when the contracting officer determines that the 
adminis~rative burden inci4ent to obtatn~g th$ exemption outweighs 
the corresponding benefite accruing to the Governmt=nit." 

15-204.39b. Taxes. 

INDUSTRY POSITION 

Indul$try generally contends that this paragraph should be revised to . 
allqw cost of taxes 1 interest, penalties and expenses ot contractor's acts 
in resisting assessments or ~ttempting to sec~e refun4s, w~thout the im
position or the ~strictions pre$ent]¥ include(~ in this paragr~h as in 
certain situations ·contractors cannot possib~ or reasanabl1 compl,y with 
these requirements. · 

SUBCOMMITTEE.POSITION 
~ ,· ! 

The restrictions tmpo~ed by thi~ paragraph are rea~onable in that they 
merely require the contraetor ·to obtain· and tollaw instructions tran the con• 
tracting officer in·cases.where there· is a doubt as to th~ legality or 
correctness o.t a tax as.se~$ment. · 
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15-204.40 Tradea Business and Professional Activities (EXhibitions). 
I 

INDUSTRY POSITION 

The expenses of holding exhibitions is a required cost of doing business, 
as normal ·and essen+~ia.l as expen.ses incident to meetings and conferences, and 
as such. should be' aJJ.owable •. Further, the revision i~:; unduly restrictive in 
that it relates only to expanses ·incurred at meetings and conferences when 
the primary purpose of the .. ineurrence is the dissemination of·technical in
formation or information aimed at the stimulation of production, and does 
not include expenses ot exhibitions incurred for dissemination of information 
to the trade, the public, prospective emplo,yees, etc., about· the particular 
businesso 

·sUBCOMMITTEE POSITION 

This matter is quite similar to 'the problem or allowability or advertising. 
Doing business with the Government does not presume that dissemination or in- . 
formation about the business to the trade or public through exhibitions is . 
necessary., The Goverr..men'ti is agreeable, however;, to accepting its pro rata 
sha:-e of expenses incurred for the dissend.nati~n or technical information ·or 
in!or.mation aimed at stimulation or production through meetings or conferences. 
The exhibitions referred to by industry are those held for purp.oses other than 
these; therefore, the costs thereof are considered unallowable·. 

GENERAL COMMENTS 

1. ·Some existing subcommittee members do not necessarily concur with 
every view expressed by their predecessors but concurred in the Report to ex
pedite consideration. 

2. The need for editing is recognized. 

3. GAO concurrence h&s not been Obtained. 

~. Prior to publication; Part l must also be revised (the SubcQmmi~tee 
ha·s made considerabl-e progress on revised Part l} and certain cross-referencing 
accomplish~d on existing Parts 3 and 4. 

NEMBERS: 

H• H. Gallup (Chairman) 
Maj. J. o. Hunnicutt 
Mr. E. .M. Wiseman 
·Mr. James ·Ruttenberg 
~~. A. c. Sawallisch 
l"Lr. P. M. Southwell 
~~. George.Rudig~er 

SECTION XV SUBCOMMITTEE 
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27 April 1955 

MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: case· 53~44 - Depreciation Cost Interpretation for 
Inclusion in Part 6, Section Y:V, .ASPR 

1. Reference is made to the memorandum for the Chairman, ASPR 
Committee, dated 24 March 1955, subject as above, in which the Editing 
Committee presented an edited proposed ASPR 15-602e This was discussed 
at the ASPR Committee meeting on 5 April 1955, and returned to the 
Editing Committee for further revision, as indicated in the minutes of 
that meeting e 

2. The Editing Committee has reviewed proposed ASPR 15-602 in the 
light of the mentioned minutes, ·and reco!J11!lends only that ASPR 15-602.1 
be revised to read as follows: 

15-602.1 - Applicability and. Effective Inteo This cost inter

pretation pertains to ASPR 15-204(d), 15-205(b), and 15-205(~), 

with regard to contracts executed on or after the date of its 

issuanceo It shall also apply to existing contracts in those 

cases where such interpretation was (i) specially provided for 

in the contract or in the record of contract negotiations, or 

(ii) in the absence of specific agreement, where the parties have 

reserved final resolution of the question of cost allowance in 

. regard to depreciation pending the issuance of an interpretation 

by the Departments with respect to the applicability of Section 

167 of the Internal Revenue Code of 1954. 

3. The Editing Committee has considered other suggestions con
tained j,_n the minutes, but does not feel that the proposed ASPR 15-602 
should be further revised to quote or paraphrase the statute, or to 
make reference to "assets" involved. 
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MEMO FOR: ~PR COMMITTEE 
SJBJECT: Case 53-44o o o 

. ) 

-' 27 Apr 55 

4e. The Navy Member presented to the Editing Committee, for 
consideration, a memorandum to him," (Tab 1), recormnending further 
change to ASPR 15-602o2, as set forth in Inclosure 1 to mentioned 
memorandum from-the Editing Committee, dated 24 March-1955. The 
Editing Committee feels that this proposal should be considered b,y 
the ASPR Committee, .and, therefore has taken no affirmative action 
on the recommendation. 

1 Incl 
(Tab 1) 

2 

MAURICE LEVIN 
L~; Colonel, JAGC 
Ariliy-Meinber 
Chairman 

GEORGE-Wo "MARKEY, JRe 
Navy Member 

WILIIAM-MJNVES
Air Fo~ce Member 
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6 April 1955 

MEMORANIDM FOR MR. GEORGE W. MARKEY, JR. 

Subj: Case 53-44 - Depreciation Cost Interpretation for Inclusion in 
Part 6, Section rJ, ASPR 

1. In accordance with our-conversation today and as requested by you; 
I would offer the following suggestion for inclusion in the Editing Sub
committee's draft regarding subject case to be added to your last sentence 
in paragraph 15-602.2: 

''Allowances for "true· depreciation" as that term is 
defined in DOD Instruction 4105.34, 1 July 1954, shall 
be in accordance with said Instruction." 

Change period to cormna and folloW with: 

and apolied on a straight line method, for both 
the emergency and the post emergency periods, as those 
periods are defined in the Instruction. . . 

2. In other words, it is felt that since "true depreciation" in most cases / J 
allows some accelerated depreciation, it is not felt that the contractor . ____ ;,..J 
should have a further acceleration factor because of the application of 
the new allowable 11tax methods" of depreciation. As stated to you in 
today 1s conversation this device has already been attempted unsuccessfully 
by one contractor who has been given a determination of true depreciation 
by the Navy Emergency Facilities Depreciation Board. 

Copy to: 
Mr. G. C. Bannerman 

Very respectfUlly, 

R. K. MA.AS 
LCDR., · SC, USN 
Member, NaVy Emergency 
:,ac.ili ties Depreciation 
Board 

..... -:·...-.:.: 



,. 
~:\ .. 

~.:.> 

•l 

24 March 1955 

MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT-. (.;c::~se 53-44 - Depreciation Cust Interpretation for Inclusion 
in Part 6, Section XV, ASPR 

1. Reference is made ·to·paragraph 4 of the minutes of the ASPR 
Cqmmittee meeting of 15 March 1955. 

2. In the light of the discussion at that meeting, the Editing 
Subcommittee has prepared the attached draft of ASPR 15-602 (Incl 1) 
(i) to make clear that the :issuance qf this regulation effective 
from the date of publication was not intended to alter in any way 
any like interpreta+i.ons that have been followed in the past with 
respect to contrr cts; (ii) to include reference to "true depreciation"; 
and (iii) to delete the quotation of the text of Section 167 of the 
Internal Revenue Code of 1954. 

3. With. reference to proposed ASPR 15-602.1 your Subcommittee 
considered the desirability of clarifying the effect of this inter
pretation on past or current contracts by an appropriate note 
accompanying the issuance of this regulation or through language 
to be included in 15-602.10 The latter was considered the more 
practicable method. Such notice; if inserted in a note, might 
readily be overlooked. 

4. Your Subcommittee has considered the desirability of 
including the text of Section 167 of the Internal Revenue Code 
of 1954. It is felt .that the inclusion of·the text ~lone wou~d 
be incomplete unless there were also included the regulations 
issued by the Internal Revenue Service •. It was not felt by your 
Subcommittee that there was any need for encumbering the ASPR with 
such matter. 'Those charged with the responsibility of evaluating 
depreciation must ·necessarily acquaint themselves with all necessary 
material on the subject and consult with appropriate personnel. 

5. All of the undersigned concur. 

1 Incl 
Draft of ASPR 15-602 

MAURICE lEVIN 
Lt. Colonel, JAGC 
Army Member - Chairman 

GEORGE W. MARKEY, Jr. 
Navy Member 

WILLIAM MUNVES 
Air Force Member 
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15-602 - Depreciation. 

15-602.1 - Applicability and Effective Date. This cost inter

pretation pertains to ASPR 15-204(d), 15-205(b), and 15~205(o), and 

is effective from the date of its issuance; provided that, where 

this cost interpretation has been and is being followed, the statement 

herein of an effective date is not intended to affect such inter-

pretation. 

15-602o2 - Allowances for Depreciation. Allowances for 

depreciation (other than "true depreciationn) as provided in 

Section 167 of the Internal Revenue Code of 1954, subject to the 

limitations set forth in paragraph 15-602.3, shall be acceptable 

for contract costing purposese Allowances for "true depreciation" 

as that term is. defined in DOD Instruction 4105o34, 1 July 1954, 

shall be in accordance with said Instruction. 

15~602o3 - Interpretationo Depreciation computed in accordance 

with pa!agraph.l5-602o2 above is allowable provided it meets the 

test of reasonableness and allocability to defense contracts and 

other applicable provisions of this Sectiono Meeting these tests 

may depend upon whether (i) the depreciation allowance in the 

particular case is acceptable for tax purposes, and (ii) the 

costing of defense contracts is on a basis consistent with the 

costing of the contractor's non-defense work and is so reflected 

in its books and records. 

~I 
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Supply and Logistics 

\V8.shil1gton 25, D, c. vr~ 

~11/ 11 Harch 1955 

II.2IOP .. 4.~1DUH FOR TI-L CI-IAIPJ·IA.N, ASPR C01~NITT.SZ 

SUBJZCT: Depreciation-Cost Interpretation for Inclusion in Part 6; 
SeGtion ;~v, .ASPR. 

1. In accordance uith instructions contained i.n. item 1 of the minutes 
of the ASPR Comnittee meeting of 3/l/55 this Subcol!L'7li.tt.ee met on 3/10/55 
for the purpose of developing a cost interpretation to provide guiclance Hith 
res~ect to depreciation pursuant to Section 167(b), as limited by Section 
167(c) of the Internal Revenue Code of 1954. 

2. Attached hereto is a proposed cost interpretation unani.rnously 
recommended by the Subcommittee for ~1clusion in Part 6, Section XV of the 
AS2?R. . 

3. In the develo~Jment of ti1is proposc-1 it Has the opl..Il:t.on of the Sub
cont~littee th~t the full text of Section 167 of the Internal li.evenue. Code of 
1954 should be i.ncludec~ for t1v0 reasons, (i) to avoid problems 11hich night 
·arise from paraplu .. asing or excerpting the provisions thereof, and (ii) to 
assure that the inl'orn".ation contained therein was readily accessible to all 
procurement and audit personnel tb.rouzhout the Department of i)efense. 

Attadunent 

Lt. Col. J. E. Ellis 
Haj. S. 1. Baird 
Haj. J. o. Hunnicutt, Jr. 
R. H. r:ee 
A. ·C. Sarmllisch 
J. T. Regardie 
P. J •. uedel 
J. F. Lenahan 



J.~--6o~ Depre<:ia.~.:.ion 
( 

15-602 .l L?··:;lica:J:i.lit•r anc~. :Cffecti"t,,-e Date. This cost inter]_)retat.ion pertc.ins 
to pare grap~1s l5-2C).!- ( c:.), 15-205 (0), ~lie~ l)-205 ( o) anc'. is effecti ~:-e frol:l tl1e 
(r.te of its issua!1ce. 

15-602.2 Lllo-:;C!nces for Depreciation. Allo~:-~nces for 6eprec~.tion as lJro
"'ti(ec~. in Section 157. of the Internal ~iev·em .. le Go6e of 1954 (quoted 1Jelou), 
su~Jject to t:!G linitations set forth in pc?re.[~j,"aph 15-602.3, sl18.ll be acce~)table 
foi"' cor~t.j,"2 ct cost in[::; pt'!.rposes. 

(c) Gener·al Rt".le.-- ·~·here s'i-12ll be ai.lo-:rec~ as a (epreciation c,.ech:ction ~ 
rez:soaa:Jle allo~r2.nce for the e:·i1e.us·cion, ue~r e1nd ·c.e2l .. ( inc..luc~_i.n:~ a reaso:1c-·;Jle 
e.l.lo;-;c:- ~1ce i'o: ... o:Jsolcs cence :~--

(l) of proper-G;)' usec1 L1 -~:1e tl"ac'1.e or ·)usiness, or 
(2) of ~ropert~r i1elc ::'01 .. t:1e proc'uc"C;ioa oi inc one. 

('-.) l"'se of.' Cer··-..,.;n ~·et~-.,....,•.,.. !:1'1c· ,..,.·-es '"G"or -!..~ ... ~..,')le ye'"'rc:: e·1c li1" .... _f+:-:,~ .. !.1, •I ..!.. VC-4.~ -··· ~.~....,._~;;;) c;;:.;. . itc::Lo .--.... Loc; .... l.Q.l 1;', ..... J. '"' c:: .., __ 

Dece~i:)el· 31, l$'53, ti1e te:""~·.! lirecsOl12'ule 2llo~:.-['nceli c:s usee~. in su::~sectioa (a) 
s:~ll i~1clnc;.e (:Y.ri.:. sl1.::ll not ~Je lL-JiteC: to) c.n e.llou2nce coi·.lpi.r0ec~ in accorc~.E.:1ce 
":-rith rerul~.tions :)rescri!Je( iJ:'" t~1e Secret~<i .... ~t or l1is (cle~ate, Ul1(el"' al1J .. of the 
.fol.lo-;·Til1£; netho(s ~ 

(l) t!1e str.:. i:)1t .l L1e i'.le·~llo(, 
(2) t!1e c:.eclL1L':.~; b2la~;.ce methoc~, t'..SD1'' a ::. ... .:te not e~:ceec1in-:. t"":rice 

the rate 1rhich uoulc~ lJai,;-e been used hat,. the a!J.l1UC!l allOF2nce be::n com-
pu..L.ncJ nnc~ei" -:-~ .... ~ -.le··-~ ... or' c~e~c-.. J.··,-=·c·1 l·n "'"'a· ra,., .. ~p,, (l) _ lJ._, .. '""""'4. _ v1J. ...... . 1. lJ.&.. -.. . ....,; .J.. ... '-. ~-' .. ·~-c. •• , J 

· (3) the stl.i·J of tl1e ~.rec.rs-digit s met~1oc~., anc~~ 
(- (h) any oti1er consiste:1t i-:lethoc-· pl .. OC~uc·cive of a11 annual alL::nrance 
I uhicl1, uhen ec1C:ec~ ·to all cllo1-:re:nces for t~·1e period co1:1i·.1e~:cin; \lith t~1e 

i) t~::;>['l~."e::t 1s use of t~1e pro)e~ .. t:.'" ~.n6 i:.1cluc1ing the te:::a~Jle yec;.:-, c'.oes not; 
c~· .. 1l"L1[· t~-J.e f il•st t:ro-·cl1irc~ s of t~1e useiv.l life of the prope~:-·cy, e;~ceec~. 

{ t~1e totc:l oi such allouz:nces :r::ic~1 uoulc~ :1ave ~Jeen usec't had such C?.l-
..... loH2nces ceen computec1 un6er ·the 1:1ethoc·. c~.es cribed in o2.l'"C: cra-ah i 2 ·~ • 

' ... J;: '-' .6. \ • 

IJotl1in~, in this su~Jse ction sh2ll 'oe c011str-~..1.ec'. to lir.1it.. or reduce an allm-Ic:nce 
oti!e1-,:ise alloua0le un(er st!iJsection(.:.). 

(c) 1:LJitations on Use of Cert.2in ~:atl:oc~s and Rates.-- Para~;rapl1s (2), 
t'.., ., • ( 1 ) f . . . ,_ \ . 1 "l l nl . t' . f.' • , .. ~,, anc .!. o suosec"GlOl1 \i.:O) s~'la.~. Ct.)~=' y o y :tn ~1e c2se 0.1. p~--opercy 

( otl1er than intc.n~;i~)le p::-oper·~·:r) descl .. ibec~. in subsection (a) llit.h a useful 
life of 3 :.?e2rs o:c more--

(l) the constr1.lc-'cion, re c.ons·Gruct ioa, or erectio~1 of 1-rhich is 
con)lGtec~ after Decer:b0r 31, 1:-·~3, 2nc: ·chen only to that po:"tion of 
t:1e ~x·.sis Hhich is ~::::·o)erly att::.'"i.)utable to st:c~1 construction, recoa
struct ion, or erection after :Je cer.1ber Jl, 1553, or 

(?.) ClC~~ui:cec~ ·cd'tel"' Decer.1~)el .. 31, 1~53, if the ori~~inal use of Ji.lch 
~ro~)erty CO!"Jr:l.Jnce s ~:rith t:1e t2:;::_)c.::rel"' and c onm.ences ~ftc:"' such t"!.C!te. 



(0) Agreement as to Useful Life on ~Thich De'Oreci.ation Rate is Basecl.-
~1here, under ret-;t1lations prescribed by the Secr~tary or i1is deleg2te, the 
t2~:p2yer. and the secretar~r or his delegate have., after the date of enactment 
of this title., entered into an agreement in 1~TitL"lg spe'cificc?lly dealing 
uith the· usefu.l life anc~ rate of depreci~tion of any property, the rate so 
ara-eec1 upon shall be binding on both the ta;~payer and the Secretary in the 
absGnce of facts or circur.lStances not taken into. consideration in the a{option 
of such abrreer.1ent. The responsibility of establisi1ing- the e;:istence of -such 
facts anc1 circu.nstc:1nces s:lall rest uith the party initiating the modification. 
f_ny change in the agreed. rate anc-: useful life specified in tee agrear.tent 
sh¢11-·not be effective for taxable years before the ta;:able year in uhich 
notice in "l·rriting by registered mail is served by tha party to the agreement 
initiatL"lg such change. 

(e) Chenge in·j,-Iet~1od.-- In the absence of an a[~reement uncler subsection 
(d) coi'ltaining a provision to the contrary, a taxpayer may at any tine elect 
in accordance uith r86ulations prescribed by the 6ecretary or his delegate 
to change frorJ tile r.1ethod of depreciation described in subsection (b) (2) to 
the r.1etl1od c1escribecl ·in subsection (b) (1). 

(f) Bc.sis for Depreciation.-- The basis on uhich exl1austion, uear and 
tear, ar.d obsolescence are to be allO\-rc( in respect of any prol)erty shr2ll be 
ti1e aGjusted basis provided in section lOll (Adjusted B§lsis for Ibtemining 
Gain or Loss) for tho purpose ·of .·.determining the gain on t h~ sale ·or othor c. is
position of such property~. 

([J Life Tenants and Beneficiaries of Trusts and £states.-- In the CC!se 
of property held by one person for lii'e ~ritl1 rm':lc.inder to another p~rson, ·the 
c~ec~uction sh~ll 'be computed as ii the lifo tc;nant vrere the .a bsolut,e 01·mor of 
t.hc property and· slU:ll be al.lo-vroci. J~o the life tenant. In the c~,se of property 
held in ·cn.,_st, tho allO'~mole deciuction shall be apiJO:i."tioncd 'betuecn tbe in-

. cor:1e bCi1Cficiaries anc': t~1e trus·tec in accordance nith the pertinent provisions 
of tl-!c instx·w1ent crc~t.inz the trust, or, in the absence of such pro-._r·isions, 
on tl"'!e b.:.-. sis of the trust inconc allocable to each. In the case· oi an estate, 
tho alloHablo deduction shsll be appo::ctioncc~ bat"l-Tcon t·hc estate and t~lc heirs, 
loc~c::tc;;-::::s, anc1 doviso~s on the b~sis of th0 income of the est~tc allocabl\j to 
c~ cl·1. 

(l1) Depreciation of Lr:lprov;:;nonts in the Case ·of :unas, Etc.--

For ac.6itional rule applic~ble to deprecie:!tion of il-:~prov,:m1cnts in 
t~:o c~sc of riincs, oil anr1 gas Holls, othe: .. natural deposits, and tir1bor 1 
sec section 611 (.Allouance of Deduction for Depletion). 

15-602.3 Interpretat-ion. Dc:~~rccia·0ion conputod. in ~ccordanco l·Tith para[)raph 
15-602.2 above is allouablG pro-:.--ic1.od it meets the test of reasonableness and 
allocability to c1.ofonso contracts and other ap:Jlicable provisions of ti1is. 
Section. rioC.Jting those tests rm.y dupcnd upon uhcthcr (i) tho depreciation 
alloutnco in tho partictllar case is acceptable for tc:::: purposes, and (ii) tl-.LC 
costing of c~ofonso co:1tra ct s is on a ~)C! sis consistent ~-rith tlic costing of the 
contractor\3 non-c\ofense 1-10rk and is SO reflected in its books and records • 

2 
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OF?Il. J? T::: ASSISTANT S~~CR:.;TARY OF I . GNSI!; 
._lashington 25, D. c. ~ 

Supply anc1· ~ogistics 15.December 1954 

n:~!ltfuUIDUH FOR Trill C!IAIJUIAN, ASPR a:>i~u·IITTE~ 

Case 53-44 Revision of Section· ·xv Cost Principles. - .. 

· ·· · · · 1~ ·rn c.ccordance. l·rith ·item 5 of· the minutes of ·the ASPR .Committee. meet
···ings ot· ·11/30/54, 12/2/54 ancl.-12/6/54, toge"the·r with verbal instruc-tions and 
· piiae·nce provided a_t th~se meetings, ·this ·subcomr.littee met on 12/ll/5!i and 
12/14/54 for the purpose of reconsidering and revising certain paragraphs of 
:tl1.e l,S lrovembar 1954 draft as follo~rs: 

.. . . . 
·t$-204,.6 ( 6) Delete subparagraph as written and substitute the folloHing 
t~1erefor: . i·The cost of options to purchase stock of the contractor . 
c9rporation granted to enployees as part ·of their compensation may be. allo
cc:Jted to Government contracts: lrithin the following limitations: 

( i) The cost of stock options to the gran:tor corporation is the · 
e~~cess, if any~ of· the fair: r.larl~et "value of the .stock over the option. price 
on the. d.ate the option is granted to a specific individual and shall not e::
ceed 15% Of the fair. filErket Value on SUCh date • 

(ii) Costs to. be recognized uill be only those resulting Hhen 
options are exercis.ecl. by. the employee. 

(iii) For a~lowance purposes, the cost of options exercised lrlll be 
cf~C?rt-iz~d equally over a period of not less than ·5 ye"ars ftom the date. option 
was· e::ercised: · · 

(iv) The cost will be allocated to· all \-TOI'k 'of the contractor, ·in
cludmg Government contracts • 11 

15•204.6 {d) 2. Delete second .sentence; statement .to be made the subject of 
no1-r ·subparagraph 15-204.6 (g) belo1-1. 

15-204.6 (e) 1. · At encl of sentence ado. cross~ reference 1 •;and g belowj;. 

15-2~4.6 (e) 2. In first sentence after words 11und~r. subparagraph.d 11 ;· ~tld 
cro.ss:-rcference 11 end g belovr11 • 

15~204.6 (f) In second sentence after \'tords 11under paragraph d above•;, ad~ 
cross-reference 11 and g beloH". 



15-204.6 (g)· Redesignate entire st:~bpara r.raph as para graph 15-204.6 hj in 
lieu thoreof insert. tho follo;:-;ing in ordar to accomplish rearrangement of 
text: 

"E'or tho purpose of co~crmination of reasonableness, the 13mploy·or 
.contr.:i.~u.t.ion ·~nc~cr prof~t :_:~haring plans and stock bonus pla-ns ·shall not ex
fcco~·; .in 'the ag6regate., 15% of the total basic compensation paid or ~ccrued 
to each of the participating employees in the year under consideration." 

:· :j 

1.5-2-J4".6 (h) Sane as· subparagraph g in the original draft. 

15-204~ 9· A ~-ta·:rr prop.6sal ~~e-sE=ntec1. ~t thb .. l2/6/54 meeting giving effect to 
ti"l;:; n,;u rov~nuc l~gisl~tion (Section 167 of Internal Revenue Code of 1954) 
for int.,Jr:L":l use. penping. tho .promuJ,gation of the revised Section l'V was. ~on
si~1-Qr(;d ~nc c~.iScu.S.scct· ·at lc;11gtb by the· Subconmitteoi · ~he. rcsuiting consensus 
u~s ·thc:t no fo:::-n.al chc.nge in the c~·~isting provisions of Section }.:V is rcquirod 
in orc~cr to rocognizc the dcprociation methods acc~ptable under tho n".rt; tt~;.: 
codo. It was suggested t!'.:at .specific inquiries in this r~garc1 co~d b.c:st be . 
;;!lSUCrQ'd vir; dop?rtr.tontal aiudit che.nnwls •,. ·.It ·W'Efs l:lkewisc. th~ consensus' tlu:t 
th..:.: ~re:sc.nt lnnguagc in thG ·propos~d ruvision of Suction X\T "ttTas a~equate to 
pcrnit rwcogni:tion of all of the dcpruciation methods proyid..::d for in ~he nou. 
tc:c code ~nr1. that spocific rcf9ro1:1cu to the · In'L'Grn2l R(;vcnue Code. iri this.- .. 
S0ctiori 't·;c-·s unnvcossary '-.rxl.unccsi;r~bl~ •. ·.It should be l'iotc:d th:i:. the . 
r.:;co~·.·.i-:-H .. nd~tio:h l-rith respect to this subject did not r..:c~i v-.. thv unanimous 
support of tho Sut>cor:unittc~ •. 

15-204.22 IM sf.)uch as sor:10 of th~ matJrial .in i,his paragraph :Wr'S re:arrpl)gud .. 
~s · u.:;ll ~ s r1.r\ri$_(.;tf1 the c.n:tirc: p~_ra gr2ph ~s rJ..conu:i~rxiod· by :tt1c· 5ul)comr~it~~q; 
is quoto~ fo:r p~os~s of ~~rity: 

. " .. . ·. 
•4. 

(~) This it~r.'l incluC'.~s th~ nvt costs of such items as ra1·r mntorials, 
pcrts, sub-~ss0mblL ... s, comp_o.n~nts,: and me~nuf~cturing ·suppliQSj ul1cthur .. ·: .. 
purch~s~'<l outsido or rn8nuft!C:t\\t'~>d _by. thu. contr~ctor 1 ··am mny include such · 
collnt~r~l it\.:ns as inboWld .tr~nsportation aoc intransit.1ns~nco. ·. Tl':te.:so· 
COStS .~.r.O cl,lo.,rablc subj\.:Ct,, hOtJCYJr 1 to: thu prOViSiOilS·· Of subp~r~graphs 0 
thrOUf.:h r·· b~lOlle . 

·(b) . Costs of ~t~r,ial·~ am supplies shclll bo suitt!bly adjust~q .to~ 
applicc.bl0 portio·ns of inco.&·:w .. and othor cr~di ts •. ·_.such' ··incomv :~_nd ,_otbor · . 
cr\,>C it.s include trnd~. c1iseo:unts I .. refunds I rubat..:lS· a 00 Dllot-mncc.s •· {,ri sh ais
COU.'1ts rivrilablo., and ~r~dits f~r scr~P. aoo s~:lve~;c and ril2t~Jr~ls· rot;urood · 
to v~ndors • r~cn-ruvcr ,· l·rh ... r\:i the contr~ctor c~n demonstrate t~.t fc ilur~ to 
t~l~ . .:.: c~sh discounts ur:s due to circW':lSt~nc~s beyond his contro~, such lost 
discounts ~rill b-.; ~llO'(·.rcd. · · · ... · 

(c) l·n1c.n mnt~r.i~ls ~ru purchr.su~· spocificclly for end 1d0nti.f'i.nbl~ 
sol~J..y uith p~rform~nc·..- uridol.· a contr~ct 1 tho tlct~l purchcso cost thoruo:f 
should be ch~rgcd to the contr~ct. . . 

2 



(c) If mt0r~ls ~r-.; issu~d fror.1 stock, ~ ny gi.Jncr~lly r..::cognizud 
r.1cthoc of pricing such m~t~r~ls uill b0 accopt~ble, provided tho mc.thod is 
consist-.;ntly appli~'tl ~nd tho r~sults obt~inod oro cquitcblo. lJhcro nmtor:inls 
in stock ~t th.:; cor.unenc<.;r.lont dr!tc of tho contr~ct ~rc subjuct to Government 
,mnt(ori~l controls and hr'v..; a provnblc repl~ccmont cost signific~ntly highc.:r 

· th~n book cost, the, contractor tlnd tho ·Government rnny, by contrnct provision~ 
~[~Qe upon the usc of ~ method of pricing b~sod upon tho f~ir v~luc of tho 
rr~twri:--ls ~s of th0 d~to of the contrnct, but not in c~:coss of rcplccemunt 
cost on such d2t.;. Such agreement shoul:1. include id"'rrtificrltion of the t~s 
or ki..l16.s of ~t0ricls involvud e!nd should be r.ltldc ~t the time the controct 
is ont;:;r~d into <-rxl .provided for therein. 

(~) R'-'~sonnblc chnrgos crising from differences botuoon pcriodic 
physic~l invuntory qunntities ~nc rolnted matcri~l control r..;cords will be 
includ~d in ~rriving nt the cost of m"tori~ls, provided thct such. ch~rg.:;s 
( i) do not include 11 t·7ritc-downs 11 o~ v~luos 1 ~nd ( ii) rol~tu to the p~riod of 
pcrforr~l1C(; of tho contract. All crodi ts arising from differences botuoc.:.r2· 
p0rioc1ic physic::-1 invuntory qu~ntiti~s end r~l~t0d ~t0r:iL:l control records 
shall bw tnkun into ~ccount. 

(f). Ol"'cin::ri.ly, so:! los or tr.:nsfors of ~tor~ls r'.nd. supplies botl·TOGn 
plr:nts, C:ivisions, or orgr:niz~tions, undor ~ comr;lon control, shr:ll be st~tcd 
on tll~ b;: sis of cost to tho trr:nsf -.;ror. A d~p~rture from this cost b~ sis is 
p0rr.1i~scblu provicl~d th~t the prico crADrg-.:d to the contr~ct dous not cxco0d 
the lou...;r of (i) the tr~nsforors -sc:-.los pric~.; to its most fevered custouor 
for tl1'-' S"-m~ it0m in like q~ntity, or ( ii) thu prices of othur suppli~s for 
tl10 s:-.n(:; or substr-.ntir'.lly s ilnil~r it oms • 11 
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\ 1>-'S lhr.te(tt'oer L95J.j .... 
\ 

IEHO?..A11DU!~ FO!t THE Cr:AIR~.iAN, ASPR CGE l"ITT~ 

: I SUEJ:~CT: Case 53-L4, lte,r:i.~ion of Sectica :~v 

1 •. Attached for consideration of the members is a copy of the latest 

-
dr~.rt of i·art 2, Section :;:v, 1:-hich l12s been revised in the light of the co.i·.'lo"":lents 

rec·:;ivec from the V~!"ious act.ivitios in the HiJ.itary Departmf:;nts and the policy 

tuid~ncc ostal;:>l;ishod by ~ur Committee on 26 ·octob0r 19.5h. • 

2. ?or the purposes of the record, the history of this project is set 

Dl~ T~ in 1954 

9 February 
8 ~·Iarch 
22 June 

2L~ AUfUSt 
26 October 

STATUS 

Project assigned to Subcommittee. 
McNcil-liel:>ster A~recr.tent on' cost principles. 
Draft submitt~d t·o Hilitar:r Dopartn;;.nts for 

CO!ill7K:nt by 1 August. 
Subcor.u.1ittcc co~Jensed to consicler co~~onts. 
Policy guidance on tv1o issues given by ASPR. 

Tho Subcor.L":!ittcc has been c:'.cvotinr. two full days a v1eok to this e:!'.:fort since 

27 April 1954, e:-~ccpt for a 'Vrlcation recess of one month~ 

3. Tho Subcow.1itteo HisJ.1Gf3 to point out that t~1e attached offort repro-

s~nts a n:;H approach to cost ~)rinciplos and numerous idoas wore disc-u.s soc~ at 

lc.;ngth yrior to Subcoo;nittco a grco.mcnt on thJ manner in lThich the various 

~:>:cinciplcs should be st2tc.:d. 

4. \-lith respect to thv futuro activities of this Subcommittco 1 furtl1or 

r·:uic1rnc.:: is !'oqu~stud from tho ASFR Comnittcc. Consi0.Qrablo l-rork l1P.s bcun 

acconplishca on ruvising Part 1 of Section 1Y1 but tho ~ffort has not boon 

cor.tpl~t~d since ti.1c Subcommittee dous not lL"'lot-1 what parts aro to be included 

in the n..:lr Section lV. It should bu pointc.-d out t~12t th~rc arc several stat~-

m1..:nts in the atta chrnont rrhich prov~o that the cost is not allol-Table unless 

sp~ri.fically pro-.rid~c for in th~ contract. lJhil~ some.. offort has boon ox-

!:l~nd;:;d in pr~paring guidoliriws as to whon ti~os..; costs may b·3 allat-tablo and 

pro~iocd.for in the contract, it is the consensus tr~t aeditioP~l wo1ic should 

not be: c~onc on tb.Jso guidelines until Pert 2 is acc~ptod. 
H. 1-~. Gallup 
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MEt.fORANDUM FOR THE CHAIRMAN, ASPR COMMITTEE 

FROM: 

SUBJEJT: 

1. 
principle. 

Director of Procurement &·Production Policies 

Agreement Reached by Panel of Department of Defense and 
Service Representatives :in Mr. McN.eil' s Office, 1600 -
1700, 1 March 1954 

The memorandum submitted by Mr. Webster was accepted in 
These principles are as follows: 

a. There will be included in the revision of Section XV, 
relating to cost-type contracts, a definite statement that the in
structions covering "cost principles" for use in connection with 
cost-type contracts are not applicable to fixed-price type contracts. 

b. In connection with fixed-price contracting, including 
redeterminable prices or incentive prices, the an~sis and inter
pretation of costs shall avoid the use of such terms as "allowable" 
and "unallowable". 

c. ~ instructions to negotiators as to how to deal with 
cost data or as tq the considerations to be examined in connection 
with negotiating fixed prices should not be in a publication which is 
available to contractors. · 

. ' 

d.. .There should be furnished· to industry guidance as to 
reporting of costs. 

2. In addition, the following principle was agreed to: 

a. Under fixed-price contracts, auditors perform a 
service function, which. is primarily to explain the nature and con
tent of the various elements of cost submitted by the contractor. 

3. It was agreed to proceed as follows t 

a. The ASPR sub-conunittee will expedite revision of Section 
XV for submission to the ASPR Committee. The revision will pertain 
solely to cost-type contracts and will substantially expand the cost 
interpretations. 



b. The Office of the Assistant Secretary of Defense 
(Comptroller) will prepare a document relating :.to the· reporting and 
an~ysis of costs on fixed-price type contracts. Decision as to 
whether this document will be incorporated in an Audit Manual or in 
ASPR as a new Section or a sub-division of Section XV will be post
poned until the various projects mentioned above are completed. 

c. The cost principles in draft documents heretofore pre
pared by Mr. Bordner and by the ASPR sub-committee will be reviewed 
in the above draf'ting. ., 

d. This work to be undertaken concurrently with a 
sufficient interchange of ideas to incorporate all basic principles. 

e. The above drafts will be submitted to the panel of 
Department of Defense and Service representatives for review and for 
the follo1-1ing decisions: 

{1) Will ASPR include a Section or Sub-section on the 
reporting of cost data for fixed-price type contracts or will this 
material be included in a revised Audit Manual? 

(2) Action to be taken on Joint Letter #12? 

(3) What vehicle is to be used to furnish information 
to contractors? 

-_1/Ht.~~u 
~--0 F .1/WJ HESSER I 

Rear Admiral SC USN 
FOR 

WAHEEN. \'.:I!::·::·~·:~:: .. , J:1. 
DIEECl'O?\ C: r:,~·C:~----~2 .. :'_ , :. 
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£viEHC;lWIDUM FOR CHAIR11AN, ASPH COMMITrEE 

SUBJECT: Case 53-44, Revision of Section XV 

1. Attached is the Subcommittee draft of ·a revised Part 2 of Section 
XV. As directed, in making this revision, all existing departmental papers 
having a bearing on this sUbject were considered. Part 2 has been revised 
to runplify the treatment of certain items of cost in the present Section 
XV, to assist in uniform departmental implementation, and to include 
coverage of additional items of cost incurred by Contractors. In this 
revision, each item of cost contains a definiti'on, a statement as to the 
e~{tent of .allow abj_li ty, tmalloHabili ty, and whether provision must be made 
in the contract to make the item allowable. 

2. n~o issues have been raised in the development of Part·2 as follows: 

(a) The Arrow Subcommittee members do not concur in paragraph 
l5-204.46(c) on education of individuals, but are willin~:, for comments to 
be obtained on the present text. 

(b) Should profit-sharing plans and stock-bonus plans be an un
·allowable item of cost as provided in paragraph. 15-204.7 and by definition 
in 15-204.29 ? The i~ and Air Force Subcommittee members believe that 
they should not be allowed and the paragraphs reflect their view. The 
!~av-;r submits that they. should be allm.rable. ':Lhe two arguments on this 
~uestion are also attached hereto. 

3. i.~hile the Subcommitt.ee members have developed the individual 
paragraphs of the Part, time has not permitted review of the draft as a 
whole in order to reconcile any possible inconsistencies. 

4. The Subcommittee is no\'1 proceeding lJi th the redraftin6 of Part 
1. In addition, it is developin6 criteria or guide lines for use of con
tractin2> personnel 1-ThiCh Will set forth the limitation Of and conditions 
under which those costs rna;;·· be allowed which are not alloHable unless 
specifically provided for in the contract in accordance with Part 2. 

Lt. Col. J. N. i-tailing 
rl. E. Kee 
J. T •. degardie (for E. T. Cook) 
A. c. Sawallisch 
Lt. Col. H. T. Critchlow __ ::::::::-,-
Lt, Col. J. Ellis (for A., 3. Thomas) 
H. H. Gallup 
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·~.po::1 pr~fi t.s r. 

or oth<:r re~scn~ mn.~r t;e used t.o providE: :incl'E:Cl.sed benefits 

or seve:rnnce of en1ployrr.ent o A fcrr::ruln for ceterrr.inine the 

profit 3 to bs sh~r.-ed is definite, fer· e;o:ample 1 if it provides 

for ;;, contr-i·bution equal to (i) n speeifir:~d percentage ~f the 

= 2 ~ 
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m~::~ b~ ir: the form of 

br-.e :;:d on pr.cfi t. ~; providin~ thz. t pro'\ti.Bi.c ns of the Internal 
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contract~ in ,.iny one yee.r shall be the amount cont!'ibuted 

fiftec~!·t (l!)) ·per cent of the total con1pensaticn othart-:ise 

p::~id o:..~ aC.c1·uc~d in that ye~'£' to the indi vitiu~ls con:::er~e\.: 

und.;;:t' t:11e plan ( s) c-" This subpars.e;ri?.ph is inconsistent ar.d. 

c:o:1trad1.ctor;v ir.: referri!'·!6 to cnei::S "v.There perision or retire-· 

th·;; Ir!ternal R~:verr:l~ Code.) E: p~nsion pla.r ... if:; one in which 

of the: t·~:rc.. typs·.~: c,f.' planE:~ in confcrrr:ity \.·i-:h the definitions 

(1) lnvee t!!Jr.;I.i.'~ .. o 

{2) ln~r£ase to workinc: cspital 

{3) Divic.end payn;e·nts to stockholderf: 

(h) Contt·ibut:l.on~ to prof:i.t~sharinf }Jlans for employees 

eqc:i.ty be cor.side:r~ed as a co~:·t cf perf·:)ruing a corrt.racto 

b, Ut.dct~ co~:ta;reirr.burser:;ent type contracts, the fixed 

fe~ nef;Otiate:d ir. ir:tt.enceC: to represent •,:h~ contractor 15 
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ent..ir(! profit~ 'h: allov.J cont.ributic:lS. to r.~r-ofi t~sharing 

plans es reim~Ju.rsable costs is .• in ef£Esct, givini the con·~ 

tractor ar: exlr·a J:-J.~ofit mhrrin equal in a:nc,unt to his con·• 

t!'i.:;ut~.tJn to the plan,, If the contract.or is 1 in flict, 

enti -t .. lc::<l to hif her m9.rgins of prc.:'.it, it should be throur·.h 

an inc';"~c.:.sc i!1 fiY.ed fee rather than under ·the di~.guise of 

rEp::·tsc:.ntat.ivGs c.:>n~:v~E:r th~ . .-L such bonu!: pla.r.::: constitute a dis-

iribl!tion of o\t.:nershi:p or profit~: sh:.}· ... ec d:i.rec~~ly or j_ndirectly 

c-~· the. ct~'"B.:.. o~·mt:rs of th.:1 b·.2s incss., 'l'he c os'i of "Lhis di stri-

6.~ 1:1 essE.r:c~,.. the is su~ i:-; its si:nplest terms is whether 

abl:! or de::.:il·~bJ.e ih~ payrr.ents may b€ frcH;; the standpoint of ef.fi-

cie-ney c·::· <'t.her bt~sines~. purpose. In conclt1s:~on our fir.r.1 positior. 

is tho.t. suer; pa:~l::t:~nts s.hculd not be. recornized a.s aJ}.owable costs(· 

A fl. f-1 I ' l ]{ F 0 R c E 1\ 

1\r: Me Kee.D Army Audit Agency ·, L'tc Col.> H" To Critchlow, AFMPE 

TJ. 
..l..l~c. Cole Jo fl· •O R;.iling .~ c-·z::: a ... 4 1tc; Colo Jo Eo Ellis, J!', AFAUD 
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NAVY POSITION 

Issue relative to whether Part 2, Section XV, ASPR shall include provision 
for allowability of costs of profit-sharin~ retirement plans. 

1. An iss~e has been raised by the conferees of the subcommittee as to 
w;·lether or not profit-sharing retirement plans shall be considered an 
allo1vable item of cost. Para6raph 15.60l.2(f) of Part 6, Section XV states: 

'~·./hera contributions to pension or retirement pJ.ans are 
.bast~d en profits, providing that provisions of the Internal 
ttevenue Code and regulations of the Bureau of Internal 
.ievenue have been met, the amount all at'>' able for apportionment 
to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year but not to exceed 15 
per cent of 'the total compensation otherwise paid or accrued 
in that year to the individuals concerned under the plan(s)."· 

The Navy re;presontatives see no reason for departing from the basic 
principle herein involved, that costs of profit-sharing retirement plans 
(subject to the restrictions embodied in Part 61Section XV) are allowable. 
The .Army a.nd Air Force conferees are of other opinions. 

2. The practical question faced b; many businessmen is not whether to 
provide for the payment of retirement income to employees, but how to 
provide for it. A growing number of companies now realize that a 
deferred-distribution profit-sharing trust is an excellent way of 
financin~ retirement income for their employees. Unlike a fonnal pension 
plan \vhich provides for fixed contributions year-in and year-out, profits 
or no profits, a profit-sharing plan provides for contributions when a 
company's earnings, if any, warrant such contributions. The plans pro
viding for these contributions are subject to review and approval by the 
Internal 11.e.venue Service prior to acceptance by the Hili tary Departments, 
and arc hedged with restrictions and limitations. The contributions under 
such.plans are: 

(a) Paid into a trust 
(b) Irrevocable 
(c) Subject to qualifications and limitations of the agreement 

and the plans setting up the trust 
(d) For the exclusive benefit of the employees and of their 

beneficiaries 
. (e) For the purpose of providing retirement income to their 

. employGes at a stated age, or at death or after termination 
of services or disability. 

3. The issue hero resolves itself around the term "profit-sharing". ·rhe 
Navy represent'atives are of tho view that although this is a part of the 
terminology· used, the fact remains that the contributions for the purposes 
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arc no different in principle from contributions made for similar fringe 
benofi ts, such as pension costs. Almost 30,..;) of the approximately 365 plans 
in the category of pension and profit-sharing retirement plans submitted 
to the Internal rlevenue Service for the fiscal year ended 30 June 1953 
were of a profit-sharing nature and the percentage is steadily increasing. 
Not to recognize the fact that profit-sharing is becoming an integral part 
of industrial operations is to overlook an important phase of industrial 
costs o~ operations. 

4. The I'Javy conferees consider that a profit•sharing contribution is one 
which is measured or determined by the amount of a contra~tor's earnings•· 
It is -:.rue that if there are no earnings, no contributions are made• 
Houev8r; j t :.s considered by some that this is no different in principle 
from prc:i~,c-:,~ on workers piece-:ate compensation and 'bonuses, or conunissions 
paid to s~esmon and others. 

5. It should be pointed out that tho contributions arc irrevocably made 
to a trust fund and that the employees do not participate in the benefits 
(except as may be 9rovided for in tho plan at termination of service, 
disability or death) until the employees reach retirement age. One of 
the several reqturements (all of which must be satisfied prior to approval 
of a plan by tho Internal rtevenuo Service) is that the sole purpose of the 
trust is to pro\~de benefits for the employees and their beneficiaries and 
that no part of the trust can revert to tho employer. 

6. A contribution to a profit-sharing trust is in the nature of compensa
tion for personal services rendered by the covered employees and represents 
a n~cessa~ and ordinary business expense. Consequently it is provided that 
before a contractor may deduct contributions to a profit-sharing retirument 
plan, the requirements of the Internal rtevenue Code as to reasonableness 
of compensation must be mot. 

7. To the extent that a contractor provides for reasonable fringe benefits, 
such as retirem&nt, by. onG method or another, whethor as a cost before 
determination of profits (as in the case of contributions under a pension 
trust) or after determination of ·profits appears to be immaterial provided 
the cost is reasonable and is in ac.cord with the concept of a cost of doing 
business and other factors to be considered in determining allowability of 
costs. Tho mechanics of tho method of computing the cost should not be 
the controlling criteria as.to its allowabilit.y. The broader question 
_to be considered is whether it is a necessary and ordinary business expense, 
which from a competitive standpoint other contractors provide for by 
different methods and yardsticks. 

B. It is submitted that no business man will take the'position that costs 
of profit-sharing retirement plans are not le~itimate fringe benefits and 
consequently will provide for them in his costs of doing business. 

9. i~ile the above comments apply specifically to profit-sharing rotiremcnt 
plans, they also apply in principle to profit-sharing plans in general and 
stock bonus plans. 
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£viEHC;lWIDUM FOR CHAIR11AN, ASPH COMMITrEE 

SUBJECT: Case 53-44, Revision of Section XV 

1. Attached is the Subcommittee draft of ·a revised Part 2 of Section 
XV. As directed, in making this revision, all existing departmental papers 
having a bearing on this sUbject were considered. Part 2 has been revised 
to runplify the treatment of certain items of cost in the present Section 
XV, to assist in uniform departmental implementation, and to include 
coverage of additional items of cost incurred by Contractors. In this 
revision, each item of cost contains a definiti'on, a statement as to the 
e~{tent of .allow abj_li ty, tmalloHabili ty, and whether provision must be made 
in the contract to make the item allowable. 

2. n~o issues have been raised in the development of Part·2 as follows: 

(a) The Arrow Subcommittee members do not concur in paragraph 
l5-204.46(c) on education of individuals, but are willin~:, for comments to 
be obtained on the present text. 

(b) Should profit-sharing plans and stock-bonus plans be an un
·allowable item of cost as provided in paragraph. 15-204.7 and by definition 
in 15-204.29 ? The i~ and Air Force Subcommittee members believe that 
they should not be allowed and the paragraphs reflect their view. The 
!~av-;r submits that they. should be allm.rable. ':Lhe two arguments on this 
~uestion are also attached hereto. 

3. i.~hile the Subcommitt.ee members have developed the individual 
paragraphs of the Part, time has not permitted review of the draft as a 
whole in order to reconcile any possible inconsistencies. 

4. The Subcommittee is no\'1 proceeding lJi th the redraftin6 of Part 
1. In addition, it is developin6 criteria or guide lines for use of con
tractin2> personnel 1-ThiCh Will set forth the limitation Of and conditions 
under which those costs rna;;·· be allowed which are not alloHable unless 
specifically provided for in the contract in accordance with Part 2. 

Lt. Col. J. N. i-tailing 
rl. E. Kee 
J. T •. degardie (for E. T. Cook) 
A. c. Sawallisch 
Lt. Col. H. T. Critchlow __ ::::::::-,-
Lt, Col. J. Ellis (for A., 3. Thomas) 
H. H. Gallup 
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Issue relative to whether Part 2, Section XV, ASPR shall include provision 
for allowability of costs of profit-sharin~ retirement plans. 

1. An iss~e has been raised by the conferees of the subcommittee as to 
w;·lether or not profit-sharing retirement plans shall be considered an 
allo1vable item of cost. Para6raph 15.60l.2(f) of Part 6, Section XV states: 

'~·./hera contributions to pension or retirement pJ.ans are 
.bast~d en profits, providing that provisions of the Internal 
ttevenue Code and regulations of the Bureau of Internal 
.ievenue have been met, the amount all at'>' able for apportionment 
to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year but not to exceed 15 
per cent of 'the total compensation otherwise paid or accrued 
in that year to the individuals concerned under the plan(s)."· 

The Navy re;presontatives see no reason for departing from the basic 
principle herein involved, that costs of profit-sharing retirement plans 
(subject to the restrictions embodied in Part 61Section XV) are allowable. 
The .Army a.nd Air Force conferees are of other opinions. 

2. The practical question faced b; many businessmen is not whether to 
provide for the payment of retirement income to employees, but how to 
provide for it. A growing number of companies now realize that a 
deferred-distribution profit-sharing trust is an excellent way of 
financin~ retirement income for their employees. Unlike a fonnal pension 
plan \vhich provides for fixed contributions year-in and year-out, profits 
or no profits, a profit-sharing plan provides for contributions when a 
company's earnings, if any, warrant such contributions. The plans pro
viding for these contributions are subject to review and approval by the 
Internal 11.e.venue Service prior to acceptance by the Hili tary Departments, 
and arc hedged with restrictions and limitations. The contributions under 
such.plans are: 
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(b) Irrevocable 
(c) Subject to qualifications and limitations of the agreement 

and the plans setting up the trust 
(d) For the exclusive benefit of the employees and of their 
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Navy represent'atives are of tho view that although this is a part of the 
terminology· used, the fact remains that the contributions for the purposes 
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were of a profit-sharing nature and the percentage is steadily increasing. 
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from prc:i~,c-:,~ on workers piece-:ate compensation and 'bonuses, or conunissions 
paid to s~esmon and others. 

5. It should be pointed out that tho contributions arc irrevocably made 
to a trust fund and that the employees do not participate in the benefits 
(except as may be 9rovided for in tho plan at termination of service, 
disability or death) until the employees reach retirement age. One of 
the several reqturements (all of which must be satisfied prior to approval 
of a plan by tho Internal rtevenuo Service) is that the sole purpose of the 
trust is to pro\~de benefits for the employees and their beneficiaries and 
that no part of the trust can revert to tho employer. 

6. A contribution to a profit-sharing trust is in the nature of compensa
tion for personal services rendered by the covered employees and represents 
a n~cessa~ and ordinary business expense. Consequently it is provided that 
before a contractor may deduct contributions to a profit-sharing retirument 
plan, the requirements of the Internal rtevenue Code as to reasonableness 
of compensation must be mot. 

7. To the extent that a contractor provides for reasonable fringe benefits, 
such as retirem&nt, by. onG method or another, whethor as a cost before 
determination of profits (as in the case of contributions under a pension 
trust) or after determination of ·profits appears to be immaterial provided 
the cost is reasonable and is in ac.cord with the concept of a cost of doing 
business and other factors to be considered in determining allowability of 
costs. Tho mechanics of tho method of computing the cost should not be 
the controlling criteria as.to its allowabilit.y. The broader question 
_to be considered is whether it is a necessary and ordinary business expense, 
which from a competitive standpoint other contractors provide for by 
different methods and yardsticks. 

B. It is submitted that no business man will take the'position that costs 
of profit-sharing retirement plans are not le~itimate fringe benefits and 
consequently will provide for them in his costs of doing business. 

9. i~ile the above comments apply specifically to profit-sharing rotiremcnt 
plans, they also apply in principle to profit-sharing plans in general and 
stock bonus plans. 
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SECTION XV SUBCOMHITTEE 

. :· .. ~ 

15-200 SCOPE OF ·PAL"q,T. This part sets fqi'th. princ-iples and standards for the 

determination and aliowanc.e ~f costs in Qonnection with cost-reimbursement type 
•• • • 'C 

contracts and · cbs~re~b~:seme~t t~pe subcont,racts thereunder for procurement 
.... , 

of supplies, services~' and:·r.esearch and q_evelopment work· wfth commercial organi-
. '::. ·.· ,; .. 

zations and wlth' non:..p~r·i.t) institutions h~ving ~ommercial. type ~ccounting 
i • • • • . ... ~: • ' . • 

systems. 

··.·:.. 

15-201 BASIC PRINC:n:>LES AND ST:Al-.l""DARbS. ··· .. , .· .... 

(a) Compositi~I_l of Total .C()st.:; The t·otal cost of a cost-reimbursement 

type cont.~act is the· net. sum ·of .. (i-):.t;.he· allow·ibl~.:.direct costs, (iiY the pro-
. · .. · . '. . . 

perly allocable portion.of aU.owable indirect COSt~·and (iii) appliC?-ble income 
, , . : , , ,I ' 

and other credits. 

(b) .. :Factors affecting. Allowability.; oi: c6st·~·.:· The factors to be con-

sidered in determining the allowability of costs include (i) reasonableness, 

(ii) application of generally accepted accounting principles and practices, 

(iii) exercise of· good busi~ess j.udgment in ,incurrence .of cost, (iv) sigzrlfi-
. :· ..... 

cant deviations from the practices of the contr~ctor prior·· ·to the award of the 

contract, and (v) ani limitations as to types or amounts of cost items set 

forth in this Part 2 of Section XV or otherwise ~ncluded in the contract. 

Failure to mention~ ~tem ot ~os~·in this part· is not intende4 to imply that 

it is either allowable or not.~llowable. 

(c) Credits. ·The applicable porti.on of. income and other credits which 

·are related to any allowed cost will be credited to the Government either as 

a reduction in contract cost or by a cash refund, as appropriate. 
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(d) Contractor's Accounting System. The requirements concerning record 

, keeping and approval of the contrac:~or 1 ~- .~ccol.Ulting!.·P.:r.O.cedu~s-::.and practices 

are ·set forth in the "ftecords Clause"- .(See·ASPR-.7•203.7)~ 
' !_, •.• · • . 

!_,· · .•.. 
' . ·,,:.· 

0 : .. -: •• 

15-202 DIRECT COSTS. 

: .. ' . : ~. .. . ... : '. ~ : :. 

Subject ·to the· p~o~~ions of paragraph :1.$~2.0~.1 -· allowable 
.-=···'. '···.. •. . . . . 

direct costs are those i terns .. of. cost) 6~· ~g~~~g~te thereof,_ ·:whi.ch c.an ·.be· iden-
. . ...... ·,,-·· ; ;; .:. .... .. . . 

tified specifically with any. ·objective:;· 's'ervice, program or projec~:.:·under· the 

contract and are chargeable directly thereto. Major items of cost ~eadily 

identifiable with the contract or with other .. work of ;.:·the :.:ciontr~:ctor should be 
• t •. ' '·,. .: I·· ... ·,; • • ' ' .: t •' • • o• ~•· ' ' 

charged directly thereto. This principle. m~y; .:of'te~ .:.~~-. q.ppllcable to such 
.. . , ....... . 

elements of' expense· a~ freight, trave;t., C9~WU.:cations, 'eng~e·~~in~-:~:~"i~es, 
. • .•. i 

-~tc. ,- as well as the normal items of' mat~rials and. pr·6ducti v~· iab~~-~-' 1~·~;~~-er, . . .. . .... .', . - ~. . . 

this· principle must be applied consistently to the costing ·of- ·b.oth · der'ense and 

non-defense products or services, whe~ _the __ C~l'ltr~.~t,or_·:i.S. .. engaged ih.-inixed 

production, in order to prod~co ~q~~~~ie .. r-~s~ts. ··When- the a6c-~untin~··-~xpense 
of direct costing of minor items would ~x~eec;l the resulting b.enefits·/.indivi-

:· ·,,. . 

dual items, othe~~ise allowable as direct cost~, may be treated as indirect 
.. ~ .. ';: 

expenses. 

15-202.1 DIRECT MATEHIA.LS.. The cost of· direct materials include~ . the.·. cost- of 
.. 

items purchased, supplied, manufactijred . or fabricated, which enter directly ~ , 
• i • • 

into the end product or which are ·used or consumed directly in_co~ec~~on with 

fUrnishing such product. 

15 .. 202. 2 · DIRECT LABOR. The cost of direct labor includes salaries and wages 

specifi~ally identifiable with and properly chargeable directiy to the per

formance of the ~conttac{· or other work of' the contractor. It may also include 
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other associated :C9St~ such ·as payroll taxes and·workmen1s compensation insur

ance, where· it is. the e,stablished practice of the. conti--actor to. treat these_ 
.. '·. 

items as a part of- direct_ :_;Labor costs. 

l)-202.3 OTHEH DIRECT COSTS~ :1here other it~~ q.t cost are charged direc"tl~

to ·the contract cons~~tent with para~raph 1$-202 above, the contractor must·· 
. . . . . 

... · .. 

demonstrate 'that they are speci~ically related: to···-the perform,anc~.-~f :the con-
. • ... 

tract. \'/hen,. howev~;r, .. i terns ordinarily char6e~ble 'a·s fndirect .-.costs are 

. charged to a Government contract· as direct costs,· "the' CO'St of: similar items 
. ,; . 

applicable to. other ~~ork of ,the contract~r must ·b·e.: eliniinated from indirect 
. : .·. ~-. ·. 

costs allocated.to the contract. 
'.~ 

15-203 INDIRECT COSTS •. 
·:- .. . . : ·-. .. 

-.(a) :-Indirect .costs ar.e expenses which· are: inc·ur:l-'ed: for :Common 9r. joint 

objectives,. are accumulated for accounting purpos'es by department.al. activity 

or other logical cost grpuping and are charged t,·o the eontr"act· and: other work 
. . . . . . . . 

:: .. : .. · 

of the contracto~ by a: pr~_ce_ss of allocation.·:- Each 'el.enieht ·thereof. is_, s_~bje?t 
. . 

I • .. • 

to the limitations· of this part· as to ~llowability~ · · 
.. 

(b) ·No specific ·rules can be stated as. to· the method··:of· allocation of 

indirect costs because the actual condition in e·a~h ·ins-tance must be taken into 

account in. deter.rrining the most· suitable m~t~_od or :_methods. The objective 
. .. . . , . 

... .......... . 

should be the selection·. of a· niethoq. ~r me.thods which. will distribut·e :the iri.; .. 
. · .... 

. .. 
direct costs in the fair·est· ·and -most equi_table manner possible. Th~ me't,hod · 

used in connection· with ··oovernnfent ,contracts .. ~~s~, ln order to be ac·c~ptable, 

conform vlith generally ac~epted -·accounting: practices, be applied con-sistently, 

and produce equitable results. Any significant change, such as in the·natute 

of the business, the volume _.o·r: sales,· the vo~ume of production, manufacturing 

.. ,. 



' '· 

processes, or the p:z:oquets.being produced., may require reconsideration of the 

methods previously ~n u~e. to determine w:hether they ~ontinue. t·o. be· equitable. 
. . . 

Further discussion ~elative to allocation of .the individual categories of 

indirect costs will be found in the subparagraphs below • 
. . · 

15-203.1 INDIRECT I'iANUF AC'rU.t:\lNG .Al'ID . P-RODUCTION EXPENSES. : Indirect· manutac-

turing and production. ~xpenses consj_s~ ·o.f · ~o·sts which are necessarJ to the.; ·pro-
.. . • • • . • t ....... ' ; ' .- ~ •• • : . . t • • • •• ' • • • • • • • 

ductive process as a whole and .. are np~, :·re,adily ·subject ·.to tre·atnient as .dir"e.ct 
: • • : ~ : • :, .• • 0. • • • • • ... • • • • 

costs in accordapce. wi~h ~aragrap~.l5~~Q~:, .. :: Al.loa~tion ·Of· :indire·ct martufacturing 
·.. . . .. .. . . ... . : . . . ' .. 

and production expenses. on a time b~.~i·~·J .: ~u~h as dire·ct lab·or man.;..hoUrS or· .. . . . . . : . .· ·. . : ·. ~ . . : . . . . . . ·• :. . . . .. • " .· _, . . . ' ~ 

machine-hours, is a method t,rhich generally produ~es a6ctri-acy and eqUity· •. Other 

acceptable bases, in appropriate circumstances, include dir:e:ct lab.o;r. .. cioiJ.ai-s .. .' 

(exclusive of over~ime .P.~~~~), .}-Uli·~~.: .prQP:e.sseci .. and pr-ime'·costs .of \mi.ts pro-
. . . . ,· . . ...... 

cessed. In some instances, it. may .b~ n~q,~~s.ary·. :to .. departmentalize br ·establish· 
' • • J I ' . • ', ·. •_,, '\• • ,, : .• ' , . 

' .:.·. . . 

cost centers in order .to d;i.si?rib.u~e:,eq~Jt~b:ly· the: indirect. cost's ... The· ·ractors 
. . .• · ; . . . ~ i . ' . : '· .. ·. '•. ·. . . . . . . 

to be consid~red in de~.ermin~11g. .the ~.~Y~Pt ,of. departmentalizatl.on ·o-"r ·ea.tab-
. ·. . . ••. . .... • •... ·f .• .... . .. .•. ... . 

lishme~t of COSt Centers include .v~rifjty.;_9f products:,· :COmplexity' Of proceSS~S, . ., . ,. . . . 

and relative labor. and fa:cility :r;-:equiremE}nts for ,.the .. varioiis · .. products·.· .. ·' 
:.. . . :. '. ! .· : ': .: . . . . : ·. . . ': .: . I • ~ •• I • • • • • 

. .. . . • .. . 

15-20} .• 2 .... -n~DIH.EC1' ·:ENGINEERING ~PEl~SEs' •. · ·:fudir~~t .e.~gineering_ e:Xpens~s con-
.£ ,:·•.: • •• ',,' ,• , • ;,. ·:, :: '• I, 

sist chiefly o·r·: engineerin~ · ·ai:imimstr~tive expense and genera.;L. supp+ies. The~e 
• • • • • • ... •• • ••• 1', • •. ;4". . .. .· . 
·:'.. ol - •• 

expens-es a.rise .. ·out·'· 'of: en~;iheer:i.ng activities which include product design,.· too~ 
.·. . ·.·J . . . . 

design,· experimental·dsvelopment, .. '~anUracturine; and pro~uction development,,.·. 

layout of' .production·, lirtes~ deternlination. of machine methods and related :olue- ... 

. printing and <rr·af·ting •: · · 
·. . . " . 

. :· Indirect engineering expenses. should be allocated to the benefited 

activitie·s, i~e~·,. the:·cont'r'ac't and other 'work of the contractor on the basis 



I 

'. 

' .. 

of direct engineering man-hours expended, direct engineering labor dollars, 

or other equitable basis. NOTE: Direct costs of engineering activities should 

be charged directly to the benefited acti~ ties, i •. e ~, .. the. contract and other t.. .• . . . . 

Hork of the contractor in accordance with·:paragraph. 1.5-202. 
.. •. . . . .. : " .. ~ \. 

15-203.3, INDIRECT SELLING AND DISTRIBuTION. EXPENSES. The expenses in this 
.. 

group consist of items which represent the cost of marketing the con~ractor's 
. . ~ 

I . . . . . .. . 

products and include sales promotion, advertising, distribution costs and 

. other related it·ems~ · ·aenerally,· ·such' e~~~nse.s are. n~t ~o~~idered to be alloc

able to Goverrime~t · cost·-reili'bm.seni~nt. tY-Pe: .. co~tracts. ·ro;· the. reason that 

marketing, in the ordihky' ;commercial sen~e, '•is not necessary for doing busi

ness -t.:rith the G:over'fim~nt. '·'Howeve~~ in. so~~· i.n5tances, depending upon a ~howing 

of ·benefit to, ·a~ n~ces.§ity .. rbr, .. the ·perfor~~nce~~f the contract, some expenses 

which ordinaril~~ . ~re incltided in thi~ gro~p. may be determined to constitute 
• .. .. : ... • . • ~ •• ~· • • . . .I .. 

allmvable costs. Bec.ause of the special problems that arise in this area, it 

is·usually desirable for the contractor to identify in its record~ by means 
··.· -:;\ .. 

of subaccounts or otherwise,; '•the ite~ of. these expenses considered properly 

allocable· to Government' 'dont~~cts.·· 
,:,: .... · ... · .. .-. . ... . ,. . . .. 

15-203.4 GENERAL AND ADNINISTR.ATIVE EXPENSES. ~~~~~al. ~d-. admiiri.s:trative ex-

penses consist of costs. ;j.nc~rrec.i in the,_ over~all ~ana::ge:ntent,·· supervision and 
. . . --~ :.. . ;,_ .. . '.. : ' ·' .. . . . . . 

conduct of the busine~$;~. ~y :.ecogniz~q .!flethod 9~. ~l.acating general and 

administrative.e~p~nse_i~ a~9ep~ab~~ prqvided eq~tta,bl~·results are. thereby 

obtained. Some of. th~. ger1erally .. rec9g~~e9-. b~$~S a:r~ .a~ .:follows:, 
. . .. . :. - ··. . . . .. . 

. (a) Total costa inc.urred (exclusive of ,g.ens.r_q.l.:and·.administrative 
· .. : • .. ;·:: . .' . . · .... '. . " .. 

expenses, but includin.g materials purcl)ased).. . , . . ... : ·, L 

(b) Factory. input (charges to work in process or equivalent accounts). 
·, ; ...... 

' f I ... ..:- .~ • .. , •.. • 

.. " .J 
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. ·... .• i' ' • < .. 

(c) Cost of go~ds m~nufactured. 

(d) Processing costs (direct iabor, plus direct and indirect produc

tion costs; exclusive- of dire~t material) • 
. · . ,• ... . . .. ... . . . ... . . . . ~ 

· · (e) Cost·' of s·ales~ .... 
.. 

' .. : : :· .. . :. . . . : : ': ~ . . 

Amon~:·. the. factors that should ·receive .consideration in. determining whether the 
•." . . . . . . . . : . ·.• ~ . . . . . . . . 

results ar~- :equit:able are (i) the· cost pat~er;n of .... the _Go~ernmen~ contracts 
• ' • • ,,. • • • ' • • •· , •' • ' I'' ,,· ·, • • • • : ~ •·, ' • ~· : 

(that i's ;' ths ··percentage of the· total ,co.s:t ·,of; ,.the. ~ontra9t, .exclusive of general 
. .. . .... , ~ .· . . . . . . . ./ r . . . ·~ . . .. \ 

and administrative ·expenses, represented· .oy,~eac::q_ .9-f ,the s~v~r~~ cost components 
• • •; • I., • • •: ' • • • .... • • 'I' 

thereof) in reiation· to the- cost pattern for _the ~+~nt .or ~c1iiyity as a.whole, 
. .. . . . ·. . : . . . . . . . : .. ~ .... : ·~ .· . . . 

and (ii) :th$ ultimat-e objective .of distribut~o~ 0~. these ~xpenses ip app~oxi~ 
. • . i . '"' . . . ·... ~. . . : . : . : :: ·. : . . : . . .• •, . ,. 

mate i .. atio ·to ·the _.gene.ral and administrat;i.ve effort. invol~e~ .. ~n the two 
'· ... 

categories of work.· · · 
... t·. · .. : . ... · .· .... · 

·· The -nt'otal· costs-: incurred" bas.-is will us~ally .-r~s~t i,.n an· equitable . 
.. : •.. • ... :.'... -:.._7 . • • ... : : ·::• .. _ •• _ .. ·.·. 

distribution of expense where the cost element~ which m~ke up _the base are · 
• • • • ' ' ' ' • 0 ' ,• i . ' •o • • • • ' ~ .. ~ ' : I 

represent~ti~e ~f all activ~ties which require general administrative and super

vising effort. The nsales" bas.is is usually not equitable· ~here~ there is.:.a.: .: : .. :. 

distort.ing profit factor and the conc~:·rency of sales with: t)r'6du.ction" vari'e·if'· 

between G~vernment and commercial products. In the evaluation.: ·ar these· and ... · · 

other methods, .~onsi~eration should be given to any Sili:;nificant'. varfationS·· of 

inventories be_tween. accounting periods, variations in ·the ratio of .. c ontra·ct · 

inventory levels to all other inventory levels, and any other teleV.ant factors 

. s~C?h ~s those mentioned in paragraph 15·203 (b). < • .. • i 

. 15-20) .5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES, The base period for 

allocation of indirect expenses shoUld approximate ·the period of contract per

formance or should be representative of that period. The base period should 
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be sufficiently lqn.;·to avoid inequities in the allocation of costs. 

15-204 A?PLICATIONS OF Brlsrc· COST PRINCIPLES AND STANDAitDS TO SELBCT£D ITENS 

0F COST. This paragraph states,.· in some .detail, applications of the basic cost 

principles· and standards set forth in the preceding paragraphs of this part to 

certain selected items of cost. Failure to mention any particular item of cost 

herein is not intended to imply that it 1s either ailouable or unallov;able. 

With respect to those items not specifically covered, determination as to 

allowability will be .made in the light o£ the basic principles and standards 

and, v;here appropriate, the treatment of siniiiar or related items in this Part. 

The statements h8rein apply irrespective of whether the particular item of 

cost is treated by the contractor as direct cost or as indirect cost. All of 

the subpara6raphs·' belov.T are subject to the. factors affecting allowabili ty of 

costs as S8t· out in paragraph 15-2ql(b). 

1.5-204.1 ADV&'-t.TISil·JG. Advertising expenses include the costs of .advertising 

media and corollary· administrative expenses. Advertising media include maga-

zines, newspapers, radio and·television programs~ direct mail, trade papers, 

outdoor advertising, dealer cards and.window displays, conventions and exhibits, 

fr.ee. goods and samples:, qnc;l s~les ·li t~rature. 

(a) The following advertising c·osts are allowable: 

(i) Advertising in trade. and technical journals, provided such 

advertising does not offe;r specific products for sale ·but is 

placed .for the purpose of offering financial support to 

journals w~icn are valuable for the dissemination of technical 

informatio.n within the C?ntractor's industry. 

(ii) Publication of maintenance cataloJs, price lists, and technical 
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pamphlets any of which aid users of the contractor's products, 

including the Government or defense contractors; provided that 

the product purchased by the Government under· the contra·ct is 

comparable ~o the items described in such publication 

15-204~2 k\JTICIPATORY OOSTS. Anticipatory costs are thos~·which are incurred 

prior t6. "the effective de.te of ·the contract and which if :lricurred after such 

. date, . would be allewable thc·retmd~±'. ·/ Suoh' ·c6sts will not' be:. allow£ble ~less: 

specifically set forth in .the ~.c.orttr~ct and·may be i:tmited.:t6··a·period or time 

as well as to the 'type ·and amount ... of s'·uch e6sts~ ·: 

15-:-~~4.3 Bi~.D DEBTS. Be.d debt ~xpcnses .. col}~is~. o~ losses (whetho_r tctue.l or 
.... ; 

estimated) arising. from unc()ll~ctible custqmer~'. e.9~ounts a.,nd o~her .. cla~m~,. end 
.. ; . . . . . . . .. ;:, ' . . . '. ,' . 

include col:l.r:.:-:ction exp~:nses .an~ re:l::ated_l~gal .e?Cpen~e.s.. These costs a.rc un-
. . .:·· .. ·. .' •,, . 

allowable. 

15-204.4 BIDDING EXPENSE.. Bidding expeilses· are ·t11d. costs 'of ·preparing. :bid; . 

estimates on .. potential contracts o.r projects, incl.·uq.~ng the deVelopment of 
.. · ... ·, .. 
•••.• • · .......... •• :.,. h •• 

engineering and cost data necoss.s,ry to .su.pport t~e .. c:Qntrac~or 1 s. price. proposal 
.. . . . . . •· :. ... . . · .. · . ..· . . . . : ; .... 

or estimated cost of work performan.ce. Ourront bidding eXpenses of both nucccss-
e.rid unsuccessful · · ': · ·.· · · ·· ·. · · · .· .:·;: · · ' · , .··· ·· · · ~: ·· · 

fuYbids normally will be treated as i"ndirect expenses and allocated c~rently to 
I • • • • . ' • . • ' • : ~ ' . . . ' • • '•' • :. : .: ' ~ ' ' • ' ',I • • • ' ~. ' • .: : • ' • 

all business of tho contractor, in w~iC.~ ... ~yen~ ~nq ~~d,d~~g ~~pons~~ of p~7-t 

accounting periods wil~_.be chargeable .. to the Gov~rnm.on~::?:?·~~~~.ct •.. H?~OVC;r, 

if the contractor's ostaplished. an.d .. consisten~ prt;i.ctiq,e had been to treat bid-
• ,: • I ~ : I ', .0 ' 

ding e~p~nsGs ·by ~orne othqr re~ogniz8d method,_ ~he :rosul~~ _.ob.tc:.inod· mc:y be 

accepted only if found .to be rea9onablc and equi tc-ble •.. : - . . . •. . .. .. . ' :• .. ·.· .. .. :· : .. :. .·.. . ..... •. 

15-204.-5 ~AFEn;RIAS,. DINlNG ROOHS AN_D OTHER ~OOD .. rSE}lV~~E~~ .... This class of 

expense consists of. the cost, loss rcvc:puo for: :the fur~shing of ft:cili tics or 
" : . ; 

=~=~=~~-~-~~~==~=~-~=======~~~~~-~~~~~ ----------~------
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of the operation of cafet0rias, dining rooms, canteens, lunch Wllgons or other 

type of food services, provided for the contractor's employees at their rcgul:.:r 

duty station. Such not costs aro allowable when the services arc reG:.sonrbly 

required by the nc.turc of the. contr~ctor' s operction·s, plant location, established 

policies, or employer-employee agreement. Such net costs must be allocated to 

all contracto'r activities which boncfit from tho food servico operation. Similc::,rly · 

any profit on these opcrntions shcli bo allocated as a credit to all .benefitted 

activities including Government contracts. 

15-204.6 CIVIL DZFENSE. · Oivil defense· costs .c.re those incurred in tho plun-

ning for and the protection of life end prop.crty againpt .tho possible effects 

of enemy attc.ck. These costs arc gonorc.lly incurred. pursuant to plans dove.-

lopod by locc.l and state civil defense authorities. Extm1plos of civil dcfc;nsc 

costs include cost in exccss·of norm~ plnnt protection cxponscs end m.:-y con-

sist of first-aid tro.ining ~nd so.pplics, fire fighting trr..ining [ nd oquipmont, 

posting of additional exit notices and directions and other approved _civil 

defense measures. Re<.soncblo costs of-civil defense mec.surcs undcrt.:kcn on 

the contractor's promises pursu~nt to suggestions or requirements. of civil 

defense c:uthori tios arc cllowr.blc when alloc~tod to c.ll work of the contrcctor. 

In tho case of co.pital nsscts, acquired for civil defense purposes _tho costs 

thereof will be depreciated over a rcason~blo number of .Years in conformity 

with generally accepted accounting principles. Contributions to locnl civil 

defense funds or projects not on t.ho· Cb~J::c~r1 s premises. ·arc 'lmiallowoolo. 

15-204.7 CQJ::J.PENSATION FOR PERSONAL SERVICES. 

'-· Thir> ittml includes sol&.ris~, w:"~cs,. doferrod cornpB.ns.ation ~Dd 

f':ring!:.: bcncfi ts !'or so~iocs r@ndort;d to t~o <!tmtr~oto~t by ·G.t"'nplbyoos a:s well 

as fGos paid to directors· and committee members. 
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Subj cct to spocific limitations sot forth hcro·undcr,. such costs e1r0 cllowc.blo 

wh:_:n the totc.l compcnsntion is rocsono.blc in light of tho s~...;rvic,y s rendered •. 

b. Gon~rnlly, the amount of compensation cstcblish0d by th~ contro.ctor 

vrill b.:; cons:i.dcrcd commcn:surt:;. tc with the services rondcrc;d. Eowe;v;:;.r, 

compo!1s~tion of individuals such ns c
4

orpor.o.tc offici~ls, dirc.;ctors, executives·, 
. 

dcpc.rtm0nt hcc.ds, pt.rtnors c.nci s9lc proprietors mdy be· ·31bj.:::.ct· · to···spccicl 

consiG.crc.tion c.nd limi tc.tion. c s. to. c.ll,p"t·rtbility ·for contrr-.ct cost )Urpose:s 

wh:;rc crnounts c.ppc~r oxc8ssi v:.. •.. S~m..:; .;~itu:ttions which m~_y give 'rise, to 

cxcr..;ssivc compe:ns:~tion e;rc whcru .(i.) th.c individucl: ·or rncmb~r 'of his imm~dir.tu 

. fc.mily ovlns or is committed t9 ~qgui.rc-.~ subst.:nticl:fint.nci~l int,.:;rost in 

the contrO:ctor 1 s org:nizD-t~on; or.(ii)·.ot-Jn8rship of.·thc. contl1~ct6r islimitcd 

to r-.. smcll coh0 si vc group; o.r .. (iii) the volume of: :Gove:rrkcnt cc)ntrn.c't s vJhc:n 

r~l:.·.tcd to the. contrc~ctor' s. totcl busi:1qss i·s such· ::·.s to ·infli.wncc th..: c.mount 

of com:)cns[l..tion. 

c. ·The cost of option~ to purchns'f · stock of. the · contrC.ctot corporc..tlon 

gr~~n ted to ·2mploycc s o.s n. pc.rt: of c.ompcns.c.t~Lort is ·not o.lloTJ~blc. 

d. Sp(;cicl considcrntion will be o.ccordcd· the follm·ring typos of 

coro.pcnsc.ti. on b0nofi ts ~ 

(1) Bonus ~ilc.ns. Bonuses to ?J;rlployccs, such .t.s r.iroduc'tion 
' ··. 

inc.:nti VOS c.nd suggestion or sc.fcty C.\i.:'.rds' rcpr.JS8nt C:. pert of thi_;ir to tel ... 
. .. •• 

COmponsc-.tion Lnd D.rc Cllowc~blc When Cpprop·:f.i.,_toly. all~~t.tod, j_f they l.~e& 

(i) rc~.son::.blc ·in amount, (i.i) pt:.id in conncct:.on with en cstc.bl~sh;;;d plon 

consistently follmvcd by th0 contrc.ctor, ·(iii) pnid for scrviccs curr..:mtly 

rondcrl~d by the employee, (iv) ::'.Vo.il'c.blc to c.ll omployce:s of the contr:ctor, 

or to ~r employees within :. group or sc.lc.ry clo.ssificc.tion which is not 

unr·:;c~sonc.bly r·Jstrict· ... d, bonuses will not be ~llowcd when they .:Tc 
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bcswd upon or contingent upon profits.or constitute c .distribution of profit 
' • • • ! • .. •• •• • .. • • • 

r~thcr thc.rt rcasonabio 'componsct:!.on for. s0rviccs. Bqnuscs will not be 

nllorT(:d when they ore restricted to officer or other employee stockholders 

or o.rc distributed in relation to stockholdings .• · 

( 2) Profit-sh~ring plnns •. A profi t-shc.ring pl£:.n is D. plcn 

c stc.blis1.wd and maintained by Dn employer to provide for· 'tho. pnrticiphtion in · 

his profit by.his employees or their bonet:i.ciarics, based on a definite pre-
I ' ' • ' ' • 

dot0rminod formula. for dctGrmining the profits to be shtrod and a definite 

prcdcte:rminod. formula for distributing.thc funds accumulctcd tinder thc·plan 

cftcr c. fixed ·number of yecrs;· thc ... o.ttc.inz:nent. of· a. stet~~ age, or ·upon the 

prior occurronce of some- event .such ~a:s. illness, disr.bili ty,. retirement, dEHlth 
' .. ,.. ·, : . : .. ·. ' .. - : . .· 

or sovorc.nco of employment.. Although,·.such plans. proyidc ccrtcin incentives 

to ~mployco·s, any profit-sh~,ring· plc.n, however designed, .. constitutes c. 

distribution of profits in .:.the st.me :s0nso the.t profit$. arc likewise distributed 

to stockholders or are ·l'etM·ned·.tcr·. opel'•t,ing e~tt~ 4nd_ C:4fin0t,· t~retoro, 

be consi.dDr.cd' as 'a cost· of.: perfo'rming: thp contrCJ..ct •. f\mo.unts Paid to or set. 

aside for· cmploye'cs ·under profi.t-'shc.r~ng pl~ns .c.rc ·unallo~D.b~e. 

(3) Sto'ck ·B··Q'ritis plmis •.. A stock. bonus plan i.s a ;Plc.n est.~blished 

cmd maintained .by an employer to provide benefits s~.lar to that .qf c profit

sht.ring plc.n except· that the corttribution.s by. the emp~oye: arc ao~ ncccss~rily 

dcp0ridcnt .. upon profits and:thc .benefits are distributable in stock of the 
. . . 

contrc .. ctor~ · · Chilrgcs for provisions undc:r sto~k bonus p:J.~n.s r..rc not 

allowable. 

· ·0.0 The d·ctenninntion of ellowabili ty .. of tho cost of p0nsion t-nd 

retirement· plans,· trc.ining · expense, overtin1e, oxt:rc pny nnd multi shift 

premi·ums and ·other fringe ·benefits Will be in eccordance with pc.rcgrc.phs 
' .. . 
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15-204.29, 15-204.46, 15-204.27, nnd 15-201.~.16 respectively •. 

An"".J"" form of compensation to en employee. not specif,ically mentioned in this. 

Part 2, in addition to those set forth in this pcragrtph, will be given 

consideration ns a part of total compensation. 

15-204.8 CONTINGENCIES. · This type of chnrgG results from the croat..:.on 

and maintenance· of reserves to provid.o· for an ·cvcrit·whosc ·occurrenc(.; cannot 
l 

be foretold Hith certainty es to time, intensity or even an ·assur~nco of its 

happoning. These costs ere not allovin.ble.: 

1S-2o4. 9 OONTRIBUTIONS .AND DONATIONS. Contributions e.nd donations to 

established nonprofit charitable., scientific, and. ed~cational orgc.nizations . . ' . . . 

arc properly allocable to Government contracts; provided that such costs (i) 

may rce1sonably be expected to res'lll t in futuro l;w.nefits to the contractor 
~ . 

through advc.ncing, directly o.r. indirectly, tho ~eci:nology of his, industry 

or increasing the supply of trained manpowor.available to it; (ii) are in 

lieu of the cost of similar fscili ties, which facilities the contrnctor 

would otherwise have to provide, cs for exampl,e, employee medicu or ro

crct~.tional facilities; or (iii) nre expected of the contrac~o~ by tho com-

munity and it can reasoncbly bo oxpcctod thc.t the prestige of . .the contr~ctor 

in tho community would suffer through the l~c~ of such contributi.on~. . In 

gGnoral, contributions and donations under item (iii) will not bo allo~~bl8 

unlc ss it is the practice of most businc_ss firms in tho sruno. community to 

mckc contributions to such organizations. 

Tho propriety of the umount of pc.rticul&r contributions and donations 

and the eggrogatc thereof for cnch fiscal period must be judg~d ordinarily 

in light of tho pattern of past contributions, particularly thoso mndc 
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prior to tho placing of Government contracts. The emotmt .or. each tlllowt~le 

contribution must be deductible for purposes o.f Federal income tax, but .the 

deductibility of the contribution for income tax purposes docs not in itself 

justify its allowc.bili ty as a contrc.ct cost •. 

(a) . Depreciation· as ·described herein is a· charge' to currGnt opera

tions intended to· distribute tile'· cost of. tangible capitC!t• asseits,: less estimated 

salvage value, over their estimated uscful·life' in a systeine.tic and rc.tional 

manner. It involves a process of o1Tocati6n, ''not of valt1ation·. Useful life 

has reference to the prospective period of economic uscfuincss in ·tho particulcr. 

contrLctor' s oporc.tions c.s distinguished fr.om phys.ice.l. lif~. 
I '. . .. 

(b) Depreciation on n contrr..ctor' s plc.n.t,. equipment ru1d other 

capi tcl f:1cili ties is r.n cllow:-blo clement of contrc.~t cost, provided tho emount 

thereof is be. sad upon origino.l ncquisi tion cost. D~prociatiop. will be. ncco·unted 

for by consistent npplic~tion of ~y generally Qccepted c.ccounting principles 
' . .. 

nnd should usuc.lly be allocated to tho contr~ct and other work .as .nn ~ndirc.ct 

cost. The ~ount of depreciation .chnrgod 1~ D.~Y accounting p~riod mc.y v~ry_ with. 

Volume of production or USG of multishift Op8rc.tions, provided the. method followed 

is consistent with bc~sic objectives set forth in subp[..rc.grc.ph a above 

(c) Ch.:-.rgcs for deprecintion on idl€ or excess fncili tics will not 

be allo-vrcd ·except on such fccili tics 'ns nrc rensono.bly neccssr~ry for contrcct 

perfonnc.nco· stc.ndby purposes and on fD.:cili ties representing nddi tionnl plcnt 

capucit,y contr[ctually reserved for Defense production. 

·(d) .Unlo·ss otherwise provided in the contract, no chc.rges for 

depreciation will be allowc~ on assets still in use which hrve been, in accord

ance with tho contrr.ctor 1 s consistent c.ccounting prnctico, fully deprccic.ted 
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on tho contractor's books of account. 

(c) Allow~nccs for depreciation on emergency facilitics·will 

normally be determined in accordance with subp~r~graphs a t?rough d above •. 

However, where the contractor has applied for e.ndreceive:d n determination of 

"true depreciation"- from an Emergency Facili.ties. ao~rd COVt~ring emergency 

fncilitios acquired under certificates of nec.essity,. the emowits so determined 

for "true dcprecit!.tion" over tho emcrg~ncy period ( 5 yecrs) will be rocognizcd 

in liou of normnl depreciation. After the expiration of the ~mcrgon~y period 

for tho fc.cili ti~s conc.;;rned whore·. c. determination of. "true dcpr~ciation'~ hrs 

been mc.de, the remaining undeprocia.tcdportion ~f.tho cost.of such f.:cility will 

be doprccinte:d ovor·its remnining·uscful life and will be the only amount 

recognized as allowable cost. 

15-204.11 EN?LOYE~ 1-'!0RALE, HEALTH Al"JD ~~ELF ARE. Included th this category 

·arc expenses of hoo.lth and wclf.arc activities incurred for the improvement of 

working conditions c:.nd the improvement of employer-employee relations and 

cmployco performance. Examples of these activities are house pubiications, 

illness or first-aid clinics, and employee counselling services. - Those costs 

are allownblc when incurred in accordance with the coritrrctor 1 s dst~blishod 

practice or custom in tho industr,y or area end nre equitably allocated to all 

clnssos of work performed in the contre.'ctor' s plcnt. 

15-204.12 -ENTERTAINHENT EXPENSE. 

(a) This item includes the cost of mnuscment, div;.:;rsion, socitil 

nctivi tics c.nd. incident~l costs, such as, meals, lodging, ron~~l:s, tro.nspo'rtation 

nnd grntui tics. 

(b) Expunses representing the p·urcho.sG of moats, loccl tr::nsportation, 
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- ·..... -·- -

rcntcl of f~cilitics for meetings, ~d other incidental costs, when the primnry, 

purpose of thG incurring of such expenses is the. dissemcnntion of tccfm?.:cal.:. 

irlformatj_on for the stimul~tion of production are nllowLble.· . -. ~ . . .. 

(c) All othor entertainment expe~scs, includ.ing those classified 

as gr.:.tuities in accordance with paragrc.ph 7-204 .• 13~ are unnllowablo • 

. , 

. ~ . : . 

· .. · '• 

. ., .. ·· . 
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15-204.13 Excess Facilities. This item includes the cost of maintaining and 

housing idle and excess facilities, except those reasonab~ necessary for 

contract performance ,standby purposes. These costs are unallowable unless , 

specifically required b.Y the terms of the contract. 

15-204.14 fidelity and Surety Bonds. The eost of bonds .include net premiums 

paid for fidelity and surety bonds. Examples of such. bonds are performance and . . . . ... . 

payment bonds, forgery bonds, fidelity bQnds1 patent infringement bands, etc. 

The cost of surety and_fidelit,y bonds are allowable to the extent required b,y 

the contraot or approved by the contracting officer both as to type and amount. 

15-204.15 Fines and Penalties. Included in this item are those costs resulting 
. 

from violations of, or failure of the contractor to comp~ -with, local, state 

and Federal laws and regulations. These expenses are not allowable. However, 

fines and penalties incurred due to situations in which the contractor has bean 

instructed in writing by the Contracting Officer to follow a certain course of 

action, will be allowed. 

15-204.16 l!inge Benefits 

Fringe benefits are allowances and services provided by the contractor 

to. its· emp!oyees as compensation in addition to regular wages and salaries. 

a. The determination as to·the.allowability of the cost of pension 

and retirement plans, profit sharing _~d other bonuses, and se?erance pey will 

be in accordance with sub-paragraphs 15-204.29, 15-.204.7, and 15-204.41 

respectively. 

b. The cost of other fringe benefits such as pay for vacations, 

holidays, sick len.ve, mi~ tary leave an,d employee insurance is allcwable to the 

extent required by law, employer-employee agreement, or established policy of the 

contractor that constitutes, in effeot, an implicit agreement on the contractor's 

part. 
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15-204.17 JNIIL•JL PRODUCTION COSTS. Initial production costs, also known as 

1 storting-load costsu, are non-continuing costs that arise in early stagos of 

production becnuse of the Contractor's lack of experience with·particular 
. . . 

materials, manufacturing processes or techniques involved. Such costs mey 
• •, I to • •; • \''' 

consist of excessive material costs resulting from nbnormal sornp losses, 
. : '. . . .· .. . . .. 

exccssivo direct labOr costs ond related overhead resulting from idle time duo 

to testing o.nd cho.nge in production methods, cost of training employees, and .. . .. 
excessiv~ defective work due to inexperienced ~abor. 

. . . • . 

~ile initial.production costs are allowable, the contrnctor will be 
. . . .' 

''I ,• ,• • • 

expected to work nctively to ~imize or eliminate them ns rnpid~ as poss~ble. 
~ . ·. ,. .., .. ! . • . . .. . 

In co.ses whore those costs continue to on .unwarranted extent after the contractor 

has been allowed reasonable ~ime to learn to make the product.effici~~t~, the 

excessive costs will be disallowed. 

15-204.18 INSUR!NCE AND INDEMNIFICATION 

(n) Included under this it~m are (1) those types of insu:rance whic~ . : 
the contractor is roquircd to carry under the terms of the co~trac~, or b,y 

.. : .! 

specific instructi~n of the contracting officer ~r his authorized representative, 
' . . . . . . .· . : .. 

and (2) thoso types. or. insurance w~ch the contractor carries on his own account. 
I : 

The kinds of insurance ordinarily included in the first category are set· out in 

~ 10-501. Examples of the kinds of insurance included in the second category 
• o •· ' o '., '• ; I, • • 

are fire insuro.nce on contractor-Owned buildings ~d. equipmo~t, u~e and occ~po.ncy 
: ... : 

insuro.nco 1 o.nd . emJ?loyee fi~eli "o/. .bonds. . ' .. 
(b) Costs of Government required insurance are allowable within the 

.. .· 

limitntions ns to the extent of coverage and premium rates approved b.1 the . .. . . .... . . . 

Go"/ernmcnt. To the extent that any part of a contractor's insurance progra.m has 

not been ~isnppr~v~d b.Y the Militar,y Departments, the costs of such other 
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insurance ore allowable where the types of coverage, extent of coverage, and 

rutes are reasonable under the circumstoncesJ however, costs allowed f. or. use e.nci' 

occupancy insurance will be limited so as .to··exclude coverage. of· profit, interest,~ 

federal income taxes, and unallowable selling and distribution expenses. 

(c) Costs of insurance of··any: kind pertaining· to Government-owned 

property f.or which the Government has assumed ·the risk of los·s under the terms 

of the contract are not allowable. The cost. of insurance .. covering contractor 

owned mater.ials used or· us:able ·exclusiv~4r. on work other than that required under 

the cost reimbursement type contract is not· allowable· under such contract. 

(d) The costs· of .. ar..self' insm-nnce program ·under which· a .contractor 

assupm.s its own insurable .risks are allowable provided .that (i). the program ha.s 

been ·a.ppr·oved by :.the Military ,DeparW,.cnts and (ii) the hazards so insured 

agains.t· are not unusual .or j.~consistcnt with reasonable and prudent business 

practice, and (iii) the rates charged are estimated not to exceed available 

insurance rates for insurance as reduced by an amount equal to the acquisition 

expens·es of the equivalent··commercd.a1' inS'\,1l'ance (commissions, fixed expenses, 

excess lo~ses, ~tc.) .... Actual·losse.s~ sustained under such a,, self-insurance· 

prpgram are not allowable. 

(e) Insurance on the l~ves of officers, partners or proprietors, 

where the contractor is .the .beneficinry, is not an al~owable cost. 

(f) Losses resulting ,from f~lure to insure (through· self insurance 

or ,.otherwise) ;against a cQntingent loss pr·damage, where a reasonably prudent 

business organization would have insured aga.~t such loss or damage, are. not 

allowable. 

(g) Costs of indemnification,. _in lieu· of insurance, will be allowable 

only to the .extent expressly provided for in the .contract. ·By the term . 

.::. 
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Pindemnifica.tion" is meant Government assumption of losses arising from (i) 

lack of insurance coverage of risks of an insurnble nature or (ii) restrictions 

on the nmoU!lt of such· insurance coverage. · 

·15-204.19 INTEREST i~ND OTHER FI~~CIAL EXPENSFS. This item includes interest 

paid or accrued (regardless. of the nature of th8 obligation which gives rise to 

thn interest cost), bond discount and expenses, nnd tho cost of financing and 

r;:;fi~ncing operations as well as legal and professionc.1.l fees paid in connection 

with the preparation of o. prospectus, cos.ts of preparation and .issuance ·or stock 

rights and oxponsos related thereto. (See also 15-204.26) Those· costs are 

unallowable exaopt for interest nss~f:lsed by State or local iiaxing authcritios 

under tho conditions set forth in subparo.grc.t:·b 15-204.44. 

15-204.20 ~lBOR RE!d~~IONS. This item covers expenses incurred in maintaining 

the so.tisfo.ctory relations between tho contractor and his employees. It includes 

the costs of shop stewards, labor management co1mnittees, employee publications 

~nd other related activities •. Costs incurred for thoso purposes are allowable. 

15-204.21 LOS§ES ON OTHER CONT&~CTS. This item coyors any excess of costs over 

income under any nnd all other contracts, whether such other contracts arc of a 

supply, research nnd development,. or other nature. Costs of this nature are· not 

allowable as a·cost of performance of the Government contract. 

15-204.22 lvl.:~INTEJ.~iliCE liliD R~. (a.) This item includes those costs necessary 

for the upkeep of property which neith8r adds to the permanent value of the 

property nor~ appreciably. prolongs its intended life· but keeps it in·its efficient 

operating condition. These costs o.ro allowable. · ExpoDditures for pln.nt and 

equipment which, according to generally accepted accounting princ~ples, .should be· 

capitalized ~nd s~bjected to deprcoi~tion will be allowable o~ on a depreciation 
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basis. Cost of maint0nnnce and rcp~irs of exc0ss-facilities and of idle 

fc..cili tios (othc;r than r eo.sono.ble standby fa.cilitios) arc not nllowo.blo •. 

(b) Deferred IIU.\inteno.nco is defined·. o.s :p10.inte~n.ncc nnd repairs -which 

for some re~son such ns abnor~l operating conditions or lnck o~ funds; is 

dclnyod to n future period. Tho cost of maintonnncc and repairs which hns boon 

deferred from n period prior to the contrnct is not allowable unloss--spocificnlly 

provided for in the contract~ Likewise, tho estirnnted cost of :mo.intena.nce and 

repnirs norinnlly required but not accomplished during the pori9d of the contrnct. 

will not be r.:.llowed r~s a cost unless. spocific.~lly provided for in the contro.c.t 

or c.n n.mendment thereto. 

15-204.23 L~tJY~bQIURING· ~urn ~OP.1!QT,I9l.L~'lliiN~ERING. }i.'Ul~ncturing nnd pro-
,. 

duction.cnginoE:ring includes tho cost of ~nginooring o.ctivf~ies in.connoc~ion 

with (1) current DULnufacturing processo~ such ns motion and time study, methods 

analysis, job a.nnlysis, and tool de~lgn ond improvement c.n~ (2) curron.~::Pro- .. 

duction probl8ms, such ns ~~terials analysis for production suit~bility.~~d 
. ' . " . 

component design for purposes of simplifying production. Those costs tJ.I."O. 

allowabla, For purposes of distrib11tion, such costs should ordinarily be 

divided into two cv.tegoriesa (i) those. which directly benefit. n contrac~, o.. 

project, or a product lino o.nd (ii) those oxponsos which n.re not . .subject .. t~. 

direct costing. Items in cntogory_ (i) should be.chnrgod directly to the ~ontrn~t 
' • • • • • • • • • • • 0 • 

or project or allocated to tho products in ~ho _product l~e. Costs in cntegqry 

(ii) should be nllocntod to a.ll bene~ittod work. 

(o.) This item includes the not costs of such items o.s raw nu;:.tcria.ls, 

pnrts, sub-assemblies, components, and manufacturing s~pplios, whethc~ puroha~od 

outside or rr£.nufacturod by the contr:-:ctor. Costs of nu:.terio.ls nnd supplies 

.. 
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may include such collateral items ns inbound transportation and intr~~sit 

insurnnce. Those costs ere cllow~ble subjoc~, however, to the p~ovisions of . 

subpnragrnphs {b) thro~gh (d) below. 

(b) Any generally recognized method of pricing materials issued from 

stouk mey bo employed for determining actual cost, provided it has been 

cons1stently used by the contractor, is acceptable for internal revenue pur-

posos, and does not discriminate against the Government. However, when materials 

in inventory at the commencement date of a Government contr~ct have a p~ovable 

roplc.cemont cost significantly different from book cost, the c~ntrn.ctor t;md.the 

Government mny·agrce upon the use of n different method of pricing based upon 

tho fnir vnlue of the mnterinls (but not in exces~ of r~ple.cement cost). Such 

ngrcomcnt should include identification of the t,ypes or kind~ of materinls 

involved nnd should profornbly be mo.de o.t the ti!OO tho contract is entered into. 

end provided for therein~ 

(c) Ordlr-orily inter-compnny or inter-divisio~a~ s~les or trnnsfers 

of mntericls shall be stated on the basis of cost to the transferor. A 

departure from this cost basis is permissible when the transactions _involve 

items regularly manufactured end sold by nn affili~te or div~sio~ through 

commorcinl channels except es to items on which the Government is ultimat~ly 

tho sole user. In these latter cases, however, the price 9~gcd to the contract 

must not exceed the lower of (i) the transferor's . sale_s price to its most 

favored customer for the same item in like quantity, or (ii) the prices of other 

suppliers for the s~~e or substnnticl~ similar items. In other situations where 
: a. 

consideration of the minority interest in an affiliate would warrant departure 

from the cost basis, such departure mey be permitted but only if expressly 

~uthorized or approved by the contracting officer. 
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. (d) Costs of· materi~~ls· ·O.nd· ·supplies. ·shall be sUitably adjusted. f'or 
. . ' . 

c.pplica b.le portions. of .. income a!id other credits. Such income· and other credits 

include trndo discounts, refunds, rebr.te~r P.ild · nllowancos ;· co.'sh discounts tnkon, 

crc~dit.s for .~crnp· nnd:· stilva~e t-..nci' materii.ds :returned to veridors, and credits 

nrising !;rom diffcrences·J~tween:book ·o.ncf·physica.l :i.nvontorios. If the contrc.ctor 

docs, not cxercia.e retisonnble::.:p-roo·tilitions ~±n taking ndvnntnge of cash discounts 

ayni1~bl~, .r'.:ll· cash di'scoutit·a·::Lost:,.:may. 'be·.dedU:c~d 'in ·d~tormin.ing o.llo~nble · 

. : : ~ . . ·: . . .. . . . . . ": :· ': .. .. : ~ •. . . . ... 

15 .• 204-25· · £R~IZATIDN:. 'EXi1JNSEs~~,:. >'this lt~m: :con·sists of eX:pendi turos in 

connection with· crganiz:t;tlori or· r·c·o~ghn1z.iltioh of ·a bus'ines·~. EXo.J~ples. of .. -such 
..... 

co.sts. ere incorporntion .f.ee·,: rittorrieys ·fee 1 fees to promoters and organizers 

r.nd costs of raising ··capital,:·:: These· cost~ ·rJ.i.~ : uriallowabl~. (See also 

15.-201+.19). 

15-204.26 Q1B~~YS~dS EXPENSES. Included in this item nrc· such recurring 

O:Kpcnso~ t:'.S registry and tro.nsfer :chhrges· restiiting from cha~ges in ownership of 

securi tics .. issued by the contractor·, co:st of shareholders t. meetings, proxy. 

solicitations, preparation. e..nd publ:ication of c.nnilnl r~ports to shareholders·, 

prepa~ntion c.nd submission·o:r·reqUired reports end forms to tnxing r.nd other 

regul~to_ry bod!es ··and 1ncidenta1 costs of directors ond 'colT'.mittoe meetings. 

The n.bove listed ·Costs·are. allowable:when -incurred in reasonable 'o.mounts in 

accordc.nco with. the contrector-'·s ·established practices and o.ro o.llocated on c.n 

equitable basis to all classes of work. The aboYe and similar costs are allow-

able when incurred in reasonable amounts·. 

15-204.27 OVERTIME, EXTRA P41.L§H!EI_MID MULTI SHIF! .. PREMIUMS. This item 
( ......... , 

consists of tho premium portion of overtime aQd shift payments to employees. 

Such premiums nk1Y be classified as either.direet or -indirect lcbor costs, ~t 

- ; 
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'·the amount thereof should be separately identified in either event. When 

. trc.~ted as direct labor cost, overtime o.nd -shift premiums should not be included 

in the base for distribution of overhead. Cost of overtime end shift premiums 

nrc nllownble only to the extent expressly provided for in the contract or 

otherwise nutho~ized by the Government. Soe ~ 12-102 for further infor:mntion 

concerning the policy regarding such .authorization. ·The·nn~unt of overtime and 

shift premium cost charged on Government contracts shall be equitable in 

relation to tho amount of such co~ts charged on non-Government work being 

concurrontly performed in the contractor's plant nnd the factors wh~ch necessitate 

the incurrence of the cost. 

15-204.28 ~ATENI_EXPEN~. Included in this item are all costs lcn.ding to the 

issuance of p~tents, ns well as the cost of infringement invcstigQtion and 

litigation. Amortization of the cost of purcho.sod patents owned qy e contractor 

applicable to products or processes covered by n contract nre nllownblo when 

approved by the contracting officer. The cost of research and development work 

lending to pntcn;ts is treated in subparagraph 15-204.37. These costs .arc 

unallowable except for the cost of prepQring required di~closuros and af 

preparing nssignment and other papera.in connection with the filing of a patent 

application for the Government. Charges for the USQ of patents where the 

Government has ~license or the right to free use thereof are unallowable. 

15-204~2 9 PENSION 4UID RETIRE!:ffiNT PLlNS 

(n) A.s used herein, a pension or retirement plan is a plan which is 

established and rnainteined by n contracto! primarily to provide systematically 

for the payment of definitely determinable benefits to his employees ov0r o. 

period of yo!'..rs 1 usually for life, after retirement. Such e. plan may include 

disability, withdrawal1 -insuranee or survivorship benefits incidental ·end directly 

rolatod to the retirement benefits. Retirement benefits gener~lly ~rc mctsured 

by, e.nd b~sed on, such factors as years of serVice end compenst.t.ion received by 

the employees. The determination of the amount of retirem0nt benefits end 
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contributions to provide such benefits ~.re not dcp~ndcnt upon profits. Bonefi ts 

~ro not definitely dctermineblo if funds arising from forfeitur~s on t0rmin~tion oi 

s:3rvi9~ othc::_rco.son mcy be used to provide incrensed benefits for tho _re~lei,r:int 

pc.rticipllnts inste~d of being used to reduce the amount of contributions by the 
. ...___ 

employer. A plc.n designed to provido b~nefits for employees or their boncfici~ ric~: ------to be pc.id upon retirement or over ~ period of yeors after retirement will be 

considered Cl pension plc.n, if, under the plo.n, eithe~ the·benofits pc.yr.blc to 

· the employee or the roquirod contributiqns by the contractor can be determined 

cctuarinlly. 

(b) Pension a.'"ld retirement plc.ns which c.re subject to the D.pprovo.l 

of the Intcrncl Revenue Sorvice must ho.ve been so o.pprovod prior to considc.ro.tion 

by the Hili tr.ry Dcp.:rtment; howev0r, D.pprovcl of tl;lq plc..n by the Intcrncl 

Revenue Service docs not necoss~ rily ~.ssure c.cccpt~nce by the Mili tC~.ry ·Depcrt-

mcnt. Considorc.tion. of the pltns will be the responsibility of tho Dc::p:- rtment 

to 1-1hich c.udi t cognizc.nco is nss:i.gned and the subsequent c.ction tr·ken by that 
. l 

Depcrtmcnt will gonerc.lly be ccccptod by the other Dcprr\monts. In ccscs where 

the Intcrno.l Revenue Service withdraws c.pprovnl of c. plc.n, e.mounts rllocc.ted 

to contrz ct costs will be wi thdro.wn accordingly. ~vhere pension &nd rctiremen'\ 

pl::.ns of non-profit or othc:r true-exempt org.:-nizntions Qrc not required to be 

rcvicvrcd o.nd c.pproved by the Intcrnc.l Revenu0 Service, it will be the ro-

sponsibility of the Department to which audit cogniz~nce is assigned to give 

consideration to tho acccptc.bili ty of such plnns. 

· (c) The costs of acccptr.blo pension and rctiromont plnns, which r.:re 

properly deductible from tmc:ablo income t::.ro c.llowc.bl6 except ns otherwise 

determined uno.llowablc undc;r this· po.r::-.graph. Costs· of c.cce:pt~ble pcn·sion and 

rctirem0nt plans established by nonprofit or other -tax-exempt orgc.nizations 

ere c.lso allowable except as otherwise dctcrminod under this pcrcgrc.ph. 

. ~ 
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(d) Pension and retirement costs constitute a part of the total-

compensation by a contractor to the individuals. c_~vercd by .t~e p~, o.nd 

nccordingly, are subject to the provisions-~! this section with. respect to 

reasonableness of the total compensation paid to the individ~l for the ~ervicos 

rendered. (Seo ·15.-204. 7) . 

(e). The carryover provisions of the Internal Revenue Code with. 

respect to contributions under pension and retirom0nt plcns shall n~t be 

recognized for tho. pu;rpose of determining allowable pension ~d retir.em~!lt 

costs_undor Gov~rnment contracts. 

(f) Crodi ts which arise under pension plc.ns fr.oB various sources., 

such as dividends and cancellation of. Oli1ployoe benefits which ho..ve not vested 

at the time _of termination of their cmplo~~ent, must be tnken into account _in 

an equitable ma1mer in tho dotori~nation of tho allowable pension and retirement 

contribution. _ Special provision for those crodi ts is usual4r nec·essa.ry when 

the contractor's. organization has substantially eA~andod for the performnnco of 

~~litary contracts and there is a reasonable expectation that the employment of 

a large number of the edditional.employees will be terndnated upon curtailment 

·or rdlitary work. Under these circunstnnces, it will be expected that an 

arrangement will be nade which will result, as nearly as may be practicable, in 

the Governoont's receiving the benefit of these credits to the same extent as 

it originally participated in the related costs. There are two general methods 

which may be used, individually or in conbination, in making such arrangementsa 

(1) ·A lump sum or percentage discount (of current pension 

costs) allowance negotiated and agreed upon in advance. Determination of 

such allowance is not often an actuarial problem involving a calculetion based 

upon known factors, but rather is an attempt to reo.ch a negotiated a.greenent 

~s to various uncertain or variable factors in a complex situation. 
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·- (2) ~ retrospective dotern:i.ne.tion o.t. some· time in the future 

when a more accurate e·stir:UJ.te· can ·be Irinde by virtue of experience which ma.y 

have developed. Until such detenlination, current costs, which should be net 

of current credits, may be allowed provided nn appropriate contractual agreement 

can be rocchod which reserves the Governnent's right to futuro credits. Such 

recapture provisions will va:ry in tho extent [J.nd duration of application and 

tine of doternination. For example, such provisions may be·contract-wide.or 
' ' 

contractor-~dc nnd the deter~nntion nay be made· at termination of a defense 

contract or defense contracts, at mass layoff ·of coritra.ctor 1s· employees or at 

the tine of substnntinl decline in proportion of contractor's total sales under 

defense contr~cts. 

15-204.30 - DELETED - ,. 

·-,~ 

'"" ·~ 
"· ., 

···,.,_ 
...... 

........... . 
' ... ,,_ 
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15-20h.3l PLM~T PROTECTION EXPTI,JSES. This item includes the cost of plant 

~rotf: ction measures such as wages of guards, equipment of guards (uniforms, 

firc:.1.rr.1es, etc.), burglar alarm systems, and fencing. For the purpose of 

coi"itr2ct costing, these expenses are devided into two categories, nru~1ely, 

nor::1al plc-mt protection expenses and special plant protection e:xpenses, 
.... ,. 
hOr-

a~~} .. ~lla:•.lt protection costs are allo~rable and are allccaL)le to all l·rork in the 

:?la:1t. Special plant protection costs, 't.Yhich te~ refers to an e:;::tensi·on of 

the contr2.ctor 1 s nonnal plant protection program at the specific direction of 

t1~e contracting officer or other cogni~.ant Gavernment cu thori ty, are also 

2.J.lo:-rc::·.1e .:md allocable to specific Goven1ment contracts req,Iiring special 

protection • 

. 15-20h.32 ?HOFBSSIONl.L SEitVICES - LEGAL, ACCOUrJTiiJG, ENGTI1E~~~TIL\G- JuJD OTHER. 

(-a) This i tern includes the cost of professional services rendered, 

,,,Jhether performed by the c0ntractor 1 s 01,m em~!loyees or by the members of the 

p;J.rt:i.cular profession separately cng·ar:·cd. These costs generally are allov.;able 

1:!~-·.sn recJ.sonable in relation to th.;; services rEmde:red and are not continr·:i1t 

upon ~cc.ov•:;ry of the costs from the Governrn8;1t,· 

(b) Factors to be considered ( e .. 'non.':: others) in determining the 

allo~ .. -.Ta.oiJ.ity of· costs in a p:1rti cu.lar case arc: ( 3..) past pat ter!1 of such costs, 

p;,·.rticularly ir.. the years prior to the award of Govern:·:tent contr[;.cts; ( ii) the 

impact of Government contracts on the contractor's business; (iii) the n2.ture 

and scope of managerial services expected of the con tractor 1 s oicm orc;:anization; 

( i v) the nature of a11y conflict of interest which may exist bc~ucea the con

tractor and the U. 3. Governncnt; and ( v) ~,vhcthcr or not the proportion of 

·Jo~.rer-r'.rl~ent production of the contractor's tota.l production is suc:h as to in-

fluence the contractor in favor of incurring the cost, particularly where the 

I 

se:r·vic:E:s renci,ered are not of a continuing !laturc and have little relationship 
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to productio11 under Government ·contracts. Retainer fees to be allowable must 

~c r':;as:)nc:-~hly supported by ovidcncr; of services rendEred. 

(c) Professional services relatin[ to patents arc subjec.t also to 

the limitations prv~ridsu for i:Cl pc~re.~craph 15-204.28. 

Included heroin arc gains or losses of any nat1J.rc c.:.risii.1~ 

fro::1 tiK: sale or exc~·lanfc of plant, equipment, or other capital assets, includ-
. ~ 

in.g sale or ex.r.hangc of ei thcr short or long tenn investments. Profits or 

losses on s2.1e or exchange of ce..pit~l assets, iocluding invcstnE:nts, ulll bE 

c;~.cludsd in computing contract costs. 

1S~-204.3l.J. Ir0COl'~ VEilSIOH EXPENSES. l1econvcrsion expenses arc those incurred in 

tl:.e r(:storation of the contractor's facllitics_to approximatf;ly tho sa:-:1c phys-

i cal a.rra11.gemcrit and condition existing imrnediately. prior to cornr.~c!!Ccmcnt of 

the :r,:.ili tary contract Hori~ and ir::.clude the cost of· ren1oval of' Government prop-

crty. 

Jkconv .. ::rsion expenses, except for tlv,; removal of Govr:_rnmont property,· 

~:rc i~:!.curr·ccl for the bencfi t of fut.~~~rc proc~v .. c:ti on and arc, therefore, properly 

ch~r~;c.1.l:.'~-c thsrcto. Accordingl;t, e:=cc~)t for the. cost of removing Government 

property- .:u1cl the rtstoratj_on an6_ rchabili t2..tion costs caused by such removal 

'.ilh:.ch arc specifically pi .. o-.rided for in tho contract; reconversion expenses are 

not C1.11o~Jable. 

1.5-204.35 H.ECHUITDIG BXPEN.SE. This itom includes th€; .costs of "help 1-rantcd11 

ac.vcrtising nnd the OJ.X~rating costs of 8.n c::1plo;yment office noccsr3ary to secure 

and me: in t2.in an ad2qua te labor f orcc. I:E further in eludes the cost3 of opcr-:1-

ti~·1g an 8C
1.uc::d:,ional and apti tu.~i.e testing pro:,rar;1, tra~!~:l expenses of employcr~s 
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while engaged in recruiting pcrs~nncl, and tra~.:-cl expense:? of applicants for · 

inter·lic~Hs for prospective: employment. These costs arc allowable. Where the 

contr~;;.ctor uses private Gmploymcnt agencies, costs not in excess of standard 

comr1crcial rat.es for such services e.rc also allowD.ble. Costs incident to special 

bcnf:fi ts or ·Gmolumcnts offered to prospective employocs beyond the standard prac-

tj.ccs in the industry are Dot allo·Hablc. 

1S-2oh.36 RElJTALS OF PLANT AND E·J.JIE_ENT. 
. - ( L11cluding sale and leas(~ back of 

facilitic.::;.) 

This i tern includes e:xpcnses for (a.) use of la11d, building:.:i, and 

squipment or other personal prop·~Jrty, and (t) rental CX';Jenscs under sale and 

l·~.c::.:3c-b;::ck agreements incurrc·d by. contractors through sale of plant facili tic.s 

to in-vestment organizations ( suc.L J.S insurance comp~'l.ics) or to private invcs-

tors and concu~rcntly le:asing bac}c the sa::nc facili tics on long term leases. 

(a) Rentals of pJ.ant C'.nd r:::quipment under (a) above, if the rates 

arc roasonablc in light of th8 ty:.)t.'), condition, and value of the fRcili ties 

leased, options available, and maintenance on other provisions •. 

(b) Rentals specified i1~ sale and lease-back agrec;~ncnts arc allow-

able only to the extent that such rc11tals do not cxcGed normal costs (such as 

:~.cpreciz·.tj_on, taxes, insurance and m~intcnance e:.~enscs) 1-rhich would h::tve been 

incurred had thG contractor rctnincd legal title to the facilities. 

1)-204.37 RESEA£\CH AND DEVELOE·;.EJT. ResGarch and development expenses (so~c-

times referred .to as general engineering 6A."'Pcnscs) for the purpose of contract 

costing are divided into two major categories, (i) product rcsee.rch and/or 

development and (ii) general resE"crch. 

(a) In the first category are include~ costs for design, improve

ment, c:m~ utilization of a particular product or product. line. The ~lloc:~blc 
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portion of these costs are allo~vc:.ble under cost-rGimbursem8nt type production 

contracts v.rherc ·the r·-.::scarch is reasonably related to the end i terns being 

pnrchas;:-3d u~-.Lder thE: cor::.tr~.ct. Tl1esc costs are allowable under cost-reimburse-

mont tyy-:c rcst::2.rch and development contracts, only to the extent that such 

costs P.rc di:-c ·ctly charg02blG to such contracts. 

( L) In the scc.ond category, are includGd. costs of all research 

ot"1cr tban that described in subp~raGTaph (a). above. Reasonable .costs of 

ccn.oro..l research wich arc: not othcrhrisc reimbursed are allowable under cost-

rcimbursc,lc·nt type production contracts. Costs of general rcscr:rch .?.rc not 

c1.llow::1blc un;.lcr cost-rcimbu.rs•::mci1t type research and dev0lopmr.:nt contr.:tcts, 

unle:ss sp~.cifically provided for in such C0!1tracts. 

·(c) · RC.:s~·.:arch and dcvc .. lop:;1ent costs, rcgardl~:ss of the nature, which 

v1C.'~ .. o incurred in accounting· periods prior to t·:1e award of a particul3r mili-

t;:.ry contract ( includin~ amounts capitalizr,d in the costs of p2.tcnts obtained) 

shall n::>t be ailocatc:d to that contract. 

15-20}.+.30 ROYALTY PAY:;·;EtJTS. This i tern covers amo1.mts paid for the right to 

use patents •. Where th0 usc of such patent is ntccssary for the proper per-
0 

formar.c·: of the contract and T~Jhcre t~·~c Govcrruncnt docs not alrcauy have a 

J.i c::::;nsc- or other :r·ight to use such patents, the royal ties arG allo-vmblc . to 

the extent expressly prcvidcd fo'r olSC1'1hcrc in the contract or otherwise author-

izcd by the contract officer. 

15-204.39 SELLll{G AlTO DISTRIEU.TION EXPI!}JS:s. This group of expenses includes 

the costs of marketing, sales engine'~ riEg, sales promotion, snlesmon' s and 

agc:1.ts 1 compensation, and other related expenses. It also includes costs of 

~dvc.rtisi~g, bidrting, outbound tra~sportation, entertainment, service and 

r 
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warr2nty which are specifically covered elsewhere in this part. 

(a) Generally, sclling·and·distribution expenses are not allowable. 

n01.JC'rcr, there frequently are cases in which expens£s in this group rel#lte 

in whole or in part to contract negotiation and administration and technical, 

consulting, and other services of application and adaptation of products to 

t!1c us.: 2.nd requirements of the Government. These c0sts arc allowc-.blc when 

pro?crly allocated. 

(b) No fee, c·ommission, percentage,. or'·brokeragc fee shall be allowed 

as a contrQct cost. which violates the provisions of paragraph 7-203.20. 

1)-204.40. SERVICE AND 111/ARR.A .. l\JTY EXPENSES. This i tern include;s such costs c.s 

providing service in installation, training personnel in the use, operation 

and maintenance of the product, correcting defects in the product, replacing 

dcfccti vc parts, -refunds in case of inad.equn.te performance and other related 

costs. Actual costs to be reimbursed to the contractor will include such of 

the fore-going costs as must be borne by tht: Gove:rnment unde.r the clause of 

the. contract r:nti tled "Inspectior:t of Supplies and Correction of Defects" 

(See paragraph ASPR 7-203.5). 

1.5-204.41 SE\CRANCE PAY. Severance pay, also cormnonly referred to as dis-

· rniss?.l ."-'mges, is a payment ·in addition to rc~gular salaries and wages, by con-

tractors to workers 1-:rhose employment is being terminated. 

The cost of severance pny is e.llowablc only to t~e extc;:nt that, ·in 

each case, it is required by (i) law, (ii) employor-cmployce agreement, (iii) 

established policy that constitutes, in effect, a~ .L~plicit agreement on the. 

contractor's part, or (iv) th0 circumstances of the particular employmen~. 
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For contract costing purposes severance pay is divided into two 

categories as follows: 

(a) N·ormal Turnover Severance Pay. The cost of severance payments 

arising from normal severances should be allocated to all classes of work 

beL"lg performed in the contractor 1 s plant at the time of payment. .Where 

the contractor provides for .&:ecruU. of normal severance pay such method will 

be acceptable if the amount of the accrual is reasonable in light of payments 

actually made over a representative past period. 

( b) Mass Severance P ay,. -~he cost of .abnorm·al· or mass· severance pay 

actually made upon cessation of Hork 1-rhe-;1 there is no. ·reasonable· .prospect ·Of 

continuL'1g cr.1ployment on other work of the contractor l.s · allouable. The 
. . . ~ . . . . . . .. 

amount allo~vable shall be determined by ·~ssignirig""tfle'"totaf'c'o'st to the period 
; . . . ' 

.. ;_,.._ 

in whj_c:1 the severance pay was actually earned and equitably apportioning such 

cost to all business of the contractor performed during that period. 

A reservation in the final release ~f claims. (se~ ASPR. 7-203 •. 4) may 

be made in the·case. of complet~d cost-reimbursement type contracts when it is 

reasonable to assume that severance pay allocable to the contract must be made 

in the future. 
. ' 

15-204.42 ·SPECIAL TOOLlliG. The term "special tooling" means· property of such 

specializ-ed nature that its use, without substantial modification or alteration, 

is limited to the production of the particular supplies or to 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. The cost of special tooling, when acquired 

for and its usefumess is limited to government contracts, is· allo'tiablc and 

will be ·charged directly to the government contracts. When such special tooling 
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is acquired it shall bo subject to the provisions of the contract clause set 

forth in paragraph 13-503 entitled "Jovernmont Property" and to the provisions 

of AppendiX B, .ASPlt, applicable to ·Jovcrrunent-o-vm.ud special tooling. The cost 

of special tooling 1-rhich is useful under both 6bv~:::rnmont contracts and othor 

1-rork of the contractor is allo-v;able when properly allocated. 

15-204.4.2_ ST.i~IiC~S ~""-i\[1) LOCKOUTS, EXPENSES OF. Tho situations tind conditions 

surrounding strikGS and lockouts are· SO· varied· that it is impossible to estab-. 

lish a general principle providing for allovJance or disallo~r;ance of costs in-

currud during such occurrunces. Each case must b6 considered on its m-rn merits. 

15-204.44 TA.X:~S. Taxes are charges levied by a government unit. They do not 

include finGs and:penaltios oxcopt as othorvriso provided herein. 

(n) In t;ont.ral, taxes which the co'ntractor is·roquired to pay and which 

a.rc p~id or acc·rucd in accordance Hi th z;c;norall;l accepted· accounting· principles 

are c.lloHablo, oxcopt for i.i'edcro.l income and 2xcess profits taxes; taxes in 

connection with financing, refinancing or rofunding operations (s~e paragraph 

;1)-204.19) j. and SpGCial assessmentS. Orl land ~JhiCh rtprosent C~pital imp::·ovemGnts. 

(b) Tc..xos Hhich aro believed to bo illegally or erroneously assessed· 

against the contractor, may be al:lol-J·3d as a c·ost of ~vork porforrnod, I)rovidod that 

the contr~ctor; (1) promptly requests instructions from the contractin~ officer 

concc.rning such taxes; ( 2) agrees to· comply vlith such instructions; Co1.nd (3) if 

so directed by tho contr£~cting o_fficor also agrees to taka all necessary action 

in cooperation ':Jith and for tl·J.e benefit of the Gove;rnmGnt, to determine 'tho 

legality of s1.~ch assossm8nt or, as the case may bo, to secure a refund of such 

taxes and any interest or penalties thereon. Interest and penalties incurred by 

a contractor by reason of tho nonpa~ncnt of any tax at th2 direction of tho con-

tracting officer, shall bo allm·Jable as a cost. B.casonablo oxp0nscs of any · 

proceeding instituted by the contractor at tho direction of the contracting 
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officer to determine the legality of such an nsscssmont or to secure a refund of 

such taxGs, intcrt.:st or pcnaltius for the bc;;nofit of the Government, shall also 

be allm-:ablc as costs. 

(c) Any·rufund of taxes, penalties or interest thereon shall be 

crcd.i ted to con~r.act costs in tho proportion in which contract ~osts. absorb the 

costs of t.axcs, intcr0st or penalties. If at the time tho refund is rucciyed by . . 

the contractor, no defense contracts are being performed, the amount othcnrise 

to be crGditod to contr.:ct costs shall be paid directly to the uovcrnmcnt •. 

1.5-204.45 Tft) . .D~, BUSINESS, AND PriOFESSIONAL ACTlVITii;S. 

(n) 1:'1cmberships. This i tom includes costs of membership in tradq, 

business, and profession£1) .. organizations and such costs arG allo\vablo \vhcn in-

currud in accordanc0 Hi th the follo~r;ing standards: 

( i) i:kmberships are cons is tent with th~ established .Practice of 

the contractor, particularly his pr.;~ctico prior to the m·;ard of ~ovornmcnt con-

tr::cts. Eo:·Jever, if the n:1.turc or volume of tho contr(lctor 1 s production had 

been ~ltcrod significantly by uover~~cnt contructs,.dcparturc from the prior 

proc;rcu"l'l mE~Y be j ustificd. 

( ii) ";!hen thG or6anization is n local . ono; is pr.imarily for . 

tr~de, business, or professional purposes; and memb . ..;rship would be expected of 

all similar business firms in the business community. ThG costs of social,. 

culturnl, or rc;creational activities of such organizations are not allowable. 

(iii) If the orz-;:1nization is regional, national or intornntion¥ 

in scope, membership the:roin should ·:Jo })old by a maj ori t~r of like firms in the 

same industry. 

(iv) The costs must be reasonable. In determining reasonableness 

of p~rticular membership costs v.rhich appear to be exc0ssivo, a review· of the· 

nature of thG activities of the or?;anization f!lay be necessary in order to reduce 

the allmrJ"ablo porti.on of the contr~ctor 1 s membership costs to an amount which 
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1r1ould, in effect, exclude a contribution to lobbying or public relations activities-

(b) Subscriptions. This i tern includes the cost o.f ·subscriptions to· 
· which 

trade, business, .professional, or ·technical periodicals. or services/aro allmvable 

uhen incurred in accordance with the contractor• s established pra.ctice c.nd the 

costs are re~son2.ble in amount. 

(a) This item includes tho costs of preparing and maintaining a pro-

gram of instruction desi~ned to increase the over-all effectiveness of employees. 

Included nre the costs of the director of trainin6 and staff, training materials 

:.nd te:;C~ books Nhen the trainin&; program is conducted by- tht:. contractor; and tui

tion, fees, trainins materials 2.nd t0xt books when the training is in educational 

institutions. 
. . 

(b) Such costs which are limited to training for specific jobs in the 

?lant are alloHable 1·Jhen properly allocated. 

(c) Such costs for educational advancement vJill not be allat-Jed except 

in scientific e:nginecrin6 <:~nd technical fields reiated to ·the contractor's busi-

ness, ~nd then only if it can be established that the value thereof to the indi-

vidual em_ployt.e was cqui t-::tbly taLen into accourit as a part of thu total compen-

satfon of the employee. (See paragraph 15-:204.7) 

lS-204.47 Ti(.A~,JS?O.ii.TATIOl'! ~.P~1~SES. Transportation. expenses i:nclude the cost of 

frei~ht express, cartage r.1nd postage rel[l.tinb oi ther to goods purchased, in 

process, or delivered. 

\iben such costs can readily be identified with .the items involved they 

may be. directGd.costcd or added to 1:-he cost pf such material. (See paraJraph 

15-204.24)· ··.ihGre identification 1vith the materials received cannot readily be 

made, inbound tr:1nsport.ation expanse~ may be charged to the appropriate indirect 

sxpense accounts, provided the contractor follo~-rs a consistGnt pr~.~edure in this 

respect. Outbound freight,- if ·reirr.bursab~e under .the terms of the contract, should 

be. treated as direct charges. 



I 
I, 

\,I 

. I 

15-204.48 TRAVEL EX? EN SES. This includes costs of trc.nsporto.tion, .. lodging, 

subsistence end· incidontc..l expens(~S incurred by contrcct.or personnel in a 

tr~vol st~tus while on officicl company business. 

(n) Tro.vcl expenses: incurred in the normc.l course of overc.ll 

n&ninistro.tion of the business nnd npplicable to the entire business ere o.llow-

c.ble when properly cJ.loco.tcd. 

(b) Tro.vel expenses directly o.ttributcble to contr~ct perfor-

mc.ncc mc.y be chc.rged to the contrc.ct in o.ccordnnce with the p:r:inciple of direct 

costing. 

(c) Subsistence ~nd lodging including tips or. simil··r incidentrl 

axportscs .m~y be reimburse;d ci ther on en cct·uc.l or per diem bD.sis. The b.: sis 

selected should be consistently followed. 

(d) Costs of premium trr~nsportotion mc.y be c.llowcd when it is 

shown to be necessc.ry to porformc.nce of the contrc.c~. 

( o) Entcrtc.inment expenses ~rc not c.llowable. 

(f) Costs of personnel movement of o. special or mass nc..ture c..re 

a.llowc.blc only when authorized or o.pprovcd in wr:oiting by tho Oontrc.cting Officer. 

15-204.49 UNCLA1JviED WAGES. Unclc..imed w~ges ~o compenso.tion e~rned but. not 

clc..imed by employees normally represented by_pay checks not presented for pay

ment end lic.bili ty to such employees or former employees for s-ums left over 

from o.mounts origino.lly drcwn for pcyrolls. 

·Unclaimed wo.ges, previously reimbursed to contrc.ctor will be 

reviovlcd c..t intcrvcls_ end p[·rticulnrly o.t the completion of the· contrc.ct to 

determine whc..t portion of these unclr~imed wa.ges sh~ll c-.ccrue o.s o. credit to the 

contrcct or subsequent refund to the Government. 

Costs should reflect n credit for unclaimed wc.gos b~sed upon 

c.grcemcnt o.s to tho o.mount thereof rensonc.bly' expected not. to be ·paid 
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subs-.:;qucnt to the dD.to of completion or settlement. 

claimed \·Tr:.go lic_bili ty rests with the contractor. 

1537 
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In this event, all un
f 

·~v-hon such en c.grcement can-

not be rc~.cllcd, tho ~ovcrnmnnt will c..ssumc lic.bili ty for rc.ynwnt of unclaimed 

wages .:.nd climinc.tc c.ll c.llcwc.ncc~3 therufor from r::;imbursemcnt. to the con-

t.re'.ctor. 

·,,_ 
' ' ·, ., 

'\ 

'· ., 
'" ' 



' .; 

\ ··' 

.;, 

,. 
I_ \. 



~li?~;E-~.::Y -- ·: _-: ~~---· _, -_· _J... -- -· 

"'- j!'l ...... ~ i! 

·---------. 

~{fjj ·:. . . 
. . "":.,., :.· ~ 

l 

. . 

]$..200 SCOPE OF PART. This _part sets forth prinoiplea· and staD1ard8 t~ th8 

/ determiD&Ucm and allowanoe ot costs 1D OOJmsot.i.GA VS.tb · c-
. t,pa. contracts and ~os~enaent tJpe ~~ theNUDder fOr pro-_· 

'cmrement or npplies, aem.cea, 1md research and 48velopmeAt wozk 1f1t,b - . 
ocmmercial orpn:Lzaticms aDd· with DGD-pzaotlt iDatltutioal banDa . · . 
oomercial type accoant1ng 81'Btea8o 

]$..201 BASIC PRINCIPLES AND S'lANDAill8. 

(a) Cgepoaitlon ot Tot,al Co8to The total ~tot a cost-~t, 

type contract is t.he net. &1111 ot (i) the allowable direct ooeta, (11) tbe 

.~ : ... 

________ _.-- -----

i . . 

properly allocable port-ion at allcNable ~eot, ooata aDd (W.) applicable 

inccme and other ~t.ao 

(b) racton Affecting All011ab1lit1 of Costao ftle tu\ara to 'be OOD-

si4ered :ln determ.1.Diza& the allcNabW.ty ot ooata 1Dolude (1) reuoaablenese, 

lii) application ot generalq aooepted accouDtiDg pr1Do1plee aDd pt-aot4Cee, 

(:W.) exercise ot good ·bua1Deae Judpleat ill iDcurreDoe ot eon 8Dd. (1-.) aqr 

Umitations aa to typea or llllOall~,ot ~oat.iteaa set. tortrll iA tld.I_P-' 2 or 
Section IV or othmriae 1Do1Ucled 1D tbe_. conVaoto Fa111JN . t,o 118Ati.GD 8J11 

-. ·. 
!'' • .......... 

item or ooat 111 w.s Part 18 aot illteudecl. to * that. it 1a et.*r a1lolrabl8 · -· --
·._·: .... ' • !' 

or not all.cNableo 
:. it. • ~··· •• ~- . 

(c) Crediteo 1'be applicable ~ at 1DoCII8. aD4 Gt,her ONclS.U vhiob · 
. . . 

are related to arq all.Otied dt vW. be· or.dited ·to t.he aoV~ elt.Hr u . 
~· . . . - . . 

-·a reducticmiD oontrao~·o~_-,_·by_a ~ ~- u ~~<----~-,_ ·_,:~~-: :- .. .-. ~·_.: 

(d) Contractor'•·~:&)!~. '~ ~i~-~ .. 
record ·keapizlg ad-~ ot_,.tbe ooDtraotor•e.aeooliDt;!D&.prooeCw• ... 

·. ~ ... J-:· . ..._ 
·~ • .... ,; ·... ::. · .. ~. . . · .. ':. ~:_. . 
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. 1S.202 DIRECT COSTS. Subjeot t.o the provisicma· ~paragraph ~201, allolr

able clirect costs are those items at ooat, or aggregate thereat, wh1oh can be 

identified spec:Lf1cal.l3 with arrr objeot1ve1 service; program o~ pro.1eo.t under 

tJle contract and are chargeable direotlf thereto. Major it,ams ·ot oost r8ad1lr 
. . 

identifiable vith .the eontraot or ~th ~ther work of the contractor ahoul&l be 
' . . 

charged. direct.ly thereto. 'l'h1Q principle mq often be applicable to such 

elements of expense aa_ treight, travel, OODIJAlDicatioDs, ~ serrioee, 

etc., as lfell as the normal items ot materiala and productive labor. However, 

it muat be applied oonsis~ to t.he costiug of bot.h det8D88 8Dd ~aaae . 

products or services, ~beD the contractor 1a eagaged in mixed producttiQD1 1D 

order to produce equitable resultlo When the accoantJ.Dg expen8e ot ~ 

costing o.t minor items would azceed the resultJ.Dg benetita, 1nd1vid.l1811taas, 
.· 

ot.herviee allcwable as direct coste, may be treated u 1Ddireot apeDaee~ 

15-262el DIRECT MA'.l'ERIAI.So The coat of d1l'ect materlala. 1Dcludaa the oost 

ot items purchased, supplied, aaamtaotured 9r tabrioatecl, which •ter direcrt:q 

into the end product Or which are uSed. or cODSWBed· directlf iD OOJ1D8Ct1on with 

fund •b1 ng such produoto 

l.S-202~2 DIRECt LABOR. The ooat ot direct labor 1Dcludea salar1ea a:advape . 

apeoitioally ident.it:Lable with arid proper~ oharg-.ble ~tq to t.be per- . 

tormance ot the contract or otJlar work at the oontrao~. It mtq also 1nclude 
"i ' . . ' 

_other aaaociated ooata auoh··aa p81rOl1 taue 8D4 wozkmaa.1e o<~~pm~~&tion ~ 
. ' ' 

··· ance, where it ia the established practice ot the CODtra.ctor .to t.Na\ tbeae 
- - --

items as a part, ot direot ·labor CO~o 

' ·· ... :.''• 
lS-202 • .3 oTua DIHICf COS!So Wh8re ·otb&r items_ .ot ooat are -~ ct.1rect.11' 

to the contraat. cODSietent vlt.h ~-~2o2·; .,., t.h8. ~oa~t.Gr Dn -.: ~ -.~ · ·. 
. . . : I . ; , ... ~ ,· . . , . :::.'[ .:': . . .. · ... :·::.. ·. .· ,.': ·. ,.. . . : :. . . ' . . - . . . . · .. -

d•ODBt.rat.e tbat. t.b8r are· ~-related to ~~-pert~-~ _t-he ocm- ·<:·~:. 
T ~' 'J 

!(...._ ______ , __ 
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tracto WhenJ however, items ordinaril3· chargeable as iDd1reCt ·coste ~ 

. charged to a Uovernment contract as direCt costa, the coat ot simil:ir items 

appl:1cable to other· work ot the contractor must _be elindnated .rrom· iDdireCt-. 

coats allocated to the contracto 

lSe-203 INDIRECT COSTS o . 

(a) Indirect' coats are up~- which are incurred'tor cc:mirnOn ar joint 
. . ' 

objectives, are ac~ted' t~ acc~ing purposes .b7 .d~partmental actirl.ti:· 
or other logical cost -~up:tng and are charged to the contract :and other vork 

or· the cont~actor b;y a process of allooationo lSach element thereof is subject 

to the limi ta tiona ot · this part as to allcwabillty o 

(b) No specitio rules·- can be· stated ·aa ·tO-·ih4:/mathocf~ot &iioc~tiori Ot-.. ------·----~----· ---

indirect costs bece.use the actual condition in each instance must be taken 

into account in detrermining the moat suitable method or metbod.so The objective 

. shoUld be the selection ot a method or methods which will distribute t.he iD

di.rect cQSts in ·the taireat an4 most equitable manner poasibleo . The method 

used 1n cormection· wiih Govemment contracts must. in order to be accept.abla, 

contorm with generally accepted accounting practicea, be applied OODSiaten'tJ.T, 
··~~ 

and produce equitable resultso. A:ai aigniticant change, such aa in the Mture 

ot. the business, the volume of a&lea, ~valUE ot_ procluctiOD• mauutaatviDc 
. . . ·.I ' • ··~~r • ·.-- • • -.,,'.., 

processes 9 or th8 products beiJls produced,. '!087 ·requ~.re· reooDsideratiOD ·at tlle . 
~ . · .. .:..~~ .. .-.: . ' . . .. . ~ - - ... , : .... . : · .. : . -' 

methods previously in ua~ to detemi.De. whether:. they' .continue. to·~ equitable~ 
j _!;, • ' . ~ .. - . • •• ~ • • 

, Further diScussion relative ~~-,~t1ori of ~- ~'rl.cb~al ~teg~riU · ~ .. , : · 

! .· _indirect costa will be f~ ~ -t~~~~~t~t~1i?~i§~J;&;~S~:j~3~::-c;;, . 
t · l5·203~l INDIRECT MANUFACTU.RDJO A1tD PRODUOTICII EXPEHSESo . .'IDdireot mami.taa-.. ·: -~ ,- " 

.· · ~ tUring .and production expenses ooUist ··ot o()fJt.li_~· .~ ~.~~~: .io ·th& ... ·. · .:··: ·. :.·· _··,·.,.·'· 

~ ~~~-~uu~~;-.~-i_~. -~~~~' 
\t ... :._ ~ ~ ~ 
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direct co8~ in accordance with paragraph J.So292o Allooati_on ot ·indireCt 
' ... ,. 

manufacturing and .prOduct:ion' aXPeD&ea··=· a 'timG-·buia·;<s'~h--~--dir~t··~~-· ........ ···---··-
' • .. . • -~ • • ~· • ' . • •• •• 1 •• 

. -. ···:. : . . . ~ 

man .. hours or ·machine-hours, 1a a method· which general.q produces acCUrae7 and . . . . . -. .· 

labor dollars· (exclusive or· overtime premium), .UJli_ . ts processed ·.and trime. costa 
. . ' . 

ot units_ pro-cessedo In. some inS.tances, it .JDA7 be··~ssary to departmaDtalize 
···.·,: ·. 

oz: establish cost centers in orde to distribute equitabJ.7 ~~ ~t. ~o8tao . 

The factors to be consi~ered in d.etemining the extent ot departmentalizati.m . :_ 
. . 

or establishment of. cost centers include v~ty ot products,- complexitJ> Ot . 
: .:·' ... . :_ 

. ·'· 

processes and relative labor and tacllity. requirements for the variouS productito .. ·:. ·-· · · · 

. ·- ... - ··-·-··-- - ····--·- ···-- .. ··----·----- ~---·-·-:------. 

sist chiefly of engineering administrative expense and general aupplieao These 

expenses arise out of engineering activities which include· product design, 

t.ool design: eltperime-tatal developnent, manufacturing ~d praducti~ develop-. 

ment, l&yout of production linea~ determinat-ion ot mao!line methods and related. · .. · . -. 

blueprinting and drattingo 

· Indirect engineering. ~nses should be allocat&cl to the benefited 
~I\. .. 

aetivitiea$ ioeoj, the ·contract and other work at the contractor_ on the basi8 
• .-'" \..- • .., .. • '• • ' '• ; ~. c·:. -,.....·,- • ·'4 • '': " ' 

ot direct engineering maxi-hours ·8XP,~d~~ · ~~ ~~ring ~. ~o~~ :.~·.:·-~~·- · 
••• ---- :-······ ···-~--~-·· • ··-~· 1 ·.~= .. :-..... ~ ....... · .. • -~·.::·· .·. 

or other equitable basis. HOTEl.· Direct_.c'orits or .eDiineeriiJ&'_-actirl~Eis';·~hould·.,.:·: .. 

. ! be charged directq to the benefited &Ctivitie!I~-J~i~~ ·~ e:on~·~; ~ ,. . . .•. ·· .. ·. 
I . • • ·.·.~}IJJ.~ ... • .· • o• ..... _"·~·,· ••• '.:: • .- ... ' ' · • .;• ··~'·._~·:_·~~~<:,·~,·-· .. ~ ·•·;~.~~;<£/:!::-~, ..... ~~ --~ ,:-.(~·~. I work ol the contractor in acCOrdance with llU881'8Ph J.So202o ·. . .: ,,',: ·- '.. ·-· :--"'!: ·::, .r,.;: , ,,; •· :: 

t~~ --J.So~~ ~~1~ ~ 

· · 1 ·=::~t:~7:;~5ri:~~t~;~1E7~C4~1~·::iri.:~Ii:;:;:.· 
other related items Generil.ll'. ·-such ~- 'are not ooneiderecl to be >",'•-'. : ...... ,··.:~.:'.·f;',_;,i,··. 

. . ·. . ~ ~·~~·~~. ·~~ 
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allocable to ~ent cost-reimbursement type contracts tor the reaacm that 
. ~ . . 

. marketing, . in the ordinary commercial aenset is not necesaa17 tor doing bus1· 

ness with the GQvemmento However, in. some inst&noes, depending upon a 

showing of benefit to, or necessity tor, the performance ot the CODtract,. same 

expenses which ordinarily are includQd in this group may be· determined to con- . 

stitute all~iJ.ble coats;) Because ot· the special problema that· arise in t.hia 

~ea, it is usually desirable for ,the contractor to identif'i 1n ita recorda 

·- by means or suba.ccoun ts or otherwise, the items or these expenses cona1derecl 

properly allocable to rJoverament contracts o · 
. ~ ' 

expenses consist at costs incurred in t,he overall management., supervisi<m and 

conduct ot the bus:lnese o kl:y · recogni.zed meth~ at allocating general and 

administrative expense is acceptable provided . equitable reaulta are thereby 

obtainedo Som5 ol th~ generally ·recognized bases are aa followaa 

(a) T,,.t-&1 coats incurred {exclusive ot genaral aDd administrative . 

expenses, but i·lc..luding mater1ala purchased.) • 
. 

(b) .'lac tory input ( charg¥ ·to work in ~ocaas or. equivalent accoanta) o 

(c) Cost o£ goods manufactured_., .... 

(d) ·Processing costs (direct labar, ·plUs direCt and iDdirect produo· . 

tion costs" exclusive of .direct material)o · 

(eJ Cos~ ot saleso 

(f~ Saleso 
: .. ·: '!.!:··• •!' ..-

Among the f'actm's that should reoe1n ·consid.ara~em 1D ~~ w:hether _the. 

results are equitabl:-e. are (1). the cost ·pattern ct t~ GGve-nt. oont.racts 

(that ia, ~he percentage ot the total.coat ot the contract, exClusive ot 

·general snd ad1d.nistrative expaea, ·represented b7 each or' ~he ··aeveral cost 
• '.. .. r. • • ' .; •• ' •• 

l" • •• 

'· ....... 

: . . ~ 
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<) 
as a whole, aDd (11) the ultimate object1ve ot distribution ot these expeDB88 

. . 

in approximate ratio to the gerieral and adm1n1st,rat1ve. ettort imrolved in t,be 

two categories ot work'o 

The "total costs 1Dcurred" basil Will usuall.T result 1n &n·equ1table 

distribution ot expense where the oost elements which make up t;he b8ae ·are 

representative of all activities which require general administrative and 

supervising etfono The "sales" basia is usualJJ not equitable where there 

is a cti.at~ting profit tao~ &Qa the concurrency ot salea with producUan 

varies be·tween Gotrernaent aDd comercial productao lD the evaluation ot these 

and. other methods, coni!ic.teration should be given to any significant variaticma 

of inventories between accounting periods, variations 1D the .ratio ot contract -· 

inventory levels to all other inventory levels, and &IV' other relevant taotora 

such as those mentioned in paragraph 15-203 (b) o 

l$-203oS BASE PERIOD FOR ALLOCATIOB OF INDIRECT EXPENSESo The base period 

~or allocation of iDdirect. expeaaes should approximate the period ot c012.traot 

performance or should be representative at that periodo The base period 

sh~ be suf'.ficiently ·long to a'V'OSp inequities 1D tbe allocatl.oo ot coetso 

·~ . 

l:. · ... <. -
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mtORJJlLlUM FOR CBURMAI, ASP1t C0MHirrEE 

SU&.lECI': Case Sla.b4 • ievie1c:m ot SooUcm XV 

~~j· ... 
~ .· . , .. 

l~. In accorduoo with ~h 6 ot tho ABP& lll.mlt4l ot 
· 2/9/Sl~, th1o ~O!IIIIlttee bu prooee4ed 1D the ~ ot 

Sectian XVo 

2c The Subcommittee baa ·rewritten end Gp&Dded the izltl'o
ductory IIBterisl. 1D Put 2 ot the Sect10D. A COPT ot tM8 eftcart, 
is attachedo While OODS1derabl8 time baa been expeadecliD draftJ.D& · · 
thi.a introductary mater1al9 it should be noted tbat amah ot it v111 
appear ill tJle introduction at subsequent Pe.rt.so Par:t 1 lla8 baeD 
rese.."Ved since 1t. 1s iJltrocluct.a17 and cmmot be writ tan· proj,ar)¥ 
until all other Parts bave been revisedc 

lo Pursuant to the McNeil-Webster ~ ot 3/l/Sk, t.be 
.ASPS Cammittee and the ottice of the CC1"4ptrQller vera cJ:Lreoted to 
1Dld.ertake certain wark concurrent]¥ ttvith a euttic1ent ~ 
of ideas to incorpOI'$te all basic principles" c 1bia p~ N
port 1e aubmi.tted ao that tho ASPR Cammit\ee oan OOIJplf with the 
cli.racticmc ,) . 

4o The Subconai"-e is aotival.y proceeding v1 tb trbe SeoU. 
· XV revis1cm OD a ~-a-week meeUDa baaiao 

· Bo Ho GALUJP 
Cha1zmaD 
Section D ~'-

. ,· 
..... . . 

... · ....... _. . . ·.·. 
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DEPARTMENT OF TIIF ARHY 
OFFICE OF THE ASSISTANT CH!EF OF ST.AFF 1 G-41 IDGISTICS 

WASHINGTON 251 D. C. 

4 December 1953 

I·.iEI.10R.1}IDUI·.'i FOR: CHAIRI::IAN, ASPR COMMITTEF 

SUBJECT: Proposed Section XV of ASPR, Draft dated November 1953 

1. The undersi,5ned members of the ASPR Section VIII Termina.tion 
Subcommittee vi€w with apprehension the far reachi~g effect of the pro• 
posE.d Section XV upon the area of terminations which, in our judgment 
and e,."{perience_, has required special treatment that sets it apart from 
other elements of the procurement process. The Contr:1ct Settlement .hct1 
the Juint·Termination Regulation, and Section VIII of ASPRuere· all pre
pared along a br~ad bac::ground or Government purchasing but ttrere devote;d 
exclusively to the specialized field of termination. The. preliminary 
examine..tion which we havr· made of Section XV disturbs the Subco!;unittee 
in that the· proposed nev: Section does not adequately cover the necess~y 
provisions of the present Section VIII, Part 4. 

2. At no time has the Section XV Subcommittee called u~on the T0rmi.;. 
·nation Subcommittee for its views in connection uith the substance of the 
pro!;)oscd draft of Section xv, dJ.ted November 1953.1 as it affects Section 
VIII. Hence, th~ Section VIII Subcommittee feels it is necessary to re
quest a. roo.son:'.blo pf.riod of time in rJhich to prepare and present its 
objections to this draft. 

.. ~.. . . .. --~---·· . .;:·.<'.._ __ .. 
,... . <·"'/. r _./ i - . / / .. .,.. ~ .. . (?"' r-

Albert Alber11 Air Force 
Albert Kornblum, l'!avy 
Lt. Col. Brooks c. Preacher, Army 

. J 
/..- •• ,· ·: I.~ /· 

/;- · ... · ·1' .• {. ·. /.~:~ ~r .• ~· #f .•··~ . . .· ,.. . ·.;;./ . -·· . 

BROOKS· C. PREACHER, Lt. Col., CAS 
Chairman, Section VIII1 .SUbcommittee 
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SUBJECT:· Case 5.3-44;· · Revision·: of'· Parts 11 21 . 3 and 4· of ·Sec~~on XV 

1. Attached are drafts. ·or. Parts 1, ·2·1 · J an~. 4 of Section XV which have 
been revised in the· light_ of the ·conunents ·received .. ~·om tJte.··var;i.ous echelons 
of the Hilitary Departments. 

2~ Set forth below are the. issues developed at Subcommittee meetings, 
which represent, except for Comment "I" I the unaln.mous vielfS ·of. the Subcom
mittee versus those of the OSD Comptroller's representatives, The'osn 
Comptroller representatives will present their views separately, In. those 
instances in whiCh the Subcor:mdttee recommends deletion in the attached 
text, the ~ter~al in question has been bracketed~ 7 so that. it may be 

·more quickly idE:ntifiecl. · · . · . •. . - . . . . ·'· ~ .. 

A. Para. 15-101( a) (See page 1501) • The. Subcomrni ttee. recomr.1erids 
. deletion of the second ana third sentences. 

. ..... ', .... 

The Subconn·.li ttee position is that the substance of the~e is not 
questioned, but their pre nonce. in this Regulation uill unduly delay negotia
tions by inviting ~~~~ccssar.y requests from contractors for special treatment 
in the contract 't-lhich r;rl.ght not otherwise occur or be re·quired. Furtherr.1ore1 
utilization of specific contract provisions ~to cover unusual circumstances is 
stan~ard_procurement practice w~ch obviates the necessity for reference to 
such prActice· it'l this Section. 

B. Para. 15-lOl(b) (See page 1$01) - .. The Subcommittee members be• 
lieve that the text, in its presen.t wording, require_s th .. at P~t 2 of the pro
posed revision be incorporated in all cost.;.rei1nbursement type_ contracts. It 
is felt that this is inappropriate with respec.t to contracts.With educational 
insti tt1.tions in thn.t subparagraph 15·202( e} of Part 2 has no applicati·on to 
contract costing with such institutions and would, therefore, create cona~sion 
nnd misundersta.r.ding. It is believed that there should be a separa~ part 
of Section XV devoted entirely to costing of contracts with educational or 
other non-profit .. :hlsti tu tions which do not use commercial cost accounting 
systems. Herding Nhich 'tiould ·serve to give effect to the foregoing is as 
follows: · · 

"(b) Cost-ReimbliTsement T,ype Contracts. Cost estimates shall 
be developed and evaluated., andreimbursements to the contractor 
for costs incttrred shall be dete~~~ed, through the application of 
these cost principles ro1d standards • In the case of prime contracts 
with commercial organizations, and with educational or other non
profi.t institutions which have. commercial. type cost accounting 
sy~ten$, ··part 2 and Parts 31 4· and S (as appropriate to the type 
o{ 1-1ork called for by the contract) shall be inco~orated therein 
by reference in each instance. In the case of contracts with educa
tional or non-profit institutions, which do not have comaercinl ty~e 
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cent ~ccountinr n~rntc:~ 1 P::.rt o s!~ill b4.;. ir:.cor:x;rc.ted therein by 
TL-fcrcncc ili c~c~1 i::nt~l~ce;. :.11 eost-rcinbl!rsc: ... cnt t.;y-)t; subcon• 
trnc.ts sh.-:-.11 incor:;-.Jr~tc b:>~ rcfl..rcnct; tho .:1.ppro1=ri~tc Part or Parts 
of these cost principles and standards, depending upon the nature 
of the work called for in the subcontract and the type of organiza
tion with which the subcontract is let• · · · For .. the purpose .of det~r• 
mining the appropr~a:te ~t or .. Parts to be incorporated by reference 
in cost-reiinbursement. type'. subcontracts the: criteria herein. outlined 
for cost-reimbursement type prime contracts will be applicable." 

The· ab'ove·· te~t · con:~empi:3:tes .. assignment of Part 6 to Cost -Principles and. Stand
ards dealing With educational .. or ·other non-profit institutionS. lhese comments 
also apply to paragraph 15-lOl(c). · 

. c. Para. 15-10'l{c) (See pages ·15011 +502) ·- This Subcommittq'e has 
pl-eViously submitted this issue for con·sideration on the sub~ti tution of. a: net-r 
paragraph, (c) oo page 1.502 for th~ one in brackets proposed by OSD Cor.1ptroller. 
The ··substitu-te paragraph not in brackets is the· position of the .ASPR Committee 
on th:l.s ·issue. · 

D. Para. 15-102.3 (See page 1503) ~ The Subcommi.tte·e recommends dele
tion of the last sentence. .. 

The Subcommittee position is that this statement.:is not'··appr.opri• 
ate. for inclusion in cost principles as such and belongs more appropriately in 
Section III of hSPR. 

E. Para. 15-105 (See pages 1.505, 1506.) 

(-1)· 'It is recommended that the second and third sentences and· 
·the first word ·of the fourth sentence be deleted. (See page· 1$05.) 
The Subcommittee position is the same as .for 15-102.3 above. : · 

I 

. {2) The Subcommittee recommends deletio~· o~ .. ~he 1~t· eentence • 
. (se·e page· 1$06.) The Subcommittee position ·is that ·this last sent.ence 
; is an open invi t'at~on to contractors to conceal or withhold actual 

product costs in favor of presenting only product line· costs where·it 
is to their advantage 'to ·do so·. · ..ttSFR 3-101 provides that procurement 
by ~egotiation 

· 11will·· be· made to the best advantage of the Goverrr,lent, 
·price ·and other factors considered. Negotiati<m. shall 
thereupon be· conducted, by contracting officers and 
their negotiators vdth due attention being given.to. 
the following and any other appropriate ·factors: 

'. 

(a) Cor~pari~on ~f prlces quo.ted~ ·and consideration 
of other prices for the same or siinilar. supplies· or 
services, with ciue· r'ega:rat"' production costs.ii 

The referei1ce to 11 or simi1~· supplies or serVi.e·esn in the .. abotre quota
tion fror;l Section III is adequate without reiteration in ~e·ction x:J, 
to perr1l:i. t use of product line costs when only· su·ch costs are available, 

•.• ~~.: ·. i \"." ;;..\..' -·~ . •. .~: v: . . ·-*' 
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The sentei~cc i~ ~l_le propos.ed liS~.· ~5-105 1 ti~~h is:_,_req~mmended for 
deletion, wc;rt.~ld ... p:c·rr:rl.'t 8!1 .. ciption·:t9. the contx•?.c:tor which would be 
contrary ~6 · hihe ·b9st adv~n~~ge .. .-o~ ·:the Government11 · in those cases 
in ·which··· the actual···product. ·cpsts are. available, and its inclusion 
11 in:order not to impose. impractf~ai.:requirements on contractors for 
cost cst.ilnatesn· is considered :to ;be ,bqth dangerous lUld contrary to 
ex=i: s t~g fu,nc1.araental policy. . . · · · 

- - -·- · F. Pnra. 15·106 ( Se.c p.age. ·1566 )· ··~ ·The Subcommittee recommends dele-
tion of the last two sentences and paragraph references. 

The Subcommittee position on this recomritendation is the same as 
that taken on Para. 15-~0l(a) above. : . 

·' G. Para. 15-106~ (See page 1506) •. The Subcommittee recommends dele
.·. tion of tl'lis entire paragraph. 

The Subcommittee position is that this reference to the Internal 
Revenue· Code should be deleted since (l) the Code w~s not designed for deter
mination of costs under contracts, {2) the Code is subject to constant change 
by laws, regulations, ~~d court. decisions, and (3) nulitar.y contract negotia
tion and aclr.ti.nistrati9n personnel are not trained· in. the intricacies of the 
Code ·nor do they have re~dy access to the Code or its revisions, or the time 
required to .keep up with the changes.· · · 

H'. Para. 15-ll.O nnd 15-111 (See pages 1508J 1509) - The wording of 
these paragraphs places undesirable restrictions on :the operations at' the 
military departuents i!i_the cond~ct of their business. 

The Subcommittee position is that·no necessity is seen for such 
restrictions prospectively nor are any past ev~nts knmm which would offer a 
justifiable reason for language more restrictive with regard to thie proposed 
Section X:V than the treatment afforded the other sections of ASPR as contenl
plated by the currentl;>r proposed revised paragrc..phs on implementations and 
deviations in·Section I of this Regulation. Noreover, the reservation to 
the Office of the Secretary of .·Defense for exclusive judgment -as to necessity 
and consistGncy as contemplated by pnragraph 15-llO(c) is inconsistent With 
past practices in matters affecting.ASPR. · 

I. Para. l$-311.2(a) (See.page.l513)- The Subcommittee recommends 
that an assignn1e;nt be made to the. Editing Subcor.1r:ti. ttee to develop a standard 
contract clause whereby the Governmen~ may exercise,its option on the pricing 
of n1aterials and inventories at the date of ~e contract in a manner consist-
ent with this subparagra~h. • 

.... . ·. 
J. Para. 15-3114t2{c) (See pages 1514-1516) - The Subconunittee recom

mends deletion of the paragraph in bracket~ proposed by the· OSD :·.Comptroller 
and the substitution therefor of. a new-·p~ragraph. ·p.s &aft~ia··.by.·-the Subcormnittee 
on page 1$16. . · ·.· .. , · · 

. ' .... 
The Subcol'llr.l:i ttee position is that its redraft has~ the de·si·rable ·. · 

feature of emphasizing treatment of inter-company sales on the basis of cost 
to the transferor and of deer11phnsizing any interpretation which might result 
in the pyrruniding of profi ~. 

~---
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K. Para, 15-313.3(d) and (e) (See ?ages 15311 1532).~ The Subcomnittee 
recommends that the bro.c·!c~ted rna teriai in these two paragraphs ~ deleted • 

.. . . . . . . 
The Subcomrnitt~e- position is that the material ·vrhicti'·i t recor.1mends 

for deletion t-.rould permit a contractor to elect the depreciation of ·assets on 
the brlsis of an appreciation in· thE::ir. value by ·reference, t:6 ·"cUrrent pri·ce 
levels by the use of a general price. index." . .'Such a concept is objected to 
for the following reasons: .(i) it.will result in an unwarranted additional 
cost in Government procurement, (ii) in periods of rising pri~es c~ftrnctors 
will take the election of using current market index but- will resis.t its use 
in periods of falling prices, (iii) a substantial admir.i:i.s!,rative burden is 
created for contractirig.officers and auditors since current book-values would 
never be static, and (iv) the concept is not genera~ recognized by the 
accounting profession. 

L. Para. 15-313,9 (See pages 1537·1539} - The Subc9mmi.tte~ recommends 
the deletion .of the bracketed paragJ?·aph proposed by OSD Comptrollc:;r and recom
mends ado:i:>t.ion of "W'1e revised paragraph on page 1.5:39. as draft~d by the Subcom
mittee. 

The Subco~~ttec position is that reoonversion costs, exc~pt for 
the· removal of ·Government property and restoration and rehabilitation costs 
caused by such removal, are incurred for the benefit of fu·ture production ·and 
as such should be prO!Jcrly charged only. against future production and not.~· 
against past production. 'lhis is considered to be in conformity with connner
cial practice in ·that reconversion costs arG!. normally charged ~o the new line. 
of business rather than the one being di. scontinued. As applied to Government 
contracts this mear$ tl1at we would pay the cost of converting the contractor's 
plant to our work but we would not pay for reconverting back to comrncrcial 
work. It may be noted that at the end of \~nrrr a definite stand was taken 
against allowance of these expenses - see the cost principles included in 
Appendix A of the Joint Termination Regulation which1 under the category of 
excluded costs, reads as follows: 

(b) The e~Jenses of conversion of the contractor's facili· 
ties to uses other than the. perforn1a.nce of the contract. 

The Subcommittee very strongly feels that procurement should be accomplished 
on the basis of reusonable profits to contractors for the work that they 
perforra in producing end products as bei:ng the. contractor• s entire .,considera
tion in entering into Government business as compared_with·remaining in 
conune;rcial business and that the allowances for reco'nv.ersi.on costs· shoUld 
not be used as an inducement to contractors to accept government business. 
:Horeover, on the basis of past unsatisfactory experience, it is lmown that 
such costs may run to v,ery substa.'l'ltial .dollar cuaounts.-... .. _ . 

~ 

Iv!, · Para. 15-330,6 (See page 1559) .. The Subcomm:i ttee recorm;nends 
deletion of tlie bracketed ma.t~rial··iri ·this paragraph~·::-. •._. · .. · 

The Subcommittee recommends this deletion since it is believed 
to be inconsistent to recognize a cost policy for lower tier· subcontractors 
w:hich differs from that for prime contractors or their f;tr~t ·tier subcon
tractors. Further, many cases exist wherei.priJne~ :contractors are·· ·also sub 
and lower ti~r subcontractors. : · · 

.. ' . . •'-

L 
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3. Paragra?h 15-350 (See pages 1563-1565) of ~1e Revision contem?lates 

the· d6letion of t;-!e eJ:i.sting text of .t .. SPn 3-402 cmd the substitution of an 
ap~)ro~:>riate cross.relcrence to the revised Section xv. .It is recorirr,lenc1ed 
that the paragraph be revie":recl by the Section VIII Comuti.ttee. 

4. Since the Subcorm.1ittee effort was directed principa.J.ly toward the. 
basic concepts of the ~rOlJosals in accordance wit!1 the instructi.ons of the 
ASPR Comm:i. ttee, t.he necessity for eJ..."tensive ecli ting is recognized. 

J • .i.'.Le Railing, Lt. Colonel 
R • . u. Kee 
E. T. Cook 
A. c. Sawalliseh 
H. T. Critchlow, Lt. Colonel 
il .• B. Thomas 
H. H. GallUlJ·I Chairman 
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16 October 19S3 

~·:tTI,rOP..Ar~DID-i FOR THE CHJliRl-1:1\j~, · AsPR COHHIT'l:E~ 

CasG 53tl!t44; FtGv-ls~.on oi' Section 1J1 

1 0 Thi$ SubeonF.lit.tee tr~t,emcled th~ /~;SPR Comm:i.tteG meting on 
fJct,obo:r iJ: 19!>3 ~nd was instr~.~~·c·~cd (P.) to rsvis~ the dr~t of . 
15 .. ·101( c) to sta·lie tha use. ti'!!'.·i~ 'tJill be made or ·Section XV by con
·iract.ing of:ttcar·s in negoti~:til1g revised prices n.11d (B) ·to drs..fti & 
clause ineorporat.i..'Plg Sotr£,ion :(i ir.t pr:1.c~ r~dote!'Drl.nation and incentive 
clnu.se~o 

2c With :r(jspoc·ti t.o problec (A)~ i·•~ 5_s bel:ieved thet tJ1o Subcomm~ttee . 
~-~ 1::1 bas~tc agree..rwnt. tn·<;h the intarrti.on of th0 use .which 1\till be ~da 
of s:~u·tion XV by the contrac·~Lz.goi'ficer unrler redetermination and 
:!.n:~c:·:r~ive claus~co .The problem at the subcon:D"d.ttee level appears to 
be <J. choJ.ce of wordt; '1.-.o propa:rly express thnt. int<mtiolil so that there 

· ::~:Z.::.J. be no cortfu8iO~"! in a!lj"'OilG r !J. niind? It .. is no·~ intended by .in~ 
co~:·-p,:;;."'ni:.iorl ·w plscc ~ leirer in ths contractorD s hnndso It is eon• · 
tc:·!·~;;Ic:.tcc:~ tl-13 t the mcmb,:;;:::-s oi' this s-~.itx:omwi t·te\? will be pl~sent at the 
msr:;·(.:i_\~f;.~ to expretm them.s8J. vez on th:.t~s ma·(,t,8r o However, the c-n~irmcn 
of t.!:·.dG Subcommi:i.-.·l;,Ge in an ~rctcl!:.pt to claT"lf~r thG problem believes that 
Ef•)8].~·/v11C .. 'lg:!."C~S tl"~t it ia intsnclad that Section XV be used .only as a 

~r~::: .... dr:;t:i..c!~ ·i'<1 evalu~.ti!1[-; ·~ha contrector 3s cost. eatimates, ar..rd it is not~ 
jx.ri~·.~Jn6.Gd to use i·~ to es·i:,ablieh the pricco On the original draft ·~he 
~'"'JJ.'d ·:·:cr.!.tex·ia :: .s..pp~~,~ to avoid the confv..sing phrase "as a guide" 1fhich 
~-PPGEI'D in ·(,he e::d.sting dopart.1~:.cntcl. ins'i:.r·uctions reg~lg the uss of the 
y.:<~":::::::s~:;-~ Stzc·(,j_on X''J in 'l"f:dot.e!'!n:l.nt7~tion p:i. ... ocaedingso The \-iitiston Dictionar;J 
ci.<~finc r -~ho ·\·:Or~ t~cr·i'li~:rionn to r.l!'.:an t!a st.anc2nrd by Yhich a correct 
~!'t.:":g:.:~r~~·. can r;e folTtlGCl:- m.;:asu.re; t~s·i~o n Set fort..i-1 belo"Fr is a revision 
cf p;:.\::."nc J.5-10l(c) t-.i:t·,h threG clteJ.,r:a...ate second sentencee:' 

t:j,Sal01(c) Cost is but onG of severa..1. factors to be considered 
J.n. ~d~le n2r,-o·~:i.a1,ion of p:c:Lce or in nGgotiat.ing settlements in the event 
of tc~Zi1ir~tion for tho conveneinc~ of .. "he Oovemmanto 

.£;ltern8te (1) ..., ~Jhen concid·'3ring eost data as a basis f.o:r 
l?o:··:r(~.iBi"'l:.OO .... l asraq'l'ired by paragZ'apha 15 .. 103 and f5v16IiJ'"' the 'Coat 
p1~ir·~j:p1:6T or· at~-:.daz-ris contained in thio sect,ion shsll be used atS 
~~:~c!:.~£2E. thG evaluation ·of cort dota submitted by contractorso 

·Ju:tcr·nate (2) ""' l\'hen considering cost data ae a bas·:i.s f·or 
~~ct~~i~ \~S"requir~d by p~rag.r~phs 15-103 and l~) cost p~inc1ples 
e?Kl si:.antiz.:r·ds con·tain~ :ln this section shall be used aa crite!'"la "oo 
guide the ·c~~uandin~ officeT j~1 the evaluation of cost-dats submitted by 
corrCraet.oJ."So - . 

~ ternate ( 3) -=~:"nen considering cost dat.n in ne;ot1ations (as 
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rsq;lirod by pr..l .. ~l{P."apho l.$ .. 10.3 1U'1<1 1~..,104), the cost pi':i~ciples and 
s·(.tndr;.j?d.s c;)n:G.a:incd in this section sho.ll be used as crl·toria to guide 
1t? .E~~~~ thG svalur:.tiou of cost ditct s'USiitt"i'd ey 
con·~rec·torso 

Thin applies to pre .. t.H·Jt:rd negotiE.tions, negotiation~ durmg or upan 
complet.:i.cn of th:? ccntz.ae1;, anr;. regotiations :in the event of terrain~rtio!l 
for the-: cor~veniehce of the· Govcrruncnto l~ceo~in.:;ly, Part, 2 and either 
pe,:-vi, 3, !~ ~ 5 o::." 6 (t-;h:l.chevol" is ~ppt...,opl ... lcts to ·~e type of uork ctlled. 
fer by the COl1t.raot) -vr.!.ll be :i.ncorpo~atecl by ro.terence in ( i) t.b~ clause 
of ~ve1~~ c~1t~act entitled ter~1in2tion for the convenience of the 
Goven~'7lcnt,. and (ii) :l.n all pl~icc redo·(,crztd.nDtion and ince1t\6ive clausoso 
Such inccrporCJ.t.ion shall furthE-r. p:ro;rido that. su.ch par·;;s 't-~:tll be usod r1s 
... (..h0 bt.s:ls for th~ dGvGlopmcnt ~"lcl submi~oion of cos1. der~r-t by tha con-
tl"' uC'~Ol ..... n 

3c H:t.th. !~BfH?C'~· "tll problem (B): Subco:mruit·(,ce di~af·t,sc1 tho fcllo't~ing 
pror:.:csccj. p:t·cvir::d_ur:a est~~bJ.iGhir;.~ t.h0 p:ropG? ·c.one for incc~~.··por\i':~:i.o?l~ 
l"Gcogr~ir.i!![j ·~c·~ t.hG p1c.csm~~n·~. of the pl~cviGiOll in cer-~D.i..?l C1an.SeS 
t-tLJ.2. ncr:e.~~=i:G~.to u. p:r·opcr intr·ocJ.r::ct:tol'! m:.d revised wo::-d:k"1go The clausG 
.:\.g:::-e,~t! up~n is 4?.S i'o:U.o:·rn: 

u~~:~.~·::nsvor co::t. d.:.!·~ a a!\:: rc;;quirGd by this clause to be submi t.·~ed 
b~y·. :c~~.~- co:::tr~c·Go~: ~he c:l;~d:.a :::nhmj4t·~e~ shall bG: dovaloped 1 .. n accol .. da.t'lce 

· i·:::..\:.l: ·,:n-:.t ccE:·..:. pr::o.nc).plcs and r;·(je . .-ldnrus se·~ for.·th L., p~·(,r; 2 end 
r·.l'.' c-c····· . "1.~:: o·~· .... ~.. r:.~-- .... <::' • -· '1").. ' ~ , t• 't b--~··~ :.....:. tJ:L0.::1 .t,.\: .\. -..!i£) .::~J."L;d~\..1 uG.i..-lil.CCS s.a.'"'OCm.remen\", .deguJ_a. :!..Ol'l 1102:'0 y 
i.r:-:co:·:·po:~~:·~·cd hel ... ein by reference for ·iihis puiLJcBeou 

Ro Ho G!:LLUP 
Oha~aan, Subc~~~ttea on 
Se~t,:ton XV, J~R 
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SUBJECl:; .· 

l~. £lE-Ck~;1!!1, GO> 'rna Section Xfl Subco.mmi.t~ is engaeGd in ernluating the 
ec~~ntG Dt- v2.r:i.ous eeh€lons of the Hilitar·y Dapm'tmtints with reapeot to 
the d:.~f.t~s of Pa..~ 4 2 mel 3 of Secr'Gion XV lt ~ this en.luationt> -a ~jci: 
ir?m;_s cf sub'at.sn.co has bGctl re.issd rfKf.rl.r-l.ng ~so)..utiono 'lbis iesu0~ togs~ 
-w.tth e. dwcu.asio:o. thereat: and ths 1ndi udunl poz;i tionS of the Su.bo~tte3 
nsm.b~"'8 .s~1r1 ~'Tt!.oipants$ is set forth ~o 

2.~. !f.:SUG '!: Shgu.ld Sec·Q.ori- XV provide fol" the inclu:dou of tha revised 
t;ra'(, pi~:! .. n~p~s in eontrtte·h with prcv.tsion fo.\., 1•ad.e~ne.ti.an of the price 
c;:= ~.l.:. i:rmcn'i:-iw clav.eG on a nw..r.d:~:~ey or opticpal basis? · 

3c. . Diccur;,s:l.c:r:i.J. CJ) Pe.zre-~aph 4r;.,10l.( c)~ as o~~tad to the eehalalw for 
cc:z~cn'L::: J?.;~;:0£"3 --i;or .the oa.ndntcry ir-..cluido::l of. a re.feronce to Sectid"'l lY in 
c-::!.1. pi:"lC8 :;:!etlet-e:Lul...n.ation and ime:o.tiVO CJ.Jl"US~E~ Uw 8~ para.g1~p1J. provi~<l 
. ·G"L!2t ~~ iii" en Section y;q t.ms incorpOl,ated in such clro..i.Gs:l :J, the .f'ollaAng would oo 
a}~f/i .:,·""~bJ..c ~- · - · 

ucrx;i~ is bu.1; one of servel'al £aet~s '00 oo eonaideroo in th~ 
mgc:;:5~u.ticn of p:iC{;fi · Goo o. o c;. o In considering cost ·cia.ta as a baaie 
:.f:c;,~:- nz{;e:i.;i~·~SJ:;n$ the· c.Ozri;. -~ples tmd standa..'l'ds conta:i.n9d in thia 
Sc(;tinn ~Jlall be UBC-d as er-.lt6l~it. .f'ol' the eia.hw.tLQn of ccst data 
B~GL:t;~ tted. by contrac"t:ol:'D o · to .~ o· c '~ 

1_:·(, -~-r~:2 c~t~~tocl 0; .. the SubcOJmitttee that an appro~~~-te provision, incox:~ 
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1;;-o 

Ea I·Iat;z•k~r~ 
:r-ea~or·:st 

(l) coa·ii estimates submitted by ccmtraata.?c under IE'ioe reiD 
de·~~.d.nation rE incenttve chu.ses are no di!'f'erent from cost 
estimates mlh!ai tted. in original pricing ar contract term:1.nat1a11$ 
i~-e" same f~e, guidea1 01~ cr-J.ta.T'f.a.must ~st to evalnate 
cont...~c·c.ors~ caet esti.l!ls.tes., Tha.t is the sole purpose of the 
~·iiion of pa-re.gre.ph lS-lOl(a) aa set for~ in the above discu.sQ:.> 
siono 

(2) To negottate s. rede~ti<m typ3 ccmt:.ract orig:Snall~ 
utilizing Section xv, then redeterminjng an no agreed basis, 
then au.bsequ.ently terndna.ting on the basif.! of Section XV rasu:Lts 
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OFFICE OF THE . ASSISTAi,JT SECRETARY OF DEFEl\fSE 

Washingt·on 25, D. C • 

Supply & Logistics ·17; September. 195.3-

HElvlOPJJIDUl1 FOR THE CHAffiHAN, ASPR COlt"l:ITTEE. 

SUBJECT: Case 53-44 -,Revision of· Section XV - Contract Cost Principles 

... 
I. PROBLEH: 

To amend ~he report of.xhe Patents Subcommittee on the subject 
material in memorandum dated 16 September 1953, in view of action by 

· the ASPR Committee at its 15 September 1953 meeting, rejecting the 
Subcommittee's proposal for a paragraph 9-107.6 dealing with the prob
lem of allowance of costs for support of contractors' programs for botn 
product research and improveme11t and for general research. 

II. REC OlvL··1EiiDAT IOl·T : 

Referring to T.ab A to the memorandum dated 16 September 1953, 
delete proposed revision of paragraph 15-313.ll(c) and substitute the 
folloHin;;~ 

"(c) See paragraph 9-107 for instructions as to patent 
rights to be obtained 1r1hen research or development work is 
called for or required in the performance of a contract or 
\·then allowances are made for costs for product research or 
improvement . " 

III. DISCUSSION: 

1. While the Patents Subcormni ttee report commenting on subject 
. case is dated 16 September 1953, it had actually been completed and 
processed for reproduction on 14 September 1953. The report of 
16 September 1953 was predicated on acceptance by the ASPR Co~~ttee 
of the proposal for a new paragraph 9-107.6 contained in Tab A to the 
Subcommittee's report on Case 52-77 - Revision of paragraph 9-107 -
Second Proposed Revision of Section IX, contained in memorandum for 
the Cl1airman, ,·~sPR Committee, dated 4 September 1953. When the last 
mentioned report was considered b:r the .~SPR Connni ttee at its meeting 
of 15 September 1953, paragraph 9-107.6 was rejected. It is therefore 
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·necessarJ for the Patents Subcommittee to revise its proposal for 
paragraph 15-313.ll(c) in its 16 September 1953 report to conform 
with the action by the ASPR Comrai ttee. · · 

Pl\,TENTS SUBC .. •liTTEE 

BY: /f /~-. ~~....., 
~~ W. Seevers Navy) 

cf. ... .1:, . 

w~ll~~ 
frank D. O'Connell (Air Force) 

~·~~ 
R~y -V.Harris, Chairman ( OSD) 

.. 
·'- . 
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:~sPR CONr·ttTTEE 

Pl~TENTS SU0001-1I'ti:TTEE 

· ·ca·se 5.3-44 :·. · ·. 

T"i.B B 

16 Sept. 1953 

Proposed Revis ion of Section XV ..;. Contrac·t "Cost 'Principles 

Proposed Revision of Proposed Paragraph 15-313.11 

15-313.11 Research and Deveiopment·. Research and development ex-

penses are incurred either ·as a rc·s~l.l t of lvork required in perfornrlilg 

tl1e contract or for programs of general researcher 

product improvement maintained by t:ne contractor, which programs are 

separate f'rom and independent of the work lvhich the contractor does for 

his customers uncicr contract, and must therefore be supported by the 

contrr~ctor from his profits or personal funds, or by grants, or by 

cl·1arging to his customers as indirect costs in their c·ontracta. 

· Product research or improvement is that effort l-rhich is directed 

tm:ard the solution of specific problems encountered iri the design or 

prod-:.1.ction· of a particular product which has or is anticipated to ha.ve 

military or commercial use. Gener~l research is all other research. 

In the event that product imp:::. .. ovement is done under the name of general 

research or if there is coni'asion between or intermingling of general 

research and product improvement programs of a contractor, the total 

effort shall be regarded as product improvemer~t. 

The costs of prograrr~S for product research or improvement or for 

g~ncral research e.re subdivided into costs of cond=1cting and performing 

the Hark under such programs and costs of administering such programs. 
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(a) Work Reqairod Under the Contract. Research and development 

e;~cnses required or approvec~ by the . contracting officer in performing 

the contract are ·allowable as direct costs. 

(b) Costs of Programs. Costs o'f programs for product r0scarch or 

improvement or for general research are not allowable except as specified 

hcreinbelolv: 

(i) The proper share of the indirect costs of administering pro-

gr2.filS for either product research or improvement Or for gene::~al 

research is allocable to all classes of "tvork, including DepnrtJnont 

of Defense contr~cts. 

(ii) Costs of conductin6 c.nd performing the ·t-rork under product 

resoarc~ or improvement pro~-;ra.ms are alloeble in Departr.1ent oi' 

Defense contr<lcts for supplies or services' but onlj'" to the extent 

tl1at the ~·!Orl: done under s:.1ch pi·ograms is applicable to said supplies 

or services. Such costs may be allocated to DOD contracts 1-:i th the 

fc.llm·ring limitations: 

(l·,.) The costs are current, i. c., are incurred in the con-

tra.ctor' s accounting period or periods during Hhich t.he contract 

is performed. 

(B) Tha costs are L1cu:-tred in accordance "t·ri th the contractor 1 s 

established practice. 

(C) The costs are not. reimbursed to the contractor unc:ler 

separate contracts for research or development. 

Sush «Z.oatc shall not be allowed in nor ~oca.tod 1lo f>cparbn~nt of 

Do£-Msc eo·~tr~·ets for produet ~oaeal'Oh anel ®v-e.lopr.mnt. 

T.:.B B, 2 

.f 
•• 
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(iii) The cost of conducting or performing Hork under· genGral 

research programs is allocable to all classes of Hork, including 

Departnent of Defense contracts, and may be allo1-1ed Hith the follo't-r• 

ing limitations: 

(.i.) The costs are current, i. e., are incuiTed in the 0on-

tractor's accounting period or periods during which the contract 

is performed. 

(B) The costs are reasonable in amount. 

(C) Th0 costs are inc·Llrrcd in accordance t-Ti th the contrtictor' s 

established practice. 

(D) The costs are not re:Lmbursed to the contractor i.md.er sepa-

rate contracts for genornl rcsoar~h. 

(E) The contractor's organization is not devoted pri;·,larj~ly to 

research 1-rork; as distinct from manufacturing. 

3 
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OFFICE OF TI£S ASSIST.ANT · SECHET~-~~y OF ·DEFENSE 

washUigtOn 25,: . D. c .. 
'. ·.:·; ·: . 

Supply {!.-; Logistics · 
. 16 September 1953 

SUBJECT: Case 53-44 - Revision of Section XV - Contract Cost Principles 
... 

I. PROBLEH: 

To comment on proposed revision of Part 3, Section XV, dated 
18 .. · .. ugust _1953. 

II. RECGiv1J-.1END::.TION: 

... j,. The Patents Subconnnittec recommends, as follows: 

1. In paragraph 15-313.ll(a) and (b), chang~ the·term 11product 
research and development 11 v711erever it occurs to -- prod•.1ct research or 
improvmnent· --. 

2. That paragraph 15-313.ll(c) be r~vised to read as shown in 
at.t~chcd Tab ~~. 

3. That paragraph 15-313.12 be revised as shown in Tab 4· ... 

B. T11e Patents S·.ibe·ommittee attaches as Tab B, a re-write of para
graph 15-313.ll(a) and (b) which it believes states more definitely the 
intent of this paragraph and which will avoid misinterpretation and mis-
a)plication of the paragraph. · 

I!I. DISCUSSIOF!: 

1. · Reason for Recomraendation l is that the ·term 11prod~.1ct imp:i~ove
ment" is believed to be in current usage to a much greater extent·than 
"product development" for ·describing the ·situation to 't.Yhich the defini-· 
tion refers. 

2. Revision of Paragraph 15-313.U(c) is reconnnended for th-e 
following reasons:. 

a. Cost allov1ances should not be dependent upon whetl1er patent 
rights are· obtained; rather, patent rights. should be obtained whenever 
amounts for costs are alloHed in sufficic:.nt quantity or proportion to 
justify an equitable division of patent rights developed with Govern
m0nt funds. 



' .. 

b •. Pa.tent rights should pr~ferably be expressed in terlils of 
a license to mal<:e or have m~de rather a waiver of royalties. The term 
11l·:aiver of royal tios" is gerierally thought of as applying to the folloH
ing sitnntions: (1) where tho Government is purchasing from a liccnsee
rna:1ufactarer who pays royal ties to the licensor patent Ol.mer, or ( 2) where 
tho Government is itself a licensee under a royal ty-bea.:t"i."!'lg license.. It 
is :.~ot custcr.mry, nor is it accounting policy, ever to allov1 patent 
royal tie~ to the patent Ol-ffier l-ThO is aloo ma!<:ing and selling the item 
co-::-crcd. by the pc.tent. 

c. The subject matter of subparagraph (c) is of substc.ntive 
nattTC dealing with patent rights, and therefore should be in Section IX. 

3. Ch.:~nge marked ''W" in 15-313.12(b) is urged for the following 
rer-.~on.s ~ 

a. The st3.tement thc:.t "Royalty costs may not be bonn fide 
under the follo1·1ing circumstc.nccs 11 tends to imply that they a.ro not 
bon.:?. fide in such si t1!a t:. ons, espccinlly in vie;w of the tcrm.i.nolog;)r 
nsed in describing tho si tt:.ations. It is believed that t:1ero should 
be no i:..1:5lic."J.tion of ~ connection betv1een b:1d faith and the circum.s"t.clncc, 
but r::.ther a suggestion that t~Je situation is one in l-lhich bnd f~i th is 
more likely to occur. 

b. There. is no r~q-:.~.i:rm·.1cnt in the languagG of the 18 .'a.t,_gust 
1953 draft tho.t the situr• .. tion be reviewed or examined. 

4. Change marked 1'X 11 prescntr3 third and fourth situntions wl1icl1 
arG self-explanatory. 

5. The recommendation for deletions from paragraph 15-313.12(b) 
cf the matter designated as Change 11Y" is for the reason that this pro
vision 1-.rith respect to reasonableness of tl-:e royal ties in a bona fide 
ag::-oc:-:1cnt is basicc.ll;:,r unfair to the contractor. Notwi thsta.nding the 
ffl.ct tlv:-.t t!1c royalt.ie;.s arc pc.ye.:)l0 to tl1e 1~rsons namecl in subpnra
gr.-:pl-!s (b) (i) and (ii), the obli~ation to pay the roynltios is a cqn
tr,·lctual one entered into by and between competent contracting parties. 
Tneroforc, while the Governme!:.t because of its control ·of ti1o situation 
mi~;ht d.isallovT the payment of the royal tics to tho '~ontractor~ a,s a cost 
in·a cost-type contract or as an clemen-t of price in a negotiated fixed
price contr.:'.ct, tho oontrP.ctor rm..1.st nevertheless pay the royal tics. ·Dis
~ .. l~.m-12ncc by the Government of the royal tics provides no relief to tho 
contr:.ctor against his obligetion to tho licensor. He must thorofore 
po.;r the. royalties out of his p:cofits or out of hlo separate funds. ·The 
Patents Subcommittee docs not' boJ.icvc it is fair to ask the contr::.ctor 
to do this. · There is no obj cction to tho disallowance of the.; ro:.ral tics 
if they arc not bona fide, or if they q.rc obviously unreasonable, on 
the ground that lrlcrc the contr~ctor is only being penalized for his 
m.-111 incompetence or attemptod sham. 
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6. Thcro is alsc;> tho objection to t~1c m~.ttor proposed to be 
ckle;tcd in Ch~ngo 11Y11 that tho test as to tho amount of tl1o royalty 
c1,l:.rgc which is to ·be a~lowod appears impossible _of application. How 
uould the amount which would ~o allm>Tcd to tho contractor under tho 
lJrovisions of 15-313.11 if tho p;.~te:nt lmrc owned by him be determined? 
Paro.grn.ph 15-313.11 is related to costs of research or development Hork. 
\:Jh.~t ~rc tho costs to this contractor of research or development lmrl\: 
,,.,-hie~.-~ he did not do an~ich he might not be equipped to do? Over 
1·:~1::.t period of time arc such costs to be considered? It should also 
be pointed out tl1.'lt thoro is no correlation between the costs of rss:;arch 
~nd development work and the v.:luo of the p~tcnt produced under such 
work. 

7. It is believed tha.t chnngo marked 11Z11 in paragraph 15-313.12(c) 
is :;:.ore completely descriptive and more informative of tho si tu.C~;~ions :b.1 
lrbich, or methods by l-Thich, the Government may have acquired patent rights 
than a m0ro rofurcncc to Section IX. "·.1so Section IX docs not begin to 
covc.:r tl1c situation. 

Pl ... TENTS ~B::Ol'lfi~IITTEE 

BY1. v~ 
George w. Seevers (Na~J) 

~~~ 
~~~:l~Ct&~ 

Frank D. O'Connell (Air Farce) 

~~-~ 
-R~. Harris, Chairman (OSD) 

/:..tt::.chmcnts 2 
1. Tab ..\ - Prop. Revs. 
2. Tab B - Prop. Ruvs. 

3 
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TAB A 

16 Sept. 1953 

ASPR COMlfiTTEE 

PATENTS SUBC~TTEE 

·. ·case .. 5.3-lm 

Proposed Revision of Section XV - Contr~ct Cost Principles 

Proposed Revision· of Proposed Paragraphs 15-313.ll(c) and 15-313.12 

(COl-1POSITE DRAFT) 

15-313.11 

:" t the option of the· procuring agency, cost allo1..rances :(o" 

research and. de·1e~ wor!: may be made contingent _ 

agreeing to waive any royal ty..~e_:!--u· all patents previously 

obtaLled or which rna~~~ -~m Stich work, to the 

extent such r.3.:t:alt't"es are applicable to defense worK;-~ directly 
~ . ·~ 

or J..-milXec tly. . . ....._ I 
I 

(c) See pa~agraph 9-107 for instructions and an appropriate con

tract clause securing to the Government patent rights when there is 

allowed a cost, either direct or indirect, for product research or 

improvement or for general .research. 

15-313.12 Patents and Royalties. 

{a) ~mortization of the cost·of purchased patents owned by a 

contractor applicable to products or processes covered by a-contract 

is an allov1able elerrent of cost to the extent reasonably allocable to 

the contract. Research and development costs leading to patents are 

treated in paragraph 15-313.11. 

TAB' 1 .. 
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{b)·· ··!{oyal ty costs a.re allowable if bona fide and reasonable. 

Special ca·re should be exercised in detennining reasonableness of 

ro~ral ties in cases in 1-Thich amounts were arrived at as a result of 

C W less than arm's length barga..iriirig~ Royalty. costs uy Re~ 9e 8e:aa &~Eie 
H 

. li. ll.liQeP should be reviewed for bona fides or. reasonableness in the follol~-
N 
G ing eiPe~$5taRees situations: 
E p 

~ . 

C X 
H 
r 
·~ 
N 
G 
E 

(i) Royalties are paid to persons, inc~uding co1~orations, 

affiliated Hi th the contractor:. · 

( i~) RoyC~.l tics are pafc! to unaffiliated persons, incl~id±~g .. · 

corporations, upon patents formerly otmed by the coritrac.tor 'tvhcn 
., • 0 

the costs of such patents or the research and 'dcvclopmen.t ·-~.~k 

thereon "torere substantially· recovered through. ch.a~.es against the 

costs of de~ensc business. 
................ 

.. ·····-: 

(iii) Royalties are paid to unaffiliated persons, includi~ 

corpo.ratioris J under an agreement entered into in contemplatibn 

that a Government contract would be at\Tarded. 

(iv) 
...... 

Royalties are paid under an agreement entered into after 

the award of the contract without the approval of the contracting 

.officer. 

C Y iH eitaeP ease ~i1 eP f~~t Peyaltiee will 9e limi~ea ~e &Hea ekapgee · 
H 
A. as MigRt 8e ae~eFMiRea ~~ ~9e pe~e~~ wePe ewsea 9y ~ae eeR~~ae~e~ iR 
N 

,;, .... 

G aeeePQaRee witR ~~e p~e~ie~e~s ~~ t~~& paPagPa~R aa& paPagPapR ~~~3~3w~~ 
E 

.(c) Care should be exercised in preventing charges for the use of 

patents when the Government, in fact, already has rights to such patents. 

2 

·, 
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C z fSee Qee~~eR ~X1 ASPRt The Go~ent may have obtained a royalty free 
H 
;,. license or title to patents as a result of contract clauses such as 
N 
G contained in paragraphs 9-107· or 9-112 ;=9-112 is renumbered 9-108 in 
E 

the Second Proposed Revision of Section IX 7 as a ~esult of settlement 

of claims, as a result of the employer's right in employees' i~~n~ions 

Erovided under E. 0. 10096, as a ~esult of. a royalty adjustment sett~e

ment, or as a result of separate purchase or gift. 

3 



I 
o; 

I ,I ,· 

. ,.. 

I. 

. ---.... 
) 

OFF.IC!:: OF TH~ Si£-fill'TARY OF DErl~~SE 
\-lash:I.ntton 2~; D. c., 

Sli};JEC'I'r Proposed Revirlon of Section i"3. 

l~ This SubcolllfTI..i ttee is presently con~iderin.g the basic 
,..:cncep·!~s of Part 3 of subjsct Revisiono. 

2c In re\riewi.ng parag:r•aph J.S.,31Jf\l5 entitlsd. Taxae, this 
Subconnittec took the position that questions concerning wnet, 
ttu~es l.ihould be included in contract estinw.tes 6Ud reilT'.burse; .. "' 
ments are pri.mari~v te~r-L.~ic:.U questions of policy B.:."ld lew Hhich 
do not ta:.l ~ithL'"l the dep~.rt:nental re$poneibilities ·o.r the Sub-
co4rd. ttee members o , 

3o In view or the above; it ir; unaninousl.,v recorr.tended 
that pru:·ag~,·n.ph ~-3l.3ol~ be ref.errecl to the Tax Subco:;t.littee !or 
accelerateo consideration of the basic concepts which should h~ 
included i..t"J the proposal for coordinat.ion purposeso 

H" He~ GALLUP 
Chairm&.'l 
Section XV Subco~ttee 
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PROPOSED REVISION 

2!: 
SECTION XV 

CONTRACT COST PRINCIPLES AND STANDARDS 

15-000 Sco0 ot Sectiono This section set• forth, in general, principles and . 
standards tor (i the determination ~t costs under contracts with a Department, 
and subcontracts thereunder, \Cdch provide tor the determination or the histor
ical (actual) cost ot performance thereof and · (ii) the preparation of estimates 
ot cost used in the negotiation or administration of contracts with a Department, 

·and of subcontracts th8re\Ulder subject to the review or approval ot a Department. 

15-001 Effective Date ot Section. This S.ction shall be complie~ with on 
and_ after , 1953, although compliance is authorized from the 
~te ot ita issuan~. · 

PART I - INTRQDUCTION 

15-100 ~cope or Part. This part seta forth instructions concerning the· 
use of the contract coat principles and standards. 

15-101 Applicabilitxo The cost principles and standards set forth in 
Part 2 of tpis section,. as imple~ented by Part 3, Part 4 1 Part 5, or Part 6 
ot this section (whichever implementing part is applicable) shall be followed 
in the preparation of all coat data used in the negotiation and administration 
ot contracts with a ·nepartmnt and of subcontracts thereunder which are subject· 
to the approval or review e>f a Department o In addition, and subject to the 
requirements. of paragraph 15-104, these cost principles and standards shall be 
followed in determiQing cost under any contract ld.th a Department9 and any 
sUbcontract thereunder, ~ich provides tor the dete~nation or the historical 
(actual) cost or performance thereof o Except as otherwise specifically provided a 
tne same cost principles and· standards or this section apply to t,he preparation 
o~ cost estimates a-. to the detennination of historical (actual) costs. Nothing 
cpntained in this e~ction shall be construed (i) as prohibiting the absorption 
b7 the Contractor ot all or any portion ot any •lement of cost or (ii) as re= 
quiring the allowance in the negotiation or contract prices all historical 
{actual) costs determined thereundero 

15-102 Use of Cost Estimateso In general~ cost estimates shall be used 
ip negotiating.cantracts, and modifications thereto affecting the contract 
consideration, ·unless other adequate valid prici~g criteria existo Though not 
necessarilY' adequa~ in any given situation, examples of such valid pricing 
criteria are: · · 
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SIDJ~c~r:·:·. ~vision· of S~cti.ori. x.V ~ Cas~ ·S·:i--bh •.... 
. ·- . . .. . ·. ". ,._ ... :-:: . '· . . . ... . .. . . . •... . ·: . ·.·· ... 

... · . . .. 
.. · .1 •. In accordance· with item 19 of the· mnute.s of. the. ASPR Committee 

• . · ·: Itlee:tirig · ·ot 9 J~e l9S3, · this Subcornmi ttee proceeded on an ·accelerated 
:-l?.af?;i.S . .t~ ~onsider Parts l and 2 of the Deputy Comptrol;Ler's proposal • 

... _.. . . . . . : . ,, · .. 
2. 'l'he Subcommittee • s initial consideration· of Parts l and · 2 has 

been comPleted and attached is a Second Draft or these Parts~ ~ :Agreemexrt 
::~s ~~a.ched -~dth representatives of· 'the Accounting Polley· Divi·Sion· (OS:O.) 
except · for the below li.sted fid~ tional . changes which are unanimously 
recommended· by the Subcommitte~:. . . . 

. .: 
a. Delete paragraph 15-102• . TRe· .. expl~atocy material in · .. 

this paragraph is more appropriate for inclusion in a :· ~: .: · 
· . pr~face1 ne·t-rs release or some other media of publication. 

· · ·lt.-'is · reeo&tP.:~.ed ,:t;hat this paragraph may have some value 
. for indust~.al .. cci<)rdination and if left in for this purpose, 

sh~uld b ~· .. ~l~¥ed:;·prio:r to publication. 
;.: .. ,: . .J·.rr.~·· .. ·._·: .J •·• 

b•··. Re·~e par.P.gr-~ph~ iS-lOS. Revised paragraph should define 
.which :p~ijgra;;>~s· '.·Pr Parts I and II (in addition to 
subse'qilen~· pa:r:t.si' are appropriate for inclusion in 
contracts .:~s .. :·rrco·~·t prind.ples and standards." As an 
1ni tial· copsideration~ it v1ouJ.d appear that all of 
Part I and paragraphs aJ31 20b, 20S1 207, roB, 2091 212 
and 213el are not appropriate for inclusion in specific 
contracts. This. recommendation can be best accomplished 
by segrega ti.ng into different Parts the paragraph to be 
incorporated in the contract and those of an administrative 
and infonnative nature. 

c. Delete paragraphs 15'-.202(c) and JS-208. · These references 
to the Internal Revenue Code shoUld be eliminated since 
(l) the code was not 6esigned for the determination of 
costs under contracts, (ii) the code· is subject to 
constant change by lat-1s1 regulations, and court decisions,· 
and (iii) dl.ita-1 conttact·~aticra .a adznirdstrat1on 
personnel are not trained in the intricacies of the 
Internal Revenue Code • 

. , 
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'· ,. -faj,~-'~~r~fl;~~w~ 11A\ 
AL~-~~-~ 

.., . ,,· ... ' ·.-. . . '.· 

de The last sentence of 15-203.3 and fhe second and 
third sentences ot 15•20u concern selection of 
contract type and belong more appropriatelY in 
ASPR Section· III. Hpl~ever1 pending bO"Terage of 
these subjects 1n· Section ITI1 ·there appears to be 
some justification for . their inclu~ion here. 

e.·· Delete paragraph JS•007. ~s paragraph relates to 
profit policies and the ASPR Committee has appointed 
a Subcommittee t'o. undertake the formulation of policies . 
in this area. This paragraph. has been r evis~d for the · 
benefit of that Subcommittee and it is recommended for 
referral thereto.· Upoh the adQption of a DOD policy, · 
cross~reference thereto in this Section is recommended. 

3. The-Subcommittee did~~ consider that its assignment inCluded 
tcoordination responsibility l1.th ·other elauents of the military- departments. 
Attention is invited to the faet thai +.he adoption of this Section 1·rould 
requil~ the sinultaneous 'adoption of a chapge in Section VIII• ·. It is 
also recognized that ed:l.ting is essential prior to publication. 

. 4. Consideration of Part 3 of the proposal is being continued on 
a three meeting" a week schedule and a fi~l repor~will be submitted 
uhen.:the project is completed• 

. . 

• L~. Co~. J • }i. Railing 
~ N• K~ 
E. T• Cook . 

. A.· c.· Sawalliech . 
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. Lt. Col• H. T. C'ri tchlb\r 
~B. Thomas · · 
Howard 1~right · •.. 
Harry l1aerker. . 
H.· He Gallup . • 
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· CONTRACT COST PRINCIP.LEf? AND STANDARDS 
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15-000 Scope of .Sec.tion. This secti9n se.ts forth, in general, 
principles and standards to be. applied uniforrnly.{except as expressly 
qualified) in.the deter~tnation of. historical costs, the preparation 
and presentation of cost estimates by. contractors, and the review, from 

. a cost standpoint, of contractors' pri.cing proposals of those prime 
contracts and subcontracts which are subject to negotiation, approval 
or review· within the D.epartmen~ of Defense as indica ted in 15-103 .and 
15-104. 

15-001 Effective Date of Section. This sect.ion sh.all be complied 
with on and after --;-r9rr,-al tilo.ilgh compliance is authorized 
from the date of its. issuance. 

PART 1 - APPI .. ICABILITY AND PURf.OSE 

1.5-101 AEplicabil!!:l· These cost principles and standards arc 
applicable wherever cost data are to be considered in the n€:gotiation 
and administration of contracts. In connection with cost-type contracts, 
estimates of cost will be developed and evaluated and cost reimburse
ments tn the contractor will be. determined through. the application of 
these cost principlGs and standards. W1:1ere· price is to be negotiatod, 
cost is but one of several factorG to be considered in such negotiation. 
Howcvor, Hhere cost data.aro used in negotiation, as required by this 
Section, zuch cost data will be. developed and evaluated in accordance 
with the principles and standards contained herein. 

15-102 Reasons for Issuance of This Statement. Defense procurement 
is a me.ttcr ofgreat public ~ntor0st. It is important that it be con
ducted on a plane that assures i.he Congress and the taxpaying publi<~ 

.that defense materiel ·is beinc obtaint:d at fair and reasonable prices 
without waste and extravagancE.. It is also important to.assure d~fensc 
manufacturers (especially competitors), of fair and equitable treatr.1ent, 
without discrimination, in contract p~icing. A vast amount of defense 
materiel is obtained, especially in periods of emergency, under con
ditions where prices cannot be .established simply by competitive bidding. 



The nature.of the inherent risks in defense production, especially in 
the time-length of contract performance, and the frequent absence of 
complete product specifications, result in the. ·use of various forms of 
contracts in which prices are determined to a greater-or-lesser degree 
by the use of cost data - both· estimated and· actual. The gathering, 
analysis, and use of c_ost data are co~lex problems, both for contractors 
and. Government negotiators, as well. as industrial and Goverrunent account-
ants and auditors ~1ho are more .S~{illed in such matters. Cost problems 
are serious and diverse, both with respect to more basic business prac
tices and to application of appropriate accounting p'rinciples. An 
adequate statement of cost principles and standards is necessar.v in 
order to avoid misunderstanding as well as confusion, delay, and ex
pense in contract negotiation and administration, including auditing 
and settlement of contracts. ;Every defense contractor, therefore, 
should recognize the necessity of th~ adoption of these principles 
and sta:1da.rds in the common good - not merely for cost-reimbttrsement
type contracts, but also for ·~:rt.ne.r special· type·s ·of contracts the use 
of 't·Jhich has greatly increased. · · 

15-103 Use of Cost Estimates. The proper use·cr cost estimates 
requires the exercise of:judgment and discrimination. It is impractical 
to lay down hard and fas.t rules which would be completely comprehensive 
in this area. In general, cost estimates shall be obtained from con
tractors in all cases except where other valid and adequate pricing 
criteria exist or the estimates Hould not materially assist the Con
tracting Cf~icer in negotiating prices. 

(a) Examples of valid, but not necessarily adequate in a particu
lar case, pricing criteria to be considered for the purpose of deter
mining whether cost estimates will be of material assistance include, 
but are not limited to, the following: 

(1) Competitive price proposals. 
(2) Published market prices. 
(3) Catalog.prices, including discounts. 
(4). Previous procurement experience on the same :or similar . 

ite~~, ~~th computed adjustments of the prices paid 
where appropriate' to rnake allowance for changes in 
specification or quantities, or changes in labor, 
material and other cost. indices. 

(b) Examples of situations where cost estimates are ordinarily 
required are as follows: 

(1) Under outright fLxed-price contracts when there is an 
absence of competition, prior experience or other valid 
pricing criteria. · 

(2) Under fixed-price contracts containing price-redeter
mination provisions: 

a. Negotiation of tentative initial-prices. 



·b. ' Negotiation .of firm p~i.ces·· on· a for~~rd basis. 
c. In combination w~th ·historical costs to irrive at 

firm prices fQrAretroactive and prospective 
applicat~on·. . ·beth. . 

: (J) un~er inceritiv.e-.tYP~. corltracts·: 
'•:. 

a. Negoti~tion· of .~entative target ·costs when firm tar
gets. c~ot;. be initially deterrtd.ned. 

b. ·Ne·go_tiation. of (inn ~~get prices and target costs, 
incl~dirig t~ose cases where the targets are set · 
d\.iring ~~e .. cio-u.~se of ·~h.e. contract. 

{4) Under ·c·ost~r~~inibu~sement~type; contracts: 
. . .. · :. . . . 

. ... . · ... , .. ' . ·,·. 

a. I Iriitia.l estimates as ... a basis for establishing fixed 
fees · · · · .. · · ·. · · · · · 

. . . ... ·' .... ,: . . 

b.. Negotiat~o.n o~. fixeP:. ov.erhead rates. · 
. . . 

(5) ·'Under a11· the .. above types of contracts for negotiation of: . 

a.. · .Coi:ltrac·t· :·pri"Ce·: ~eiiing·s :· ... 
b. ·Contr~ct·· .. ~hanges affectirig the contract consideration~ 

15-104 Use of Hist.oricill.. (Actual) Cost. Historical (actual) cost 
shall be used for the following purposes: 

: . •. . .. 
. . . .. 

(a) Under cost-r.eimbursemcn:t~type. contracts: 
. . . 

(1) Determination of allowable cost.· 
( 2) In combination ·:With. cost ~.stimate to negotiate fixed 

OVerhead rates. (where the contract provides for U~·e Of 
such rates ). · · 

(b) Under fixed-price contracts with retroactive price-retermina
tion; negotiation of retroactive fixed-prices. 

·(c) Uricl'er incentiv.e-type ·contracts:· determination of ·final .prices 
after contract completion. · 

(d) Under contracts terminated for the convenience of the Qov(;rn
ment: as required by Section VIII hereof. 

In addition to the above listing of purposes for which use of historical 
cost is mandatory, such cost data may be useful in other circumstances 
and should be applied where appropriate. 

3.: 
... '': .. · . . . -~:·.· .... ~·.·· .... ·.· 
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15-105 Contract Provisions. The.principles and standards contained 

in this ~ection shall be included directly or by reference in every cost
type contract to provide the basis ·for .reimbu.rsement. · to the contractor 
of costs incurred. Where a fixed-price-type contract requires or may 
involve future determinations of historical· .. costs or the preparation of 
estimates of prospective costs ·(as. specified· in :paragraphs 15-10.3 and 
15-104) for purposes of negotiating contract prices,- these principles 
and standards must be incorpo~ated directly or by reference in the con
trnct in order that no misunderstanding exist·between the contracting 
pa!,titsas to the basis for a preparation and evaluation of cost data -
estimated and historical~.· Inclusion of. ·suc·h· contractual provisions 
in fixcd-price-tJ~e contracts is solely for the purpose of preparation 
and evaluation of. cost data: which arc ·not·. to be' construed as rigid 
measures of a price to be negotiated. These prineiples and standards 
shall be thus made a part of· .every·contract· .and subcontract whose costs 
are subject to the evaluation or review by the Department of Defense, 
or any of its subdivisions, executed· as .:of a date on or after· 

, 1953. Any such contract or subcontract may treat anY element 
of cost thereunder more specifically.than ·provided by this statement of 
I?rinciples and standards so long .:as ·there ·is no· inconsistency therein. 

15-106 · Irnplementa tion by ·the· l-ti.li tary Departments. This· statement 
of contract cost principles and standards shall be followed in procure
ment operations within the Department of Defense without rnodifica tion 
or expansion in any way :except as to. ··instructions· on administrative 
procedures or as provid8d in the last sentence of the preceding para
graph. Any expansion of or: .change in ·this section, deemed to :be 
desirable., will be referred to ·the Office of the Secretary of Defense 
for consideration. · Any int~rpretations. of· .. thcse principles and stand
ards made in the course of negotiation or administration of contracts 
shall be on a case-by-case basis in the light of the specific facts 
thereof -- no system of written interpretations to be generally followed 
will be pcrmi·i:.ted. Administration of these problems is a matter for 
practical business judgment ra thor than rigid adherence to established 
precedents. 

15-107 Deviations. The authority to deviate, as provided in para
graph 1-108 of this Regulation, is further· restricted·· in respect to this 
Section 15, to permit such deviations only on a specific contract basis. 



PART 2 - GENERAL P-RINCIPLES AND ·.STANDARDS 
... <FoR· DETERl·UNATION·.OF COs.TS ·· 

•. ·. ~·.· . ·.·.·. . .· .. ~ r .. 

15-201 Co~psitiort ·of· To1ial Cost •. ·Th~ ~~aei;tieR eE cost of wor~ 
performed ·or to e performed under a -contract or subcontract to which these 
·principles~ are applicable is· ~he net sum of (a) the allowable direct costs 
reasonably inc'ident to· the .performance of the contract or sul:>contract, 
{b) the properly· allocable ·portion of.allowable indirect costs, and (c) 
less applicable income and other credits. According to the circumstances 
involved, these costs may be stateq either in terms of the aggregate for 
an entire contract or· in terms o:r -individual units ··Of prodnct·s or services 
covered by the contract. with equal app~ication o£ these principles and 
standards. · 

15-202 Factors Determining. Aliowabili ty of ·costs-~ Factors ·to be. con
sidered in determining the. allo't·mbility of costs include :(a) conformity 
with the moaning of total cost outlined in paragraph 15-201• (b) reason
ableness in the amounts of particular elements of costs; (c~ allowability 
of the costs as deductions in· determihing taxable income under the Internal 
Rev~nuc Code; (d): application:·o:f generallY accepted accounting principles 
and practices; (e) avoidance ·_of ~uplicati.on. of allowances for -the same 
price com:oonent in both cost "and pr~fit; (f) exclusions of specific ele
ments of costs as a matter of public .. or business poli.cy, as set 'forth in 
this section; and (g) exercise of 'good business ·judgment in incurrence 
of the cost. · · · 

15-203 Actual and Estf~te!d Costs. ·Costs used in negotiating con
tracts, or in ma~ing .sett;J..~mcnts thereunder, .may be either of a historical 
natu.ro· (actual costs).or~ma~-~··be·_es'timates of future eost!3, in whole or in 
part, vrhich.cver is app~~priat.e.for.·the specific type ·or .c·ontract pricing 
as indicated in para5~phs· .. 15:~lO) and 15-104 ... 

15-203.1 Applic.ability of ·cost Principles to Determination of Cost 
Estimates as Well as Actual Costs.- In general, the.same cost principles 
apply to making ·cost estimate~f·as to determination of actual costs. 
Therefore, this section Will·considcr the cost principles set forth 
herein as applicable· interchange~bly to· either. cost estimates or actual· 
costs, except ·as may be· indicated. spe.cifically. tQ the contrary. 

15-203.2 ·Use of Standard Costs in Cost. Estimates. \-Jherever future 
cost estimates-are req~ired) the uso, where ec~nomically f~asible, of 
modern standard cost metho(is should be encouraged, .because the;~r provide 
an excellent mcans of cost estimating and cost analysis, as well as enable 
more effective control of actual costs during contract .perfonnanc-e. Such 
methods provide for pricing mat.erial ·costs on. the basis of bills of 
materials, labor costs ~n the basis of studies o£ time requirements, and 
overhead costs on the basis of budgeted .expenses for the expected volume 
and type-s of production, :with. reasonable allowances for cost variances 
indic'ated by ·experience to "be eXpected for defective work and failure to 

·achieve full efficiency. Such methods generally provide the assurance 



. . ; 

of accuracy of cost estimates·,· as we:J.l a·s the m,~ans o! mp~e .. ·.~ffective 
cost control, when. yar.iances -of 'act~al costs .Trom;,standalXls are measured 
frequently and recorded ~n · th~· formal ·accounts~~· .· : .. 

15-203.3 Use of Standard Costs .in Determining, Actual Costs. Wherever 
contra~t price negotiations or ·.s~~t+emen.ts depend~upon actual costs,. 'and . 
contractors have satisfactory ~'4-ndard ~oat .eysteniS,· standard .costs ·of 
products, or parts . thereof, with :. apprO'priate adjus tmcnts for ~ariances 
from actual costs, may be conside.red to rep:resent actual cos~s, provided ... 
such costs . reasonably refle.ct the· application of the principl~$ and stand
ards· set. forth in this section.· Normally, where adequate. standard costs. 
are available for complete end-products, fixed-price contract~ should be · 
used. · 

15-20.3.4. Usc of Job-Order or Process Cost-Accounting Z.1ethod. The 
usc of either the job-order or.process cost-accounting methOd in deter
mining historical costs· of contract ·pe~onna.nc·e -is·: a~ceptable. In any 

. 'pricing negotiations which require. consideration o.f worlc in process at 
an intermediate point in :the period of co~?-tract performance, special 
care must be exercised in orde:r to segregate any part .. of ·the :work in 
process costs which is not appli.cablc to the c.omplete~ ·portion to ·the 
cut-off point. . ' 

15-20.3.5 Use of Historical Costs for Purposes .of Cost Fsttmating. 
Regardless of the method used (standard, job-order or. proc.ess .: , . unmodified 
historical cost data, when used in the preparation of cost estima.tes, ·may
not provide a satisfactory standard of future· performance; in this event 
their use would be undesirable. ~fuerc no more satisfactory cost .data 
are available:, historical costs may .be us~d. in. the. preparation· of .estimates 
provided they are adjusted to eliminate nonrecurring costs and ·to reflect· 
new c6nditions, if aey, which may be ·applic~ble tc)_' f~tuz-e production •. 

. . . . 

15.-204 Basis of Application of ·Principles ~nd' Standards to Pri~ing 
of Standard Cormnercial Products. Standard commercial·:products a.r.e thos.e 
l..rhich arc nonnally ~ufactured .:~a. sQltl in. large .. ~~(?;lume··.to · ~ustQmers who 
arc neither prime co·n~:ra.ctor.s .nor subcontractors fO~· defense· wo~k, · nc)t- · ~: 
wi thstandiilg the fact that· substantial quanti ties may be sold .:to . defense 
contractors 'or the Gov.er·n.~nt with relatively little or no .. c~.nge in 
specifications·. .In ~neral, it: will be expected that standard co~crcial 
products will be purchased under . .fiXed-price contracts, and that prices 
will be establ~shcd without primar,y reference. to th~ respective contractor's 
costs. The use of esc~a.tiori'.:.~~¥1~.~.¢s_ .. generally ·shQuld -take ·care of major 
contingencies which should not be added to estimated costs in contrnct 
pricing of such prOducts •. Ho1-TCVer,. in those instances where cost 
analyses. for standard :commercial products are required'. in fir~ price 
negotiat-ions rinder fix.ed-price contrac·ts, these. prinCiples and standards 
l-Iill be applicable. to ~~e .. extent appropriate.· Care· must be used J . .n such 
cases in or9.er no.t ~i impose impractical . requirements on .contractors for 
cost estimates .~ .to meet which ~equirements might result in work entirely 
disproportionate. to tl)e .. amounts involved. · Cost analyses.· in such cases 
may sometimes. be based, upon other .data. than·current cost estimates·'!-
for example, whe~ a manufacturer.has no cost data for a·spccific standard 
commercial product, he may have available for analysis, historical sales, 



costs and profit data on a group of products, including ··the. specific one 
subject to price negotiation. · · 

15-205 Application of Gen.erally Accepted Accounting Principles. It . 
is to· be understood that generally. accepted accounting principles with 
respect to product or ·contract· costs are nowhere codified or reduced t~ 
rigid fonnulae •. Such principles permit. tHe use of alterna~ive practices 
or conventions; particularly .. in different .~ypes· of business ~ctivitics; 
yet in the main there are generally accepted limits in principle regard- . 
ing accounting practices, the yi_olatio.n o~ :which :would not be .condoned by 
the accounting profession. 'To the extent ·there is ·a twilight zone between 
accepted and non-accepted practices, it is desirable that definite under
standings be .. roached between the contraqting parties. This section covers 
a nu.rnbcr of subjects of this nature,· so far as thE:!y.can-.be .. covered for 
general application. · Yet inevitably there will be many occasions w~1ere 
specific co~tractu~l provisions or supplcment~r,y intorpretations of the 
contrClct te~. in ·the application of cost principles w_ill be needed. 
(Sec paragraphs 15-105 and 15-lo6.) · 

15-206 Contractor's Accounting System. Subject to the observance of 
the cost principles set forth in this section, any-system of accounts and 
any mc~~od qf cost accounting or estimating will be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if thGy produce equitable resul~s un~er th~ particular circumstances. 

15-207 Relation of c·ontract Costs and Profits·. T!ie usc of actual or 
estimated cos~s in procurement pricing is only one phase of cst.ablishing 
the total price. or monetary coP~ideration under a contract. The dcternuna
tion of reasonable profit is another importa~t phase. These two phases of 
pricing are mutuall:,,. dependent to the· extent that certain factors may be 
considered in determining either costs or profit (or fee). ~mjor·factors 
to be considered in.this-respect include prolonged deliv~ry schedules,· 
unstable market conditions for material or labbr, ·or uncertainty as to 
cost of performance. Depending upon thc.type.of.contract, either the 
contractor or the Government may assume such risks. \·Jhere the GoY.ernment 
assti.mcs all th~ risk of cost increases. or additional unknowh costs·, or .a 
substantial share thereof· (as it gene.rally docs when these risks are great) 
through the use of cost-reimbursem~nt-type contracts, escalation· or· p·rice
redetcrmin:ttion clauses, or incentive-type contracts, the profit allowanc~ 
for contingencies should be reduced to the extent appropriate. In nego
tiation of pr~ces under outright fixcd~price contracts, risks of loss or 
othor cost inc.rcascs, ot.l-ier than th.ose reasohably ce:rtain and determinable, 
should be recognized in·profit margins rather than in allowances for con
tingent increases in cost.. Hol:J~v.cr, no~ hard and fast line may be drawn here, 
but it is important that such allowances not be duplicated. For example, a 
contractor'~ cost estimates may properly include reasonable estimates of cost· 
applicable ~9 no'rmally experienced defective work in manufacturing processes. 
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Where reasonabiy certain and determinable cont~gencies are recognized ill 
cost estimates, such contingencies should not be considered as elements 
of risk in determining the allowabl~ profit. ·There are other·factors 
havinf a similar bearing on cost·: and profit detennination; for .. example, 
in con~racting for construction under cost-reimbursement-type contracts, 
it is customery practic~ to exclu~.e general·, administrative and financial 
expenses from costs, but to .allow ... instead for .-these factors as a part of 
the fixed fee. ·· 

15-208 Relation of Contract Cost Principles. to Federal. Income Taxa
tion. In general, all business costs allowable as deductions for the pur
pose of determining taxable income under the Internal Revenue Code should 
be allocated (assigned) to the extent appropriate, to the cost of perform
ance of specific contracts, except as otherwise set forth· in this state
ment of principles and standards. 

1)-209 Special Provisions Relating to ~ost Determinations, Including 
Limitations. Because of the need for standards of reasonableness in de
terminL~g eit~er estimated or actual costs of performance 9~ .specific con
tracts, including the application of ·business and public policies, a con
siderable portion· of this Section, namely Part 3, is devoted to stan4ards 
of allowability.o£ specific elements of costs under supply and research 
contracts with commercial organizations. Moreover, becnuse or·u:nusuril. 
accountinr. practices or problems involved in determ:ining costs unde;r fa
cilitie:s contracts, construc~ion contracts and research a.J:l¢ development 
contr~cts with non-profit institutions, Parts ·4, 51 and 6·respectively1 
are devoted thereto. 

15-210. Direct vs. Indirect Costs. Eve~ acceptable method of cost 
accounting or estimating embodies the principle of direct costing of 
certain materials P~d subcontract work. Direct costing of productive 
labor is general practice. Other expenses may be casted directly some-

· times, but ·generally many of them are allocated to products, job orders; 
or contr~cts, etc. on an arithmetical basis in ratio to appropriate mea-· 
sures of performance -·- for this reason, such allocated expenses are 
termed "L~direct costs." 

15-211 Principle of Direct Costing. Every major item of cost (ac
tual or estimated) ~houlq be identified with the unit being costed1 whether 
it be the product, a job order, or a contract, when such items of cost do 
not, in fact, hnve· substantially proportionate. applicability ~c more than 
one class of work. This. princj,ple may often he applicable to ~uch ele
ments of expense (when of major consequence), as travel1 commissions; ad
vertisL~g, engineerinf_services, etc., as well as the normal items of ma
terials and productive labor •. This. principle should be applied equ~.lly .. 
to the ·costing of both defense and nondefense products or services by arr:f 
contractor who is engaged in mixed production. There are no absolute rules 
by which to determine which items or elements of cost should be direct 
costed. In applying the principle, any contractor must follow ·a consistent 
pattern of costing if the results are to be equitable. In some instances, 
this .Principle may be applied ~J direct costing only the major items of a 
given cost element to all products, leaving minor items, if appropriate, 
subject to indirect cost allocations. 
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15'-212 . Indirect Cos.ts. Indirect costs, which have the character of 
common or .. joint costs, usually consist of. ~n~irect materials'· indirect 
lobor, and other i terns. These .costs gener~lly are. group~d in classes 1 as 
follows: · 

(a) .l·lanufacturing (shop, labora'tory) expenses (often termed "aanu
facturin[ overhead". or .. "burden"-) i. which ·are inqurred in fab
ricating the .art.icle or se~ice rendered; 

(b) Engineering expenses to extent not included in (a) or (c); 

(c) ·Selling and distribution expenses, incurred in marketing the 
products manufactured; ' 

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

(e) Fin~.ncial and other exp~1nses. 

15-213 !"iethods of .Allocation of Indirect Costs. No general rules 
regarding allocr~tion of indirect costs to products, job orders 1 or con
tracts celn ht: stated for all individual· cases, because the nature of the 
particular operations nnd the actual conditions in each instance determine 
the most suitable method or methods to be employed. Any method of allo
cation of indirect costs will be acceptable ·if it is in accord with gen
erally accepted accounting principles and practices and if ·it produces 
equitable results under the particular circumstances • Tl:ie best gene1 al 
test •r.l':~ieh may be e.p~;lied to de Le1 Jllifte an a.ppropri at.e met hoe ia i;e find... 
tJ:ie pnsJ.:er to the question: Deco the r.tetl=lea r"s;,lt il'l at~ allocetiefl of 
the ind:i~ costs to tbe px oduc ts, .. ~o~.J ox dcx s, ox contFaets, tnest e~ait
al:ly iR _ elJ. tlon to L:te machine 01 o Lhei '!.aol k being pel formes eR · eaeftt? 

15-2i3.1 Use of Predetermined Rates for Indirect Expenses (Over
head Costs). 

(a) Indirect expenses must always be predicted for purposes of cost 
estimates. This involves determLnation by the contractor of ex~ense rates 
in accordance with whatever method or methods of expense allocation are 
followed. In accordance with the aim of encouraging the use of standard 
costs (paragraph 15'-203.2), contractors should be encouraged to use ac
cepted standard cost methods of budgeting based upon distinguishing be
tween fixed and variable expenses ~d upon estimating variable expenses 
by cost centers in proportion to anticipated levels of production or work 
loads; such budgets provide the best n1eans for estimating expense rates. 
Historical il1direct expenses, or expense rates, should not be used indis
criminately as the equivalent of budgeted rates for this purpose without 
adjustment for nonrecurring expenses and adjustment of the portion of the 
rates representing·fixed expenses ~en substantial changes in production 
or work loads arc expected. 
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(b) The use of a fixed indirect expense rate negotiated prior to 
the expiration of a significant portion of the period to which such rate 
applies i~ lieu·of the determination of historical'indirect expense· is 
acceptable where mutually agreea~le to the contracting parties provided 
there is reasonable assurance that the· results· would be equitable when 
compared with actual rates.· Consid£ration of cost elements in negotiating 
such rates must be consistent with the provisions of this Section concern
ing cost allowability and allocability. When predetermined expense rates 
are used the contract should specifically state the types of items which 
are to be treated as direct costs. The contractor must exclude from di
rect costs any cost element included in predetermined expense rates in· 
order to avoid duplicate charges. 

... 
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OlFlt OF THE ASSISTANT S~CtiETARi OF IENSE 
Washington 25, D. C • 

Supply and Logistics 
pp 8 March 1954 

·NE:viOn.ANDtTl-'i FOB. THE CHAlliHA.1'J, ASPR CCNI'1ITTEE 

SUBJECT: 

1. 
principle~ 

Director of Procurement & Production Policies 

.Agreement rteached by Panel of Department of Defense and 
Service.Representatives in Mr. McNeil 1 s Office, 1600 -
1700, 1 Narch 1954. 

The memorandum submitted by Mr .• Webster was accepted in 
These principles are as follows: 

a. There will be inclu~ed in the rev~s~on of Section XV, 
relating to cost-type contracts, a definite statement that the in
structions covering 11 cost principles 11 for use in connection with 
cost-type contracts are not applicable to fixed-price tr~e contracts. 

b. In connection with fixed-price contracting, including 
redeterminable prices or inc en ti.ve prices, the analysis and inter
pretation of costs shall avoid the use of such terms as 11 allm-vable 11 

and "unallowable 11 • 

c. Any instructions to negotiators as to how to deal with 
cost data or as to the considerations to be exanrlned in connection 
l-Ti th negotiating fixed prices should not be in a publication Hhich is 
available to contractors. 

d. There should be furnished to industry guidance as to 
reporting of costs. 

2, In addition, the following principle was agreed to: 

a. Under fixed-price contracts, auditors perform a 
ser~ice function* which is primarily to explain the .nature and con
tent of the various elements of cost submitted by the contractor. 

3. It was agreed to proceed as follows: 

a. The ASPR sub~corniT~ttee will expedite rev1s~on of Section 
XV for submission to the ASPR Committee, lhe revision will pertain 
solely to cost-type contracts and ·vrill substantially·expand the cost 
interpretations. 

(Enclosure No. 1) 
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b. The Office of the Assistant Secreta~y of Defense 
(Comptroller) will p~epa~e a document relating to the reporting and 
analysis of costs on fixed-price type contracts. Decision as to 
whether-this document will be incorporated in an Audit ~~nual or in 
ASPR as a new Section or a sub-division of Section XV will be post
poned until the various projects mentioned above are completed. 

c. The cost principles in draft documents heretofore pre
. pared by Ml". Bordner and. by the ASPR sub-committee will be reviewed 
in the above drafting. 

d. This work to be undertaken concurrently with a 
sufficient interchange of ideas to incorporate all basic principles • 

.e.. The above drafts will be submitted to the panel of 
Department of Defense and Service representatives for revie1v and for 
the following decisions: 

(1) ;;'Jill ASFR include a Section or Sub-section on the 
reporting of cost data for fixed-price tY'.;>e contracts or will this 
material be included in a revised Audit Hanual? 

(2) Action to be taken on Joint Letter #12? 

(3) ·What vehicle is to be used to furnish information 
to contractors? 

§ • 1r/ • HESSER . 
hear Admiral SC USN 

FOR 

WARREN \fEBSTER, JR. 
Director of Procurement 
and Production Policies 



I 
• f 

. l 

OFFICE OF THE ASSISTANT. SECRETARY OF DEFENSE 

Supply and Logistics 

MEi''l0HANDUl1 FOR 'I'HE CHAIRMAN," ASPR COMHITTEE 

SULJEC T: Case .53-44 - Issues Raised in Section r.J 
Part! 

Part II 
Part III 

- Should costs of profit sharing plans be allowable 
to a limited extent as an.item of contract costs? 
Should costs cf stock bonus plans be allowable? 
Should costs of independent research and development 
be allowable?. 

Part I 

1. Issue. Should costs of profit sharing pla.ns be allowable to a l:imited 

extent as an i tern of contract costs? 

2. Background. '!he Section XV Subcc:mmi ttee, in considering the subjoct 

question, has been unable to reach complete agreement and presents the question 

to the ASPR Co:mmi ttee for a determination and statement of basic Department 

of D8fense policy. Upon receipt of such a statement of policy the Subconun:i ttee 

will prepare appropriate implementation. 

This question has previously been submitted to the ASPR Committee but 

was not ruled upon, It was the ASPR Committee's opinion that comments from 

Technical Services, Bureaus, etc., might give sufficient guidance for a deter-

mination, but such has not been the case. In fact, the comnents have been . 

as sharply divided .. as the opinions of the Subcommittee :member.s and, consequentl 

the question is again submitted to the ASPR Connnittee. 

3. Employee Benefit P~. 'lhe. major types of employee benefit plans 

may· be swrunarized as follows: 

a. Pension Plans. 

b. Deferred-Distribution Profit Sharing Plans. 



·c. Immediate Distribution Profit Sharing Plans. 

4. Pension Planso A recognized definition of a pension ·plan is containud 

in Internal Revenue Service Regulation 118, Section 39.16.5-l(a) (2) as, follows: 

11 A pension plan within the meaning of Section 16.5(a) is a plan 

established an<;l maintained by an employer primarily to provide 

systematically for the payment of dofini toly determinable bcnefi ts 

to his employoes over a poriod of years, usually for life, after 

rutirement. Retirement benefits generally are measured by, and 

bassd on, such factors as years of service and compensat~on received 

by the -::mployoes. 'Ihe determination of tho amount of retirement 

bGnei'its and the contributions to provide such bonefits are not 

dopend2nt upon profits. Benefits are not definitely dete~minablo if 

funds arising from forfeitures on termination of service, or other 

rGason, may be usod to provide increased benefits for the remaining 

participants instead of being us8d to reduce the amount of contri

butions by the employer. A plan dGsigncd to provide bonefi ts for 

employees or their beneficiaries to be paid upon retirGment or 

ovor a period of y~ars after retirement will, for the purpose of 

Section 165( a), be considered a pension plan if under the plan either 

the bonefi ts payable to the employee or the required contributions by 

the employer can be determined actuarially". 

Under existing ASPR 15~601 contractors cost for this type of plan are. 

allovJable. 'Ihe Subcomrni ttce unanimously agro.;;s that revision of Section XV 

should authorize the continuance of such allowabili~~ 

$. Deferred Distribution Profit Sharing Plan. 

2 
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a. Definition and discussion. Also taken from Internal Revenue 

Service .Regulation 118, Section 39.165-l(a)(2), immediately following the 

above, is the definition of a "profit-sharing plan": 

"A profit-sharing plan is a plan established and maintained by an 

employor to provide for the participation in his profits, by his .. employees 

. or their beneficiaries, based on a dcfini tc prodGterininod formula for de-

tcrmining the profits to be shar8d and a definite predetermined formula 

for distributing the funds accumulated undor the plan after a fixed number 

of y·ears, the attaimnent of a stated age, or upon the prior concurrence 

of some event such as iliness, disability, retirement, doath, or sevorance. 

of employment. A formula for determining the profits to be shared is 

definite, for example, if it provides for a contribution equal to (i) 

a specified pcrcentE~.ge of the annual profits, (ii) a specified porcentage 

of the annual profits in excess of the sum of .dividend commitments plus 

a fixed a;nount with an overall limitation, or (iii) a specified percentage 

of thG annual profits not to excec.;d a specified percentage of the . salaries 

of the participants or thoir contributions, if any, to the fund. A 

formula for distributing the accumulated funds among the participants 

is definite, for example, if it provides for a distribution in proportion 

to the basic compensation for each participant." 

Under a deferred distribution profit sharing plan approved by Internal 

RevGnuo Sorvice, the employer may deduct such contributions from his taxable 

income and the employee pays income tax in the year in which benefits are 

actually received. Tile contributions., although prohibited from being 

actuarially determined, are under a fixed formula and payments are made to the 

3 
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employeGs on the happening of specified events. A plan undor which the employer 

has discret:Lon in determining the amounts to be distri-outod will not be approved 

by Internal hevenu6 Service. 

'l'he incor.oc tax law limits the deductable contributions by the contractor 

to 15% of the compensation of the participating employees. \\Then an employer 

has credit carry-overs representing unpaid contributions, he may, in some 

circumstances, deduct for tax purposes for the particular year up to 30% of 

tho compensation of participants. 

ASPR 15-60l.2(f) provides that for plans based on profits and approved by 

IntcJrncti RGvenue ServicG, the runount allo·wable for apportionment to contrE~cts 

in any one; year shall be the amount contributed to the trust(s) for the.t :year, 

but 11ot to exceed 15% of the totnl compensation otherwise paid or accrued in 

that ;:'car to the individuals covered under the plan. 

b. Position for Allowance. Certain Subcommittee members believe that 

such costs should be allowable within the limits hereinafter mentioned• 

1. Unlike a formal pension plan which provides for fixed contri-

butions year-in and year-cut, profits or no profits, a profit-sharing plan 

pr~vid8s for contributions when a company's earnings, if any, warrant such 

contributions. 'lhe plans providing for these contributions are subject to 

review and approval by the Internal Revenue Service prior to acceptance by 

tho IVIili tary Dcpart.men·l.s, and are hedgGd with restrictions and limitations. 

'lhe contributions undor such plans must be: 

(i) Paid into a trust 

(ii) Irrevocable 

(iii) Subject to q~lifications and limitations ~f tho 

agreement and the plans setting up the trust 
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(iv) for the exclusive benefit of the employees and of 

their beneficiaries 

(v) For the purpose of pr~vidi.ng retiremGnt income 

to their.employees at a stated age, or at death 

or after terrnina.tion of services or disability. 

2. An issue here resolV0S. itself around the term "profit-sharing". 

The proponents are of ~e view that although this is a pa;rt of the terminology 

used, tho fact remains that' the contributions under profit sharing plans are. 

part of employee compensation similar to other fringe benefits. Almost 30% 

of the approximately 365 plans in thG category of pension and-profit-sharing 

retirement plans submitted to the Internal R0vonue Service for the fiscal year 

endud 36 June 1953 were of a profi.t-sharing nature and the percentage has been 

steadily increasing. Not to recognize the fact that profit-sharing is becoming 

an integral pe1.rt of industrial opera ti. ons is to overlook an important phase 

of industrial costs of Op8rations. 

3. A contribution made pursu~nt to a profi t-shari.ng plan is one 

which is measured or determined by tho amount of a contractor's earnings. It 

is tru(j that if there are no earnings, no contributions are made. However, 

defs·rr0d benefits inuring to employees under a profit-sharing plan are con

sidered additional compensation and similar in principle to piece-..rate com

pE-nsation and bonusGs paid to production workers. 

4. It should be pointed out that the contributions are irrevocably 

made to a trust fund and. employe~:::s participate in the benefits only in accordanc 

with tho provisions of tho plan. O~e of the seve;ral requirements (all of which 

must bo satisfied prior to approval of a pl~n by the Internal Revenue Sorvice) 
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is that the sole purpose of the trust is to provide benefits for the emplcyees 

and their benef~ciaries and that no part of the trust can revert to the employer• 

5. A contribution under a pro,fit-sharing plan constitutes additional 

compensation fer personal services rendered by the covered employees and if 

reasonable in amount represents a necessary and ordinary business expense for 

tax purposes~ 

6. To the extent that a contractor provides for reasonable fringe 

benefits; such as retirement, by ono method or another, whether a.s a cost 

before determination of profits (as in the case of contributions under a pension 

trust) or after determination of profits appears to be immatertal provided the 

cost is reasonable and is in accord with the concept of a cost of doing busi-

ness and other factors to be considered in deterrrd.n:i.ng allowabili ty of costs. 

lhe mschanics of the method of computing the cost·. should not be the controlling 

criteria as to_ its allowabilit,y. The broader question to be considerod is 

whether it is. a necessary and ordinary business e.xpense, which from a com-

petitive standpoint other contractors provide for b.Y different methods and 

yards ticks. 

c. .fosi tion for Disallowance.· See paragraph 7. 

6. . ImmGdia te-Dis tribu ti on Profit Sharing Plan. 

a. D_efinition. This type of employee benefit plen provides com-

pensation additional to take home pay as a reward for better than average 

performance as measured by pro.;f.'i ts of the contractor. lhe plan is thus 

essentially a· bonus plan dependent upon profits and the participating employees 

receive current benefits. 

'lhe coverage and extent of employee IE-rticipation under the plan may 

be doterrnined by a formal agreement between the employer and employee or may 

be entirely at the discretion of the emplqyer. 
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On. this type of plan the employee is subject to personal income tax 

and the employer's contributions are deductible from taxable income if .the 

Internal Revenue Service Regulation as to reasonableness of tQtal employee 

compensation is met. 

b. Position for Allowance. Employer contribution to immediate distri

bution of profit sharing plan should be allOwable cost lf such contributions 

meet the following tests: 

(l~ 'Paid pursuant to an arms length agreement betvwen the con-

iiractor and the employeE-;s before the services nre rendered or ptlrsuant to an 

establishGd plan consistently followed by the contractor which constttutos, in 

effect, an in~licit agreement on the part of tho contractoro 

(2~ Reasonable in .Amount. For the purpose of determination of 

reason~bloness the employer contribmtion shall not exceed 1.5% of the total 

basic compensation paid or approved to the participating employer;;s in that 

year und . .Jr consideration, 

(3 ~ Paid for services_ actually renderGd by employees. 

(4~ Available to all employe·...:S of the contractor or to all 

employei..:S within a group or salnry classificr-ttion which is not unreasonably 

restricted. 

(5 ~ Allowable as an ordinary or neces~~ary business expense for 

tax purposes. 

(6~ Total employee compensatiou, including such profit sharing 

distribution, is rGasonable in amount for such services. 

7 • Position for Disallowance. Certain members believe that distribution 

of earnings to employees (contributions to profit sharing plans, def'brred 

distribution or immediate distribution) and stock bonuses should not be recog~ 
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nized as alla.~abl0 costs. 

a. The fixed fee negotiated is intended to represent the. contractor's 

Gnt.iro profit. To accept contributions ·to profit sharing plans as reimbursable 

costs is, in effect, giving the contractor an extra profit margin equal in 

amount to his contribution to the plan. The advantages gained in original 

negotiat5.on of the fixed fee at'e thereby nullificd 0 

b. It is reasonable to expect that the compensation and fringe bencfi ts 

to be r0imbursable as costs of Government contracts should be definite and con-

stituto a firm rather than a contingent obligation. One of the reasons f~r 

using a Cost-type contract is to eliminate contingency factors from the price. 

c. To encourage or support a t:ype of retirement plan or comp8nsation 

which is contingent upon a realization of sufficient profits to make a contri-

bution to the plan does not appear to be a sound policy since the Government 

would be· relieving some contractors of risks which others are willing to as~ume. 

d •. In a profit sharing plan the contractor purports . to be sharing 

his profits with its employees. In actual practice under finn price com-

mi.tments, the contractor would. be sh.1ring its earnings. However, ·when profit 

distributions are treated as costs in determining the final price, tho con-

tractor do8s not give up any profits. Furthermore; to the 8Xtent that profits 

undGr firm price; commi tmcnts are highor than profits under cost type contracts, 

the contractor may in fact receive additional profits not anticipated in the 

nE:gotiatior: of the fixed fee. 

e~ Payment by the Government to cover profits distributed to employees 

would constitute additional profit for distribution at the discretion of the 

board of directors. 

f. Profits do not va:ry directly with individual human effort of the 
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rank ~nd filo worker. Appearing before the Senate investigating conuni ttec, 

H. Bordrnan Spalding, than Chairman of tho Government Finance Committee of the 

· N~ltional Associ~~tion of Ivlanufacturers, stated his belief in profit sh2ring for 

Gxocutives only: "I havo a great deal of doubt and a great deal of reservation 

in r8g.:1rd to c~7ing it much below tl'.Le executive and junior E:ixecutive position 

in any company.- Explaining that exocutives constitute a smaller group, easier 

to educate, more quickly stimulated by profit participation opportuni tics. 

James Gorton and his associat·3S in an early study of profit sharing declared: 

"The effecti vencss of profit sharing as an instrument for profit making is 
2/ 

greatest among high officers and among small groups.n- c. Canby Balderston, 

Dean of the Uni VE.rsi ty of Pennsyl vanis t s WhD.rton School of Finance :md Corrunerce, 

addressing a conference of the ,'\morican Hanagcmont Association, stated: "Applied 

to wag.;:; earnc;rs, profit sharing
3
/ocs not appear to induce greater output, 

quality or reduction of waste.n- 'Jhe following arc basic weaknesses in profit 

she..ring as an incentive: 

(1) The payment of the bonus is dependent on profits, which are 

oft8n influenced by factors t.~at cannot be controlled by employees in general. 

This may result in a poor profit and no bonus in a year when workers have done 

a good job or a good profit and bonus in a year when the converse is true. 

(2) The bonus is usually paid annually, and this postponement 

of the paym0nt o£ the rewnrds until the end of the yerrr weakens its incmntivo 
4/ 

value.-

----~----------~~-----~--~----1,./ "The Senate Looks at Profit Sharing", Congressional .Digest, Jan, 1939, p.30 

3./ 

James Gorton and others, Profit Sharing and Stock Ownership for Employees, 
p. 200. 

c. Canby Balderston, "Administration of Supplementary Compensation Plan", 
Address, Cor~erence on Personnel, American Managemsnt Association, Feb.l7, 
1948, A.Ivi.A. Press Release, P• 1. 

4./ L.·p. Alford nnd H.Russell Beatty, P~ncipl~s of Industrial l'J!anagement,l951, 
P• 680. 
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g. With regard to stock bonus plans, it is felt that a stock bonus 

pl~.n by itself do0s not actually and tru.ly represent an incurred cost but 

US'.lP.lly rGsul ts in a redistribution of the equity of all prior shareholders. 

'fu..; cost of this distribution of ownership is not a cost of production and 

~~er~fore should not be allowed. There is no objection to employees obtairdng 

a propriet~xy interest in .the company, but let such interest take place by 

volunt:::.ry contributions on the part of the employees out of reasonable com-

pcns2.tion p2.id, with arrangel'Tlbnts for payroll deductions if more convenient. 

Part II 

· Closely related to employee benefit plans outlined in Part I of this 

ropurt is tht.: question of allowabili ty of cost of stock bonus plans. 

'Ihe: proponents for the allowability of the cost of stock bonus plo.ns feel 

in gen0ral th2.t th~; samG principles govGrn as those applicable to the rocogni tion 

·of profit sh.1ring plans. ·The position for disallowance is. as stated in Para-

gr.1.ph T of P2rt I. 

Part III 

1. I~ sues. 'lhe Section XV Subcommittee due principally to the factors 

sc;t forth in paragraph 4 below is unable to agree as to what extent if any 

costs of res~arch and development should be allowable. The SubcommitteG there

fore socks policy guidance:. from the ASPR Col'liDli ttee. In the event such costs 

should be allowatle, then further instructions are requested on the extent of 

such allowance. 

2. PrGsent Suction xv~~ ASPR 1,5-204(a) provides the following is ·all<:Mables 

"Resoarch and development specifically applicablG to the 

· supplies o·r services covered by the contract." 

10 
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ASPR 15-20.5( j) provides tho fallowing is unallowable: 

"General research, unless specifically provided for olsvvJhcre 

in the <?Ontract." 

ASPR 15-502(m).provides the following may require special consideration: 

"Research programs of a general nature"• 

3. Definitions. In the proposed revision of Section XV, the follmving 

definitions have been agreod upon. 

a. General research (also referred to as basic, fundamental, pure and 

blue-sky) is that research in which the motive is the increase in knowledge or 

the advancement of the arts or sciences, with no diroction of its applicability 

to any product or product line. The co~t of performance. of this type of rosenrch 

is supported eithc;r by the contractor (independent general research) or is 

reimbursed by contract or grant (sponsored general research). 

b~ Relatod research and development (also referred to as applied, 

product arid product line) is all resoarch other than that included in (a) 

above. GenLrally, it consists of the application of known scientific principles, 

formulas or characteristics in the research ~or or the development of a product, 

or a p~oduct line. The cost of performance of this type of research is sup-

ported ei thcr by the contractor (independent related research) or is reimbursed 

by contract or grant (sponsored related research). 

4. National Po~icy Re: General Research. 1he President in a press 

release dated 17 March 1954 stated that the 19.55 F. Y. Budget included two 

billion dollars for R&D. He added, "'Ibis rapid expansion of Federal respon• 

sibili ty requires prudent aQministration.", and "I believe strongly that this 

Nu.tion must extend· its support of research in basic science." Qn the sama date 

Executive Order 10521 was issued conferring certain duties upon the National 

Science.:: Foundation. 'Ibis Executive Order provid(;s in part, 11As now or hereafter 

11 
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authorized or pGrmittod by law, the FoundPtion shall be increasingly responsible 

for providing support by the Federrll GovGrnm&nt for gener?.l-purpose basic re-

sc.~rch through contracts ~nd grants. 1he conduct and support by other Federal 

agonci.:::s ·:)f basic rcsuarch in areas which are closely related to their missions 

is recognized as important and desirable, especially in response to current 

na t5_ on?.l ne;:;ds, nnd shall continue." 

5. It is the opinion of some mambers of the SubcoiTlllli tte8 th~t a strict 

interpr8tation of the Executive Order and the expressions of tl1e Pr~sidont in 

the pr·Jss release provides that (i) the National Science Foundation ha.s the 

sole r(:-sponsibili ty for tho sup. crt of general research and (ii) the Defense 

Dupart.mc:nt should not contribute thru overhead allocations toward the cost of 

a Coutrac tor's indGpendcnt gGneral rc·search. Other members of. the Cornmi ttoe 

are of tl:G opinion the.t such an interpretation is too restrictive. It is 

their opinion thr:.t in the interest of National .Defense the Defense Department 

must give; financial support thru ·overho~nd allocations to a Contractor's inde-

pendent resGarch, both general and related. 

'Iho above raises severaJ. fundamental questions. (a) Is the sole support 

of indGpendont gencrr:l research the responsibility of the National Science 

Foundation? (b) Should D0fense give support to independent gen8ral research 

through alloc.':ltion C?f overhead? (c) Nay·indcpendent ·general research be 

consid&rcd as closely related to a dofense mission and therefore be supported 

through overhend allocation? 

6. With respect to the problem of indep(3ndent related research, present 

Section XV limits reimbursement to such re.search specifically applicable to 

thu supplies covered by tho contract. One of the difficulties in this area 

is dGtsrmining whether independent rc;lated research is "specifically appli""' 

cablo to tho supplies". If the rose arch is applicable and the program is a 

12 
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good one, would not a R & D oontract be more appropriate? Under presont ASPR 

procodur.;.;, the Government may indirectly contributc to a contractor's indo-

pender~ relatGd reseRrch. If such research is successful and rusults in an 

"i tcm useful in Natior1al defense", the Government may again pay for the ref. 

search through future procurement. 

7. As a corollary aspect to the foregoing, to what extent if any, should 

production funds be used to support eitl1er general or related research? 

1.3 
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OFFICE OF THE ASSISTAi·JT SECRETARY OF DEFENSE 
'• •,. 

wa.·shingt·ori 2S, n. c . 

Supply & Logistics 17 September 1953 

HEiviORAHDID1 FOR THE CHA.DtlvL:lN·, ASPR C01·fiflTTEE 

SUBJECT: Case 53-44 - Revision of Section XV - Contract Cost Principles 

I. PROBLEH: 

To amend the report of the Patents Subcommittee on the subject 
material in memorandum dated 16 September 1953, in view of action by 
the ASPR Committee at its 15 September 1953 meeting~ rejecting the 
Subcommittee 1 s proposal for a. paragraph 9~107 •. 6 dealin~ with the prob
lem of allowance of costs for support of· contractors 1 programs .for both 
product research and improvement and for general research. 

II. REC OlvidE!~DAT IO!-I : 

Rei'eiTing to Tab A to the memorandum dated 16 September 1953, 
delete proposed revision of paragraph 15-313.ll(c) and substitute the 
f ollo1rd.::1g : 

"(c) See paragraph 9-107 for instructions as to patent 
rights to be obtained lrlhen research or development work is 
called for or required in the performance of a contract or 
w'hcn allowances are made for costs for product research or 
improvement. 11 

III. DISCUSSION: 

1. While the Patents Subcon1.-rnittee report commenting oh subject 
case is dated 16 September 1953, it had actually been completed and 
processed. for reproduction on 14 September 19.53. The report of 
16 September 1953 was predicated on acceptance by the ASPR Committee 
of the proposal for a new paragraph 9-107.6 eoritained in Tab A to the 
Subcor.mrl.ttee 1 s report on Case 52-77 - Revision of paragraph 9-107 -
Second Proposed Revision of Section IX, contained in memorandum for 
the ChCl.irman, ~· .. sp:a Committee, dated 4 September 1953. When tn"'e last 
mentioned report was considered b;:r the .~SPR Commi t~ee at its meeting 
of 15 September 1953, paragraph 9-107.6 was rejected. It is therefore 
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necessary for the Patents Subcommittee to revise its proposal for 
paragraph 15-313.ll(c) in its 16 September 1953 report to conform 
witl1 the action by the :~SPR Cornrra ttee. .. . 

BY: 
George W. Seevers .(Navy) 

Jos •. -~· Hill, ·Capt. (:J"mY) 

Frank D. D1Connell (::..?-r Force)' 

Ray H.. HaiTis ~ Cha~rnan ( OSD) · 

.. 

.. 
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are chargeable directly thereto. dajor items of cost readily identifiable with the 

·contract or with other work of the contractor .should be charged directly thereto .• 

This principle may often be applicable to such elements of expense as freight, 

t:..,avel, communications, engineering services, ·etc. 1 as well as the normal 1 tems o£ 

materials and productive labor~ H~~ever, when the contractor is engaged in mixed 

production, this principle must be applied consistently to the cost~g of both 

defense and non-defense products or services 1 in order to produce equitable resul:ts, • 

. When the accounting expense of direct costing of minor items would exceed the 

resulting benefits, individual items, otherwise allowable as direct costs, may be 

treated as indirect expenses. 

15-202.1 Dirl.ECT NATERIALS. The cost of direct materials includes the cost of all 

i terns purchased, supplied, manufactured or fabricated, which enter. directly into 

the end product or which are used or consumed directly in connection with furnishing 

such product. Costs of reasonable overruns, spoilage, and defective work may also 

be included (as to defective work, see paragraph 7-203.5(c)). 

15-202.2 DIRECT LABOR. The cost or direct labor includes salaries and wages speci

fically identifiable with and properlY chargeable directly to the performance of 

contract or othe~ work of the contractor. Average rates may be used where it is 

demonstrated b,y the contractor that the results are equitable. ~rect labor .~ 

also include other associated costs such as payroll taxes and worlanen's compensation 

insurance, where it is the established practice of the contractor to treat these 

items as a part or direct labor costs. 

15-202.3 OTHER DIRECT COSTS. Where other items of cost are charged directly to the 

contract consistent with paragraph 15-202 above, the contractor must demonstrate 

that the.y are specifically relat~d to the performance of the contract. When, how

ever, item~ ordinarilY chargeable as indirect costs are charged to a Government 

contract as-direct costs, the Qost of like iteme applicab~e to other work of the 

contractor must be eltminated tram indirect costs allocated to the contr~ct. 
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1.$·203 DIDIRECT COSTS. 

(a) Indirect costs are expenses which are incurred for common or joint ob

jectives, are acctimulated for accounting. purposes by departmental activity or other 

logical cost grouping and are charged to the contract and other work of the con

tractor by a process of allocation. Each element thereof is subject to the limita

tions of this part as to allowability. 

{b) No specific rules can be stated as to the method of allocation of in-

direct costs because the actual condition in each instance must be taken into account 

in determining the most suitable method or methods. 'l'he objective should be the 

selection or a method or methods which will distribute the indirect costs ir... a .: ... _r 

~nd equitable manner. The method used in connection with Government contracts must, 

in order to be acceptable, con!or.m with generally accepted accounting practices, be 

applied consistently, and produce equitable results. Any significant change, such 

as in the nature or the business, extent of subcontracting, fixed asset improvement 

programs, the vo~ume of sales, the volume of production,·mant~acturing processes, 

or the products being produced, may ~equire ·reconsideration. of the methods previousl .. 

in use to determine whether the,y continue to be equitable. Further discussion 

relative to allocation.of the individual categories of indirect costs will be found 

in the subparagraphs below.. 

15-203•1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES •. Indirect manufacturing 

and production expenses consist or costs which are incurred in the productiv~ 

process as a whole and are not readily subject to treatment as direct costs in. 

accordance with paragraph ~S-202~ Allocation o! indirect manuf'ac~uring and produc

tion expenses on a ·time basis, such li.S direct labor man-hours or machine-hours, is 

·a method which general,ly produce~ .accuracy and equity• · Other acceptable bases, in 

appropriate circumstances, include direct labor'dollars_(exclusive or overtime 

premium), units processed and prime costs of uriits processed. The contractor may 

departmentalize or establish cost centers in order·~o distribute equitably the 
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indirect costs. The factors to be ~onsidered in determinin6 the extent of depart-

mentalization or establishment of co~t centers include variety of products, cam-

plexity of processes and relative labor and facility requirements for the various 

products. 

15-203.2 ~~IRECT ENGINEERING EXPENSES. Indirect engineering expenses include 

enginee~.ng supervision, engineering administrative expense, engineering general 

supplies, and other related expenses. These expenses arise out of engineering 

activities which may include product design, tool design, experimental development, 

manufacturing and production development, layout of production Utles., determination 

of machine methods and reiated blueprinting and drafting. 

Indirect engineering expenses should be allocated to the bene!ited activ

ities, i~e~, contract and other work of the contractor (including independent 

research projects) on the basis of direct engineering man-hours expend~d, direct 
. . 

engineering labor dollars (exclusive of overtime premium), or other equitable basis. 

Direct costs of engineering activities should be ch~ged directly to the benefited 

activities, i.e., contract and other t-rork of the contractor in accordance with 

par·agraph 15-202. 

15-203.3 SELLING AND DISTRIBUTION EXPENSES. The expenses in. this group consist of 

items which represent the cost of marketing the contractor's products and include 

sales promotion, advertising, distribution costs and other related items. ~enerally, 

such expenses are not considered to be allowable as a ~~ge to Government cost-

reimb,xrsement type contracts for the ~eason that marketing; in the ordinar,y 

commercial sense, is not necessarf for doing business with the Government. However, 

dependent upon a reasonable demonstration of benef~ts.to·Government contracts and 

- ~ubject to the other provisions of this part~ there may be. an allocation to govern

ment work of those expenses in this categor.y which consist of technical, consulting 

and such other beneficial serviqes (including related supervision and cieric~l 

expenses) which are for purpose$ such as appJj.cation and adaptation of the 
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.'C\utractor's l_)roducts rather than pure selling. Such·costs should first be allocated 

between the contractor's commercial line and ~ts Government contracts. The amount 

allocated to the latter should then be charged to the individual contracts on arf3' 

equitable basis. · Because of the special problems that arise iri this area, it is 

usually desirable for the contractor to identit,y in its ~ecords by means .or sub

accounts or otherw~se, the items of these expenses considered proper4'" allocable to · 

Government contracts. 

15·203.4 GEH~~ AND ADMINISTRATIVE EXPENSES •. General and a·dministrative expenses · 

consist .o! costs incurred in the over-all management. supervision and conduct of 

the business. Any recognized method of allocatin(' general and administ.rative ex

pense is acceptable provided equitable results are·. th.ereby obtained. Some of the 

factors that should receive consideratian,in determining whether tqe results ~e. 

equitable are (i). the cost pattern of the Government contracts (that is, the per

centage or the total cost. of the contract, exclusive of general and administrat~7e 

e-.t\.-penses, represented by e·ach of the several cost components thereot). in relation to 

the cost pattern for the plant or activity as a whole, ~d (ii} the ultimate objec

tive of distribution. or these expenses in approximate ratio to the.general and ad

ministrative effort involved in the two categories of work, . In El.dditiori, .considera .. 

tion should be given to aqy significant variations ot invento~es between accounting 

periods, variations in the ratio of contract .inventor,y levels to all other inven• 

tor.r levels, and other relevant ractors·including t~ose mentioned in para. l5-203(b). 

1$-203.5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES. The base period for 

allocation of indirect expenses should approximate the period !or contract performance 

or should be representative of that period. +he b~se period should be sUfficient~ 

·long to avoid . inequities in the allocation ot-· costs. 

15-204 APPLICATIONS OF BASIC COST PRINCIPLES ~'ID STANDARDS TO SELECTED ITEMS OF COS1. 

This paragraph states1 in same detail1 applications o£ the basic cost principles · 

and standards set forth in the preceding par$-graphs of this part to certain se:.~.c ;.,eC:. 
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items of cost. The statements herein apply irrespective of whether the particular 

item of cost is treated b1 the contractor as direct cost or as indirect cost. 

Failure to mention arry particular i tam of cost herein is not intended to imp]¥ 

that it is either all,~able or unallowable. Uith respect to those items not speci

fically coverf3d1 as well as all the subparagraphs below, detenn:i.nation as to allow

ability ~rill be made in the light of the basic principles and standards herein and, 

where appropriate, the treatment o! similar or related items in this Part. 

15-204.1 ADV&\TISING. Advertising expenses include the costa of· advertising media 

and corollary administrative expenses. Advertising media include magazines, ~1·. ·. · ::

;>apers, radio and television prograrns, direct mail, trade papers, outdoor adver. 

~ising, dealer cards and window displays, conventions, and exhibits, free goods 

and samples, and sales literature .• 

a. The following advertising costs only are allowable: 

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

vertising does not offer specific products or services for sale 

but is placed· in journals which are valuable for the dissemina-

tion or technical information within the contractor's industr,y. 

(2) Help wanted advertising, as set forth in paragraph 15·204.32. 
. . 

15-204.2 BAD DEBTS. Bad debt expenses consist o! losses (whether actual or 

estimated) arising fran uncollectible custom~rs' accounts and other claims, and 

include related collection ~penses and related legal expenses. These costs are 

unallowable. 

15-204.3 BIDDING EXPENSE. Bidding expenses are the costs of preparing bid esti

mates on potential contracts or projects, including the development of engineering 

and cost data. necessary to support the contractor's price proposal or estimated 

cost of work performance. Bidding expenses of the current accounting period of 

both successful and unsuccessful bids·normally will be treated as indirect expen8es 

and allocated currently to all business of the contractor, in which event no 
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bidding expenses or past ace ounting periods will be allocable in the current perio!:: 

to the Government contract. However, the contractor's established practice~ be 

. to treat bidding expenses by some other recognized method. Regardless of the 

method used, the results obtained ~ be accepted· only if found to be reasonable 

and equit:1.ble. 

1.5-204.4 CAFETERIAS, DINING R~MS, AND OTHER ·FOOD SERVICES. This class of ex

)enses consists of cost, less revenue, of operating or furnishing facilities for 

cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 

of services for con~ractors empla.yees at the contractor's facilities. Profits 

accruing to the contractor·from the operation of these services whether operated 

by the contractor or b,y a concessionaire, will be treated as a credit to costs ot 

all production within the contracto~'s plant in which the services are furnis~~~, 

...:_._ cept tor services from which the profits are irrevocably set over to an employee 

welfare organization of the contractor in amounts reasonab~ useful for the 

benefit of the emplo,yees at the site or sites of contract per.forrr~ce. Reasonable 

loss~s or operation from such services are allowable when it is the policy of 

the contractor to operate such services at no loss or profit; provided, however, 

that arfi" gains_ or losses fran these services must be appropriately allocated to· 

all actbti ties benefited including Goverrunent contracts~ · When it- is the policy 

or the contract?r to furnish such services at a loss1 losses on such operation 

t-rl.ll not be allowed as a cost, unless authorized by special contract provision. 

15;..204.$ CIVIL DEFEl~SE. Civil defense costs are those incurred in the planning for 

and the protection of lire and property against the possible effects of enemy attack. 

These costs are generally iricurred pursuant to plans developed by local and state 

civil defense authorities. Examples. or civil defense costs include cost in excess 

of normal plant protection expenses and may consist or first-aid ~raining ~id 

::-·.:;>:.ies1 fire fighting train~g and equipment, post~g of additional exit notices 

and directions and other approved civil defense measures. Reasonable costs of civil 
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defense measures ··undertaken on the contractor's premises pursuant to suggestions or 

· requirerr.ents of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assetsJ acquired for civil defense 

)urposes the costs thereof td.ll be depreciated over a reasonable number of years in 

conformity with generally accepted accounting principles. Except as specifi~ 
· ci~ 

provided in the contract, contributions to local/defense funds or projects not on 

the contractor's premises are unallowable. 

15-204.6 COMPENSATION FOR PERSONAL SERVICES. (To be inserted later on this page 

and pages l$09,·1$10 and ~511). 
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1$-204.7 CONTll·JGENC~~. This ty1)e of cha:ge results from the creation and main-

tenance of reserves to provide for an event whose occurrence cannot be foretold 

with certainty as to time, intensity or even an assurance of its happening. These 

costs are not allowable. (For salt-insurance programs see paragraph lS-204.1.$). 

15-204.8 CONTRIBUTIONS AND DONATIONS. Contributions and donations to establis,"C'j 

nonprofit charitable, scientif'ic and educational organizations are allowable _t,;r~- . 

~.~.. .·-~ t.~.~ ~ s~tch costs are reasonable and are properly allocated to all work. 

The propriety ot the amount of particular contributions and donations and 

the aggregate thereof for each f'iseal period must be judged ordinarily in light of 

the pattern of past contributions pal~icularlY those made prior to the placing of 

Government contracts. The amount of each allowable contribution must be deductible 

for purposes of Federal income tax, but the deductibility of the contribution for 

· income tax purposes does not in itself justify its allm·Iability as a contract cost. 

15-204.9 DEPRECIATION. 

a. Jepreciation as described herein is a charge to current operations 

intended to distribute the cost of tangible capital assetsJ less est~nated residual 

value, over their estimated useful life in a s,ystematic and logical manner• It 

involves a process of allocation, not of valuation. Useful lite has reference to 

the prospective period of economic usefulness in the particular contractor's ope~n-

tions as distinguished from pnysical lite. 

b. Depreciation on a contractor's plant, equipment and other capital 

facilities is an all~vable element of' co~tract cost, provided the amount thereof 

is based upon original acquisition cost. Depreciation will be accounted for by co:..· 

sistent application to the asset(s) concerned of any generally accepted accounting 

principles, including those recognized by Section l67 ot the Internal Revenue Code 

of 1954, and should usually be allocated to the contract and other work as an 

indirec·;;, cost. 'l'he amo1.mt of depreciation charged in any accounting period may 

vary with volume of production qr use of' multishi.rt operations, provided the method 
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'follovred is consistent with basic objectives set forth in subparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 

allowed axcept on such facilities as are reasona~lY necessary for standby purposes. 

d.- Unless otherwise provided in the contract, no use charge will be 

allowed for assets still in use which have been, in accordance with the contractor's 

consistent accounting practice, fully depreciated on the contractor's books of 

account. 

e. ~lliere the contractor has applied for, received, and accepted a deter• 

mination of 0 true depreciation" from an Emergency Facilities .Board covering an 

emergency facility acquired under a certificate of necessity, the amount$ so deter

mined for "true depreciation" over the emergency !-)eriod (S years) will be recognized 

in lieu of normal depreciation. After the expiration of the emergency period for 

the facility concerned where a determination of "true depreciation" has been made, 

the remaining undepreciated portion of the cost of such facility will.be depreci

ated over its remaining usef'ul_lii'e and will be the only amount rsxgnized as 

allowable cost, subject to paragraph 1$-204.12. The contractor may elect to use 

normal depreciation rather than the "true depreciation" as determined by the 

Emergency Facilities Board. However, the metr~d chosen after such determination 

or·ntrue depreciation° must be followed consistent~ throughout the life of the 

emergenc,y facility~ 

1$-204.10 ~IPLOYEE MORALE, HEALTH AND WELFARE. Included in this cate_gory are ex

penses of health·and welfare activities incurred for the improvement of working 

conditions and the improvement of employer-employee relations, empla,yee morale, and 

employ·ee performance. Examples of these activities are house publications, health 

_or· first-aid -clinics, and employee counselling services. These costs are allowable 

when incurred in accordance with the contractor's established practice or c~tom in 

the industry or area and are reasonable and equitab:cy allocated to all classes or 

work performed in the contractor's plant. Income generated !rom any of these 
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~ctivities will be credit •u to the costs thereof unless su. -~ income has been 

irrevo·cably set over to employee welfare organizations. 

15-2oL.tl .'ENTERTAINMENT EXPENSE. This item includes the cost of amusement, diver

si~n, social activities and incidental costs relating thereto, such as meals,· lodg

ing, rentals; transportation and gratuities. These costs are unallowable. 

12-204.-12 EXCESS FACILITIES. This item includes the cost of maintaining and hous

ing idle and excess facilities., except those reasonably necessary for standby 

purposes·. These costs are unallowable. The costs or additional plant capacity re-

served for defense production shall be the subject of a separate contract. 

15-204.13 FINES AND PENALTIES. Included in this item are those costs resulting 

from violations of,- or failure of the contractor to comply with,' local, state ~ 

Federal laws and regulations. These expenses are not allowable except when incurred 

as a result of compliance with specific provisions of the contract or instructions 

in writing from the contracting officer. 

15-204~14 FRINGE BENEFiTS. Fringe benefits are allowances and serVices provided 

bf the contractor to its employees as compensation in addition to regular wages 

and salaries~ · 

a. The determination as to the allowability of the. cost of pension and 

retirement plans, profit sharing and other bonuses 1 . and severance pay will be in . 

acco:tdance with sub-paragraphs 15-204.26, 15-204.6 and lS-204.37 respectively. 

b. The cost of other. fringe benefits such as pay for vacations, holidays, 

sick leave' military leave and employee insurance . {but see subparagraph 204~ 15e) is 

allowable to the extent reqUired _by law 1 employer-employee agreement, or established 

polic,y of the contractor that constitutes, in effect, an implicit agreement on the 

contractor'·s part. 

-15-204.1$ INSURANCE AND INDEBNIFICATION. 

a~ Included under this item are ( 1) those types or insurance which the 

contractQr is required·to carr,y under the terms or the contract, or b,y specific 

instruction of the contracting of'fic;:er or his a~thori~ed representative, and 
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_ (2) any other insurance for which the contractor seeks reimbursement un~er the con

tract. The kinds of insurance ordinarUy included in ·the. first category are set 

~~1t in ASPR 10-$01. 

b. Costs of Government. required insurance are allowable within the 

limitations as to the extent or coverage and premium rates approved by the GoV:err~· :e1 ... 

Costs at other insurance, except that app~cable to Government-awned property, ·are 

allm-rable provided ( l.) the insurance has been approved bY· the ·military department 

concerned or ( 2) in the absence of such approval requirement 1 the types or· coverage, 

extent of coverage, and ra~es are reasonable ·under the circumstances. Costs ·allm~ed 

!or use and occupanc.Y insurance, however, will in principle be limited so as to 

exclude coverage of profit, interest, fed-ral income taxes, and a~ other items or 
expense unall.owable ·under this part. 

c, The costs of insurance or any reserve covering the risk of' loss ot or 

damage to Government-owned property are not allowable except.to the extent that the 

Uovernment may have required the contractor to carry such 'insurance •. · 

d. ·Provision for .l~sses under a. self insurance program are allol·:able 

~rovided the program has been approved by the Militar,y Departments concerned • 

..:1-..;tual losses sustained under such· a self-insurance program are not allowable.· 

e• The costs of insurance on the lives o£ officers1 partners or propri-· 

etors1 are not allowable except where .such insurance is· part· of an emplo.yee plan 

which is not unduly restricted. 

r. .Losses resulting from :failure to insure (through self insurance or 

otherwise) are not .allowable unless app~oyed by the Department concerned. 

g.· Cost of' indemnification.will be aliowable only to the extent ex• 

pressly provided for in the contract. 

15-204.16 nJTEREST AND OTHER.FINANCIAL EXPENSES. This item includes interest 

(however represented), bond discount and expenses,·and the cost of financing and· 

refinanc~ng operations as well as legal and professional fees paid in connection 
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. with the preparation of a prospectus, cost of preparation and issuance of stock 

rights and expenses re~ated thereto. (See also lS-204~2}.). These costa are un-
. . . 

allow~~le except for interest assessed qy State or local taxins authorities under 

the conditions set forth in subparagraph lS~204 • .39~ ·-

15-204.17 LABOR RELATIONS. This item covers ext)enses 1ricurred in main~ satis• 
. . 

factor.y relations between the contractor and· his employees. It includes-the· cost 

of sho~ stewards, 1-bor management committees, employee publications and Qth~r 

rc~Gted activities. Costs incurred tor these purposes .are allowable. 

lS-204.18 LOSSES ON OTHEa CONTRACTS. This item cove~s any excess of costs over 

income under ~ ~d all other contracts, whether such other contracts are ot a 

supply, research and development or other nature. Costs of this nature are not 

allowable as a cost of performance o! the Government contract. 

15-204.19 MAINTENANCE AND REPAIRS. 

a. This ·item includes those costs necessar,y tor the upkeep of property 
. . otherwise 

(including Government property unless/provided for) which neither adds to the per-

manent value of the property nor appreciably prolongs its intended life but keeps 

it in an efficient operating condition. These costs are allowable. ~enditures 

for plant and equipment which, according to generall.y accepted accounting princi

ples, should be capitalized ·and sUbjected to depreciation will be allowab~e only 

on a depreciation basis. Cost o! maintenance and repairs o£ excess facilities and 

of idle facilities (other than reasonable standb.Y facilities) are not allowab:e. 

b. Deferred maintenance is defined as maintenance and repairs which fo~ 

some reason s~ch as abnormal operating conditions or ·lack of funds, ia delayed to 

a future period. The cost ot maintenance and repairs which has been deferred ·from 

a period prior to the contract is not allowable unless specifically provided tor 

in the contract. Likewis~, the estimated cost ot mairitenance and r'pairs norrnall.y 

required but not accomplished during the period or the contract will not be allowed 

as a cost unless specifically provid~ !or in the c ont:ract. 
' . 
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15-204.20 MANUFACTURING AND PRODUCTION ENGINEERING •.. Manufacturing and production 
. . - . . 

engineering includes the cost of engineering activities in connection w,ith (1) 

·current manufacturing processes such as motion and time stuqy, methods analYsis, 

job analysis, and tool design and improvement and (2) current production problems, 

such as materials analysis for production suitability and component design for 

purposes of simplii'ying production. These costs are allowable. 

!2-204.21 MATERIALS AND SUPPLIES. 

a. This item includes the net costs or· such items as raw materials, 

parts, sub-assemblies, components, and manufacturing supplies, whether purchased 

outside or manufactured by the contractor, and m~ include such collateral items 

as inbound transportation and intransit insurance" In computing materials cost.s 

consideration will ~e given to reasonable overruns, spoilagA, or defective work 

(as to defective·work, see paragraph 7-203.5(c)). These costs are allowable .sub-

j ect' however J to the provis:i.~ns of subparagraphs b. through f. below. 

b. Costs of materials· and supplies shall be suitably adjusted for. 

applicable portions of inc om~ and other credits. Such income and other credits · 

·include trade discounts, refunds, rebates and allowances, cash discounts available, 

credits for scrap and salvage and materials returned to vendors. Such discounts, 

rebates, allowances and credits, may be applied directly to the charges for 

materials involved or may be apportioned through credits to ~ect costs.· How-

ever, where the contractor can demonstrate that taUure to take cash discounts was 

due to circumstances beyond his control, such lost discounts will be allowed. 

c. ·When mat,erialn are purchased specifically for and identifiable 

sole~ with performance under a contract, the actual purchase cost thereof should 

be charged to the contract. · 

d. If materials are issued from stock, any generally recognized method 

of pricing such materials will be acceptable, provided the method i$ consistently 

applied and the results obtained are equitable. Where materials in stock at the 
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commencement date of the contract have a provable replacement cost significant~ 

hicher than book cost, the cont~actor and the Government mar, b.Y contract provision, 

agree upon the use ot a method ot pricing based upon the fair value ot the materials 

as or the date ot the contract, but not in excess ot replacement cost on such date. 

Such. agreement shoUld include identification or the types or kinds ot materials 

involved and should be made at the time the contract is entered into and provided 

for therein. 

e. Reasonable charges arising from difference between periodic p~sical 

inventory quantities and related material control records will be included in 

arriving at the cost ot materials, provided that S\lCh charges (l) do not include 

11write-downs" ot values, and {2) relate .to the period of performance of the con

tract. All credits arising from differences between periodic pqysical inventor, 

· quantities and related material· control records shall be taken into account. 

t. Ordinarily sales or transfers of' materials., services ·and supplies 

between plants, divisions, or organizations, under a common control, sh~ be stated 

on the basis of cost to the transferor •. In the case of aqy item regularlY manu-

factured and sold by aqy such transferor through commercial channels a departure 

from this cost basis is permissible, providecl that the price charged to the con

tract does not exceed the lower ot (l) the transferor's sales price to its most 

favored customer for the same item in like quantity, or (2) the prices of other 

suppliers for the scune or substanti~ similar items. 

15-204.22 ORGANIZATION EXPENSES. This item consists of 8xpenclitures in connection 
----~--~. --------- . 

with organization or reorganization of a business~ Examples or suc·h costs are in

corporation fee, attorne,ys fee, tees to promoters and organizers and costs or 

raising capital •. These costs are unallowable. (See paragraph l.S-204.l6). 

lS-204.23 OTHER BUSINESS EXPENSES. Included in this item are such recurring ex-

penses as registry and transfer charges resulting from changes in ownership of 

securities issued b,y the contractor, cost ot shareholders• meetings, p~ 
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solicitations, preparation and publication ot reports to shareholders, preparation 

and submission or required reports and forms to taxing and other regulatory bodies 

and incidental costs of directors and committee meetings• The above and similar 

cQsts are allowable when allocated on an equitable basis to all classes of work.; 

l.5·204e24 OVERTIME1 .EXTRA PAY SHIFT AND MULTI-SHIFT PREMIUMS. This item consists 

ot the premium portion ot overtime and shift payments to emploYees.· Such premiums 

on direct labor may be classified as either direct or indirect labor costs, but 

the amount ot overtime premium should be separate4' identified. When direct labor 

cost is the base tor distribution of overhead1 overtime premiums shall not be 

included therein~ Cost of ·overtime and shitt premiums on direct labor are allowable 

only to the extent expressly provided for in the contract or otherwise· authorized 

b,y. the Government. Cost of overtime and shift premiums tor indirect labor is 

allowable without prior approv~, if reasonable, and the cost is allowable on a 

pro rata basis to commercial as well as government work. See ASPR 12-102 for 

further information concerning the polic7 regarding such authorization. The 

amount ot overtime and shirt premium cost charged on Governme.nt contracts shall be 

equitable in relation to the amount ot such costs charged on non-Government work 

being concurrently performed in the contractor's plant and t~e. factors which. 

necessitate the incurrence of the cost. 

15-204.25 PATENT EXPENSES. Included in thie item are such expenses as amortiza

tion of.the cost of purchased patents and all costs leading to the issuance of 

patents, as well ae ·the cost of infringement investigation and litigation. Amor-

tization ot the cost ot purchased patents applicable to contract products or pro

cesses is allowable~ The cost or preparing disclosures and other report$ . &a 

. required by the contract and ot preparing assignment and ~ther papers 1n connection 

vi th the filing of a patent application by or tor the Government, and art¥ expenses 

incident to patents incurred upon the written authorization ot the contraeting 

officer, are Allowable.· All other patent expanses and charges for the use .of 
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patents where the Government.has a license or the right to free. use thereof~ are 

·Unallowable unless ot~erwise provided in the contract. The cost ot research and 

development work leading to patents is treated in subparagraph lS-204~3·4. 

lS-204.26 PENSION PLANS. 

a. A pension plan as used herein is a plan which is established and 

maintained by a contractor .primarily to provide systematically tor the payment ot 
\ 

definite~ determinable benefits to his employees over a period of Jears, usuall.y 

for life, after retirement. Such a plan may include clisability, withdrawal, in

surance or survivorship benefits incidental and directly' related to the pension 

benefits. Such benefits· generally are measured by, and based on, such factors as 

years of service and compensation received b,y the employees. The determination at 

the amount of pension beneti ts and the contributions to proyide such benefits are 

·not dependent upon profits. Benefits are not definite~ determinable if funds 

arising from forfeitures on termination or services or other reason may be used to 

provide increased benefits for the remaining participants instead of being used ~o 

reduce the amount of contributions by' the employer. A plan designed to provide 

benefits for empla,yees or their beneficiaries to be paid upon retirement or over a 

period ot years after retirement will be considered a pension plan, if, under the 

plan, either the benefits ~able to the employee or the required contributions 

by the contractor can be determined actuariall.y. (Retirement· plans which are based 

on profit-sharing shall be subject to paragraph lS-204e6e). 

b, Pension plana which· are subject ·to· .the approval ot the Intemal 

Revenue Service must have _been so approved prior to consideration by the Milltaey 

Department; however 1 approval of·. the plan by the Intern&l HeV'enue Service does not 

necessarilt assure the ~owance ot the coats of such plan by the Military Depart

ment. Consideration of a plan and the method·ot determination ot cost thereof will 

be the responsibility of the Department to which audit cognizance ia assigned and 

the subsequent acti® taken by that Department will generally be accepted by the 
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other Departments. Where pension and retirement plans of non-profit or other tax 

·.exempt organizations are not required to be reviewed and approved by the Internal 

Revenue Service 1 it will be the responsibility of the Department to which audit 

cognizance is assigned_to give consideration to the acceptability of such plans. 

c. The costs of a pension plan approved by the Milltazy Department con

cerned, to the extent such costs ·are claimed and deductible for income tax purposes 

(or are determined to be reasonable in the case of non-profit or tax exempt organi

zations}, are allowable except as otherwise determined unallowable under this 

paragraph. Such costs mq include excess contributions of previous years to the 

eXtent such contributions are claimed and allowed for tax purposes in the current 

taxable period. In cases where the Internal Revenue Service withdraws approval of 

a plan, an appropriate adjustment of contract cost will be made for contributions 

disallowed for tax purposes which previously had been allocated to and allowed as 

contract costs. 

d. In determining the net costs allocable to militar.y contracts, con

sideration will be given to the possibility of future abnormal terminaiion credits 

or gains and the effect such credits or gains would have upon current costs. These 

termination credits or gains will arise with respect to individuals for whom current 

costs ar~ being incurred by the contractor but whose emplo.y.ment will terminate 

before they acquire a vested right to the benefits purchased or funded by current 

costs. 1rlhen such credits or gains are foreseeable and their worth can be evaluated 

with reasonable accurac,y, an equitable adjustment of current costs to giv~ effect 

to the anticipated future credits or gains will be made. Such equitable adjustment: 

can be accomplished either by discounting the c~ent costs otherwise allocable or 

b.Y obtaining realistic recognition in the actuar,y's calculation of current costs 

so that the current costs do, in fact, reflect the discount for the abnormal ter

ndnation Qredits or gains which are anticipated. However, most often such abnormal 

credits or gains, it foreseeable at all, are not susceptible of being evaluated at 
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the. time of contracting because neither the timing nor the severity of the·ter.mina-

_ tion actions will be known. Under these circumstances, the Government's interest 

in such abnormal credits or gains will be preserved for. retrospective evaluation 

and accounting. ·It a contractor has but one or relatively tew Government contracts, 

an appropriate contractual provision m~ be used to preserve the Government•s·in

terest and provide for the retrospective accounting. In other cases, where a con

tractor is· not limited to one or few Government contracts or there ia reasonable 

probability he will receive follow-on contracts, a separate contractual "side" 

agreement will be negotiated having application to all pensi.on costs alloWed under 

contracts with the particular contractor and provide for an accounting or abnormal 

credits or gains, as that term is defined in the agreement, arising by reason or a 

cutback or cessation ot Government contract work. 

e. The allowability of costs ot lump sum purchases or annuities or or 
lump sum. cash payments made to provide pension benefits tor retiring or retired 

employees other than incurred under approved pension plans will be subject to 

consideration on an individual case basis. 

15-204.27 PLANT PROTECTION EXPENSES. This item includes the cost ot wages, uni-

forms and equipment of personnel engaged in plant protection, supplies, depreciation 

on plant protection capital assets, and necessary expenses to complY with military 

security requirements·. These costs are allowable. 

lS-204.28 PRECONTRACT COSTS.· Precontract costs are those which are incurred prior 

to the effective date. of the contract and which would have been allowable thereunder 

it incurred atter such date. Such costs will not b• allowed unless speciticall.y' 

set forth in the contract and may be limited to a period ot time as well as to the 

type and amount or a uch costs. 

l$-204.29 PROFEsSIONAL SERVICES - LmAL1 ACCOUNTING,ENGINBERING AND OTHER. 

a. This itan includes the cost ot professional services rendered by 

the members of the particular profession separately engaged. These costs generally 
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are allowable when reasonable in relation to the services rendered and are not 

_ contingent upon reeovery of the costs frcm the Government. 

b. Factors to be considered (among others) in determining the allowa

bility of costs in a particular case ares (l) past pattem ot such costs J partic

ularl.J' in the years prior to the award or Governm~t contracts; ( 2) the impact of 

Govemment contracts on the contractor's business; (3) the tuiture and scope. of' 
. . 

managerial services expected of the ccmtractor' s owri organization; and (4) whether 

or not the proportion of Government work to the contractor's total business is 

such as to influence the contractor in favor .of incurring the cost, particular~ 

where the services rendered are .not or a continuing nature and have little rela

tionship to work under Government contracts. Retainer. i'ees to be allowable must 

be reasonab~ supported by evidence or services rendered. 

c. The costs ot legal.1 accounting and consulting s~ces and related 

expenses incurred in connection with organization or. reorganization, prosecution 

or patent infringement litigation (except as provided for in lS-2o4.2S) d~rense ot 

anti-trust. suits, and the p:-osecution of claims against the Government are W}allowable' 

!$-204.30 PROFITS AND LOSSES ON DISPOSITION OF PLANT1 EQUIPMENT OR OTHER CAPITAL 

ASSETS. Included herein are gains or losses of any nature arising from the sale or 

exchange or plant 1 -equipment 1 ·or other capital asset&, including sale or exchange 

of either· short or long te~ investments.·. Profits or losses on_sale or exchange 

of capi~ assets, including investments, will b~ ·excl~decl in computing contract 

costs. · 

15:..204.31 RECONVERSION EXPENSES. · Reconversion expenses ·a.re those incux-red in the 

restoration ot the COntractor'•. taciliti~ to appro~teq the same physical 

arrangement and condition existing immediately prior to commencement ~ the mill-

. tary contract work and include the cost ot removal ot ~ernment property. Recon

version expenses are not allowable. except that. the coat· ot removins Governm~nt_ 

property and the restoration costa caused by' such re~ are allowable it speciti-
I 

cal~ provided for in the contract. 
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lS-204.32 RiooRUITDlG ExPENSE• · ·This item includes the costs or "help wanted" adver-

tising and the operating costs ot an emp~yment·ottice nacessar.y to secure and 

maintain an adequate labor force. It turthe~ .includes the costs or operating an 

educational and aptitude testing prograM, travel expenses or emplo,yeee while engaged 

in recruiting persamel, and travel expenses of· applicants tor interview~ tor pro

specti ve employment. These costs are allowable. Where the contractor uses private 

employment agencies, costa not in excess ot standard commercial rates tor such 

services are ·wo allowable. Costs of special benefits or emoluments offered to. 

prospective emplo,yees beyond the standard practices in the industr.y are not allowable. 

15-204.3.3 · RENTALS OF PLA.tlT AND EQUlPMEN·T. (Including sale and leaseback of facili

ti.es.) This item includes expenses fo~ {1) use ot land, buildings, and equipment 

or other personal property, and (2) rental expenses under sale and lease-back 

agreements incurred b,y contractors through sale or plant facilities to investment 

organizations (such as insurance companies) or to private investors and concurrentlY 

leasing back the same facilities. 

a. Rentals of plant and equipment under (1) above are allowable it the 

rates are reasonable in light or the type, condition and value of the facilities 

leased, options available and other provisions of the rental agreement. 

b. Rentals speci!'j.ed in sale and.lease~back agreements under (2) above 

are allowable only to the extent that such rentals do not exceed normal costs (such 

as depreciation,.:· taxes, insura."'lce and maintenance expenses) which would have been 
. . . 

incurred had the contractor retainGd legal title to the facilities. 

15-204.,34 P..ESEA.RCH AND DRvFJ.OPIGT. aesearch and development expenses (sometimes - ~~----...._, . 

referred to as general engineering ·expenses) tor the purpose of contract costing 

are divided into two major categories, namel.)rs 

a. General research, also ·referred to as basic research, fundamental 

research, pure research and blue-sky research• 
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b. Related research or development, also referred to as applied research, 

· product research and product line research. 

(1) General research is that type ot research which is directed 

towards increase or knowledge in science. It is research where the primar.y aim ot 

the investigator is a fuller knowledge or understanding of the subject under stuqy, 

rather: than a practical application thereof. The allocable portion of 75% ot the 

allowable costs of a contractor• a independent general research (that which is not 

sponsored by a contract or grant or other al-rangement) shall be allowed in ·a11 

· cost type contracts under the following conditions: 

(a) The costs are equitably allocated. to all work o£ the con

tractor other than its independent general and related research. 

(b) The contractor agrees to divulge to the Government the 

purposes and results ·of such independent general research. 

(ii) Related reaearch is that t,ype o£ research which is directed 

toward practical application or science, and "development11 is the systematic use 

of scientific knowledge directed toward t~ production or useful materials, devices, 

methods, or processes, exclusive ot design, manufacturing, and production engineer-

. ing (See 15-204.20). The costs of a contractor's independent related research and 

development (that which is not sponsored b.Y a contract or grant or is not otherwi$e 

reimbursed to '8. contractor) may, it allocated on the basis o£ all production, be 

allowed as a cost under ~ cost type production contract if the research is re

lated to the contract product or product line. No portion or such research wUl be 

allowable under cost-type research and development contracts. 

c. · Ind.ependent. research projects wUl absorb their appropriate share of 

the indirect. expe.~es ot the department where the research work is performed. 

de Research and development costa, regardless or the nature, which were 

incurred 1~. accounting periods prior to the award ot a particular military contract, 

(including -.mounts capitalised and the cost of patents obtained) will not be 
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allocated:to that contract unless allowable as pre-contract costs (Paragraph 

. lS-204. 28 } •. 

l.$-204.3S: ROIALTY PAYMENTS. This item covers amounts paid or payable for the right 

to use patents. Where the use of such patent ie necessary tor the proper performance 

or the contract and v~ the Government does not alre~ have a license or other 

right to ,use such patents 1 the royal ties are allowable to the extent expressly 

provided .. for elsewhere in the contract or otherwise authorized. by' the contracting 

Gf'tioer. ·· 

1$-204.36· SERVICE AND INSTALLATION EXPENSES. This 1 tern includes the. costs of ser-

vicing the _product installation, and training personnel in the use, maintenance and 

operation. or the product. Such costs are allowable. 

1S-204a37 SEVERANCE PP:!. Severance pay, also commonly referred to as dismissal 

wages 1 is a payment in addition to regular salaries and wages 1 by contractors to 

workers whose employment is.being terminated. 

The cost or severance pay is allowable onlY to the extent that, in each 

case, it .is required by (1) law, (2) emplore~emplqyee agreements, .(3) established 

policy ·that constitutes, in effect, an implicit agreement on the contractor's part, 

or (4) the ci~cumstances ot the particular employment. 

For contract costing purposes severance pay is divided into two cate-

gories as follows·: 

a. Normal Turnover Severance Pay. The cost ot aeveranc1lt payments iJ 

allowable and must be allocated to all .clas sea ot work being performed in the 

contractor's plant at the time of pqment. However, where the contractor provides 

tor accrual of pay tor normal severances such method vUl be acceptable if the 

amount ot the accrual is reasonable in light e>t payments actually made tor normal 

severances over a representative past period. 

b. Maes Severance Pq. The cost ot abnormal or mass severance pay 

actually· made upon cessation ot work when there is no reasonable prospect ot 
I . 
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continuing employment on other work of the contractor is allowable. The amount 

·allowable shall be determined by assigning the total cost of actual mass severance 

payments to the entire period of employment with the contractor and equitab:q appor

~ioning such cost to a~ business of the contractor performed during that . period. 

A reservation in the final release of claims (See ASPR 7-203 .4) may be 

made in the case of completed cost-reimbursement type contracts when it is reason

'ble to assume that severanc~ pa.v allocable to the . CC?ntract will. be made in the 

,future. 

lS-204.38 SPECIAL TOOLING. The term "special tooling" means property ot such 

$pecialized nature that its use, without substantial modification ·or alteration, is 

+W-ted to the production of the particular supplies or to the perfonnance of the 

parti~ular services tor which acquired or furnished. It includes, but is not 

limited to, jigs, dies, fixtures, molds, patterns, special taps, sp~cial· gauges, 

~d special test equipment. The cost of special tooling, when acquired tor and 

~ts usefulness is limited to government contracts, is allowable and will be charged 

qirectly to the government contracts. When such special tooling is acquired it 

· shall be subject to the provisions ot the . contract clause set tortb in ASPR 13-$0.3 

e·ntitled1 "Government Property". 

15-204.J9 TAXES. Taxes are charges levied by a government unit. l'hey do not in-

elude fines and penalties except as otherwise provided herein • 

. a. In general, taxes (includitlg state and local income taxes) which the 

contractor is required to p~ and which are paid or accrued in accordance with 

generally accepted accounting principles are allowable, ex~ept tor (l) Federal 

income and excess profits taxes; (2) taxes in connection With financing, r~tinancing 

or refunding operations (see paragraph l$-204.16); (3) taxee from whic.h exemptions 

are available to the contractor directly or avaUable to the contractor based on 

m exemption afforded the Government; and (4) special assessments on land which 

represent 9apital improvements. 
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b. Taxes otherwise allowable unde~ a. above, b\lt which may be illegally 

or erroneously assessed may be allowed as a ·cost ot work performed, provided that 

the contractor, prior to payment ot such taxes, (l) prQmptly requests instructions 

from the contracting officer. concerning such taxes; ( 2) agrees to comply with such 

instructions; and (3) if so di~ected by the contracting officer also agrees to take 

all necessary action in cooperation' with and for the benefi'f!, or the Government, to 

detennine the legality of such assessment or, as the case may be, to secure a rerun 

of such taxes and any interest of penalties thereon. Interest and penalties incurr~ 

b,y a contractor by reason of the nonp~ent of a~ tax at the direction ot the· con-

tracting officer 1 shall be allQWable as a cost. Reasonable expenses· of &ey" pro

ceeding instituted b.Y the contractor at the direction of the contracting officer· 

to determine the legality of such an assessment or to secure a refund of such 

taxes, interest or penaltie$ for the benefit of the Government, shall also be 

allowable as costs. 

c. Any refund of taxes, penalties or interest thereon shall be credited 

to contract costs in the proportion in which contract costs absorbed the costs or 

taxes, interest or penalties. If at the time the refund is received b,y the con-

tractor, no defense contracts are being perforn1ed1 the amount otherwise to be 

credited to contract costs shall be paid directly to the Government. 

15-204.40 TRADE, BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITIES. 

a. Memberships. This item includes costs of membership in trade, busi

ness, technical· and professiopal organizations and such costs are allowable. 

b. Subscriptions. Thi~ item includes the cost or subscriptions to 

. trade, business, professional, or technical periodtcals. Such oosts·are allowable. 

c. Meetings and Conferences. Expenses representing the purchase of 

meals, transportation, rental or tacUities tor meetings, and costs incidental 

thereto, when the pri.Jnacy" purpose of the incurrenQe 9r such expenses is the dis- · 

seminatio~ ot technical infor.mation or the stimulation or production, are allowable. 
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i5-204.4J. TRAINING EXPENSES. 

a. Thi~ item includes the costs of preparing and maintaining a program 

of instruction designed to increase the over-all ef'f'ec~iveness of employees. In

cluded are the costs of' the director of training and staff, training materials 

and text books when .the ·training program is controlled by the contractor, BJ)d t-ui

tion, fees, training materials and text books when the training is in educational 

institutions. 

b, Such costs which are limited to on the job training are allowable 

when properly allocated. 

c. Costs of training in educational institutions are not allowable, 

except to the extent specifically provided in the contract. 

15-204.42 TRANSPORTATION EXPENSES. Transportation expenses include the cost of 

freight, express, cartage and postage relating either to goods purchased, in 

process, or delivered. 

When such costs can readily' be identified with the items involved, they· 

may be direct coated or ad4ed to the cost of such items. (See paragraph 1$·204.21) 

Where identification with the materials received cannot readily be made, inbound 

transportation expense may be charged to the appropriate indirect expense accounts, 

provided the contractor follows a consistent procedure in this respect. Outbound 

freight, if reimbursable under the terms or the contract, should be treated as 

direct charges.· · 

15-204.4.3 TRAVEL EXPENSES. This includes costs ot transportation, lodging, sub-

sistence and incidental expenses incurred b.y contractor personnel in a travel 

status while on official company business. 

a. Travel . expenses incurred in the nonnal course Qf over-all ~s

trati on of the business and applicable to the entire business are allowable when 

properlY ~located. 
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b. Travel expenses directly attributable to contract per£omance may 

, be charged to the contract in accordance with the principle ot direct cos tins• 

c. Subsistence and lodging including tips or similar incidental ex

penses may be reimbursed either on an actual or per diem buis. The basia selected 

should be consistentlY followed. 

d. . Entertainment expens.es are not allowable. 

e. Costs of personne~ movement of a special or mase nature are·allow

able only when authorized or approved in writtrig b,y the Contracting Officer. 
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7f~a-~ G 
TO: MR. -:J. 0 I 61 [\1\fC: HARD 

F' \ /) ---~-. ·. 
/ 
I 
i ~ 

l-~; ·.· 
Subject: · ASPR Case 53-44, Revision of Section >N · 

Contract Cost Principles 

I . 

In connection with ASBCA case No. 16445, ·Appeal of Control 
Data Corporation, I would like copies of _the following documents 
(in Case 53-44 file). · 

{a) 

(b) 

(c) 

(d) 

Subcommittee Memorandum to the ASPR Committee 
dated November 1, 1955 including attached draft. 

Editing Subcommittee Report of March. 9, 1Q56 
including attached draft. 

American Institute of Accountants letter to Honorable 
Thomas P. Pike, dated 30 June 1955 including attached 
memo of Mr. M. E. Peloubet. 

. l'"'f'\ I I ,,;,4 <#·r',J . 

Excerpt from Committee~tJrng of 14 August 1957 
which records the Committee closing of ASPR case 53-44 ~ 

\ At your preference the copies can be submitted to me or to the 
' ASBCA (Case No. 16445). . 

\ 
\ 

j 
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costing. There follOtfS a sta.f'f proposal on the Su.bje~t. 

( Depreciation Cost Interpretation 
! 

~ 

I. 

l$-602 Depreciation. 

1$-602.1 Bfi'ective Date arxl ApplicabUity. i'his cost interpretation· 

pertains .to paragraph l$-204{d) am applies to payments mde ·:ror 

depreciation incurred under· all existing and future contracts in which 

the contraetO:r 's taxable year ems after 31 December 1953. 

15-602o2 Interpretationo Aey or the deprecL,tion methods set .forth 

in and as limited by Section 167 of the Internal Revenue Code or 1954 

shall be recognized far contract cost purposes; provided, that depreci-.· 

ation is recorded ori that basis in the contractor's books of account. 

· ... _,.· . .. . ~~- .:: ··. . 
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PrtOPOSED rtEVISION OF 
ASPR SECTION XV 

CONTRACT COST PhiNCIPLES 

11 April 1955 

The following letter and enclosure has been transmitted 
fol"' comments to ten industrial associations representing 
a cross-section of Defense contract·ors. 

The Department of·Jefense has had under development for some time 
through the Armed Services Procurement Hegulation ~ommittee, certain re-
visions to Section XV of the rte~ulation applicable to cost-reimbursement 
type contracts. Drafts of the proposed revision to Part 2 thereof are 
enclosed for your consideration and comments. Part 1 will contain only 
introductor,y rather than substantive material. 

In the development of this draft serious effort has been made to 
amplify the. treatment of certain items of cost in the present Section rv, 
to minimize the need for departmental implementation, and to include more 
equitable coverage of additional items of cost incurred by contractors. 
In this revision each item of cost contains a definition, a statement as 
to the extent of allowability, unallowability, arid whether specific pro
visions must be made in the contract to make the item allowable •. 

"itle feel that this proposal has liberalized the treatment accorded 
certain controversial elements of cost and, in addition, has gone far in 
defining, delineating, and clarifying cost determinations under the Sec
tion in order to promote uniformity and minimize variations in its appli- · 
cation. \rlith respect to its application, or mis-application frequently 
complained of by indust~ff, the recent issuance of Department of Defense 
Instruction No. -410.5.ll specifically cancels an earlier Hunitions Board 
Instruction permitting use of these Gost Principles as a "working guide" 
by Contracting Officers in the negotiation of prices under fixed price 
type contracts; this Instruction together with the statement of appli
cability presently. contained in Part 1 of the.Section should do much to 
satisfy the objections of mis-application. 

It is requested that your co~~ents or concurrence with respect to 
this proposed revision be forwarded to this office on or before 2.3 Nay 1955. 
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S ·-~~TIOi'T "I."V SUBCCli,iiTTEE 

15-200 SCOPE OF ?ART. This part sets forth princi:.,les and standards for the 

determination and aJ.lowance o:f' costs in connecti...,n '"itl1 cost-j, .. eimbursement ty~~ 

contracts and cost-reimbursement ty·.,e subcontracts thereunder for .:.)rocurement 

of sup-)lies, services, and resez.rch ane. c~evelo::ment uor~~ ~·rit1-.. ·org2tnizations he.ving 

commercial type accounting systems. i{owever, this )art. does not a!'ply t':> con ... 

tracts for facilities, construction and architect-engineer serviC8S rel2ted to 

construction • 

.!.2=121: EASIC ?F.IriC!£L7..S AND STANDJ~tiDS. 

a. Comryositi~n of Tot~l Cost. The total cost of a cost-re~bursement 

type contr2 .. ct is the n~t sum of (i) the allo~·7e.ble direct costs, (ii) the pro

perly allocable portion of alloHs.ble indirect costs and (iii) apylic.:.ble .income 

and other credits. 

b. ~ctors l~fectinp; PJ.l2\·rability of Costs. The factors to be con

sidered in determining· the aJJ.o".-rabiJ.i ty of costs . include (i) reasonableness, 

(ii) a·.!:~licc-.tion of gen<2rally accepte6. c.ccounting :;rinci·;le~ and ~:ractices, 

(iii) e::ercise of good business jud5ment in incurrence cf cost, (iv) signifi-

c~.nt devia.ti ..,ns in the est~.blished practices of the contractor \-tl1ich substal'ltially · 

increr-~se tha ccntT-act costs, and (v) any· limitations as tc ty~i.Jes or amounts of 

cost i t~ms set f. orth in this Part 2 of Section :-:v or other\-rise i11cluded in the 

contrc:.ct. 

c. Crr.dits. The applic~ble ~::lortion of income end other credits, r~bates, 

allowances, anc~ e~.uivalent benefits accruing to the contractor and which are 

related to any a.llowed ·cost wi1J. be credited to the Government either as a 

reduction in contr-~ct cost or by e.. cas;.! r~!'und, as ap)ro~Jriate. 

d. Contr2.ctor 's Acc.,unt~ng S~rst~m. The req_ui:r:::.:.lents ·conccrnil'lg record 

keeping and c-.. J)rov:J. of thr contr~~ctor 's accounting ·;roceC:ures anel ·~r..::.ctices 

are set forth in the 1'R~cords Clause 1• (~ee ilSPR 7-203. 7). 
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15-202 D:r?J:CT C~~TS. Subject to the Jrovisions of · .. ,aragra;~h 15-201, allouable 

direct costs are those i tams of cost, or :.ggrege.te thsreof 1 ·vhich can be iden-

tified specific~,Jy vrith any objective, ser,.rice, :?rOgl'"~ o:"" ~)l'ojeet under the 

contract a::JC. ~e chargec.ble directly the··~eto. Major items of cost readily iden

tifiable t-rith the contract or with othsr worl: of the eontrc.ctor should be cha.rgecl 

directly thereto. Tl'lis princi~::le may often be a:,:J:;1ic~.: ~-e tt:) such elements of 

ex:,ense ~s freight, trC:.vel, connnunications, engineering services, etc., as ue!.l 

as the normal items of materials and ~roductive labor. Howev~r, when the con-. 

tractor is engaged in mixed producti~n, this principle must be applied consist-

ently to the costing of both defense and non-defense products or services, in 

order to produce eqt:.i table res1.8. ts. : .. 'hen the accounting ex:;ense or direct costing 

or minor items uould exceed the resuJ.ting benefits; individual items, otherwise 

allowable as direct costs, ma.:,r be treatsd as· indirect ex .. )enses. 

,!2-20'2.1 D:r:GCT NATERIAlS. The cost or diract mat~rials includes the cost ·Jr 

items purchaseG. .a supplied, m.anu:f' :.ctu:t:'ed or :r- abrie. t€d, t-rhicl~- enter dir-ectly 

into the enc1 ?roduct or -which are us.:d ·Jr cons\.1!lled c~irectly in co~'L'I'lection lrith 

furnishii1g such ···;reduct. 

,!i-202 .2 DIR.ZCT ~· The cost of direct labor includes salaried and uages 

specific~J.ly identifiable Hith and properly che;.rgeable directJ.y to the per-

fonnance of contract or other ~ ·ork of tile contractor. It ma·,,. also include 

other as~:ocie.ted costs such as payroll ta..~es and workmen's compe11sation insur-

ance, where it is the established ]rc.ctice of the contre.ctor to tree.t these 

items as a part of cir~ct.1abor costs. 

lS-202.3 QI!§R. DDECT COSTS. Uhere other items of cost are chBJ. .. ged 'directly 

to th9 contr..::ct consistent ,.~ith psrc..grc.ph 15-202 a.bo'Te, the eontr2.ctor mus.t 
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demonstrate that they are s:Jecifical 1 .y reJ.ated to the :;erformence of the con-

, tract. rben, however, items ordinarily chJ.rgeab1e as indirect costs are 

che.rgec~ to e. Government contr ... ot as diroet costs, the cost of similar items 

applic?:ble to other work of the contre.ctor must be eliminated from indirect 

costs allocated to the contract. 

15-202 ~IP~~CT COST§. 

{e.) Indi!'eet costs a::~e eX?e:..1ses which are incurreo. for conunon or joint 

objectives, a~e eccumulated for accounting l~oses by departmental activity 

or other logical cost grou.ping and are che.rged to the . contract and other l-rork 

of the contractor by a process of allocation. :&~ch. element thereof is subject 

to the· limitations of this ~art as to allo~~bility •. 

(b) No specific rules can be ste-.tes e.s to the method of allocation of 

indirect costs because the £t..ctual condition in ec-ch inst2.nce must be tc:.ken into 

account in determining the most suitable met."lod or mehtoc.s. The objective 

should be the selection of a method or ·method which will distribute the in

direct costs in a fair and equitable manner. The method used in connection 

with Government contracts must, in order to "l~e acceptable, conform with 

geners.lJ.y accepted accounting practices, be applied consistently, end. PI-oduce 

equitable results. Any signif'icc-..nt chz.nge, such as in the nature of the 

business, extent of subcontr£.cting, fixed asset improvement progr~s, the 

voluma of s2les, th~·voiume of ,roduction, manufacturing processes, or the 

products being ~'reduced, ·may require reconsider~.tion of the methods proeviously 

in use to determine whether they contin"Q.O to be equi tc .. ble. Further discussion 

r0lative to alloce .. tion of the individual categories of indirect costs vill be 

. f0und in the sub}?2.rc:graphs below. 
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Indir0ct manufac-

turing· and production exponses consist of costs vlhich arc neccssc.ry to the pro-

ductive j_Jrocess as a whol~- and arc not rcc:dily subject to treatment as direct 

costs in accordance vith paragraph 15-20~. Allocation of indirect. m[.;.nuf;;.--..cturing 

and production ·expsnsos on a time basis, such c.s diroet labor mnn-hours or 

. mc:.chine-hours, is a method vJhich goner:llly produces c.ccur~:.cy and equity. Other 

:.ccopt.:.ble lt.:-~ses 1 in E.ppropriate circumstt.nccs, incJ.ud~ direct labor dollars 

( oxclusi vo cf overtime premium) , units procG sscd and prime costs of units ~~ro-

ccsscd. In some inst<;..nces, it mc:r be nocasscrj" to dopartmont~lizc or ·establish 

cost conters in order to distribute cquit~.bly tho indirect costs. Tho factors 

to be c~nsidorod in determining the o:ctont of do)nrtmontc.lization or cstc..blish-

mont of cost c~ntors incluc~c v.::.ricty of :.)roducts, complc.:t:ity ·:>f ~~rocesses 

c:~nd rclcti vc labor o.nd f :.cili ty roquirorn.cnts for the v.:rious products. 

sist chiefly of engineering supervision, engineering administrc..tiYo Cirpcnso 

und engineering gcncrG.l SU1!Plies. These ~X::!cnscs <.1ri·SO out of cnginooring ::.ctivitios 

which include product design, to0l design, oxp::;rimoi'ltc.l d~volopmQnt, mnnu• 

f2~cturing and ::1roduction development, lr..ycut of production lin~s, dot~,r-

mino.ticn -,r mnchinc m:Jth:>ds mld rclc.toc~ blueprinting 2.nc. drd'ting. 

Indirect ·:)nginocring cxx;nscs shculd be a11oct.tcd to tho bcncfi tc:d 

acti~ritics, i.e., contract and otht:r wor~r of the contractor on tho bc.sis of 

direct engineering mcn-h:)urs expended, dir0ct Gngincoring labor dollo..rs 

(exclusive of overtime )rcmium), or oth(~,r oquitc.blo bo::sis. Direct costs of 

ongincoring c.ctivitios sh~:'uld be chc..rg.:..d directly t::> the b~nofitcd 6ctivitios ~ 

1. c., contrc-,ct end cthc..:r work Ctf the· contractor in accord.:~nco ,_,;i th p;;.r2.grpcll 

15-202. 
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15-203.} SELLING AND DISTRIBUTION EXPENSE~. The expenses in this group consist 

of items which represent the cost of marketing the contractor's products and 

include sales promotion; advertising,_ distribution costs and other related 

items. Generally 1 such expenses ar~ not considered to be aU<n>~able a.s a charge 

to Government cost-reimbursement.type contracts for the reason that marketing, 

in the ordinary commercial sense,. is not. necessary for doing business with the 

Government. However, dependent upon a reasonable demonstration of benefits to 

Government contracts and subject to th~ other provisions of this part, there 

may be an allocation to government work of those expenses in this categor.y which 

consist of tec~~ical,. consulting and such other beneficial services (including 

related supervision and clerical expenses) which are for purposes such as ap-

plication and adaptation of the contractor's pr.oduets rather than pure selling. 

Such costs should first be allocated between the contractor's co~nercial line 

and its Government contracts. The amount .allocated to the latter should then 

be charged-to the individual contracts on any equitable basis. Because of the 

special problems that arise in this area, it is usually desirable for.the con-

tractor to identify in its records by means of sub-accounts or otherwise, the 

items of these expenses considered properly allocable to Government contracts. 

15-203.4 G:SNERAL AND ADrUNISTRATIVE EXPB!~SES. General and administrative ex-

penses consist of costs incurred in the over-all management, supervisio~ anci con-

duct of the business •. Any recognized method of allocating general and adminis

. trative expense is acceptable provided equitable results are thereby obtained. 

Some of the factors that should receive consideration in determining whether 

the resUlts are equitable are (i) the cost pattern of the uovernment contracts 

(that is, the percentage of the total cost of the contract, exclusive of general 

and administrative expenses, represented by each of the several cost components 

thereof) in relation to the cost pattern for the plant or activity as a whole, 

and (ii) the ultimate objective of distribution of these expenses in approximate 

ratio to the general and administrative effort involved in the two categories 
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sf work. In addition, consideration should be g~ven to any significant varia-

tions of inventories between accounting periods, variations in the ratio of 

contract inventor,y levels to all other inventor,y levels, and a~ other rele-

vant factors such as those mentioned in paragraph 15·203(b}. 

15-203.5 BASE P~~IOD FOR ~~OCATION OF INDIRECT EXPENSES. The base period for 

allocation of indirect expenses should approximate the period of contract per

formance or should be representative of that period. The base period should 

be sufficiently long t·o avoid inequities in the allocation of costs. 

1$-204 AP?LICATIONS OF BASIC CuST PRINCIPLES At~D STANDARDS TO SELECTED ITE}lS 

OF COST. This paragraph states, in some detail, applications of the ba~ic cost 

principles and standards set forth in the preceding paragraphs of this part to 

certain selected items of cost •. The statements herein apply irrespective of 

whether the p~rticular item of cost is treated qy the contractor as direct 

cost or as indirect cost. Failure to mention ~ particular item of cost 

herein is not intended to imply that it is either allowable.or unallowable.· 

;.Jith respect to those i terns not specifically. covered, detennination as to 

allowability will be made in the li5ht of the basic principles and standards 

and, where appropriate,.the.treatment of similar or related items in t~s Part. 

All of the subparagraphs below are subject to the basic principles and stan

dards set out in paragraph 15-201. 

15-204.1 ADVERTISING. Advertising expenses include the costs of advertising 

media ~d corollary administrative expenses •. Advertising media include maga

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

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

free goods and s~aples, and sales literature. 

a. The following advertising costs only are allowable: 

{1) advertising in trade and technical journals, provided such 

advertising does not offer specific products or services 
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for sale but is placed for the purpose of offering finan

cial support to journals which are valuable for the 

dissemination of technical information within the con-

tractor's industr.y. 

(2) Help wanted advertising, as set forth in paragraph. 15-204.33. 

15-204.2 BAD DEBTS. Bad debt expenses consist of losses (whether actual or 

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

include collection expenses and related legal expenses. These costs are un-

allowable. 

15-204.3 BIDDING EXPENSE. Bidding expenses are the costs of preparing bid 

estimates on potential contracts or projects, including the development of en-

gineering and cost data necessary to support the contractor's price proposal or 

estimated cost of work performance. Bidding expenses of the current accounting 

period of both successful and unsuccessful bids normally will be treated as in

direct expenses and allocated currently to all business of the contractor, in 

which event no bidding expenses of past accounting periods will be chargeable 

to the Government contract •.. However, the contractor's estnblished prac.tice may 

be to treat bidding expenses by sol~lC other rccognj_zctl r~i.Othod. Regardless of 

tJ1c. method usc~ the rcsul ts obt~incd m~y be accepted only if found to be • 

·rtnrs.oriablc and equitable. 

15-204.4 CAFETERIAS, DINI!~G ROOHS, AND OTHim FOOD SERVICES. This class of 

expenses consists .of cost, less revenue, of operating or furnishing facilities 

for cafeterias, dining rooms, sales stores, canteens, lunch wagons, vending 

machines~ or other types of services for contractors employees at the contrac-

tor's facilities. Profits accruing to the contractor from the operation from 

these services whether operated by the contractor or by a concessionaire, will 

be treated as a credit to costs of all production within the contractor's 
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plant in which the services are furnished, except for services from which the 

profits are ll1revocab~ set over to an empl~tee welfare organization of the 

contractor in amounts reasonably useful for the benefit of the employees at the 

bid location. heasonable losses from operation from such services are allowable 

when it is determined that the contractor is intending to operate such services 

at no loss or profit. The 6 ains or losses .from these services must be appro-

.Priately allocated to all activities benefited including Government contracts. 

vfuen such services are intentionally furnished at a loss to the contr'actor, 

losses on such operation will not be all~~ed as a cost, unless authorized b,y 

special contract provision. 

15-204 • .5 CIVIL DEFENSE. Civil defense costs are those incurred in the planning. 

for· and the protection of life and property against the possible effects of 

enemy attack. These costs are generally incurred pursuant to plans developed 

by local and state civil defense authorities. ~amples of civil defense costs 

include cost in excess of normal plant protection expenses and may consist of 

first-aid training and supplies, fire fighting training and equipment, posting 

of additional exit notices and directions n.nd other approved civil dGfense 

measures. rteasonable costs of civil defense mensures undertaken on the con-

tractor's pr~mises pursuant ·to sug6estions or requirements of civil defense 

authorities aro allowable when allocated to all work of the contractor. In the. 

case of cnpital assets, acquired for civil defense purposes the costs thereof 

will be depreciated over a reasonable number of years in coni'ormit,r with gcn

er~lly accepted accounting principles. Except as specifically provided in the 

contract contributions to local civil defense funds or projects not on the 

contractor's premises are unallowable. 

15-204.6 CONPENSATION FOR PERSONAL SERVICES. 

a. This item includes· salaries, wages, deferred·compensation and 

fringe b7nefits for services rendered to the contractor by employees as well 
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as fe-2s pc-.id to directors and conun:i ttee members. Subject to specific· limi ta ... 

'tions set forth hereunder; such costs are allowable when th~ total compensation 

is reasonable in light of the services rendered. 

· b. Generally, the amount of compensation established by the contrac-

tor 't-Iill be considered commensurate with the services .rendered. However, com-

pens.~tion of individuals such as corporate officials, directors, executives, 

department heads, partners and sole proprietors may be subject to special con-

sideration and limitation as to allowability for contract cost purposes where 

amounts appear excessive. Some situations which may give rise to excessive 

compensation are where (i) the individual or member of his immediate family 

owns or is committed to acquire a substantial financial interest in the con-

tractor's organization; or (ii) ownership of the contractor is limited to a 

small cohesive group; or (iii) the volume of Government contracts when related 
'• 

to the contractor 1 s total business is such as to influence the amount of com-

pensation. 

c. The cost of options to purchase stock of the contractor corpora

tion granted to employees is not allowable ·as an. item of cost. 

d. Bonuses to employees, such as production incentives and sugges

tion or safety awards, represent a part of their total compensation and are 

allowable when appropriately allocated, if they are: 

(l) Paid pUrsuant to an arms length agreement between the con-

tractor and the employees before the services are rendered or pursuant to an 

established plan consistently f ollovted by the contractor which constitutes, in 

effect an implicit agreement on the part of the contractor. 

(2) Reasonable in amount. 

(3) Paid for current services actually rendered by employees. 

(4) Available to all employees of the contractor or to all 

employ~es within a group or salary classification which is not unreasonably 
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restricted. 

(5) Allowable as an ordinary or necessary business expense for 

tax purposes. 

(6) Not restricted to. officer or other employee stockholders or 

are not distributed on the basis of stockholdings. 

(7) Total employee compensation is reasonable in amoUnt for 

such services. 

e. Profit sharing plans. 

(1) As used herein profit sharing is construed to be any plan 

(immediate or deferred-regardless of method of payment or participation) which 

includes, in whole or in part, a formal sharing of profits or is in any manner 

measured by dependent upon or contingent upon profit. 

(2) ~xcept as provided in (3) below, the cost of profit-shari~g 

plans shall be allowable under the following conditions: 

(i) Compensation paJable under immediate distribution plans 

is allm-rable subject to the criteria set forth in subparagraph d •. above and 

g. below. 

(ii) Employer contributions under deferred distribution profit-

·sharing plans, to be allowable costs, must meet all pertinent conditions set 

forth under subparagraph d. above and g. below and, if subject to Internal 

Revenue Service consideration, must have their approval. The carry-over pro- · 

visions of the regulations of Internal ftevenue Service with respect to contri-

butions under qualified deferred distribution profit-sharing plans shall not be 

recognized for Government contract cost determination purposes~ Forfeitures 

of non-vested benefits under a profit-sharing plan will be treated in accordance 

'tvith the principles stated in paragraph 15-204.27(f). 
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(3) Unless otherwise provided by special contract provision, the 

cost of profit-sharing plans shall not be allowable in the following situa-

tions: 

(i) The business of the contractor at the time of entering 

into the contract is less than 75% with non-'-'ovcrrunental customers, taking 

into account the amount of the contract in question. 

f. Stock bonus plans. Stock bonuses which are not disallowed by 

the provisions. of sUbparagraph e. above are acceptable as a form of compensa-

tion, and the costs thereof are allowable subject to all conditions pertinent 

under sub-paragraph d. above and g. below and meet the following requirements: 

(l) The valuation placed on the stock for the purpose of cal-

culating $UCh cost must be computed on a sound basis. 

(2) In the case of ur~isted stock having no current market, 

the contractor must demonstrate the values ascribed thereto are fair and · 

reasonable. 

(3) Bonuses paid in thu form of previously unissued stock of 

an affiliate will not ordinari~ be allowed unless it can be demonstrated 

that there exists a bona fide arms-length agreement and the values ascribed 

to such stock are fair and reasonable. 

(4) Claims for accruals of compensation under a stock bonus 

arrangement prior to acquisition of stock by employees will not be allowable 

lliLless arrangements are made for appropriate credit adjustment of costs in 

.the event such stock is not• acquired by employees. 

g •. For the purpose of determination of reasonableness, the employer 

contribution under profit sharing plans and stock bonus plans shall not ex-

ceed, in the· aggregate for each participating employee, 157; of the totnl basic 

compensation paid or accrued to such employees in the ye~r under consideration. 
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. h. The determination of allowability of the cost of pension and re• 

tircmc;nt -plans, trninine:; expense, overtime, extra pay and multi-shift premiums 

and other fringe benefits will be in accordance with paragraphs 15-204.27, 

15-204.43~ 15-204.25, _and 15-204.14 respectively. Any form o~ compensation to 

an employee not specifically mentioned in this part 2, in addition to those set I 

forth in this paragraph, will be given consideration as a part of total compenMtion~ ~ 
15-204.7 CONTINGENCIES. This type of charge results from the creation and main-

tenance of reserves to provide for an event whose occurrence cannot be foretold 

with certainty as to time, L~tensity or even an assurance of its happening. 

These costs are not allowable. (For self-insurance programs see paragraph 

15-204.16). 

15-204.8 CONTRIBUTIONS AND DONATIONS. Contributions and donations to estab-

. lished nonprofit charitable scientific nnd educational organizations are allow-

able provided that such_costs are reasonable and are properly allocated to all 

work. 

The propriety of the amount of particulnr contributions and donations 

and the. aggregate thereof for each fiscal period must be judged ordinar~lY in 

light of the pattern of past contributions, particularly those made prior to 
' 

the placing of Government contracts. The amount of each allowable contribution 

must be deductible for purposes of Federal income tax, but the faductibility 

of the contribution for income tax purposes does not in itself justify its 

allowability as ~ contract cost. 

15-204.9 DEPRECIATION. . 

a. Depreciation as described herein is a charge to current cperations 

. intended to distribute the cost of tangible capital assets, less estimated 

residual value, over their estimated useful life in a systematic and logical 

manner. It involves a process of Ql,location, not of valuation. ·•Jseful life 

has reference to the-prospective period of economic usefulness in the particular 
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c'ontro.ctor 1 s operations as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 

facilities is an allowable element of contract cost, provided the amount thereof 

is based upon original acquisition cost. Depreciation will be accounted for by 

consistent application to the asset(s} concerned of any generally accepted 

accounting principles and should usually be allocated to the contract and other 

work as an indirect cost. The amount of depreciation charged in any accounting 

period may vary with volume of production or. use of multishift operations, pro-

vided the method followed is consistent with basic objecti~es set forth in 

subparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 

allovred except on such facilities as are reason~bly neces·sary for contract p8r-

formance standby purposes. 

d. Unl0ss otherwise provided in the contract, no use charge will be 

allowed on assets still in use which have been, in accordance with the con-

tractor's consistent accounting practice, fully depreciated on the contractor's 

books of account. 

e. ~Jhere the contractor has applied for and received a determination 

of "true depreciation" from an Emergency Facilities Board covering emergency 

facilities acquired under certificates of necessity, the amounts so determined 

for "true depreciation" over the emergency period (5 years) will be recognized 

in lieu of normal depreciation. After the expiration of the emergen~J period 

for the facilities concerned where a determination of "true depreciation" has 

been made, the remaining undcpreciated portion of the cost of such facility will 

be depreciated over its remaining useful life and will be the only amount recog

nized as allowable cost, subject to paragraph 15-204.12. The contractor may 

8lect to use normal depreciation rather than the "true depreciation" as deter-

mined by the Emergency FacUities Board. Hot-rever, the method chosen after such 

determiiJc.tion of "true depreciation" must be followed consistently throughout 
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the l{fc. of the emergency facilities, 

15-2J4.10 EMPLOYEE MO~i.ALE, HEAL_TH AI~ .WELFARE. Included in this category ~re 

expenses of health and welfare activities incurred for the improvement of 

working conditions and the improvement of emplo.yer-employee relations and 

empl~Jee performance, Examples of these activities are house publications, 

health or first-aid ·clinics, and employee counselling services. These costs 

are allowable when incurred in accordance with the contractor's established 

practice or· custom in the industr,y or area and are reasonable and equitably 

allocated to all classes of work performed in the contractor's plant •. Income 

generated from anY of these activities will be credited to the costs thereof. 

15-20L..ll ENTERTAINMENT EXPENSE. This item includes the cost of amusement, 

diversion, social activities and incidental costs relating thereto, such as 

meals, lodging, rentals, transportation and gratuities. These costs are 

unallowable. 

15-204.12 EXCESS FACILITIES. This item includes the cost of maintaining and 

housing idle and excess facilities, except those reas·:>nably necessary for 

contract performance standby purposes. These costs are unallowable. The 

costs of. additional plant capacity reserved for defense· production shall be 

the subject o! a separate contract. 

15-204.1.3 FINES AND PENALTIES. Included in this item are those costs resulting 

from violations or, or failure o! the contractor to comply with, local, state 

and Federal· laws and regulations. These expenses are not allm-Table except 

~1hen incurred as a. result of compliance with specific provisions of the contract 

or instructions in writing from the contracting officer.~ 

15-20L..l4 FRL".JGE BENEFITS. Fringe benefits are allowances and services pro

vided by. the contractor to its employees ·as compensation in addition to regular 

wages and salaries. 
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a. · The determination as to the all01iJability of the cost of 

pension and retirement plans, profit sharing a~1d other bonuses 1 and severance 

pay will be in accordance with sub-paragraphs 15-204.271 1~204.6 and 15-204.38, 

respectively. 

b. The cost of other fringe benefits such as pay for vacations, 

holidays, sick leave, military leave and en.1ployee insurance (but see aub-

paragraph 204.16e) is allow::•ble to the extent rec1uired b;. lal'J1 employe!'-

employee agreement 1 or established policy of t!·!e contr.::.ctor that constitutes, 

in eff~ct, an implicit _agreement on the contractor's part~ 

15-294.15 ,!lii'II~-1 I·rl00UCTIOl·~ COS'i'S. Initial ·production costs, kno'!-m also 

as "startin2-load costs" 1 are non-continuing costs that arise in early stat_:es 

of production because of the contr&ctor 1s lack of experience with particular 

ruate1·ials, hi.anufucturing processes or tecLnic~ues involved. Such costs ma.y 

co:usist of ·excessive materis..l costs resulting from a bnorn:al scrap los. es 1 

excessive direct labor costs ar:d related overhead resulting from-idle time 

due to testing ar.d chai··.ge in production methods, cost of training employees, 

and excessive defective work ou.e to inexperienced labor. 

>:hile initial production costs a.re allovlable, the contractor 'Vdil 

be expected to ·,·,ork actively to r::.inimize· or ~lim:inate them as rapidly as 

possible. In cases l'Jhere tbese costs continue to an un\varranted extent after 

t··~e contractor has been D.llov.ed reasonable time to learn to make the product 

efficientljr, the excessive costs \tJill be subject to disallowance. 

!.2=_204 .16 

a. Included unO.er this item are (1) those t~ypes of insurance which 

the contractor is required to carry under the terms of ti":e contract, or by 



.. . ; 
l-'"16 

specific instruction of the contracting officer or his autnorized repre

sentative, and (2) any other insurance for which the contractor seeks 

reimburser~1.ent under t:1e contract. The kinds o£ ins~ance ordinarily 

included in the first category are set out in .:~S:r?R 10..501. 

b. Costs of Government required insurance are allowable within 

the lirnitc1tions as to the extent of coverage and premium ra.tes approved by 

the Government. Costs of other insurc:.nce, except that applicable to Govern~ 

ment-o~·!ned proJ:erty, are allo\':able provided (1). the insurance has been approved 

by the !1.ilitary department conce.i.'·ned or (2) in the absence of such approva.l 

requirement, the types of coverage, extent of coverage, and rates are 

reasonable under the circumstances. Costs alloHed for use and occupancy 

insurance~ hov.iever1 will in principle be limited so as to exclt.de coverage of 

profit, interest, fede~al income taxes, and any other items of expense 

unallo"'?able under this part. 

e. The costs of insurance or any reserve covering the risk 

of loss of or d~mage to GovernJent-o·l\ned property are 110t allm..-able except 

LO the extent thet the Government may have requi~ed the contractor to carry 

such insurance. 

d. The costs of a s·elf insurance progr::1n are allo'lt:able provided 

the program has been apr .. roved by the iiilitary Departments concerned. .-~.ctual 

losses sust~ined un6.er ·9ch a self-insurance progrsm are. not allowable. 

e. The costs of insurance on the lives of officers, partners or 

proprietors,·are not allowable except ~ere such insurance is part of an 

employee plan 1-1hich is not unduly restricted. 

r~ Losses resulting from f.ailure to insure (through ~elf insurance 

or otherwise) a&ainst a contingent loss or da~age, Where a reasonably prQdert 
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business organization v:ould have insured against such loss or dane~-;~, 

are not allo\'Jable. 

gt· Cost of indemnification will. be allo\o!able only to the 

extent expressly provided for in the contract. 
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15-g04.17 ~;sr -~_.D (d.T~i ... a FIF.!".rCI·-L. : .. :l1 .. ;lr,s:s. This item includes 

interest paid or accrued (regardless of the nature of the obligation \'Ihich 

gives rise to the interest cost), bo!1d discount and expenses, and the cost 

of financing and refinancing ope rations as \'I ell as legal and professional 

fees ~aid in connection ~ith~e preparation of a·prospectus, cost of 

prepa:cation and issuance of stock rights and expenses rela.ted thereto. (See 

also 15-204.24). 'These costs are unallol'Iable except for interest assessed 

by State or locc.l taxing authorities under the conditions set ·forth in 

subparagra?h 15-204.40. 

15-204.~8 4;8C·T~ =t~L.{£Iu!~S. _. 'Ihis item coveYs expe~1ses incurred in n:aintain-

ing satisfacto~J relations betv.Jeen the contractor and his employees. It 

includes the cost of shop stewards, labor management committees, employee 

publications and other related activities. Costs incurred for these purposes 

are allowable. 

15-204.~9 L03S:S ON ~THZR CO! TR.r~CTS. This item covers any excess of costs 

over income under any and all other contracts, lt!hether such other contracts 

are of a supply, research and development or other nature. Costs of this 

nature are not allovJable as a cost of performance of t~1e Government contract. 

nece$sary for the upkeep of property 'ttJhich neither adds to the peril'l.anent 

value of·the property nor appreciably prolongs its intended life but keeps 

it in its efficient operating condition, These costs are allovJable. Expendi-

ture~ for plant_ and eq~pment which, according to generally accepted accounting 
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principles, should be capitalized and subjected to depreciation will be 

alloua!Jle only on a depreciation basis. Cost of rnatntenance and repairs 

· of excess facilities and of idle facilities (other than reasonable standby 

facilities) are not allowable. 

b. Deferred maintenance -is defined as mainte~nce ani repairs 

which for some reason such as abnormal operating conditions or lack of fur.ds, 

is <ielayeti to a future period. The cost of maintenance and repairs which 

bas been deferred from a period prior to the contract is not allowable unless 

specifically provided for in the contract. LikeH··ise, the estimated cost of 

maintenance and repairs normally required but not accomplished during the 

period of the contract 'tdll not be allo"t~ed as a cost ~"lless specifically 

provided for in the contract. 

l5-204.2l HANUFACI''lJRING AND PRODUCTION ENGINEERING. ~Ianufacturing and 

production engineering .includes the cost of engineering activities in 

cor,_,1ection uith (1) current manufacturing processes 'such as motion and time 

study, methods analysis, job analysis, and tool design and improvement arrl 

(2) current production problems, such as materials analysis for production 

suitability and component design for purposes of simplifying production. 

These costs are allouable. · For purposes of distribution, such costs should 

ordinarily be divided illto tuo categories: ( i) those Hhich directly benefit 

a contract, a project, or a product~line and (ii) those expenses which are 

not subject to direct costing. Items in category (i) should be charged 

directly to the contract or project or allocated to the products in the 

product line. Costs in category ( ii) should be allocated to all benefited 

work. 
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a. This item includes the net costs or such items as raw 

mater·ials 1 parts, ·sub-assemblies, components, and manufacturing sup>lies 1 

t-:hether purchas·2d outside or manufactured by the contractor, and may include 

such collatera.l i ten1s as inbound transportation and intransit insurance. 

·J.'hese costs are allo\"iable subject 1 however, to the provisions of subparagraphs 

b. Costs of materials and supplies shall be suitably adjusted for 

2.pplicc.ble portions of incou1e and other credits. Such income and other 

credits ir:clud.e tra.de discounts, refunds 1 rebates and allowances. Cash· dis-

. counts avaiL:ble, and credits for scrap and salvage and r1;aterials returned 

to· vendors. Hol:ever, \';here the contractor can dereo~1strate that failure to 

take c&sh discounts was due to circumstances beyond his control, such lost 

discounts \'Jill be allowed. 

c. .. .hen l;~aterials are purchased specifically for and identifiable 

solely -,.i tb perfonnance under a cent ract 1 the actual purcr·~a.se cost thereof 

shoul~ be charged to the contract. 

·d. If materials are issued !rom stock, any' ge:1erally recognized 

method of )ricing such materials . will be aecept~.ble, provided the n;ethod is 

consistently applied and tLe results obtained are equitable. ·iJhere materia.ls 

in stock at the car:mencement date of the contract have a prova.ble replaeen:ent 

. cost significantly higher than book cost, the contractor and the Government 

may, by eontract provision, agree upon the use of a ~ethod of pricing based 

upon t~·.e fc..ir value of the materials as ..t the date of the contract 1 but 

not in excess of replacement· cost dn such date. Such agreeffient should 
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include identification of the. types or kin~s of tlaterials involved and 

should be made at the time the contract is eA.1tered into and provided for 

therein. 

e. Reasonable·ch~rges arising from difference between periodic 

.physical inventory quantities and related material control records will·be 

included in arriving at the cost of materials, provided that such charges 

(i) do not include "~Tite-dol'tns" of values, and (ii) relate to the period 

of performance of the contract~ .. u.l credits arising from differences bet't·reen 

p~,riodic physical inventory quantities and related n1ate·. ial control records 

shall be t.:.:ken into account. 

f. Urdinarily sales or transfers of materials and supplies 

betvJeen plai1ts 1 divisions, or organizations 1 under a corr.r:on contro:L., shall 

be stated on the basis of cost to the transferor. In the cese of any item 

regularly EanufE.ctured a.nd sold by any such transferor tltrough COl'l1L~ercial 

channels a departure from this cost basis is permissible 1 provi C.ed thcl.~:!· 

the price ch~·ged to the contract does not eY~e3d the lo'Ner of (i) the 

trc.nsferor' s sales price to its most favored customer for the same item. 

in like quantity, or (ii) the prices of other sup~:'liers for the same or 

subst2ntially similar items. 

1.2-:~~4.23 ORGANIZATION EXEENSE},_ 'lhis item consists of expenditures in 

connection '{.·.Ji th organization or reorganization of a business. :Cxanples 

of such costs a.re incorporation tee, attorneys fee, fees to promoters and 

org<i-:nizers and costs of r~is:ing capital~ 'J.hese costs are unallowable. (See 

par·~6rD ph 15-204 ;.17) • 
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Included in this item are such 

recurring expenses as registry and transfer charges resulting from 

Ch~ges in O"·mers~p Of securitieS iSSUed by the COntrQCtor 1 COSt of 

153.. 

shareholders' meetings 1 proxy solicitations 1 preparation and publication 

of annue.l reports to s~~areholders 1 preparation and submission of required 

reports and forms to taxin;;~. and other regulatory bodies and incidental 

costs of directors and co~ttee rt~etings. The above and similar costs are 

allov·able "Jhen incurred in reasonable amounts in accordance with the contractor's 

established practices and are allocated on an e~uitable basis to all classes 

of ":ork. 

15-20'1· ,... 5 ov-~~TI. -· .. -,T ·n P Y s·'IFm ·o 0 TI · ·~'l'"'"T I·.~--- IU. S 
"'.!it_ JL -~-.~-~~··• -· b_ . .l.....::.:... ~-._.!..I. -~-J.i '.o.I...:.J.~· This item 

consists of the premium portion of overtime and shift payments to employees. 

Such premiums may be classified as either direct or indirect labor costs, but 

tte amount of overtime pretrium should be separately identified. ·.hen direct 

labor cost is t~ie base for distribution of overhead, overtime premiums shall 

not be included therein. Cost of overtime and shift premiums are allowable 

only to the extent expressly provided for in t11e contract or ·other,'lfise author-

ized by the Government. See . .SP:fi. 12-102 .for further information concerning the 

polic:r regsrding such authorization. 'J.he amount of overtime ar:d shift premium 

cost charged on Government contracts sLall be equitable in relation to the 

~Jount of such costs cha~ged on non-Government work being concurrently per-

formed in the contractor's plant and the factors '\'Jhich necessitate the 

incurrence of the cost, 

Included in this item are amortization of the cost 

of purchased patents and all costs leading to the issuance of patents, as \'Jell 

as the cost of infringement i11vestigation and litigation. ;unortization of the 

cost of purchased patents applicable to contract products or processes is 

alloHable. The cost of preparing disclosures as rec~uired by the contract and 
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of,preparing assignment and other papers in connection·with the filing of a 

patent applic.3.tion fQr. the ~.overnment·, and· ney expenses .incident .. to patents in

curred upon the written authorization of. the contrncting officer, are allowable. 

All other patent expenses and charges for the use 9£ patents where the Government 

has n license or the right to free use thereof, ~e unallowable •.. The cost o! 

research and development work leading,.to pntents is trented in· subpar~graph 

15-204.35. 

15-204.27 PENSION AND RETIREMENT.PLANS •. 

a. A pension plan ~s-~sed~herein is. a plan. which. is established and: 

maintained by a contractor primari~ to provide systematically for the payment· 

of definitely determinable benefits-to his -employees over a period of years, .. 

usually for life,. after retirement· •. Such a plan may include disability, with-· 

drawal, insurance or survivorship benefits incidental and directly relcted to 

the pension benefits •.. Such .benefits- generally are me:1sured by, and based on, 

such factors as years of service and compensa'W.on received by the employees. 

The determination of. the amount of pGnsion. benefi~s and the-contributions to 

.provide such benefits are not dependent upon profits. Benefits are not definite-

ly determinable if funds arising from forfeitures on termination of service or 

other reason may ·be used t.o provide ·increased benefits for the remaining par

ticipants instead of being used to· reduce the amount of contributions by the 

employer. A plan designed.to provide benefits for -employees.or their benefi-

ciaries to be paid upon retirement or over a period of years after retirement· 

will be considered ·a pension plan, if, under the plan,. either the benefits pay.-. 

able to the employee or the required· contributions.by the contractor can be 

determined actuarially. 

b. Pension. and retirement plans which are subject to the approval 

of the Internal ~evenue Service must have been so approved prior ·to consideration 

by the Hilitar.Y Department; however,. approval of the plan by the Internal .rtevenue 

Service does not necessarily assure the allowance of· the costs of such plan b.Y. 

the l1ilit~~~ Department. Consideration of the pla~~ will.be the responsibility 
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of the Department to which audit cognizance is assigned and the subsequent action 

taken by that· Department will generally be accepted by the other Departments. 

In cases where the Internal rlevenue Service withdraws approval of a plan, 

amounts allocated to contract costs will be withdrawn according~. Where pen

sion and retirement plans of non-profit or other tax-exempt orgnnizations are 

not required to be reviewed and approved by the Internal Revenue Service, it will 

be the responsibility of the Department to which audit cognizance ·.is assigned to 

give consideration to the acceptability of such plans. 

c. The costs or acceptable pension and retircll'alt plans, which are 

properly deductible from taxable income are allmrable except as otherwise deter

mined unallm~nblc under this paragraph. The cost of retirement plans, which are 

based on profit sharing, shall be subject to p~rngraph 15-204.6e. Costs of 

acceptable pension and retirement plans established by nonprofit or other iHlX~ 

exempt organizations are also allowable except as otherwise determined under 

this paragraph. 

d. Pension e.nd retirement costs c·.Jnstitute a part of the total com

pensation bf a contractor to the individuals covered by the plan, and accordingly, 

are subject to the provisions of this section with respect to reasonableness of 

the total compensation paid to the individual for the services rendered. 

(See 15···204t.6) 

e. The amount of the contribution subject to allocation as a contract 

cost will be limited to the inaxi.i·num amount required to fU-TJ.1 an approved plan, 

. or the amount ar;t'..lally co!l t.ributed, during the taxable year·) wb.i c:haver is the 

lesser. Th; car.7ove~ prmrisions of the Internal Reven1Je C'o.}~ td.th respeot to 

contributions .L.....,:J.s~.- penr-;ior:t and retirement p16!1~ sht-l.ll:- not be rer.ognized for the 

purpm:a of determining allowable pension and retirement co~ts U..Tlder Government 

contr~ctso 

.f. Crcdite whieh arise under pension plans from various s·.Jurces, such 

as dividends and cancellation of employee benefits which have not vested at the 
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tmc :>f ·tcrr:~ination r>f their employment, :-:rust be taken into acc:>unt in ~-n 

cquiteiblc r:1anncr in the detennin~ti"n of tho allowable pension and rotirc::1cnt 

contributi~n. Special provision f:>r tl1ese credits is usuc.lly necossa_r:r :::hen 

tho c~ntract:>r 1 s 'Jrganizati"n has substanti~lly expanded for the perf:>naancc of 

mili taij .. c:>ntracts and there is a reasonable expectation the.t the cnploy1~ent of 

a largo nmtbcr ,r tho additional employees ~till be terminated upon curtailaont 

of militar:r Trork. Under these circumstances, it i7ill be eA1Jected that en 

arr=mgo:nont till be made vrhich will re sul·~ 1 as naarly 2.s m2.y be practiceble, in 

thc·G.,itorn:1cnt 1s receiving tho benefit ':Jf these credits to tho same c'~cnt e.s 

it orig5.~1r'.ll3r ~Jarticip2.tcd in the related c:>sts. There arc tYfO general r.1cthods 

!-!hich I!l~.y be usee:, individually or in c:>;:t'bi~'!~.tion, in m~king suet~ ~r~.n&;c1:1cnts: 

(1) A lump smn ~r ?Crcontagc disc:>unt of current ~ension costs 

negotiated. ~:1c~ e.grccd uyon in advance. Dcterninat:i_on ~f such allowc.nco generally 

is not e.n actu~rial pr6blcm involvi~g a cc-.lcul2.ti~n based upon kno~·:n !~t:>rs, 

but r~.thcr is an attempt to roach a negotiated agreement as to vc-.rious unccrtc.in 

~r v~.ri~blo f~ctors in a complex situation. 

(2) A retr.,specti,tc determination at some time in the futuro ·\·rhen 

a. more acctU"c::.to estimate c~n be made by virtt~c 0f OA-pericncc 'trJhich may hB.vo 

developed. 'th1til such determination, current costs, i'rhich should he net "Jf 

current credits r.w.y be all,wed provided an ~)l=>ropriate contractual agrecncnt can 

be rec-.chcd ~-;:~ich reserves t~1c Government t s right to future credits. 

[~. The costs of lump sum lJU.rcl1ases · of ~'-i1nui tics :>r of lm::p S"l.1.!!1 cc:;sh 

ptymcnts :>r )cri::>dic CE'.~h pt'.ymonts :i·.1~dc "'vo provide pension or rctirc::nent 

benefits for retiring or retired cmpl~rccs :>thcr th~n incurred under ~??r:>?cd 

pcnsil)n c•i".!Cl rotiroi•1cnt plans arc c.lloYrablc ::>i.1ly to the· extent specificco.lJ.:.r 

provided fJr in th8 contr2.ct. 

15-204.28 . This item includes thG cost o! ;>lc.nt, 
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protection moesurcs such as wages of guards, equilJ.mont ~f guards (unif,rms, 

firc~ni.s, etc.), e.:1d dcprcciati~n :n~ plCl.nt :?rotoction capital assets. For tho 

~osc af c~ptr~ct costing, those expenses arc divided into tuo categories, 

n~.moly, n~:cr.1r-.l plr .. nt l)rotection c:q,onscs C'.nd s~'ccie.l plc.nt protection c:Qcnses. 

:-Tor!.1c.l pl~.nt protection costs arc E'.llowable: c-.nd arc alloce.blc to ~11 -rrork in ·~he 

plc!nt. Spccic.l plant ?r::>tcction costs, which tom refers to an extension of 

to specific G~vcrnt"ncnt· contracts requiring s::>ccic.l protection upon the specific 

direction ~nd appr::>v~l of the contracting officer. 

15-204.29 PRECO!:IT?J~CT COSTS. Precontract costs arc those :rhich arc incurred 

prior t~J the effective dc-.tc of the contract ~nd Y:hich :rrould h~vo boon e.llo~·:-c~ble 

thereunder if inct".l"l"Cd D.fter such date. Suc~l c::>sts rri.ll not be al1ar;od unless 

spccific£~.11::"' set forth in the con tract cmd 1:1~y be li.:ni ted to a pori -,d ~r time 

as 7rc.ll ~s to t~1o t:~.: ~nd amount of such costs. 

15-204·.30 

a. This itom incj.udcs the cost 'Jf :)rJi'cssionc.l scrriccs rendered 

by t~1c mc!!lbcrs 'Jf the ~)articular profession Sc)Gr~tcly c:~1gaged. .These costs 

gcnorc~ly t.rc allo~blo "i:7hcn rc~sonnblc in rc:;l~-ti on to the sorvices rondcl."'Cd 

and t:.rc not con.tin~ont upjn rcc::>vcr-.r of tl1o c Jsts from the Govcrni!lent. 

b. Fact~rs to be: considered (~none; others) in determining t:·w 

allo,~r~bility of c:>sts in a ptlrticular CE'.so ~ro: (i) p~.st pattern of such c'Jsts, 

pcorticulE~.rly in the yc~:.rs prior to tho ~.~:rc-.rd Jf G::>vcmmc:J.t contracts; (ii.) the 

impact of Govornr1cnt cJntracts ::m the c·:>ntrc.ctor' s business; (iii) the n~ture 

~nd scope of m~n~gori.;-.1 services Ci~cctcd of the c:>ntre,ct':>r' s j,:m org~n5.z~ti::>n; 

~nd ( iv) ..... ~he thor :>r n::>t the proportion of Cbvcrnr:!ont ~7orl: to the contre.ctor 's 
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t~t.~.l business is Si.".Ch es t~ i·nfluc·nco tho e~ntr~ct.or in favor of incurring 

tho c'st, ·~c-.rticularly ,_-;here the servicos rendered arc not of ~ continuing 

n~ture ~.nd ha"TC little rclE».tionship to ~··.~::>rk under Government contracts.. Rot~iner 

foes to be all'Ji-~nblo must bo rcas~nably supported by c•iidenec of servicGs 

c. The cJsts ::>f loge.l_, accounting 2.nd c~nsul ting services end reJ.atod 

expenses ine~.'..rred in connection v~·ith orgt'.nizr.tion ~r roo%"gC'.nizC'.tion1 prosccu·tion 

of pe1tcnt i:1fringcmont li tig2.tion (except as :)ro·,ridcd for in 15 ... 204, 26), defense 

of anti-trust suits., ~nd the prosccutit.:>n of c:.r.i::us ag~inst tho Government 2.:-c 

15-204.31 PHO::'ITS A:;n LOSSES Ol'~ DISPCSITIOH OF PL!~·:T, EPUIPI.fEii': T OR OTHER 

c.:~PIT/1 ASSETS. Inclt:.ded herein c.re g~.ins Jr losses of ~.ny n~turc arising from 

thc sc-.lc or e::chc.nge Jf plC~.nt, equipment, or other cr.pitf'l t'..ssots, including 

sr:lc ~r oxch['.nge -,f either short or long term investments. Profits or losses 

o~ s~,lo or c::chc?.nge of cr.pit~.l assets, inclt~ding, invcstraents, ".'rill be e::=cludcd 

in·c~mputin~ contr~ct costs. 

15-204.32 REco::;v:~Rs:~:oN EX?Zl·!SES. Rcc~nvorsion e::-.i.x::nsos ro.re those incurred in 

tho· rcstor~tion of t~c Cjntractor's facilities to ~P?roxim~toly the s~me 

?~"sicc.l t'-rre.nge:·,1cnt ~nd condition existing ir:L:cd:i.~tcly prior to co~£unonccocnt 

of the milit~.ry contr~ct ~ork and il1cludo tho cost ~f removal of Government 

property. Rcconvers:~_on e:q:>onses nrc not allcr:rnble o::::ccpt th~t tho c~st of 

rc.llloving Govorm.1o:1t pro}crt:r ~nd tho restJr~tion c:sts c~usod ~r such rcmov~l 

t'..rc c.ll~mblo if' spcc~.fic~.l1y provided far in t~1o contre!.et. 

15-204.33 RECillJ!TI~·rG E::ru:sE. This item inclt1dos ·the costs of 11holp ~-:-c:mtcdn 

~rlvortising ~nd the oper~ting costs of an cmploj~rcnt office noccss~~r.to secure 

~nd m~int~.in .;"n ~dcquC'. to lt'.bor f orca. . It furt:1or includes tho costs of O~Jcrating 



~ .... 
1527 

; ,I 

. 
~n cQ-!.!ct.t5. Jn~l c.n( ~ptitudo testing :::>r~grtrtl, tr~cl CA1'cnscs of omplo;y-ocs 

:--rhilc ongc.gcd in rccrui ting pcrs:>nncl., ~.nd tr"-vol c~tponsos of ~pplicc-.nts for 

intcrvic't7s for pros:)octi ve employment~ These C:)Sts c.re nllarm.blc. YJherc the 

contr<letor uses :Jl'"ivc:.tc employment agencies, c~sts not in excess of stnndcrd 

colw-ncrciC'.l r~.tos i'~r such services Etro also ~llcrr<1blc. Costs of spccic-l 

benefits or muolumcnts offered to.prospeetivo cnploycos beyond the standcrd 

practices in tho industry arc n..,t allor:~blc. 

15-204.34 RSl7£ALS OF PIJ~l:T Al'ID EQUIPMENT (Including sale ~nd lonscback of 

ft'.cilitios.) 

Thiz itcr.1 includes CXJ.:>onscs for (i) t,_sc of la.ndJ buildil'!gsJ ~nd 

equipment or other porson~l propcrtyJ ~nd (ii) ron~l expenses under sclc ~nd 

lease-back t:grcomcnts incurred by eontrt\ctors thr~ugh s~lo of pl~nt .f'ncilitics 

to invest8cnt ~rganizations (such as insur~nco comp~nics) or to private i~vcst~rs 

and co~currcntly leClsing bc.ck the same facilit;ics. 

e.. Rcn·Gr.ls of plant "-nd equipment under ( i) !'.bovo arc C~.llarr~blo 

if the rates· ~rc rc~sonablc in light of tho t:?o, condition ~nd vr.luc :)f the 

f~cilitics lcC1.sod, :>:pti!)nS avc-.ilnblc and other )l"OYisions of the rcnu·.l 

~grccmcnt. 

b. Rcntt.ls sr:>ccificd in s~.le and loasc-b:~ck agreonents under (ii) 

~bovc ere ~llo"'::~bJ.o only to the extent the.t such re::ntn.ls do n~t c~~cocd nomr.l 

costs (such ~s deprccic.tion1 taxes, ins'ltr~ncc ~nd mc.intonc:ncc expenses) ".-:!1ich 

~rould hnvc boon inc~~rod had th~·contrnct~r rot~inod lcg~l title to the 

frcilitics. 

15-204.35 P..ESELRCH .n·ID DE'\"'ELO!'t:fE~NT. Rescc.rch ~nd dcv~lopmont c::::l:>enses (some-

ti!:.cs referred to as gcnerel engineering e::pcnscs) for the purpose ':>f C)::tro.ct 
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C:)Stin:-; ~ro divided int::> t~·:-o m~jor categories, n~ncly: 

~. Gc.nor~l rcsc~rch, elso referred to as b~sic rcsc~.rch, fll1!druncntc.l 

roacarch, pure rescr.rch end blue-sky rcsc~ch. 

b. Rcl2ted research or development, ~lso referred to ~s np?liod 

rcsc(;.rch, ~)roduct rcscerch nnd product line rcsenrch. 

(1) Gencre'.l roso~rch is t!'lc.t ty:_)e 'Jf rcscnrch "~:.:hich is directed 

tJtJC~.rds incrc~.sc 'Jf kn:)·rrlcdgc in science. It is research -rrhcrc tho prim~J · nili1 

of tho invcstigntor is ~ fuller knm;lcdgo or understanding of tho ~~jcct un~cr 

study," r~.thcr thC'.n ~ ~)ractic~l 2.p!Jlic~tipn thereof. Tho costs of ~ contr~ctor's 

indc~ondc~t gencr~.l research ( th2.t '\7~~ich is not sponsored by n contrc.ct or grr-.nt 

or is not o·thcr:::iso reimbursed to a contr~.ct'r) sh~.ll be an ~llm7~blc cost in 

Cl.ll cost type C'Jntrncts under tho follo1Ting c')nditions: 

(i) Tho amount 'f such c'Jsts is rensoncblo. 

( ii) · Tho c'Jsts ~rc cquitnbl~.,. elloc~.tcd to all Y!'orl~ :)f tho 

contractor other then its independent gcncr~l nnd related resc2rch. 

(iii) Tho contractor c.grocs t'J diwlgc to tho Govornmc!'lt 

the results 'Jf SL1.ch independent gcncrc-1 rosor..rch. 

(iv) The business of tho C'Jntract~r nt tho time of entering 

If less th~n 75,:.;. at th0 time of entering the c'Jntr~ct., ~11~-rrfl-nec mC'.y be c.uthor- · 

izcd by speci~l c'Jntr~ct ~r~vision. 

prcdcte:rminccl ovcrhoc.d ratos. 
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(2) Jelated researcl·! is t:-1at ty,?e oi' research ,,rhich. is directed 

tor,rard rra.cticPl applicati~:n1 of '::cien.ce, a.nd 11 dsvelopme:1.t" is the syste;·:iatic use 

of .JCiP.~1tific !G10PledGe directed toward the production of useful materials, de-

vices, ·.:.ethod.s, or processes, exclusive of design, ma~1ufacturi:1g, and .rroduction 

.. . ( t' .J.. , • , • .J.. • • '- • . t . . th . 
re.s~:.rc;.i nc:. ~., H1i~C:1 ~s no~ sponsorec..- ::.::- " coi.-rvrac-c or :c:;rc.:1 or ~s no-c o _ E..rmse 

rei:·.~1)t'.rse:.:.~. to ~ contractor) i.:a.~::r, i·: c.llocatec~ on the oasis of all :~roductio~1, be 

allo~·red c-.s c. cost under a..:.1'":r cost ty-,e ~jrod.ucticn co:1 tract if t:1e research is re-

lated to tile contract }Jroduct or ~.:r oduct line. 1-Jo ~ol"tion of Sl'.C~'l resea.rcl-1 1dll 

be alloHc.ble under cost-t~r!)e research en( C:evelc,pment contracts. 

were i11c1~rred in account~.n:~ ::~-:.ri0 .s prior to t~1e a1..r~rd of a pc:.rticl~lar mili ta~r 

co::.1tract, (i:1cluding ?.-:-·:ounts cC'.pi tali zed al1l~- tl·l8 cost of ;~a tents obtai.l1ed) Hill 

not ~Je .:.llocated to that contract unless allm~able :_~s pre-contract costs (Para-

paten. ts. ~~i1ere the u:,e of such pate!1t is necessary for the ;:- oper performa::1ce 

oi the co~1t.ract a11d uhere the Govsrn;.-.1ent does not alree.dy have a license or 

servicing t:.:-le ;~roc~uct installation, tr2.ini:.1~ pc:i'"sonnel in the u,se, operation 

parts, 2.nc~. other related opel"'CI.tions or practices. .r\ctual costs to be reimbursed 

or .~s oth:::~tJi.se prmridecl i:1 the contract. 
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15-20h.38 ,'JZ7SR\:i·:cE ~;:,A''l. Severance ~Jay, ~lso con,nonl~.' referred to as dismissal 

·F·a&::es, is· a pa:'ln~nt in adcdtion to rc31lar salaries an~ ~'~~ces, by contractors to 

T::e cost of severance p~.y is allot.;able onl~r to the extent that, in 

. eac:1 case, it is required b~ ... (i) laH, (ii} e:J:~"loyer-e::1ployce agrec:·:Knts, (iii) 

csta'Dlis~1eci. poJ_icy that constitutGs, in effect, an i.i'1plicit agreement on the 

co~1t.ractor 1 s part, or (iv) thr:: circ,_,mst~ices of the particular employment. 

For COi1tract costi::.1G purposes severance :pay is di vid<:)d into two 

catccorics as follmvs: 

a. i:': or:-:~al T:•rnovcr Scvera..'rl.ce Pay. The cost of scvera1ce ?a:r:ne':'lts 

is· c:<!_lo1·.:rablc anc1. :ms-:. ~)e alloc2.tec: to all classes of vror,.: being ~)crformc~ in 

th: contractor's pla"'lt at the ti:·,~.e of ~a~;ncnt. Em·rovcr, lvherc the; contractor 

p:::·u•.ridcs fo:c accrne..l of pa for norr:1al severances st,_ch :-:1-:thod. Hill be C~.c~cptablo 

if t~1c a:.lount of the accrual is rc~:.so!1C'.ble in li[ht of pa~ncnts actu2..lly made 

for nor:·1nl severa::ccs over C~. re?rcsei.:t?.ti "~.re past :JGriod. 

b. :L:ass Severance Pay. The cost of abnor~·:l2.l or :-:1ass severa:.1ce pay 

act.uall~r :made upon cessation of '!·~ork VJhcn there is no rE:asonable proslJt:ct of 

conti:-~uing enplo~T.lent on other wor1.~ of thE: c.:mtractQr is allo1·rable. The ai11ount 

allouablo shC~.ll be de;t·:.r:~!incd by assigJ.lin:~ t~1e total cost of ~ctual mass 

severa""!ce payments to thE: entire period of e!~tploymcnt v~'i. th t~1c contractor and 

eqnitably apportioning such cost to all business of the contractor performed 

d\Iri_ig tha. t period. 

A rescrvatio~::i in tl1e fi.'1al release of clai:-.1s (Sec ASPJ. 7-203.1.~) may 

be nacle in the case of completed c ost-rcinburse:~l8n t t·ype co1.1 tracts "'IJhen it is 

rc·c:sona'ble to assume tl1at sc::verancc pay allocable to the co::1tre.ct \rl.ll be ::na0.e 

. t• .. t ~n ... 1c ,: 1.1. urc. 
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i5-20L.J2 SPECIJ:.~ TOO~ll·TG. The term "special tooling" means property of such 

specialized n<.ture ti1at its use., vli. thout s-ubstantial modification or alteration, 

is limited to the production of the particular supplies or to the performance 

of the particulC?.r services for 1-rhich acquired or f'L~n~shed. It includes, but 

is not limited to,· jigs., dies, fi::tures, molds, patte~1s, special taps; speci2.l 

gauges, e..nd s pe eial ·test equipment.. The cost of special toolmg, when acquired 

·for and it.s usefulness is limited to government contracts, is allowable and r~ill 

be chelrgecl directly ~o the government contracts.. Hhen such special tooling is 

acq:uired it si1all be subject to the provisions of the contract clause set forth 

in ASPR 13-503 elititled "Government Property". 

15-204.40 TJ~::s. Ta.-..:es are charges levied b:.r a government unit. They do not 

include fines al'1d ~Jencl ties except r~s otl:.er.·r.ise proviGed :1erein. 

a. L~ general, taxes (including st~te income tc..xes) t·Jhich the 

contractor is rec.uirec: to lX:y ~nd vrhich are paid or accrued in accord~1ce 

with generally acce~)ted accountirs princi:ples are alloua~le, except (i) for 

Federal income and excess profits taxes; ( ii)" taxes in con.."1ection 1-r.i th fina:-.. cing, 

refina:~cing or refunding opera·~ions (see pare.graph 15-20L~•l7) j (:iii) taxes from 

which exe~··~)ti.ons are avail&ble to t~1 e contractor directly or avc.ilable to the 

contractor based on an exemption afforded the Goverrunent; and· (iv) special 

assess:.-;:£nts Oi1 land which represent ca})ital :il-nprovernents. 

b. Taxes otherwise allat.;able under .a. above, but which may be 

illegally or erroneously assGssed may be allot-red as a cost of work performed, 

pro1~ded that the contractor, prior to payment of such tzxes, (i) promptly 

requests instructions from the contracting officer concerning such_ taxes; (ii) 

agrees to comply 'tvith such instructions; and (iii) if so directed by the con

tracting officer also agrees to tal~e all necessarJ action in coopert~tion with 

and for the benefit of the Government, to deterndne the legality of such assess

ment or, as the case may be, to secure a ref'Lmd of such· taxes end any interest 

or pe~alties thereon. Interest and penalties incurred 
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by· e. co~-~l"2.ctor b·:." rc~.so:·~ ·~f the n·::mp2.~1i1'~:1t o~~ any tC".x e.t ti1c dircctio!.1 of the 

J:1roc(;c::Un::;: insti tut:::-d b-.;_;· the co:1tractor ~t the direction oi thG contractin.g 

of sucl1 ta::os, i~"itor:st .or lJC:1~lti~s for the b~nofit of the: Government, shall 

.s.lso be ~~lo'7-re.blc as costs. 

c. I~:~ny refund of· taxes, penalties or interest thereon sl1all be 

th~ c~sts of t2:;c::s, i-'1tcrcst or :·~cn~.ltics. If ~t t:1c time the rc!t".nd is received 

b~ .. the contractor, :no defense cont.r~ct.s arc bei.:1g pcrfor.:.cc(, the a:.Jount ot!!cr~d.so 

t:> be ·crcdi ted tr;. c0ntr2ct costs shc:.l1 b~ ~~.?.id d:5.rcct:.,· to the Govcrnncnt. 

15-204.41 

0'\..1.si·.1css, ~-~ld pro/cssional organiza.tinns ?.nC:. sucl1 costs are e.llou~.blc,. 

b. Subs:::ri~?tions. This it.c~:~ incl~-~dcs the cost of s~.·.bscri~Jti~·:1s to 

Su.c:· .. costs 

allo~·mblc. 

tra:.lS~)ortation, rc:1t?.l of fc:.cili tics for meetings, ~.nd costs incidca tc.l thor(; to, 

iNhG~1 t.~c pr.w~!:::r:" purpose of the L!currancc;; of such cx:penscs is the d.isse·:.:ination 

of tcclr.:ica.l in:for:n:1tio::i or the stL:!.U.l"-tion of production, C~.rc .;:.llo-vmblc. 

~f i~:strtlct:.o:l dcsien::·d to iacrc"-SC the over-all c:Z'.L::ct.5_-,~"c~1oss of c:.lplc:"c;cs. 

I:1cl~JdcC. ar0 the. costs of the director of tr~i~in~ o.nd stnfl, trcd.;"1i.n:: ::.1atcri::~ls 
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controll~d b~,r contr~ctor, and. 

t1"..iticl, fees, traininQ; l"il~.tcri2.ls and. tc:~t bool:s H>cn the trc?..~~nii1[; is in 

cducc.tioanl i:.1sti tutiQnS. 

c. Costs of tr~.i~1Ll1g in oduc~tiona.l :institutio?ls ~rc not alloH.:!blc, 

c:::cc)t to the extent spc;cifically :_:rovidccl i..Y'l the contract. 

15-20h.l!.3 1\L .. _ S?OTi'i .. TI0 .. EXPE:~SES. Transportat:::.on expenses incluc.i.G the cost 

of fr8ight, c:-p ress, cartage znd postage rc.lc.ting ci thcr to goods purch~sc;;d, in 

l?roccss, or deli ~rcrcd. 

- ~1:::-:>. Si.~C!J. c:Jsts CC:l1 rc.qC:il:l be: idc~tificd ~,ri. th the i toms invol vcd 

tl1c~- :-1c-.;:.r· ·.Jc direct costeC: or added to the cost of suc~1 ~-Jcttcrial. (Sec p~ragrc?..ph 

c:;y ~n.so ~.cc::Ymts, pr ovidcel. t!1c contr:;ctor follo:·7S ;-: col1sistc.-~1t procc:..~ur(.. il1 this 

rcs~cct. Gutbo'··.nd freight, if reimbursable under the t.cn·,:s of the C:Jntrnct, 

should be ·~rcc.tcc~ e.G dil"Cct charges. 

su.bsistcncc c-~:1d i.1cic~cntnl CX)C!:.scs i:.1currcci by C:)ntractor personnel i::1 c?.. 

trctvGl st.::~tus w!;.il::: on official CCJ~:1p~n7 businoss. 

a. ':L'rr:tvcl e:xpcnscs incurrc.;d. in th~ :-1:Jr:·.1e1l course oi overall 

Ctd~·:!~~ist.r~~tiO!l of tho b~_,_sincss m1d applic~ble to t:1c e~1tirc bus ~11css ere -9llo'!;-r2.blc 

nhcn pro:;::crly P1locatcd. 

b. Tr~vcl c:~cnscs dircctl:.'" att.ribut~.blc to cm1trt.ct p:crforr.:c-.~1co ma.y 
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c. Subsistence Q1d lodging including tips or sL.:ilar incic~_cntC?.l 

,..,, , . 
l.L1C 03-Sl.S 

sclcct2C: sl1o~-~d be c Ol1Sistcntly follot-red. 

e.. Costs of prc~·,1ium transportc3.tion r1ay be ~.llovrod 1v'.1cn it is sho~.m 

t0 be ncccss.?.r~;- to p:-_rf:_:-,r:~'l"-l1CC of tho contr2.ct. 

·c. :ntcrtai!1mcn t CX.}Cl1SCs arc not 2.llo~-Y·?.blc. 

f. C0sts of personnel novc:·.~cnt o:: ~ sp·:;ci~.1 or ···.1[l.ss ~~tr:rc o.rc 
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5 March 1956 

AFMPP-PR-2 

MEMORANDUM FOR ASPR EDITING AND SECTION XV PART 2 SUBCMIITTEES 

SUBJECT: Editing Subcommittee's Change to Paragraphs l5-204.2l(f) and 
15-204.34(b)(ii) SectionXV Part 2 Cost Principles 

1. The Air Force Procurement member of the Contract Cost Principles 
Subcommittee having given further consideration to the Editing SubcQaadt
tee's·changes to (i) the material and supply paragraph relating to inter

. divi$ional transfer of such items and (ii) the paragraph on related 
research, finds he cannot agree to the changes considered by Section XV 
and Editing Subcommittees on 2 March 1956. 

2. Consider first the edited changes to interdivisional transfer 
language, namely, the insertion of the words "or the prices of other 
suppliers for the same or substantially similar ~tems, whichever is 
lowero" 

Reasons advanced for this addition were somewhat as follows: 

a. "While it may not be likely to ordinarily occur, it is. 
conceivable that a company might transfer goods from one division to 
another for use on a government contract at a 'price' based on existing 
market conditions which would be below the original cost to the trans
feror. Without this language the Government would be obligated to pay 
the transferor's cost, although the company adght be willing to make 
the transfer at a price below cost". 

C0111Dent: Such a situation could only occur where such 
materials were in stock. The chances that this 

situation is ever likely_ to occur so that-the contract 
costs would be affected in any material amount is so remote 
as to be beyond such serious consideration as to change the· 
paragraph on interdivisional transfers •. Companies just don't 
go about carrying large obsolete or non~usable materials in 
stock.· 

b. "This language' would cover a situation where a contractor elects 
to manufacture in one of his other divisions an item which is not normally 
manufactured by that division, but which is regularly manufactured by another 
'outside' company; an~ in such situation the change in the paragraph would 
limit the contractor's reimbursement for such item to the lower of his manu
facturing cost or the price he would have paid had the item been bought from 
the normal outside manufacturer" 4 •• 

Comment: Again, this is a situation that is "conceivable" but 
its actual occurrence is so remote that it need not 

and should not be covered in _the langua$e relating to inter-

TAB A 
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divisional t~ansfers. Such language can only lead to confusion 
among auditors, contracting officers and contractors as to how 
and when it applies. This type of situation can best be handled 
by the contracting officer in his approval authority over sub
contracts. 

3. The change to the paragraph covering related research which 
would allocate to the contract the cost of its related research is, 
likewise, not agreed to. 

4. The·Contract Cost Principle Subcommittee, acting on instructions 
from the A$PR Committee, provided in its revision to the ·cost princlples 
that related research related to the contract product line.should be 
allocated to all production work of the contractor. This was based on 
the ASPR Committee•s decision that a little more liberal treabment should 
be taken on accepting related research cost than the present existing 
ASPR 15-204( s) provides, ·which is: "Research and development specifically 
applicable to the supplies or services covered by the contract." 

5. The Air Force Procurement member feels that there should be no 
change in the allocation to all production work of related research related 

··to the contract product line. 

PAUL Mo SOUTHWELL 

-2- ' 
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OGC/GWM:.lwt March 9, 1956 

MEMO.RANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost-Principles 

1. In accordance with the request of the ASPR Committee (Minutes of Meeting 
of 28 February 1956, Item 12), the Editing Subcommittee met on March 2, 5, 
and 6, jointly with the Section XV Subcommittee and itself met irt a further 
meeting on March 7, 1956. 

2. The joint subcommittees discussed each of the areas referred to in para
graph 1 of the Editing Subcommittee report of February 27, 1956, and re.c-om
menda tions with respect to each area are set forth below under A, B, and C .. 
The edited material prepared by the Editing Subcommittee as a re.sult of 
such discussions is contained in the appropriately numbered paragraphs of 
the attached TAB B. The bracketed references are to paragraphs in the 
Section ·xv Subcommittee draft as submitted for editing. 

A. Material and Supply Costs - ASPR l5-204.2(n)(6) LT5-204.2l£7 

The Problem: 

In regard to tr~nsfers between division~ or organizations under 
common control of items not regularly manufactured and sold through 
commercial channels, the Editing Committee recommendep. that sub- · 
paragraph 6 .include the following words before the pr·oviso: 

"or the cost to .the transferor, or the prices of other 
suppliers for the same or substantially similar items, 
whichever is lowest.'' 

Joint Recommendation: 

Do not include the words: 

"or the cost to the transferor". 

Include the .words: 

Hor the prices of other suppliers for the same or 
substantially similar items_, whichever is lo~er," 
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B. Research· and ·Development Costs- ASPR l5-204.2{v)(3) L15-204,34(ii_l7 

The Problem: 

The Editing Subcommittee recommended that, in subparagraph 3, 
the term "product line·" be clarified and that consideration be given 
to whether the propose4 allocation of the costs of related research to 
Hall production work of the contractor" would create an inequity 
since such costs would be allowable only to the extent the research 
was related to the "contract product or product line." 

Joint Recommendation I:· 

Change the term & 'contract product or product line?' to Hcontrac·t 
product line, n Ttlis was recognized as a temporary expedient which 
would probably have the effect of limiting the term Hproduct line" 
so that it w.ould not be construed as having the broadest possible applica
tion~ Le,, all products sold by the contractorc There was general agree
ment that such a broad application was not intended a'nd would be un
desirable. However, a protracted discussion did not produce any general 
consensus of opinion on what area the term was intended to cover or 
what coverage would be desirable. The problem requires further study. 

Joint Recommendation II: 

·The words Hif allocated to all production work of the contractorn 
should be deleted to avoid an inequity and the following words should 
be added to the proviso before the period: · 

"and the costs are allocated to all production work of the 
conb:'actor· on the contract product line, 9 ~ 

C .. Pension Plans - ASPR 15-204.,2(q)_LA"SPR 15-204.2g 

I. The Substantive Issue Problem, 

In regard to the issue relating to reversionary credits arising out 
of future abnormal terminations (discussed in paragraph 3.C . .l. of the 
report of February 27, 1956), the Section XV Subcommittee was in 
agreement that its draft as submitted for editing was not intended to 
provide for retrospective accounting in addition to a discount of 
current costs or realisttc recognition in the actuarial calculation of 
current costs in order to give effect to the anticipated future credits 
or gains arising out of "abnormaln terminations. Accordingly, it was 

2 

... 

· . 



I 

'· 

4. The Editing Subcommittee submits herewith .an edited draft· ... £ Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee. 
(see Minutes of Meeting of 13 December 19.55, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the ·reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee.· 

5. 'The Editing Committee invites attention of the ASPR Committee to para
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ''side'' agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furni~hed information to the joint Subcommittees to the effect that 
this matter was the subject- of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 

.Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army ·Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 

Ar~y 

J. 0. Hunnicutt, Jr., Major, DC SLOG 
T. P. Partyka,· AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 

DOD 

H. H. Gallup, OSD (S&L), 
Chairman, Section XV Committee 

5 

/ 

Arthur C. Sawa.Uisch, ONM 
E. T. C oo~, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 

Air Force 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, A!y1C, Dayton 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The C.hairm.an of the Editing 

·'Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
·Pension Trust Section, InternalRevenue Service,and he in turn arranged 
fo·r Mr. J. F .. Heathcote, Technical. Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; vvithout it, the joint subcommittees would have been 
required to spend a much -longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601 .2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to b~ approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
'In the case of the latter, the review would most usually come about ~s 
a result of the employer's deduction for t~x purposes of its contributions 
to a pension plan and would occur at the time· of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approva 1 or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified" o.r not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under ~crutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft .. dealing with this problem. An edited version of 
this material is set forth in. TAB B, as subparagraphs (2) and {3)(i) 
through (iii) of proposed ASPR 15-204. 2(q). . 

3, Except for the sco.gle dissent. mentioned above with respect to paragraph 2,C.L, 
the recommendations set forth in the foregoing paragraph have had t.he concur
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcomn"littees on the probl.e'ms discussed in paragraphs 
2,A, and 2,B,, Mr, Paul Southwell, Air Force procurement member·of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the ~&i;~ss- of Pension 
Plans (Proposed ASPR 15-204.2(q), TAB B attached). 

4 



• '· 
: 

'·' "· 

. I 

decided to treat subparagraphs (3)(iii){A) and (3)(iii)(B) of proposed 
ASFR 15-204. 2( q) in the disjunctive rather than the conjunction by deleting 
the Hand" and retaining. the Hor" between them. 

It appeared that some of. the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains a rising out of Hnorma l" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of ''normal employee turnover'' is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in Ti\.B B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment ''shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con
tractor." In re_gard to the wor.ds "some other writing binding on the 
Government and the contractor'',- the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-2-04.2(q)(3}(iv):which is-an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency; with Pcrrt·6-, Section XV 

--Following .subnris·sion::of·-th:e·,·repar:t-of·.Fehrua-ry 27, -1~5-6, .the A·r:my 
member of the Editing Subcommittee contacted the Internal Revenue 
Service and learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM·:Iwt March 9, 1956 

Part 2 -- S u p p 1 y C _o n t r a c t s , a n d . S .e r v i c e a n d R e s e a r c h 
·a n d · D e v e: 1 o p m .e n t C o n t r a c t s w i t h 0 r g a n i z a t i o n s 
Having Commercial Type Accounting Systems 

15-200 . _ Scope of Part. This Part' sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services,. and research and development work. How
ever, this P"art·does not apply to contra·cts for services or research and development 
work with contractors pr su_bcontracto~s .. which . .Q,o not.have comme·rciel:l_ type account
-ing ·systems, or for facilities, constructi~n, or architect-engineer services 
related to construction. 

15-201 Basic Considerations. 

15-201.1 Composition of ·Total Cost. The total cost of a ·cost-reimbursement 
. type contract is (i) the allowable direct costs., plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed co.st shall be credited to the Government either as a reduction in 
contract cost or by a cash refund-, as appropriate. 

15-201.4 Contractor's Accounting System. The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the ··Records· clause (.ASPR 7-203. 7}. 

15-202 Direct Costs. 

15-202.1 General. Direct costs are those items of cost which can be. 
specifically identified with any obj~ctive, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they a·re readily 
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identifiable. When the contractor is engaged in both defen-se and non-defense 
production or services, this principle must be applied consistently to both, 
When the accounting ,expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treat~d as indirect costs. 

15-202.2 Direct Material Costs.- Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage~ and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspe'ction 
clause in ASPR 7-203,5. 

15-202.3 Direct Labor Costs, Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform
ance of a contract or other work of the contractor. Average rates may be . 
used where the contractor demonstrates that th~ results are equitable, .. Direct 
labor costs· .may also include other associated costs, such as payroll taxes 
and·workm.en 9 s compensation insurance, .where it is the established ·practice 
·of the contractor to- treat these. items as a part.of direct. labor costs. 

15-202.4 Other Direct Costs. Other items of cost may; in particular cases, 
be charged ·directly to the contract where the contractor demonstrates that 
they are ppecifically related to the performance o{ the contract- W,hen, 
however, items ordinarily chargeable as indirect costs are charged to a 

. Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs. 

15-203.1 General. (a) Indirect costs are those items of cost which cannot. be 
specifically ident~fied with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in ·an equitable manner-. The 
method used in connection with Government contracts shalC in order to be 
acceptable, conform with generally accepted accounting pra·ctices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, Inanufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion .of the method previously used. Individual elements of indirect cost are 
discussed in 'ASPR 15-203.2 through 15-203.5. 

(c) The base period fo·r allocation of indirect costs shall be representa
tive 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 the con
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of·indirect·-m.anufacturing and production costs 
on a time basis, such as direct labor man-hours or machine-hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars {exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs. Indirect engin~ering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob
jective service, program,. or project in accordance with ASPR 15-202. "These 
costs arise out of enginee.ring activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor {see ASPR 15-204.2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of oyertime, extra-pay shift, and multi-shift·premium), or some 
other equitable basis. 

15-203.4 Selling and .Distribution Costs. Selling and distribution costs arise 
through marketing the co·ntractor' s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be ·allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204.2(b)). However~ subject 
to the other ·provisions of this ·Part, costs in this category, includiDg super
visory and clerical costs~ which relate to technical, consulting, and othe:r 
beneficial services, ·and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. ~u·ch. costs 
shall be allocated to the contractor's commercial work and its individual. 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwis.e, the items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall tnanagement, superv~sio·n~ 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors. to be considered in determining whether the results are equitable 
include: 

{i} the· ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor 9 s entire 
business~ 

{ii} the ultimate objective of distributing general and a·dministrp.tive 
costs consistently with the general and administrative effort in
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv} variations in the ratio of the contract inventory levels· to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203ol{b). 

15-204 Principles and Standards for Selected Items of Costo 

15-204.1 . GeneraL Applications of the -above basic cost p·rinciples _and standards 
to certain selected items of cost are set forth below6 and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. 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 items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature, Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

{b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to ~ll 
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 established practice may be to treat bidding 
costs by some o.ther recognized method. Regardless of the method used, 
the results· obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Ro.om, and Other 'Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunc~ wagons, vending machines, or similar. types of serv
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether ope~ated by'the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services ·are allowable when it is the policy of the con
tractor to operate such services at no loss or profit; __ provided. however, that 
any gains or losses from these services must be appropriately allocated to· 
all activities benefited, including Government contracts. When it is the policy 
of the l'.Ontractor to furnish such services at a loss, losses on such operation 
s:hal~ not be allowed as a cost unless specifically provided for in the con~r~c:t..·. 

(d) Civil Defense Costs. Civil defense costs are those incurred in the 
planning for p and the protection of life and property against, the possible effects . 
of enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. 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 addi
tional exit notices and directions~ and other approved civil defense measures. 
undertaken on the contractor 9 s premises pursuant to suggestions or require
ments of civil defense authorities are allowa.ble when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contractp contributions to local civil defense funds or projects not on 
the contractor 9 s premises are unallowable. 

{e) Compensation for Personal Services. (Reserved) 

(f) Contributions and Donations. Reaso~able contributions .and dona
tions to established nonprofit cha:r'itable, scientific, and educational organiza
tions are allowable if they are deductible for Federal income··ta.x purposes; 
.provided that such deductibility_ does not in itself justify allowance as a con
tract cost. ·The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period~ rnu.st be judged 
ordinarily in light of the pattern of past contributions, partic~larly those made 
prior to the placing of Government contracts. Allow~ble contributions ·and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation. 

{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 proc;:ess of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor 9

S operations as 
distinguished from physical tife. 
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.(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provj.ded that the 
amount thereof is based upori original acquisiti<;>n cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally ac-cepted-accounting principles, including thcfse recognized by 
.Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to- the contract and other work as an indirect cost. The amount of deprecia~ 
tion allowed in any accounting period may, consistent with the basic obje·c-
tives set forth in (1) above, vary with volume of production or use of multi-· 
shift operations. 

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

(4) Where the contractor has applied for, received, and accepted 
a determina~ion of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
p~riod (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than ''true deprecia
tion" a$ determined by the Emergency Facilities Board; however, the method 
chosen after such determination of ''true depreciation" must be followed con
sistently throughout the life of the en1ergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
pe·riod shall be ~p;re ciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204.3(d}. The 
remaining undepreciated cost shall not include any amount of unrecovered 
Htrue depreciation" {or normal depreciation if the contractor has elected 
not to use "true depreciation"). allowable' during the emergency period. 

(5) Unless otherwise provided for in the contract~ no use charge shall 
be allowed for assets still in ·use which, in accordance with .the contractor's 
consi~tent accounting practice, have or should have been fully depreciated 
on· the contractor's books. 

(h) Employee Morale,.Health, and Welfare Costs. and Credits. Reason
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and.-t~ployee counselling· services, incurred, in accordance 
·with the .contractor's established practice or custom in the industry or area,· 
for the imp-rovement of working conditions, employer-employee relations, 
employee morale, and employee per~~:rmance, 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 in
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits. Fringe benefits are allowances and services pro
vided by the contractqr tel" its employees as compensation in :addition ·to regu
lar 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 which constitutes~ in effect, an implied agreement on 
the contractor 9

S part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j). Insurance and Indemnification. 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under th.e terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa
tive (see ASPR 10-501 for kinds of insurance ordinarily required}» {ii) any 
other insurance for which the contractor seeks reimbu:r'sement under the 
contract, and (iii) liabilities to third persons no.t compensated by insurance 
or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu-
ant to the clause in ASPR 7-203.22 are allowable. · 

(3) Costs of other insurance, not required to be submitted for ap
proval but maintained by the contractor in connection with the ·performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of cove·rage shall be in accordance with 
sound business practice and the rates shall be reasonable·· 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profits inte:r-es~, Federal in
come taxes, and any other items of cost una1lowable under 
this Part; 

(iii) ·costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned p·roperty are unallowable 
except to the extent that the Government shall h~ve approved 
or required such insurance or reserve;· 

(iv) costs of a reserve for a self-insurance program are un
allowable unless the program has been approved by the mili
tary department concerned; and 
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{v) costs of insurance on the lives of officers~ partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee ·plan wh.ich is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract {for example, see ASPR 
7-203.22). Therefore, except as ·otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance {through an approved self-insurance 
pr~gram or otherwise) are unallowable. 

{k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

{.1) · Maintenance and Repair Costs. 

{1) Costs, necessary for the upkee·p of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appre·ciably prolong ·its intended life, but keep it in an 
efficient op~rating condition, are allowable. Expenditures for plant and equip
ment which, according to generally accepted accounting principles, should be 
capitalize-d and subjected to depreciation are allowable ortly on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili
ties {other than reasonable standby facilities) are unallowable. 

{2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contr·act period are unallowable 
unless specifically provided for in· the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished dqring the 
period of the contract shall not be allowed as a cost unless specifically pro
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu
facturing and production engineering, including engineering activities in con
nection with: 

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

. (ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

. (1) The net costs of such i.tems .. as raw material, parts, sub-assernblies 
components, and manufacturing supplies, whether purchased or ·manufactured 
by the contractor, and such collateral items as inbound transportation and in
transit insurance, are allowable, subject, however, to (2) through (6) below. 
In computing costs of material, consideration will be given to rea.sontib.le over
runs, spoilage, or defective work (as to defective work~ see paragraph (c) of 
the inspection clause in ASPR 7-203<5). 

(2) Costs of material and supplies shall be suitably adjusted for ap
plicable portions of income and other credits, including·available trade dis
counts, refunds, rebates, allowances~ and cash discounts, and Cl'edits for scrap 

··-··and ·s-a.:lvage-:and ·ma-teria.Land supplies returned to ·Vendors, .. Such i'ncome-and 
other creqits shall either be credited directly to cost ·of the·"'ITlaterial or sup
plies involved or be allocated (as credits) to indirect costs. However:» where 
the contractor can .demonstrate -that failure to take ca-sh discounts was due 
to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recogn_ized 
method of pricing such material is acceptable if that method is consistently 
applied and the re sul.ts obtained are equitable, 

(5) Reasonable charges or credits arising fro.m a difference between 
·periodic physical.inventory quantities and related material control records 
·shall be included in arriving at the cost of material if such char·ges or cred!ts 
(i) do not include Hwrite-downsn or Hwrite-up'sn of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
bet.ween plants, divisions, or organization-s, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar itemsll whichever 
is lower; _provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this ·cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferoris sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items, 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. The premium 
portion of overtime, extra-pay shift, and multi-shi.ft payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall' be separately identified. Costs of such pre
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori
zation). When direct .labor cost is the base for distribution of overhead, the 
premium por.tion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, ari.d multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason
able, and if allocated on a pro rata basis to commercial as well as Govern
ment work. vVhen such premium costs are charged as indirect costs, the 
amount alloca~ed to Government contracts 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. 

(p) Patent Costs. Costs of preparing. disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable·. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely d~terminable benefits to its employees over a period of years, 
usually for life~ after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees, The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amo:unt of contributions by the employer. A plan 
de signed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con
sidered a pension plan if, under the plans either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. {Retirement plans which are based on profit-sharing shall not 
be considered to ,be pension plans within this paragraph {q) .) I 

'-· 

(2) Consideration~ and approval or disapproval~ of all pension plans 
and the method of determination of the costs thereof shall b~ the respon~i
bility of the Department to which audit cognizance is assigned and subsequent 
·action taken by .that Department will, generally, be accepted by the other De
·partmetits. Such plans must meet the. qualification requirements prescribed 
by Section 401 of the Internal ·Revenue Code of 1954 (P.L. 5.91, 83rd Congq 
·2d Sess., 68A Stat, 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

{ii) nonprofit or ta~---exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces
sarily assure the allowance of the c;osts of such a plan by the Department 
concerned. In the case of all other planss compliance with the qualification 
requirements of Section 401 of the lnternalRevenu.e Code of 1954 shall be 
determined by the cognizant Department using~ insofar as applicable, the 
regulations~ criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department~ costs thereof are allowable subject to the following 
conditions: 

{i) such costs shall meet the :rc·qui:r·ements of ASPR 15-201.2~ 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of :1954), are 
allowable only to the extent -

{A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; o:r 

{B) in the case of nonprofit or tax--exempt organizations~ 
such costs could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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4. The Editing Subcommittee submits herewith .an edited draft· ... £ Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee. 
(see Minutes of Meeting of 13 December 19.55, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the ·reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee.· 

5. 'The Editing Committee invites attention of the ASPR Committee to para
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ''side'' agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furni~hed information to the joint Subcommittees to the effect that 
this matter was the subject- of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 

.Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army ·Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 

Ar~y 

J. 0. Hunnicutt, Jr., Major, DC SLOG 
T. P. Partyka,· AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 

DOD 

H. H. Gallup, OSD (S&L), 
Chairman, Section XV Committee 

5 

/ 

Arthur C. Sawa.Uisch, ONM 
E. T. C oo~, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 

Air Force 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, A!y1C, Dayton 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The C.hairm.an of the Editing 

·'Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
·Pension Trust Section, InternalRevenue Service,and he in turn arranged 
fo·r Mr. J. F .. Heathcote, Technical. Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; vvithout it, the joint subcommittees would have been 
required to spend a much -longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601 .2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to b~ approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
'In the case of the latter, the review would most usually come about ~s 
a result of the employer's deduction for t~x purposes of its contributions 
to a pension plan and would occur at the time· of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approva 1 or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified" o.r not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under ~crutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft .. dealing with this problem. An edited version of 
this material is set forth in. TAB B, as subparagraphs (2) and {3)(i) 
through (iii) of proposed ASPR 15-204. 2(q). . 

3, Except for the sco.gle dissent. mentioned above with respect to paragraph 2,C.L, 
the recommendations set forth in the foregoing paragraph have had t.he concur
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcomn"littees on the probl.e'ms discussed in paragraphs 
2,A, and 2,B,, Mr, Paul Southwell, Air Force procurement member·of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the ~&i;~ss- of Pension 
Plans (Proposed ASPR 15-204.2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii){A) and (3)(iii)(B) of proposed 
ASFR 15-204. 2( q) in the disjunctive rather than the conjunction by deleting 
the Hand" and retaining. the Hor" between them. 

It appeared that some of. the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains a rising out of Hnorma l" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of ''normal employee turnover'' is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in Ti\.B B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment ''shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con
tractor." In re_gard to the wor.ds "some other writing binding on the 
Government and the contractor'',- the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-2-04.2(q)(3}(iv):which is-an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency; with Pcrrt·6-, Section XV 

--Following .subnris·sion::of·-th:e·,·repar:t-of·.Fehrua-ry 27, -1~5-6, .the A·r:my 
member of the Editing Subcommittee contacted the Internal Revenue 
Service and learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM·:Iwt March 9, 1956 

Part 2 -- S u p p 1 y C _o n t r a c t s , a n d . S .e r v i c e a n d R e s e a r c h 
·a n d · D e v e: 1 o p m .e n t C o n t r a c t s w i t h 0 r g a n i z a t i o n s 
Having Commercial Type Accounting Systems 

15-200 . _ Scope of Part. This Part' sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services,. and research and development work. How
ever, this P"art·does not apply to contra·cts for services or research and development 
work with contractors pr su_bcontracto~s .. which . .Q,o not.have comme·rciel:l_ type account
-ing ·systems, or for facilities, constructi~n, or architect-engineer services 
related to construction. 

15-201 Basic Considerations. 

15-201.1 Composition of ·Total Cost. The total cost of a ·cost-reimbursement 
. type contract is (i) the allowable direct costs., plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed co.st shall be credited to the Government either as a reduction in 
contract cost or by a cash refund-, as appropriate. 

15-201.4 Contractor's Accounting System. The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the ··Records· clause (.ASPR 7-203. 7}. 

15-202 Direct Costs. 

15-202.1 General. Direct costs are those items of cost which can be. 
specifically identified with any obj~ctive, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they a·re readily 
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identifiable. When the contractor is engaged in both defen-se and non-defense 
production or services, this principle must be applied consistently to both, 
When the accounting ,expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treat~d as indirect costs. 

15-202.2 Direct Material Costs.- Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage~ and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspe'ction 
clause in ASPR 7-203,5. 

15-202.3 Direct Labor Costs, Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform
ance of a contract or other work of the contractor. Average rates may be . 
used where the contractor demonstrates that th~ results are equitable, .. Direct 
labor costs· .may also include other associated costs, such as payroll taxes 
and·workm.en 9 s compensation insurance, .where it is the established ·practice 
·of the contractor to- treat these. items as a part.of direct. labor costs. 

15-202.4 Other Direct Costs. Other items of cost may; in particular cases, 
be charged ·directly to the contract where the contractor demonstrates that 
they are ppecifically related to the performance o{ the contract- W,hen, 
however, items ordinarily chargeable as indirect costs are charged to a 

. Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs. 

15-203.1 General. (a) Indirect costs are those items of cost which cannot. be 
specifically ident~fied with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in ·an equitable manner-. The 
method used in connection with Government contracts shalC in order to be 
acceptable, conform with generally accepted accounting pra·ctices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, Inanufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion .of the method previously used. Individual elements of indirect cost are 
discussed in 'ASPR 15-203.2 through 15-203.5. 

(c) The base period fo·r allocation of indirect costs shall be representa
tive 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 the con
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of·indirect·-m.anufacturing and production costs 
on a time basis, such as direct labor man-hours or machine-hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars {exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs. Indirect engin~ering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob
jective service, program,. or project in accordance with ASPR 15-202. "These 
costs arise out of enginee.ring activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor {see ASPR 15-204.2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of oyertime, extra-pay shift, and multi-shift·premium), or some 
other equitable basis. 

15-203.4 Selling and .Distribution Costs. Selling and distribution costs arise 
through marketing the co·ntractor' s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be ·allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204.2(b)). However~ subject 
to the other ·provisions of this ·Part, costs in this category, includiDg super
visory and clerical costs~ which relate to technical, consulting, and othe:r 
beneficial services, ·and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. ~u·ch. costs 
shall be allocated to the contractor's commercial work and its individual. 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwis.e, the items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall tnanagement, superv~sio·n~ 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors. to be considered in determining whether the results are equitable 
include: 

{i} the· ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor 9 s entire 
business~ 

{ii} the ultimate objective of distributing general and a·dministrp.tive 
costs consistently with the general and administrative effort in
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv} variations in the ratio of the contract inventory levels· to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203ol{b). 

15-204 Principles and Standards for Selected Items of Costo 

15-204.1 . GeneraL Applications of the -above basic cost p·rinciples _and standards 
to certain selected items of cost are set forth below6 and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. 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 items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature, Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

{b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to ~ll 
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 established practice may be to treat bidding 
costs by some o.ther recognized method. Regardless of the method used, 
the results· obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Ro.om, and Other 'Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunc~ wagons, vending machines, or similar. types of serv
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether ope~ated by'the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services ·are allowable when it is the policy of the con
tractor to operate such services at no loss or profit; __ provided. however, that 
any gains or losses from these services must be appropriately allocated to· 
all activities benefited, including Government contracts. When it is the policy 
of the l'.Ontractor to furnish such services at a loss, losses on such operation 
s:hal~ not be allowed as a cost unless specifically provided for in the con~r~c:t..·. 

(d) Civil Defense Costs. Civil defense costs are those incurred in the 
planning for p and the protection of life and property against, the possible effects . 
of enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. 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 addi
tional exit notices and directions~ and other approved civil defense measures. 
undertaken on the contractor 9 s premises pursuant to suggestions or require
ments of civil defense authorities are allowa.ble when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contractp contributions to local civil defense funds or projects not on 
the contractor 9 s premises are unallowable. 

{e) Compensation for Personal Services. (Reserved) 

(f) Contributions and Donations. Reaso~able contributions .and dona
tions to established nonprofit cha:r'itable, scientific, and educational organiza
tions are allowable if they are deductible for Federal income··ta.x purposes; 
.provided that such deductibility_ does not in itself justify allowance as a con
tract cost. ·The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period~ rnu.st be judged 
ordinarily in light of the pattern of past contributions, partic~larly those made 
prior to the placing of Government contracts. Allow~ble contributions ·and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation. 

{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 proc;:ess of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor 9

S operations as 
distinguished from physical tife. 
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.(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provj.ded that the 
amount thereof is based upori original acquisiti<;>n cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally ac-cepted-accounting principles, including thcfse recognized by 
.Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to- the contract and other work as an indirect cost. The amount of deprecia~ 
tion allowed in any accounting period may, consistent with the basic obje·c-
tives set forth in (1) above, vary with volume of production or use of multi-· 
shift operations. 

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

(4) Where the contractor has applied for, received, and accepted 
a determina~ion of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
p~riod (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than ''true deprecia
tion" a$ determined by the Emergency Facilities Board; however, the method 
chosen after such determination of ''true depreciation" must be followed con
sistently throughout the life of the en1ergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
pe·riod shall be ~p;re ciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204.3(d}. The 
remaining undepreciated cost shall not include any amount of unrecovered 
Htrue depreciation" {or normal depreciation if the contractor has elected 
not to use "true depreciation"). allowable' during the emergency period. 

(5) Unless otherwise provided for in the contract~ no use charge shall 
be allowed for assets still in ·use which, in accordance with .the contractor's 
consi~tent accounting practice, have or should have been fully depreciated 
on· the contractor's books. 

(h) Employee Morale,.Health, and Welfare Costs. and Credits. Reason
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and.-t~ployee counselling· services, incurred, in accordance 
·with the .contractor's established practice or custom in the industry or area,· 
for the imp-rovement of working conditions, employer-employee relations, 
employee morale, and employee per~~:rmance, 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 in
come has been irrevocably set over to employee welfare organizations. 

7 
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(i) Fringe Benefits. Fringe benefits are allowances and services pro
vided by the contractqr tel" its employees as compensation in :addition ·to regu
lar 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 which constitutes~ in effect, an implied agreement on 
the contractor 9

S part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j). Insurance and Indemnification. 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under th.e terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa
tive (see ASPR 10-501 for kinds of insurance ordinarily required}» {ii) any 
other insurance for which the contractor seeks reimbu:r'sement under the 
contract, and (iii) liabilities to third persons no.t compensated by insurance 
or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu-
ant to the clause in ASPR 7-203.22 are allowable. · 

(3) Costs of other insurance, not required to be submitted for ap
proval but maintained by the contractor in connection with the ·performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of cove·rage shall be in accordance with 
sound business practice and the rates shall be reasonable·· 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profits inte:r-es~, Federal in
come taxes, and any other items of cost una1lowable under 
this Part; 

(iii) ·costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned p·roperty are unallowable 
except to the extent that the Government shall h~ve approved 
or required such insurance or reserve;· 

(iv) costs of a reserve for a self-insurance program are un
allowable unless the program has been approved by the mili
tary department concerned; and 
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{v) costs of insurance on the lives of officers~ partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee ·plan wh.ich is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract {for example, see ASPR 
7-203.22). Therefore, except as ·otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance {through an approved self-insurance 
pr~gram or otherwise) are unallowable. 

{k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

{.1) · Maintenance and Repair Costs. 

{1) Costs, necessary for the upkee·p of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appre·ciably prolong ·its intended life, but keep it in an 
efficient op~rating condition, are allowable. Expenditures for plant and equip
ment which, according to generally accepted accounting principles, should be 
capitalize-d and subjected to depreciation are allowable ortly on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili
ties {other than reasonable standby facilities) are unallowable. 

{2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contr·act period are unallowable 
unless specifically provided for in· the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished dqring the 
period of the contract shall not be allowed as a cost unless specifically pro
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu
facturing and production engineering, including engineering activities in con
nection with: 

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

. (ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

. (1) The net costs of such i.tems .. as raw material, parts, sub-assernblies 
components, and manufacturing supplies, whether purchased or ·manufactured 
by the contractor, and such collateral items as inbound transportation and in
transit insurance, are allowable, subject, however, to (2) through (6) below. 
In computing costs of material, consideration will be given to rea.sontib.le over
runs, spoilage, or defective work (as to defective work~ see paragraph (c) of 
the inspection clause in ASPR 7-203<5). 

(2) Costs of material and supplies shall be suitably adjusted for ap
plicable portions of income and other credits, including·available trade dis
counts, refunds, rebates, allowances~ and cash discounts, and Cl'edits for scrap 

··-··and ·s-a.:lvage-:and ·ma-teria.Land supplies returned to ·Vendors, .. Such i'ncome-and 
other creqits shall either be credited directly to cost ·of the·"'ITlaterial or sup
plies involved or be allocated (as credits) to indirect costs. However:» where 
the contractor can .demonstrate -that failure to take ca-sh discounts was due 
to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recogn_ized 
method of pricing such material is acceptable if that method is consistently 
applied and the re sul.ts obtained are equitable, 

(5) Reasonable charges or credits arising fro.m a difference between 
·periodic physical.inventory quantities and related material control records 
·shall be included in arriving at the cost of material if such char·ges or cred!ts 
(i) do not include Hwrite-downsn or Hwrite-up'sn of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
bet.ween plants, divisions, or organization-s, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar itemsll whichever 
is lower; _provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this ·cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferoris sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items, 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. The premium 
portion of overtime, extra-pay shift, and multi-shi.ft payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall' be separately identified. Costs of such pre
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori
zation). When direct .labor cost is the base for distribution of overhead, the 
premium por.tion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, ari.d multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason
able, and if allocated on a pro rata basis to commercial as well as Govern
ment work. vVhen such premium costs are charged as indirect costs, the 
amount alloca~ed to Government contracts 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. 

(p) Patent Costs. Costs of preparing. disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable·. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely d~terminable benefits to its employees over a period of years, 
usually for life~ after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees, The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amo:unt of contributions by the employer. A plan 
de signed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con
sidered a pension plan if, under the plans either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. {Retirement plans which are based on profit-sharing shall not 
be considered to ,be pension plans within this paragraph {q) .) I 

'-· 

(2) Consideration~ and approval or disapproval~ of all pension plans 
and the method of determination of the costs thereof shall b~ the respon~i
bility of the Department to which audit cognizance is assigned and subsequent 
·action taken by .that Department will, generally, be accepted by the other De
·partmetits. Such plans must meet the. qualification requirements prescribed 
by Section 401 of the Internal ·Revenue Code of 1954 (P.L. 5.91, 83rd Congq 
·2d Sess., 68A Stat, 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

{ii) nonprofit or ta~---exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces
sarily assure the allowance of the c;osts of such a plan by the Department 
concerned. In the case of all other planss compliance with the qualification 
requirements of Section 401 of the lnternalRevenu.e Code of 1954 shall be 
determined by the cognizant Department using~ insofar as applicable, the 
regulations~ criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department~ costs thereof are allowable subject to the following 
conditions: 

{i) such costs shall meet the :rc·qui:r·ements of ASPR 15-201.2~ 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of :1954), are 
allowable only to the extent -

{A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; o:r 

{B) in the case of nonprofit or tax--exempt organizations~ 
such costs could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii.) in cases where the Interna-l Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as _contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plancosts allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for_ whom pension plan costs have been or are being in
cuTred by the contractor but whose employment wilt termi
nate before they acquire a vested right to the benefits under 
such plans -

(.A.) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with reason
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- . 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termina t.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government. and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe~ or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in t.he case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for, whom pension plan costs have been or are being in
cu,..red by. the contractor but whose employment will termi
nate before they acquire a vested right to the benefits under 
such plans -

( .. A) when such abnormal termination credits or gains are 
foreseeable and can be currently evcduated with reason
able accuracy, an equitable adjustment of current. costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni
tion in the actuary's calculation of current costs, so 
that the cur·rent costs do, in fact, reflect the reduction 
for the abnormal terminat.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe;r or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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4. The Editing Subcommittee submits herewith .an edited draft· ... £ Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee. 
(see Minutes of Meeting of 13 December 19.55, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the ·reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee.· 

5. 'The Editing Committee invites attention of the ASPR Committee to para
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ''side'' agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furni~hed information to the joint Subcommittees to the effect that 
this matter was the subject- of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 

.Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army ·Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 

Ar~y 

J. 0. Hunnicutt, Jr., Major, DC SLOG 
T. P. Partyka,· AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 

DOD 

H. H. Gallup, OSD (S&L), 
Chairman, Section XV Committee 

5 

/ 

Arthur C. Sawa.Uisch, ONM 
E. T. C oo~, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 

Air Force 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, A!y1C, Dayton 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The C.hairm.an of the Editing 

·'Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
·Pension Trust Section, InternalRevenue Service,and he in turn arranged 
fo·r Mr. J. F .. Heathcote, Technical. Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; vvithout it, the joint subcommittees would have been 
required to spend a much -longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601 .2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to b~ approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
'In the case of the latter, the review would most usually come about ~s 
a result of the employer's deduction for t~x purposes of its contributions 
to a pension plan and would occur at the time· of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approva 1 or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified" o.r not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under ~crutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft .. dealing with this problem. An edited version of 
this material is set forth in. TAB B, as subparagraphs (2) and {3)(i) 
through (iii) of proposed ASPR 15-204. 2(q). . 

3, Except for the sco.gle dissent. mentioned above with respect to paragraph 2,C.L, 
the recommendations set forth in the foregoing paragraph have had t.he concur
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcomn"littees on the probl.e'ms discussed in paragraphs 
2,A, and 2,B,, Mr, Paul Southwell, Air Force procurement member·of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the ~&i;~ss- of Pension 
Plans (Proposed ASPR 15-204.2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii){A) and (3)(iii)(B) of proposed 
ASFR 15-204. 2( q) in the disjunctive rather than the conjunction by deleting 
the Hand" and retaining. the Hor" between them. 

It appeared that some of. the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains a rising out of Hnorma l" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of ''normal employee turnover'' is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in Ti\.B B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment ''shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con
tractor." In re_gard to the wor.ds "some other writing binding on the 
Government and the contractor'',- the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-2-04.2(q)(3}(iv):which is-an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency; with Pcrrt·6-, Section XV 

--Following .subnris·sion::of·-th:e·,·repar:t-of·.Fehrua-ry 27, -1~5-6, .the A·r:my 
member of the Editing Subcommittee contacted the Internal Revenue 
Service and learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM·:Iwt March 9, 1956 

Part 2 -- S u p p 1 y C _o n t r a c t s , a n d . S .e r v i c e a n d R e s e a r c h 
·a n d · D e v e: 1 o p m .e n t C o n t r a c t s w i t h 0 r g a n i z a t i o n s 
Having Commercial Type Accounting Systems 

15-200 . _ Scope of Part. This Part' sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services,. and research and development work. How
ever, this P"art·does not apply to contra·cts for services or research and development 
work with contractors pr su_bcontracto~s .. which . .Q,o not.have comme·rciel:l_ type account
-ing ·systems, or for facilities, constructi~n, or architect-engineer services 
related to construction. 

15-201 Basic Considerations. 

15-201.1 Composition of ·Total Cost. The total cost of a ·cost-reimbursement 
. type contract is (i) the allowable direct costs., plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed co.st shall be credited to the Government either as a reduction in 
contract cost or by a cash refund-, as appropriate. 

15-201.4 Contractor's Accounting System. The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the ··Records· clause (.ASPR 7-203. 7}. 

15-202 Direct Costs. 

15-202.1 General. Direct costs are those items of cost which can be. 
specifically identified with any obj~ctive, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they a·re readily 
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identifiable. When the contractor is engaged in both defen-se and non-defense 
production or services, this principle must be applied consistently to both, 
When the accounting ,expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treat~d as indirect costs. 

15-202.2 Direct Material Costs.- Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage~ and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspe'ction 
clause in ASPR 7-203,5. 

15-202.3 Direct Labor Costs, Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform
ance of a contract or other work of the contractor. Average rates may be . 
used where the contractor demonstrates that th~ results are equitable, .. Direct 
labor costs· .may also include other associated costs, such as payroll taxes 
and·workm.en 9 s compensation insurance, .where it is the established ·practice 
·of the contractor to- treat these. items as a part.of direct. labor costs. 

15-202.4 Other Direct Costs. Other items of cost may; in particular cases, 
be charged ·directly to the contract where the contractor demonstrates that 
they are ppecifically related to the performance o{ the contract- W,hen, 
however, items ordinarily chargeable as indirect costs are charged to a 

. Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs. 

15-203.1 General. (a) Indirect costs are those items of cost which cannot. be 
specifically ident~fied with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in ·an equitable manner-. The 
method used in connection with Government contracts shalC in order to be 
acceptable, conform with generally accepted accounting pra·ctices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, Inanufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion .of the method previously used. Individual elements of indirect cost are 
discussed in 'ASPR 15-203.2 through 15-203.5. 

(c) The base period fo·r allocation of indirect costs shall be representa
tive 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 the con
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of·indirect·-m.anufacturing and production costs 
on a time basis, such as direct labor man-hours or machine-hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars {exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs. Indirect engin~ering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob
jective service, program,. or project in accordance with ASPR 15-202. "These 
costs arise out of enginee.ring activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor {see ASPR 15-204.2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of oyertime, extra-pay shift, and multi-shift·premium), or some 
other equitable basis. 

15-203.4 Selling and .Distribution Costs. Selling and distribution costs arise 
through marketing the co·ntractor' s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be ·allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204.2(b)). However~ subject 
to the other ·provisions of this ·Part, costs in this category, includiDg super
visory and clerical costs~ which relate to technical, consulting, and othe:r 
beneficial services, ·and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. ~u·ch. costs 
shall be allocated to the contractor's commercial work and its individual. 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwis.e, the items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall tnanagement, superv~sio·n~ 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors. to be considered in determining whether the results are equitable 
include: 

{i} the· ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor 9 s entire 
business~ 

{ii} the ultimate objective of distributing general and a·dministrp.tive 
costs consistently with the general and administrative effort in
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv} variations in the ratio of the contract inventory levels· to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203ol{b). 

15-204 Principles and Standards for Selected Items of Costo 

15-204.1 . GeneraL Applications of the -above basic cost p·rinciples _and standards 
to certain selected items of cost are set forth below6 and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. 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 items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature, Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

{b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to ~ll 
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 established practice may be to treat bidding 
costs by some o.ther recognized method. Regardless of the method used, 
the results· obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Ro.om, and Other 'Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunc~ wagons, vending machines, or similar. types of serv
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether ope~ated by'the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services ·are allowable when it is the policy of the con
tractor to operate such services at no loss or profit; __ provided. however, that 
any gains or losses from these services must be appropriately allocated to· 
all activities benefited, including Government contracts. When it is the policy 
of the l'.Ontractor to furnish such services at a loss, losses on such operation 
s:hal~ not be allowed as a cost unless specifically provided for in the con~r~c:t..·. 

(d) Civil Defense Costs. Civil defense costs are those incurred in the 
planning for p and the protection of life and property against, the possible effects . 
of enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. 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 addi
tional exit notices and directions~ and other approved civil defense measures. 
undertaken on the contractor 9 s premises pursuant to suggestions or require
ments of civil defense authorities are allowa.ble when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contractp contributions to local civil defense funds or projects not on 
the contractor 9 s premises are unallowable. 

{e) Compensation for Personal Services. (Reserved) 

(f) Contributions and Donations. Reaso~able contributions .and dona
tions to established nonprofit cha:r'itable, scientific, and educational organiza
tions are allowable if they are deductible for Federal income··ta.x purposes; 
.provided that such deductibility_ does not in itself justify allowance as a con
tract cost. ·The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period~ rnu.st be judged 
ordinarily in light of the pattern of past contributions, partic~larly those made 
prior to the placing of Government contracts. Allow~ble contributions ·and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation. 

{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 proc;:ess of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor 9

S operations as 
distinguished from physical tife. 
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.(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provj.ded that the 
amount thereof is based upori original acquisiti<;>n cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally ac-cepted-accounting principles, including thcfse recognized by 
.Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to- the contract and other work as an indirect cost. The amount of deprecia~ 
tion allowed in any accounting period may, consistent with the basic obje·c-
tives set forth in (1) above, vary with volume of production or use of multi-· 
shift operations. 

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

(4) Where the contractor has applied for, received, and accepted 
a determina~ion of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
p~riod (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than ''true deprecia
tion" a$ determined by the Emergency Facilities Board; however, the method 
chosen after such determination of ''true depreciation" must be followed con
sistently throughout the life of the en1ergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
pe·riod shall be ~p;re ciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204.3(d}. The 
remaining undepreciated cost shall not include any amount of unrecovered 
Htrue depreciation" {or normal depreciation if the contractor has elected 
not to use "true depreciation"). allowable' during the emergency period. 

(5) Unless otherwise provided for in the contract~ no use charge shall 
be allowed for assets still in ·use which, in accordance with .the contractor's 
consi~tent accounting practice, have or should have been fully depreciated 
on· the contractor's books. 

(h) Employee Morale,.Health, and Welfare Costs. and Credits. Reason
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and.-t~ployee counselling· services, incurred, in accordance 
·with the .contractor's established practice or custom in the industry or area,· 
for the imp-rovement of working conditions, employer-employee relations, 
employee morale, and employee per~~:rmance, 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 in
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits. Fringe benefits are allowances and services pro
vided by the contractqr tel" its employees as compensation in :addition ·to regu
lar 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 which constitutes~ in effect, an implied agreement on 
the contractor 9

S part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j). Insurance and Indemnification. 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under th.e terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa
tive (see ASPR 10-501 for kinds of insurance ordinarily required}» {ii) any 
other insurance for which the contractor seeks reimbu:r'sement under the 
contract, and (iii) liabilities to third persons no.t compensated by insurance 
or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu-
ant to the clause in ASPR 7-203.22 are allowable. · 

(3) Costs of other insurance, not required to be submitted for ap
proval but maintained by the contractor in connection with the ·performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of cove·rage shall be in accordance with 
sound business practice and the rates shall be reasonable·· 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profits inte:r-es~, Federal in
come taxes, and any other items of cost una1lowable under 
this Part; 

(iii) ·costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned p·roperty are unallowable 
except to the extent that the Government shall h~ve approved 
or required such insurance or reserve;· 

(iv) costs of a reserve for a self-insurance program are un
allowable unless the program has been approved by the mili
tary department concerned; and 
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{v) costs of insurance on the lives of officers~ partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee ·plan wh.ich is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract {for example, see ASPR 
7-203.22). Therefore, except as ·otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance {through an approved self-insurance 
pr~gram or otherwise) are unallowable. 

{k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

{.1) · Maintenance and Repair Costs. 

{1) Costs, necessary for the upkee·p of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appre·ciably prolong ·its intended life, but keep it in an 
efficient op~rating condition, are allowable. Expenditures for plant and equip
ment which, according to generally accepted accounting principles, should be 
capitalize-d and subjected to depreciation are allowable ortly on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili
ties {other than reasonable standby facilities) are unallowable. 

{2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contr·act period are unallowable 
unless specifically provided for in· the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished dqring the 
period of the contract shall not be allowed as a cost unless specifically pro
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu
facturing and production engineering, including engineering activities in con
nection with: 

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

. (ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 



I 

'· 

of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

. (1) The net costs of such i.tems .. as raw material, parts, sub-assernblies 
components, and manufacturing supplies, whether purchased or ·manufactured 
by the contractor, and such collateral items as inbound transportation and in
transit insurance, are allowable, subject, however, to (2) through (6) below. 
In computing costs of material, consideration will be given to rea.sontib.le over
runs, spoilage, or defective work (as to defective work~ see paragraph (c) of 
the inspection clause in ASPR 7-203<5). 

(2) Costs of material and supplies shall be suitably adjusted for ap
plicable portions of income and other credits, including·available trade dis
counts, refunds, rebates, allowances~ and cash discounts, and Cl'edits for scrap 

··-··and ·s-a.:lvage-:and ·ma-teria.Land supplies returned to ·Vendors, .. Such i'ncome-and 
other creqits shall either be credited directly to cost ·of the·"'ITlaterial or sup
plies involved or be allocated (as credits) to indirect costs. However:» where 
the contractor can .demonstrate -that failure to take ca-sh discounts was due 
to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recogn_ized 
method of pricing such material is acceptable if that method is consistently 
applied and the re sul.ts obtained are equitable, 

(5) Reasonable charges or credits arising fro.m a difference between 
·periodic physical.inventory quantities and related material control records 
·shall be included in arriving at the cost of material if such char·ges or cred!ts 
(i) do not include Hwrite-downsn or Hwrite-up'sn of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
bet.ween plants, divisions, or organization-s, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar itemsll whichever 
is lower; _provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this ·cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferoris sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items, 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. The premium 
portion of overtime, extra-pay shift, and multi-shi.ft payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall' be separately identified. Costs of such pre
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori
zation). When direct .labor cost is the base for distribution of overhead, the 
premium por.tion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, ari.d multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason
able, and if allocated on a pro rata basis to commercial as well as Govern
ment work. vVhen such premium costs are charged as indirect costs, the 
amount alloca~ed to Government contracts 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. 

(p) Patent Costs. Costs of preparing. disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable·. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely d~terminable benefits to its employees over a period of years, 
usually for life~ after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees, The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amo:unt of contributions by the employer. A plan 
de signed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con
sidered a pension plan if, under the plans either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. {Retirement plans which are based on profit-sharing shall not 
be considered to ,be pension plans within this paragraph {q) .) I 

'-· 

(2) Consideration~ and approval or disapproval~ of all pension plans 
and the method of determination of the costs thereof shall b~ the respon~i
bility of the Department to which audit cognizance is assigned and subsequent 
·action taken by .that Department will, generally, be accepted by the other De
·partmetits. Such plans must meet the. qualification requirements prescribed 
by Section 401 of the Internal ·Revenue Code of 1954 (P.L. 5.91, 83rd Congq 
·2d Sess., 68A Stat, 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

{ii) nonprofit or ta~---exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces
sarily assure the allowance of the c;osts of such a plan by the Department 
concerned. In the case of all other planss compliance with the qualification 
requirements of Section 401 of the lnternalRevenu.e Code of 1954 shall be 
determined by the cognizant Department using~ insofar as applicable, the 
regulations~ criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department~ costs thereof are allowable subject to the following 
conditions: 

{i) such costs shall meet the :rc·qui:r·ements of ASPR 15-201.2~ 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of :1954), are 
allowable only to the extent -

{A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; o:r 

{B) in the case of nonprofit or tax--exempt organizations~ 
such costs could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii.) in cases where the Interna-l Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as _contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plancosts allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for_ whom pension plan costs have been or are being in
cuTred by the contractor but whose employment wilt termi
nate before they acquire a vested right to the benefits under 
such plans -

(.A.) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with reason
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- . 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termina t.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government. and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe~ or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in t.he case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for, whom pension plan costs have been or are being in
cu,..red by. the contractor but whose employment will termi
nate before they acquire a vested right to the benefits under 
such plans -

( .. A) when such abnormal termination credits or gains are 
foreseeable and can be currently evcduated with reason
able accuracy, an equitable adjustment of current. costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni
tion in the actuary's calculation of current costs, so 
that the cur·rent costs do, in fact, reflect the reduction 
for the abnormal terminat.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe;r or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent termination credits_ unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree-. 
ment binding on the Government and the contractor. 

(4} The allowability of costs of lump sum purchase? of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in
curred under approved :pension plans shall be subject to consideration on an 
individual case basis. 

(r} Plant Protection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; deprecia_tion on plant pro
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 

(s} Professional Service Costs ... Legal, Accounting, Engineering, and 
Other. 

(1) Costs of -pr-ofessional services rendered by the members of a 
particular professio-n :separately engaged by the contractor are allowable, 
subject to .(2) and =(3) .. below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern
ment (but see ASPR 15-204. 3(f)). 

(2} Factors to be considered in determining the allowability of costs 
in a: particular case include: 

(i} the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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( ii) the impact of Government contracts on the contractor's 
business; 

(iii) the natur.e and scope of managerial services expected of the 
contractor 9 s own organi-zation; and 

{iv} whether the pr<;>portion of Government work to the contractor's 
total business is such as to influence the contractor in favor 
of incu:r·ring the cost, particu.la:rly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal. accountin~ and consulting services» and related 
costs, incurred in connection with organization and reorganization, defense 
ofanti-trust suits, and the prosecution of claims against the Governmentli 
are unallowable. Costs of legal, accounting, and consulting s·ervices~ andre
lated costs, incurred in conne·ction with patent infri~gement litigation, are un
allowable unless otherwise provided for in the contractu 

{t) Recruiting Costs. Costs of Hhelp wantedn advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force; costs of operating an aptitu~ and educational testing program~~ 
travel costs of employees while engaged in recruiting personnel~ and travel · 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies» costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs {lnr.;luding Sale and Leaseback of Facilities}. 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowabie if the rates are reasonable in light of the type 3 condi
tion, and value of the facilities leased, options available,- and other provisions 
of the rental agreement. 

(2) Unless otherwisE; specifically provided in the contract.~ rental 
costs specified in sale and leaseback agreements, incur red by contra.ctors 
through selling plant' facilities to investment organizations, such as in~ 
surance companies, or to private investors, and concurrently .leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceed normal costs, such as depreciation, taxes, insurahce, and maintenance~_borne 
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by the lessor·, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research·and D·evelopme·nt Costs. 

(1) Research and development costs (sometimes refer.red to as general 
engineering costs) are divided into two major categories$ for the purpose of 
contract costing: (i) gener~l research, also referred to as basic research,· 
fundame-ntal ·res·eat-ch; 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 re
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the -extent specifically provided in the contract. Generally, 
the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program;. 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's P!evious years' 
independent research programs; and 

(v) pr.oportion of Government business to contractor~s total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. ··Development·' is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering {see ASPR 15-204.2{m)). Costs of a contractor's independent re
lated research and development (that which is not .sponsored by a contract, 
grant,or other arrangement) are allowable under any cdst-reimburs~trient type 
production contract; provided the research is related _to the contract product 
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· ··line- and the: cos.ts-;.'are allocated·· to all production work ·of the :contractor on the 
contract product line. Such research costs are .unallowable under ·cost-reim
bursement type research and development contracts; 

(4} Independent research a·nd development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs {inciuding amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract~ shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204.3(i)). . 

(w). Royalties and Other Costs for Use of Patents. Royalties on a patent 
or invention~ or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract ·and 
applicable to contract products or processes~ are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that whe:r'e the Government has a license or the right to free 
use of the patent or invention such costs are unallowable;; and provided further 
that where the patent has been adjudicated to be invalid such costs ·are: un
allowable unless expressly set forth in the contracL 

(_x), Service and Installation Costs. Costs of servicing the product in
stallation, and training Government personnel in the use~ II1aintenancell and 
operation of the product are allowable. 

(y) Severance Pay. 

{1) Severance pay, also commonly referred to as dismissal wages!. 
is a pa ym.ent in addition to regular· salaric s and wages, by contractors t.o 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent thatj in each case, it is required by (i) law~ 
(ii) employer-employee agreement~ (iii) established policy that constitutesll 
in effect., an implied agreement on the contractor's part~ or (iv) circumstances 
of the particular employment. 

{2) For contract costing purposes~ severance pay is divided into two 
ca te gorie s as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to aU classes of work being performed· in the 
contractor's plant at the time of paytnent; ho'weverll where 
the contractor provides for .accr·ual of pay for normal 
severances 9uch method will be acceptable if the amount 

· of the accrual is reaso.nable in light of payments actually 
made for normal severances over a representative past 
perioq; and 
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{ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the ·contractor shall 
be assigned to the entire period ·of emploYm-ent with the con
tractor and equitably allocated to all business of the con
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may h~ made in 
case· of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance. pay allocable to 
the contract will be ·made in the future. 

(z) __ Special Tooling Costs. The term · special tooling ' means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production ~f the particular supplies or the per
formance of the particular services for which acquired or furnished. It 
includes, but is riot limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special toolings ac
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. . 

(a a) 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 acco_unting pi: inciples are allowable' except for: 

(i) ·Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204.3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an e·xemp
tio~ afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruin-g to the Government; and 

(iv) special assessments on land which represent capital im
provements. 
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(2) 'Taxes otherwise allowable under (1) above, but which may be . 
illegally or erroneously assessed, are allowable; ·provided that the contractor; 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

(ii). agrees to. comply with such instructions; and 

(iii} agrees to. take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern
mentv to determine the legality of such assessment orj as the 
cas.e may be, to secure a refund of such taxe·s ·and any interest 
or penalties ~ereon. 

Interest and penalties incurred by a contractor by reason of the nonpaytn.ent 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction .of the con
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable . 

. (3) Any refund of taxes, interest, or penaltie-s» and any payment to the 
contractor of inte.restthel~eon; attributable to taxes, interest, or penaltie's \.vhich 
were allowed as contract costs, shall be credited or paid to the· Government 
in the manner directed by the Government. 

(bb) Trade, Business, ·Technical, and Professional Activity Costs. 

(1) Member-ships. Costs of membership in trade~ business~ technica:L 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business~ profes
sional, and technical periodica,ls are allowable. 

(3) _Meetings and Conferences. Costs 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 in-

formation or the stimulation ·of production, are allowable. 

(cc) Training Costs. Costs of prepa:ring and maintaining a program of 
instruction design.ed to increase the overall effectiveness of employees, in
cluding costs of the director of training and sta.ffll training materials, and text 
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books, and tuition a~d fees when the training is conducted by educational 
institutions, are allowable when limited to on the ·job training and when 
properly allocated. Costs of training in educational institutions are unallow
able, except to the extent specifically provided in the contract. 

(dd) Transportation Costs. Transportation costs include freight, ex
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be iden.tified with the 
items involved~ they may be direct costed or added to the ·cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro
priate indirect cost accounts. if the contractor follow~ a consistent equitable 
procedure in ·this respect. Outbound freight, if reimbursable under the terms 

. of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

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

(2) Travel costs incurred in the normal course of overall adminis
tration of the business and applicable to the entire business are allowable. 
Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis .. The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs 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, preparat~on and submission of required reports and· 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee. meetings are allowable. Such costs shall be equitably allocated to 

· all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204.3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in w_riting by the 
contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3(i); and 

(iii) ASPR 15-204.3(k) . 

15-204.3 Unallowable Costs . 

. . (a) Bad Debts" Bad debts, including losses {whether actual.or :estimated) 
arising from uncollectible customers' accounts ·and .other claims, related col
lection costsp and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity~ or even with an assurance ·of their happening~· are un
allowable. {For self-insurance programs see ASPR 204.2(j).) 

{c) Entertainment Cost$. Costs of amusement$ dive.r.sion, social activi-· 
ties, and incidental costs relating thereto, such as mealsll lodging, rentals, 
transpor~ation, and gratuities, are unallowable. 

{d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reas-onably necessary for standby purposes 3 

are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) __ Fines and Penalties. Costs resulting from violations· .of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con
tracting officer. 

{f) Interest and Other financial Costs. Interest (however represented)~ 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the prepa-ration of a prospectus~ 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori
ties under the conditions set forth in ASPR 15-204.2{aa) (but see ,A.SPR,.l5·-~o4.2 
{ff)) . 

. (g) Losses on Other Contracts. An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost
sharing contracts), whether such other contract is of a supply, research and 
development, or other n·ature, is unallowable as a cost of performance o.f the 
Government contract. 

(h) Organization Costs. Expenditures in connec.tion with orge~.nization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effe.ctive date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the. contract. (See ASPR 15-lxx.) 

{j) Profits and Loss~s on Disposition of Plant, Equipment, or Other 
.capital Assets. -Profits or losses of any nature arising from the sale or «;!X

change of ·plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con
tract costs" 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable e~cept that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

( l) General. 

( l) In addition, certain costs discussed in ASPR 15-20 •. 2 are ste~.ted 
to be unallowable. See for example: 

(i) ASPR 15-204.2(g)(3); 
{ii) ASPR 15-204.2(1)(1), last sentence; 

(iii) ASPR 15-204.2(s}(3}, first sentence; 
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(iv) ASPR 15-204.2(t), la.st sentence; 
(v) ASPR 15-204.2(w); first proviso; 
(vi) ASPR 15-204.2(aa)(l)(i) through {iv); and 

{vii) ASPR 15-204._2(ee)(5) 

(2) Certain other costs discussed in. ASPR 15-204.Z are unallowable . 
unless expressly provided for in the contract~ or, in some cases, if authorized 
or· approved by the Government. See for example: 

{i) ASPR 15-204.2{c), last sentence; 
(ii) ASPR 15-204.2(d}, last sentence; 

(iii) ASPR 15-204.2(g)(5); . 
(iv) ASPR 15-204.2(j){3)(iii) and (iv), and {4); 
(v) ASPR 15-204.2{1)(2); 
(vi) ASPR 15-204.2(o), second sentence·; 

{vii) ASPR 15-204.2(pL second sentence; 
(viii) ASPR 15-204.2(s)(3), last sentence; 
· {ix) ASPR 15-204.2{u)(2); 

{x) ASPR 15-204.2(w); 
(xi) ASPR 15-204.2(aa){2); 

{xii) ASPR 15-204.2(cc), last sentence; and 
{xiii) ASPR 15-204.2(ee){6) . 
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4. The Editing Subcommittee submits herewith .an edited draft· ... £ Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee. 
(see Minutes of Meeting of 13 December 19.55, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the ·reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee.· 

5. 'The Editing Committee invites attention of the ASPR Committee to para
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ''side'' agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furni~hed information to the joint Subcommittees to the effect that 
this matter was the subject- of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 

.Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army ·Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 

Ar~y 

J. 0. Hunnicutt, Jr., Major, DC SLOG 
T. P. Partyka,· AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 

DOD 

H. H. Gallup, OSD (S&L), 
Chairman, Section XV Committee 

5 

/ 

Arthur C. Sawa.Uisch, ONM 
E. T. C oo~, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 

Air Force 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, A!y1C, Dayton 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The C.hairm.an of the Editing 

·'Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
·Pension Trust Section, InternalRevenue Service,and he in turn arranged 
fo·r Mr. J. F .. Heathcote, Technical. Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; vvithout it, the joint subcommittees would have been 
required to spend a much -longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601 .2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to b~ approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
'In the case of the latter, the review would most usually come about ~s 
a result of the employer's deduction for t~x purposes of its contributions 
to a pension plan and would occur at the time· of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approva 1 or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified" o.r not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under ~crutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft .. dealing with this problem. An edited version of 
this material is set forth in. TAB B, as subparagraphs (2) and {3)(i) 
through (iii) of proposed ASPR 15-204. 2(q). . 

3, Except for the sco.gle dissent. mentioned above with respect to paragraph 2,C.L, 
the recommendations set forth in the foregoing paragraph have had t.he concur
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcomn"littees on the probl.e'ms discussed in paragraphs 
2,A, and 2,B,, Mr, Paul Southwell, Air Force procurement member·of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the ~&i;~ss- of Pension 
Plans (Proposed ASPR 15-204.2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii){A) and (3)(iii)(B) of proposed 
ASFR 15-204. 2( q) in the disjunctive rather than the conjunction by deleting 
the Hand" and retaining. the Hor" between them. 

It appeared that some of. the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains a rising out of Hnorma l" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of ''normal employee turnover'' is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in Ti\.B B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment ''shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con
tractor." In re_gard to the wor.ds "some other writing binding on the 
Government and the contractor'',- the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-2-04.2(q)(3}(iv):which is-an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency; with Pcrrt·6-, Section XV 

--Following .subnris·sion::of·-th:e·,·repar:t-of·.Fehrua-ry 27, -1~5-6, .the A·r:my 
member of the Editing Subcommittee contacted the Internal Revenue 
Service and learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM·:Iwt March 9, 1956 

Part 2 -- S u p p 1 y C _o n t r a c t s , a n d . S .e r v i c e a n d R e s e a r c h 
·a n d · D e v e: 1 o p m .e n t C o n t r a c t s w i t h 0 r g a n i z a t i o n s 
Having Commercial Type Accounting Systems 

15-200 . _ Scope of Part. This Part' sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services,. and research and development work. How
ever, this P"art·does not apply to contra·cts for services or research and development 
work with contractors pr su_bcontracto~s .. which . .Q,o not.have comme·rciel:l_ type account
-ing ·systems, or for facilities, constructi~n, or architect-engineer services 
related to construction. 

15-201 Basic Considerations. 

15-201.1 Composition of ·Total Cost. The total cost of a ·cost-reimbursement 
. type contract is (i) the allowable direct costs., plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed co.st shall be credited to the Government either as a reduction in 
contract cost or by a cash refund-, as appropriate. 

15-201.4 Contractor's Accounting System. The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the ··Records· clause (.ASPR 7-203. 7}. 

15-202 Direct Costs. 

15-202.1 General. Direct costs are those items of cost which can be. 
specifically identified with any obj~ctive, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they a·re readily 

Ti~B B 



. 
'· 

identifiable. When the contractor is engaged in both defen-se and non-defense 
production or services, this principle must be applied consistently to both, 
When the accounting ,expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treat~d as indirect costs. 

15-202.2 Direct Material Costs.- Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage~ and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspe'ction 
clause in ASPR 7-203,5. 

15-202.3 Direct Labor Costs, Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform
ance of a contract or other work of the contractor. Average rates may be . 
used where the contractor demonstrates that th~ results are equitable, .. Direct 
labor costs· .may also include other associated costs, such as payroll taxes 
and·workm.en 9 s compensation insurance, .where it is the established ·practice 
·of the contractor to- treat these. items as a part.of direct. labor costs. 

15-202.4 Other Direct Costs. Other items of cost may; in particular cases, 
be charged ·directly to the contract where the contractor demonstrates that 
they are ppecifically related to the performance o{ the contract- W,hen, 
however, items ordinarily chargeable as indirect costs are charged to a 

. Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs. 

15-203.1 General. (a) Indirect costs are those items of cost which cannot. be 
specifically ident~fied with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in ·an equitable manner-. The 
method used in connection with Government contracts shalC in order to be 
acceptable, conform with generally accepted accounting pra·ctices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, Inanufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion .of the method previously used. Individual elements of indirect cost are 
discussed in 'ASPR 15-203.2 through 15-203.5. 

(c) The base period fo·r allocation of indirect costs shall be representa
tive 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 the con
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of·indirect·-m.anufacturing and production costs 
on a time basis, such as direct labor man-hours or machine-hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars {exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs. Indirect engin~ering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob
jective service, program,. or project in accordance with ASPR 15-202. "These 
costs arise out of enginee.ring activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor {see ASPR 15-204.2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of oyertime, extra-pay shift, and multi-shift·premium), or some 
other equitable basis. 

15-203.4 Selling and .Distribution Costs. Selling and distribution costs arise 
through marketing the co·ntractor' s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be ·allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204.2(b)). However~ subject 
to the other ·provisions of this ·Part, costs in this category, includiDg super
visory and clerical costs~ which relate to technical, consulting, and othe:r 
beneficial services, ·and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. ~u·ch. costs 
shall be allocated to the contractor's commercial work and its individual. 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwis.e, the items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall tnanagement, superv~sio·n~ 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors. to be considered in determining whether the results are equitable 
include: 

{i} the· ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor 9 s entire 
business~ 

{ii} the ultimate objective of distributing general and a·dministrp.tive 
costs consistently with the general and administrative effort in
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv} variations in the ratio of the contract inventory levels· to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203ol{b). 

15-204 Principles and Standards for Selected Items of Costo 

15-204.1 . GeneraL Applications of the -above basic cost p·rinciples _and standards 
to certain selected items of cost are set forth below6 and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 

4 



' . 
'' 

·~ . ' 

cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. 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 items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature, Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

{b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to ~ll 
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 established practice may be to treat bidding 
costs by some o.ther recognized method. Regardless of the method used, 
the results· obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Ro.om, and Other 'Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunc~ wagons, vending machines, or similar. types of serv
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether ope~ated by'the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services ·are allowable when it is the policy of the con
tractor to operate such services at no loss or profit; __ provided. however, that 
any gains or losses from these services must be appropriately allocated to· 
all activities benefited, including Government contracts. When it is the policy 
of the l'.Ontractor to furnish such services at a loss, losses on such operation 
s:hal~ not be allowed as a cost unless specifically provided for in the con~r~c:t..·. 

(d) Civil Defense Costs. Civil defense costs are those incurred in the 
planning for p and the protection of life and property against, the possible effects . 
of enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. 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 addi
tional exit notices and directions~ and other approved civil defense measures. 
undertaken on the contractor 9 s premises pursuant to suggestions or require
ments of civil defense authorities are allowa.ble when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contractp contributions to local civil defense funds or projects not on 
the contractor 9 s premises are unallowable. 

{e) Compensation for Personal Services. (Reserved) 

(f) Contributions and Donations. Reaso~able contributions .and dona
tions to established nonprofit cha:r'itable, scientific, and educational organiza
tions are allowable if they are deductible for Federal income··ta.x purposes; 
.provided that such deductibility_ does not in itself justify allowance as a con
tract cost. ·The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period~ rnu.st be judged 
ordinarily in light of the pattern of past contributions, partic~larly those made 
prior to the placing of Government contracts. Allow~ble contributions ·and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation. 

{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 proc;:ess of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor 9

S operations as 
distinguished from physical tife. 
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.(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provj.ded that the 
amount thereof is based upori original acquisiti<;>n cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally ac-cepted-accounting principles, including thcfse recognized by 
.Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to- the contract and other work as an indirect cost. The amount of deprecia~ 
tion allowed in any accounting period may, consistent with the basic obje·c-
tives set forth in (1) above, vary with volume of production or use of multi-· 
shift operations. 

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

(4) Where the contractor has applied for, received, and accepted 
a determina~ion of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
p~riod (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than ''true deprecia
tion" a$ determined by the Emergency Facilities Board; however, the method 
chosen after such determination of ''true depreciation" must be followed con
sistently throughout the life of the en1ergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
pe·riod shall be ~p;re ciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204.3(d}. The 
remaining undepreciated cost shall not include any amount of unrecovered 
Htrue depreciation" {or normal depreciation if the contractor has elected 
not to use "true depreciation"). allowable' during the emergency period. 

(5) Unless otherwise provided for in the contract~ no use charge shall 
be allowed for assets still in ·use which, in accordance with .the contractor's 
consi~tent accounting practice, have or should have been fully depreciated 
on· the contractor's books. 

(h) Employee Morale,.Health, and Welfare Costs. and Credits. Reason
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and.-t~ployee counselling· services, incurred, in accordance 
·with the .contractor's established practice or custom in the industry or area,· 
for the imp-rovement of working conditions, employer-employee relations, 
employee morale, and employee per~~:rmance, 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 in
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits. Fringe benefits are allowances and services pro
vided by the contractqr tel" its employees as compensation in :addition ·to regu
lar 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 which constitutes~ in effect, an implied agreement on 
the contractor 9

S part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j). Insurance and Indemnification. 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under th.e terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa
tive (see ASPR 10-501 for kinds of insurance ordinarily required}» {ii) any 
other insurance for which the contractor seeks reimbu:r'sement under the 
contract, and (iii) liabilities to third persons no.t compensated by insurance 
or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu-
ant to the clause in ASPR 7-203.22 are allowable. · 

(3) Costs of other insurance, not required to be submitted for ap
proval but maintained by the contractor in connection with the ·performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of cove·rage shall be in accordance with 
sound business practice and the rates shall be reasonable·· 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profits inte:r-es~, Federal in
come taxes, and any other items of cost una1lowable under 
this Part; 

(iii) ·costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned p·roperty are unallowable 
except to the extent that the Government shall h~ve approved 
or required such insurance or reserve;· 

(iv) costs of a reserve for a self-insurance program are un
allowable unless the program has been approved by the mili
tary department concerned; and 
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{v) costs of insurance on the lives of officers~ partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee ·plan wh.ich is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract {for example, see ASPR 
7-203.22). Therefore, except as ·otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance {through an approved self-insurance 
pr~gram or otherwise) are unallowable. 

{k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

{.1) · Maintenance and Repair Costs. 

{1) Costs, necessary for the upkee·p of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appre·ciably prolong ·its intended life, but keep it in an 
efficient op~rating condition, are allowable. Expenditures for plant and equip
ment which, according to generally accepted accounting principles, should be 
capitalize-d and subjected to depreciation are allowable ortly on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili
ties {other than reasonable standby facilities) are unallowable. 

{2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contr·act period are unallowable 
unless specifically provided for in· the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished dqring the 
period of the contract shall not be allowed as a cost unless specifically pro
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu
facturing and production engineering, including engineering activities in con
nection with: 

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

. (ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

. (1) The net costs of such i.tems .. as raw material, parts, sub-assernblies 
components, and manufacturing supplies, whether purchased or ·manufactured 
by the contractor, and such collateral items as inbound transportation and in
transit insurance, are allowable, subject, however, to (2) through (6) below. 
In computing costs of material, consideration will be given to rea.sontib.le over
runs, spoilage, or defective work (as to defective work~ see paragraph (c) of 
the inspection clause in ASPR 7-203<5). 

(2) Costs of material and supplies shall be suitably adjusted for ap
plicable portions of income and other credits, including·available trade dis
counts, refunds, rebates, allowances~ and cash discounts, and Cl'edits for scrap 

··-··and ·s-a.:lvage-:and ·ma-teria.Land supplies returned to ·Vendors, .. Such i'ncome-and 
other creqits shall either be credited directly to cost ·of the·"'ITlaterial or sup
plies involved or be allocated (as credits) to indirect costs. However:» where 
the contractor can .demonstrate -that failure to take ca-sh discounts was due 
to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recogn_ized 
method of pricing such material is acceptable if that method is consistently 
applied and the re sul.ts obtained are equitable, 

(5) Reasonable charges or credits arising fro.m a difference between 
·periodic physical.inventory quantities and related material control records 
·shall be included in arriving at the cost of material if such char·ges or cred!ts 
(i) do not include Hwrite-downsn or Hwrite-up'sn of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
bet.ween plants, divisions, or organization-s, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar itemsll whichever 
is lower; _provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this ·cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferoris sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items, 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. The premium 
portion of overtime, extra-pay shift, and multi-shi.ft payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall' be separately identified. Costs of such pre
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori
zation). When direct .labor cost is the base for distribution of overhead, the 
premium por.tion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, ari.d multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason
able, and if allocated on a pro rata basis to commercial as well as Govern
ment work. vVhen such premium costs are charged as indirect costs, the 
amount alloca~ed to Government contracts 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. 

(p) Patent Costs. Costs of preparing. disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable·. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely d~terminable benefits to its employees over a period of years, 
usually for life~ after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees, The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amo:unt of contributions by the employer. A plan 
de signed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con
sidered a pension plan if, under the plans either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. {Retirement plans which are based on profit-sharing shall not 
be considered to ,be pension plans within this paragraph {q) .) I 

'-· 

(2) Consideration~ and approval or disapproval~ of all pension plans 
and the method of determination of the costs thereof shall b~ the respon~i
bility of the Department to which audit cognizance is assigned and subsequent 
·action taken by .that Department will, generally, be accepted by the other De
·partmetits. Such plans must meet the. qualification requirements prescribed 
by Section 401 of the Internal ·Revenue Code of 1954 (P.L. 5.91, 83rd Congq 
·2d Sess., 68A Stat, 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

{ii) nonprofit or ta~---exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces
sarily assure the allowance of the c;osts of such a plan by the Department 
concerned. In the case of all other planss compliance with the qualification 
requirements of Section 401 of the lnternalRevenu.e Code of 1954 shall be 
determined by the cognizant Department using~ insofar as applicable, the 
regulations~ criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department~ costs thereof are allowable subject to the following 
conditions: 

{i) such costs shall meet the :rc·qui:r·ements of ASPR 15-201.2~ 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of :1954), are 
allowable only to the extent -

{A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; o:r 

{B) in the case of nonprofit or tax--exempt organizations~ 
such costs could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 

12 



I 
'. 

.' 
! ,\ 

(iii.) in cases where the Interna-l Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as _contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plancosts allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for_ whom pension plan costs have been or are being in
cuTred by the contractor but whose employment wilt termi
nate before they acquire a vested right to the benefits under 
such plans -

(.A.) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with reason
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- . 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termina t.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government. and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe~ or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in t.he case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for, whom pension plan costs have been or are being in
cu,..red by. the contractor but whose employment will termi
nate before they acquire a vested right to the benefits under 
such plans -

( .. A) when such abnormal termination credits or gains are 
foreseeable and can be currently evcduated with reason
able accuracy, an equitable adjustment of current. costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni
tion in the actuary's calculation of current costs, so 
that the cur·rent costs do, in fact, reflect the reduction 
for the abnormal terminat.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe;r or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent termination credits_ unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree-. 
ment binding on the Government and the contractor. 

(4} The allowability of costs of lump sum purchase? of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in
curred under approved :pension plans shall be subject to consideration on an 
individual case basis. 

(r} Plant Protection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; deprecia_tion on plant pro
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 

(s} Professional Service Costs ... Legal, Accounting, Engineering, and 
Other. 

(1) Costs of -pr-ofessional services rendered by the members of a 
particular professio-n :separately engaged by the contractor are allowable, 
subject to .(2) and =(3) .. below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern
ment (but see ASPR 15-204. 3(f)). 

(2} Factors to be considered in determining the allowability of costs 
in a: particular case include: 

(i} the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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( ii) the impact of Government contracts on the contractor's 
business; 

(iii) the natur.e and scope of managerial services expected of the 
contractor 9 s own organi-zation; and 

{iv} whether the pr<;>portion of Government work to the contractor's 
total business is such as to influence the contractor in favor 
of incu:r·ring the cost, particu.la:rly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal. accountin~ and consulting services» and related 
costs, incurred in connection with organization and reorganization, defense 
ofanti-trust suits, and the prosecution of claims against the Governmentli 
are unallowable. Costs of legal, accounting, and consulting s·ervices~ andre
lated costs, incurred in conne·ction with patent infri~gement litigation, are un
allowable unless otherwise provided for in the contractu 

{t) Recruiting Costs. Costs of Hhelp wantedn advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force; costs of operating an aptitu~ and educational testing program~~ 
travel costs of employees while engaged in recruiting personnel~ and travel · 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies» costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs {lnr.;luding Sale and Leaseback of Facilities}. 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowabie if the rates are reasonable in light of the type 3 condi
tion, and value of the facilities leased, options available,- and other provisions 
of the rental agreement. 

(2) Unless otherwisE; specifically provided in the contract.~ rental 
costs specified in sale and leaseback agreements, incur red by contra.ctors 
through selling plant' facilities to investment organizations, such as in~ 
surance companies, or to private investors, and concurrently .leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceed normal costs, such as depreciation, taxes, insurahce, and maintenance~_borne 
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by the lessor·, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research·and D·evelopme·nt Costs. 

(1) Research and development costs (sometimes refer.red to as general 
engineering costs) are divided into two major categories$ for the purpose of 
contract costing: (i) gener~l research, also referred to as basic research,· 
fundame-ntal ·res·eat-ch; 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 re
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the -extent specifically provided in the contract. Generally, 
the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program;. 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's P!evious years' 
independent research programs; and 

(v) pr.oportion of Government business to contractor~s total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. ··Development·' is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering {see ASPR 15-204.2{m)). Costs of a contractor's independent re
lated research and development (that which is not .sponsored by a contract, 
grant,or other arrangement) are allowable under any cdst-reimburs~trient type 
production contract; provided the research is related _to the contract product 
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· ··line- and the: cos.ts-;.'are allocated·· to all production work ·of the :contractor on the 
contract product line. Such research costs are .unallowable under ·cost-reim
bursement type research and development contracts; 

(4} Independent research a·nd development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs {inciuding amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract~ shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204.3(i)). . 

(w). Royalties and Other Costs for Use of Patents. Royalties on a patent 
or invention~ or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract ·and 
applicable to contract products or processes~ are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that whe:r'e the Government has a license or the right to free 
use of the patent or invention such costs are unallowable;; and provided further 
that where the patent has been adjudicated to be invalid such costs ·are: un
allowable unless expressly set forth in the contracL 

(_x), Service and Installation Costs. Costs of servicing the product in
stallation, and training Government personnel in the use~ II1aintenancell and 
operation of the product are allowable. 

(y) Severance Pay. 

{1) Severance pay, also commonly referred to as dismissal wages!. 
is a pa ym.ent in addition to regular· salaric s and wages, by contractors t.o 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent thatj in each case, it is required by (i) law~ 
(ii) employer-employee agreement~ (iii) established policy that constitutesll 
in effect., an implied agreement on the contractor's part~ or (iv) circumstances 
of the particular employment. 

{2) For contract costing purposes~ severance pay is divided into two 
ca te gorie s as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to aU classes of work being performed· in the 
contractor's plant at the time of paytnent; ho'weverll where 
the contractor provides for .accr·ual of pay for normal 
severances 9uch method will be acceptable if the amount 

· of the accrual is reaso.nable in light of payments actually 
made for normal severances over a representative past 
perioq; and 
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{ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the ·contractor shall 
be assigned to the entire period ·of emploYm-ent with the con
tractor and equitably allocated to all business of the con
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may h~ made in 
case· of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance. pay allocable to 
the contract will be ·made in the future. 

(z) __ Special Tooling Costs. The term · special tooling ' means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production ~f the particular supplies or the per
formance of the particular services for which acquired or furnished. It 
includes, but is riot limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special toolings ac
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. . 

(a a) 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 acco_unting pi: inciples are allowable' except for: 

(i) ·Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204.3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an e·xemp
tio~ afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruin-g to the Government; and 

(iv) special assessments on land which represent capital im
provements. 

17 
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(2) 'Taxes otherwise allowable under (1) above, but which may be . 
illegally or erroneously assessed, are allowable; ·provided that the contractor; 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

(ii). agrees to. comply with such instructions; and 

(iii} agrees to. take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern
mentv to determine the legality of such assessment orj as the 
cas.e may be, to secure a refund of such taxe·s ·and any interest 
or penalties ~ereon. 

Interest and penalties incurred by a contractor by reason of the nonpaytn.ent 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction .of the con
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable . 

. (3) Any refund of taxes, interest, or penaltie-s» and any payment to the 
contractor of inte.restthel~eon; attributable to taxes, interest, or penaltie's \.vhich 
were allowed as contract costs, shall be credited or paid to the· Government 
in the manner directed by the Government. 

(bb) Trade, Business, ·Technical, and Professional Activity Costs. 

(1) Member-ships. Costs of membership in trade~ business~ technica:L 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business~ profes
sional, and technical periodica,ls are allowable. 

(3) _Meetings and Conferences. Costs 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 in-

formation or the stimulation ·of production, are allowable. 

(cc) Training Costs. Costs of prepa:ring and maintaining a program of 
instruction design.ed to increase the overall effectiveness of employees, in
cluding costs of the director of training and sta.ffll training materials, and text 
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books, and tuition a~d fees when the training is conducted by educational 
institutions, are allowable when limited to on the ·job training and when 
properly allocated. Costs of training in educational institutions are unallow
able, except to the extent specifically provided in the contract. 

(dd) Transportation Costs. Transportation costs include freight, ex
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be iden.tified with the 
items involved~ they may be direct costed or added to the ·cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro
priate indirect cost accounts. if the contractor follow~ a consistent equitable 
procedure in ·this respect. Outbound freight, if reimbursable under the terms 

. of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

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

(2) Travel costs incurred in the normal course of overall adminis
tration of the business and applicable to the entire business are allowable. 
Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis .. The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs 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, preparat~on and submission of required reports and· 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee. meetings are allowable. Such costs shall be equitably allocated to 

· all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204.3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in w_riting by the 
contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3(i); and 

(iii) ASPR 15-204.3(k) . 

15-204.3 Unallowable Costs . 

. . (a) Bad Debts" Bad debts, including losses {whether actual.or :estimated) 
arising from uncollectible customers' accounts ·and .other claims, related col
lection costsp and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity~ or even with an assurance ·of their happening~· are un
allowable. {For self-insurance programs see ASPR 204.2(j).) 

{c) Entertainment Cost$. Costs of amusement$ dive.r.sion, social activi-· 
ties, and incidental costs relating thereto, such as mealsll lodging, rentals, 
transpor~ation, and gratuities, are unallowable. 

{d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reas-onably necessary for standby purposes 3 

are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) __ Fines and Penalties. Costs resulting from violations· .of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con
tracting officer. 

{f) Interest and Other financial Costs. Interest (however represented)~ 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the prepa-ration of a prospectus~ 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori
ties under the conditions set forth in ASPR 15-204.2{aa) (but see ,A.SPR,.l5·-~o4.2 
{ff)) . 

. (g) Losses on Other Contracts. An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost
sharing contracts), whether such other contract is of a supply, research and 
development, or other n·ature, is unallowable as a cost of performance o.f the 
Government contract. 

(h) Organization Costs. Expenditures in connec.tion with orge~.nization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effe.ctive date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the. contract. (See ASPR 15-lxx.) 

{j) Profits and Loss~s on Disposition of Plant, Equipment, or Other 
.capital Assets. -Profits or losses of any nature arising from the sale or «;!X

change of ·plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con
tract costs" 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable e~cept that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

( l) General. 

( l) In addition, certain costs discussed in ASPR 15-20 •. 2 are ste~.ted 
to be unallowable. See for example: 

(i) ASPR 15-204.2(g)(3); 
{ii) ASPR 15-204.2(1)(1), last sentence; 

(iii) ASPR 15-204.2(s}(3}, first sentence; 
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(iv) ASPR 15-204.2(t), la.st sentence; 
(v) ASPR 15-204.2(w); first proviso; 
(vi) ASPR 15-204.2(aa)(l)(i) through {iv); and 

{vii) ASPR 15-204._2(ee)(5) 

(2) Certain other costs discussed in. ASPR 15-204.Z are unallowable . 
unless expressly provided for in the contract~ or, in some cases, if authorized 
or· approved by the Government. See for example: 

{i) ASPR 15-204.2{c), last sentence; 
(ii) ASPR 15-204.2(d}, last sentence; 

(iii) ASPR 15-204.2(g)(5); . 
(iv) ASPR 15-204.2(j){3)(iii) and (iv), and {4); 
(v) ASPR 15-204.2{1)(2); 
(vi) ASPR 15-204.2(o), second sentence·; 

{vii) ASPR 15-204.2(pL second sentence; 
(viii) ASPR 15-204.2(s)(3), last sentence; 
· {ix) ASPR 15-204.2{u)(2); 

{x) ASPR 15-204.2(w); 
(xi) ASPR 15-204.2(aa){2); 

{xii) ASPR 15-204.2(cc), last sentence; and 
{xiii) ASPR 15-204.2(ee){6) . 
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................ ~ .. ~ ·' Of Z OF TIIK ASSISTANT SECRETARY ( )BFmsE 
WASHIHGTOi 2S 1 D. c. 

Suppq It Logistics 

MEMORAlfDUM FOR THE ASPR CCIIMift'EE 

SUBJECT a Case S3-44, Section IV, Part 2 
Profit ShariDg 
Contributions am Donations 
General Research Coate 

April), US6 

On 3/2/$6, the Section IV Committee oonaidered the attached ~o
randum for the record OODCemiDg the three apecitic areaa mentioned 1D. 
t.he above subject. · 

With respect to paragrapba 1 &Del 2 ot the attacllaent oonoemi.Dg 
profit eharing1 before t.a1dng arrr action the SubCOIDIId.ttee requests 
specific guidance ot the _ASPR COIJDittee. However, ae \o paragrapba 1, 

. 2a and 2b, 1 t vas noted that 1t these principle• are approftd, the7 should · 
aerely be referred to the Editing Committee. u t.o paragraph 2c, the 
general feellDg ot the Subcaaaittee vas that no further paraarapha ahould 
be added to Ccmpensation since •reasonableness" oould be reliecl.upoa.. 

As to paragraph 3a ooncerninc ContribuUans aDd Donatiou, the 
Subcommittee bas no objections to the text. 

. Regarding paragraph lb co.er1Dg General Beaearoh, the SubcOIIJJiittee 
prefers the treatment accorded 1n the edit.ed clratt dated 3/29/S6, u 
aodified b7 the SubcaDid.ttee report thereoD. · 

H. B. GALLUP 

Attachment 
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AftACHMDIT 

l/lO/S6 

SUBJEC1'a Protit 8har1q Plau, Coll\ribut.iou aad Dcmat.tou, &Dd 
General Ruearch Coat.. 

1 •. At a aeetin& helcl )/)O/S6 in the ottice ot the Assistant Secretary of 
Defense (S&L), it vaa clet.erld.ned that the proposed ~aion ot 
Section XV ASPR on the a~jeot ot Campensation epeciflcalq 1nclud8 
the tollowiDg first paragraphs 

•Compensation 18 allowable.. (!he t.em 11coapeneation• 11lciudea 
all amounts paid or aet uida, auch u~enaion, ntiN!Mnt, 
and deterred compensation benefits ,u accordance vi th paragraph 
...,......,-J.,.. _ ealar1ea, wages, r'07&1t1u, lic8D8e teea and bonuses.) 
(the total. compensation ot an 1Dd1Yidual 11117 be quutioned aDd 
the amount allowed aq be liJaitedJ ad 1n CODDeCtion therewith, 
oonsideration wUl be give t.o the relat1Gil ot the total eca
pensation to tbe aervloae rendered)•. 

2. In connection 14th the abOYe, it VU alao detend.Decl t.hatl 

a. the revision ot Section IV oo proti t. ahariag w1ll 1Dolude 
the exiiJtlq ASP& coverage ot the aul»jeot. ~ t.he aarl._ 
practicable extent., 1.e., ao apecitio ue aball. be allde 
to auch tram.• u •u..cu.ate diatri.but.1.on profit ahariag 
plana", "deterred distribu,tlon profit. ahar1ag plaDs", or 
"profit •harS.Dc plau•. 

b. The title •Pmaion aDd Betizwaent lenetita• be expanded t,O 
read "Penlion, Betireuat, and Deterred CQlllP8nsaticm 
Benetita" aDd that tba oonoept ot l$-6ol.2(t) l»e retaine,d 
therein vit.h \be ldai•w poeeiblA oh&Di .. in lansual•• 

c. In additioa \o the lansual• quoted ~paragraph 2 &bon, the 
eubJeot ot Cmspcaat1on .., 1Deluc18 additlOD&l parapapbll. 

J. ·It vu detend.Ded that ASPB ·owence a Contr!but1ou aDd DcmatioJUS, 
and General Research be u tol.l.CIIIIIa 

a. •CtDtributiODS ad 4ooat.10118 are 11D&llowable•. 

b. •coeta ot na8arch program~~ et a aaneral aature are allowable. 
cml7 to the .tent apreeeq provided tor in :th• oODtract. • 



•· 
II' ••• 
,I 

0~ THE ASSISTANT SECJ.ETAB:f OF 
-~Jashington 25, Do C. 

July 30, 1956 

1'-lBlv!ORAiiDUI•l ?Oh THE AS:t>P. COHlVIITTEE 

5 .... 44 · .t:> ... uart 2,· Sect; ••n X:it7 , Ccntr"'act Cost Principles S~~JECT: Case ;- , Revision o~ •v ~v 

In accordance with Item 7 of the ASPR C(';mmi..ttee Ainutes of 7/3/56, your 
Subcommittee considered the report of the Tax Subcommittee, dated 21 June 
1956

5 
as well a~ the three specific questions of the ASPR Committe~ set forth 

in the Hinutes referred ·to above. With respect to the Tax Subco:rmJU.ttee 
rep vrt, the follo"1ing c omrnents are pr~vided: 

1. The ASPR Committee rejected the suggestion that the clause include 
a reference to tax~~ of nroreign11 governments in subpat·agraph (J.) of the . 
clau.se. 

2 ~ Th~ snggested change in subparagraph ( 2) of the clause is rej ectedo 
Your Su":>~ommittee believes that this subparagraRh as originally written ade
quately covers the problem. With respect to allowance of "interest and 
penalties incurred ee •• in the absence of instructinns from the Contracting 
Officer, if incurred v.rithou~ the fa"J.lt or negligence of the contractor", a 
government a.dministrative burden iR added to determine fault or negligence 
on the part of the contractor in each case and the; situation can be avoided 
by the contractor paying the tax under protesto 

3 • The suggested a.ddi tion of a sentence to subparagraph ( 3) is con
curred in.. ..S.s to the ·~11r3e questicns raised by the ASPR Committee.) the 
following answers are set forth: 

.A,. Under subparc...gra.ph (1) of the clause will Defense reimburse a 
contractor for taxes "accrued"? 

Answer: Yes, provided accrual is adjusted to actual taxes pa~a.o 
Hovrever, to clarify the pni.'lt beyond question, your Subcommittee pn'~pos.ss that 
in subparagraph (1) of the clause the phrase "in accordancA with generally 
accepted accounting principles" be deleted since it is merely repetitive 
of an over-all requirement set forth in paragraph l.S-201.2 and that the 
follov:ing clarification be substj_tuted "and adjusted to amounts· actually paid" e 

B. Is the statement contained in subparagraph (a)(ii) sound? 

Answer: Your Subcnnmi ttee is unable to find any errors or wet=ik
nesses in this subparagrapho 

C. Should the ne·~v sentence added to subparagraph (3) be a proviso 
sentence? 

Fo~ reference there is att.~.ched R copy of para .. 15-20h.2(y) as no-v1 . 
reco.rJilteuded by your Snbr.ommi.ttee. 

I 

·1 I:1cl. H. H .. G.ALLUP 
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(y) 'raxes. 

(1) Taxes are charges levied by Federal, State, .or local governments. 

They do net jnclude fines and penalties except as otherwise provided hereino 

In gen~ral, taxes (including State and local income taxes) which the con-

tractor is required to pay and which are paid or accrued and adjusted to 

~mounts actually paid are allowable, except for: 

(i) Federal L~come and excess profits taxes; 

(ii) taxes in connection with financi..'l1g, refinancing or refunding 

operatinns (see ASPR 15-204.3(g)); 

(iii) taxes from which exemptions are available to the contractor 

directly or avail~ble·to the contractor based on an exemption 

afforded the Government except when the contracting officer 

determines that the admin:S.strative burden incident to obtain·-

ing the exemption outweighs the corresponding benefits 

accruing to the Government; and 

(iv) specia.l assessments on land 1'11hich represent capital impro\···e-

mentsc 

(2) Taxes otherwise allowable unde~ (1) above, but which may be. iJJ.e-

gally or erroneously assessed, are allowable; provided that the contractor 

prior to payment of such taxes: 

(i) promptly requests instructions from the contracting offic.er 

concerning such taxes; and 

(ii) takes all action directed by the ccntracting officer, in

cluding cooperation with and for the benefit of the Govem

ment, to (A) deterrr~ne the legality of such asses~~ent or, 

(B) secure a refund of such taxeso 

Heasonabl.e costs. of any such proceeding instituted by the contractor at t.hc 

·direction of the contracting officer are allowableo Interest and penalties 
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I in curt cd. by a cont!'c..utor b;r reason of the nonpS¥ment of any tax a.t. the di-

r·ection o.f the contracti!lg officer are also allowable. 

(3) Any refund. of taxes, interest, or penalties, and 3JlY payment tc 

the contractor of interest thereo~, attributable to taxes: interest, or 

penalties -r.-.rhich T.vere allowed as contract costs, shall be credited or paid 

to the Government in the manner directed by the Gover.nment, p~ovided anY 

interest actually paid or credited to a contractor incident to a refund· of 

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

to the extent that such interest accrued over the perit,d during which the 

contractor had been reimbursed by the Governntent for the taxes, interest, 

ar,;.9, penal ties Cl 
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OFFICE OF THE ASSISTANT SECRETARY. OF DEFENSE 
1rJashington 25, D. c. 

MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJBJT: Case 53-44, Revision of Section XV, Part 1 

20 April. 1956 

It is recommended that, when Part 2 is ~evised, the· following ·changes be 
made simultaneously in Part 1: 

1. 15-001. Delete entire paragraph. 

2. 15-101. In line 5, delete "predetenn.ined" and substitute "negotiate~"· 

3. 15-102. Delete the last sentence and substitute the.following: 

"The cost principles outlined in Part 2, Part 3, or Part 4 of 
this section (whichever ·is applicable) shall be made a part 
of every contract of the type referred. to in paragraph l$-101 
executed as of a date on or after 1956, 
with respect to Part 2, and as of a date on or after 1 March 
1949 with respect to Part 3 and Part 4, except that (i) any 
such contract m~ exclude any item of allowable cost set 
forth in Part 2, Part 3, or Part 4, and (ii) any such con
tract containing Part 3 or Part 4 may, to the extent necessar,y 
in a particular case, expressly provide for the allowabili ty 
of any of the kinds of costs referred to in Part S of this 
section unless any such cost is expressly excluded under 
Part 3 or Part 4 (whichever is applicable) •" 

4. 15-103. Add the following new paragraph: 

"l$-i03 Negotiation of Special Items. 

(a) Precontract Costs. 1rJhen special provisions, 
providing for reimbursement for precontract costs, are in
cluded in a contract in accordance with ASPR l$-204.3( ) 
and ASPR l$-S02(a), such. costs shall be limited to a period 
or time as well as to type and amount of such costs. 

(b) General Research Costs. In determining whether 
a special provision shall be included in the contract pro
viding for reimbursement of general research costs in accord
ance with ASPR lS-204.2( ) and ASPR 15-502(m), factors to be 
considered include: 

(i) scope, nature, and quality or the contractor's independent 
.general research program; 

(ii 0 capability of the contractor in the particular research field; · 
(iii) benefits which may accrue to the Government; 
(iv) comparison of size and cost or contractor's previous years' 

independent research programs; and 
(v) proportion of Government b~ine~s to c~_,.tractor 1 s total business." 

. ~~lt.-c ) "; . 
W. K. GHORMLEt 

· Brigadier. General, USA · 
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4. The Editing Subcommittee submits herewith .an edited draft· ... £ Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee. 
(see Minutes of Meeting of 13 December 19.55, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the ·reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee.· 

5. 'The Editing Committee invites attention of the ASPR Committee to para
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ''side'' agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furni~hed information to the joint Subcommittees to the effect that 
this matter was the subject- of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 
Navy Member 

.Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army ·Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 

Ar~y 

J. 0. Hunnicutt, Jr., Major, DC SLOG 
T. P. Partyka,· AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 

DOD 

H. H. Gallup, OSD (S&L), 
Chairman, Section XV Committee 
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Arthur C. Sawa.Uisch, ONM 
E. T. C oo~, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 

Air Force 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, A!y1C, Dayton 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The C.hairm.an of the Editing 

·'Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
·Pension Trust Section, InternalRevenue Service,and he in turn arranged 
fo·r Mr. J. F .. Heathcote, Technical. Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; vvithout it, the joint subcommittees would have been 
required to spend a much -longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601 .2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to b~ approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
'In the case of the latter, the review would most usually come about ~s 
a result of the employer's deduction for t~x purposes of its contributions 
to a pension plan and would occur at the time· of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approva 1 or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified" o.r not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under ~crutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft .. dealing with this problem. An edited version of 
this material is set forth in. TAB B, as subparagraphs (2) and {3)(i) 
through (iii) of proposed ASPR 15-204. 2(q). . 

3, Except for the sco.gle dissent. mentioned above with respect to paragraph 2,C.L, 
the recommendations set forth in the foregoing paragraph have had t.he concur
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcomn"littees on the probl.e'ms discussed in paragraphs 
2,A, and 2,B,, Mr, Paul Southwell, Air Force procurement member·of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the ~&i;~ss- of Pension 
Plans (Proposed ASPR 15-204.2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii){A) and (3)(iii)(B) of proposed 
ASFR 15-204. 2( q) in the disjunctive rather than the conjunction by deleting 
the Hand" and retaining. the Hor" between them. 

It appeared that some of. the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains a rising out of Hnorma l" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of ''normal employee turnover'' is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in Ti\.B B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment ''shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con
tractor." In re_gard to the wor.ds "some other writing binding on the 
Government and the contractor'',- the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-2-04.2(q)(3}(iv):which is-an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency; with Pcrrt·6-, Section XV 

--Following .subnris·sion::of·-th:e·,·repar:t-of·.Fehrua-ry 27, -1~5-6, .the A·r:my 
member of the Editing Subcommittee contacted the Internal Revenue 
Service and learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM·:Iwt March 9, 1956 

Part 2 -- S u p p 1 y C _o n t r a c t s , a n d . S .e r v i c e a n d R e s e a r c h 
·a n d · D e v e: 1 o p m .e n t C o n t r a c t s w i t h 0 r g a n i z a t i o n s 
Having Commercial Type Accounting Systems 

15-200 . _ Scope of Part. This Part' sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services,. and research and development work. How
ever, this P"art·does not apply to contra·cts for services or research and development 
work with contractors pr su_bcontracto~s .. which . .Q,o not.have comme·rciel:l_ type account
-ing ·systems, or for facilities, constructi~n, or architect-engineer services 
related to construction. 

15-201 Basic Considerations. 

15-201.1 Composition of ·Total Cost. The total cost of a ·cost-reimbursement 
. type contract is (i) the allowable direct costs., plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed co.st shall be credited to the Government either as a reduction in 
contract cost or by a cash refund-, as appropriate. 

15-201.4 Contractor's Accounting System. The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the ··Records· clause (.ASPR 7-203. 7}. 

15-202 Direct Costs. 

15-202.1 General. Direct costs are those items of cost which can be. 
specifically identified with any obj~ctive, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they a·re readily 
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identifiable. When the contractor is engaged in both defen-se and non-defense 
production or services, this principle must be applied consistently to both, 
When the accounting ,expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treat~d as indirect costs. 

15-202.2 Direct Material Costs.- Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage~ and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspe'ction 
clause in ASPR 7-203,5. 

15-202.3 Direct Labor Costs, Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform
ance of a contract or other work of the contractor. Average rates may be . 
used where the contractor demonstrates that th~ results are equitable, .. Direct 
labor costs· .may also include other associated costs, such as payroll taxes 
and·workm.en 9 s compensation insurance, .where it is the established ·practice 
·of the contractor to- treat these. items as a part.of direct. labor costs. 

15-202.4 Other Direct Costs. Other items of cost may; in particular cases, 
be charged ·directly to the contract where the contractor demonstrates that 
they are ppecifically related to the performance o{ the contract- W,hen, 
however, items ordinarily chargeable as indirect costs are charged to a 

. Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs. 

15-203.1 General. (a) Indirect costs are those items of cost which cannot. be 
specifically ident~fied with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in ·an equitable manner-. The 
method used in connection with Government contracts shalC in order to be 
acceptable, conform with generally accepted accounting pra·ctices, be applied 

2 

•·. 



I 

'· 

consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, Inanufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion .of the method previously used. Individual elements of indirect cost are 
discussed in 'ASPR 15-203.2 through 15-203.5. 

(c) The base period fo·r allocation of indirect costs shall be representa
tive 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 the con
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of·indirect·-m.anufacturing and production costs 
on a time basis, such as direct labor man-hours or machine-hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars {exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs. Indirect engin~ering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob
jective service, program,. or project in accordance with ASPR 15-202. "These 
costs arise out of enginee.ring activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor {see ASPR 15-204.2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of oyertime, extra-pay shift, and multi-shift·premium), or some 
other equitable basis. 

15-203.4 Selling and .Distribution Costs. Selling and distribution costs arise 
through marketing the co·ntractor' s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be ·allowable as a charge to Government cost
reimbursement type contracts (but see ASPR 15-204.2(b)). However~ subject 
to the other ·provisions of this ·Part, costs in this category, includiDg super
visory and clerical costs~ which relate to technical, consulting, and othe:r 
beneficial services, ·and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. ~u·ch. costs 
shall be allocated to the contractor's commercial work and its individual. 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwis.e, the items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall tnanagement, superv~sio·n~ 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors. to be considered in determining whether the results are equitable 
include: 

{i} the· ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor 9 s entire 
business~ 

{ii} the ultimate objective of distributing general and a·dministrp.tive 
costs consistently with the general and administrative effort in
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv} variations in the ratio of the contract inventory levels· to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203ol{b). 

15-204 Principles and Standards for Selected Items of Costo 

15-204.1 . GeneraL Applications of the -above basic cost p·rinciples _and standards 
to certain selected items of cost are set forth below6 and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. 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 items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature, Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

{b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to ~ll 
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 established practice may be to treat bidding 
costs by some o.ther recognized method. Regardless of the method used, 
the results· obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Ro.om, and Other 'Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunc~ wagons, vending machines, or similar. types of serv
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether ope~ated by'the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services ·are allowable when it is the policy of the con
tractor to operate such services at no loss or profit; __ provided. however, that 
any gains or losses from these services must be appropriately allocated to· 
all activities benefited, including Government contracts. When it is the policy 
of the l'.Ontractor to furnish such services at a loss, losses on such operation 
s:hal~ not be allowed as a cost unless specifically provided for in the con~r~c:t..·. 

(d) Civil Defense Costs. Civil defense costs are those incurred in the 
planning for p and the protection of life and property against, the possible effects . 
of enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. 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 addi
tional exit notices and directions~ and other approved civil defense measures. 
undertaken on the contractor 9 s premises pursuant to suggestions or require
ments of civil defense authorities are allowa.ble when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contractp contributions to local civil defense funds or projects not on 
the contractor 9 s premises are unallowable. 

{e) Compensation for Personal Services. (Reserved) 

(f) Contributions and Donations. Reaso~able contributions .and dona
tions to established nonprofit cha:r'itable, scientific, and educational organiza
tions are allowable if they are deductible for Federal income··ta.x purposes; 
.provided that such deductibility_ does not in itself justify allowance as a con
tract cost. ·The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period~ rnu.st be judged 
ordinarily in light of the pattern of past contributions, partic~larly those made 
prior to the placing of Government contracts. Allow~ble contributions ·and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation. 

{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 proc;:ess of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor 9

S operations as 
distinguished from physical tife. 
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.(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provj.ded that the 
amount thereof is based upori original acquisiti<;>n cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally ac-cepted-accounting principles, including thcfse recognized by 
.Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to- the contract and other work as an indirect cost. The amount of deprecia~ 
tion allowed in any accounting period may, consistent with the basic obje·c-
tives set forth in (1) above, vary with volume of production or use of multi-· 
shift operations. 

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

(4) Where the contractor has applied for, received, and accepted 
a determina~ion of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
p~riod (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than ''true deprecia
tion" a$ determined by the Emergency Facilities Board; however, the method 
chosen after such determination of ''true depreciation" must be followed con
sistently throughout the life of the en1ergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
pe·riod shall be ~p;re ciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204.3(d}. The 
remaining undepreciated cost shall not include any amount of unrecovered 
Htrue depreciation" {or normal depreciation if the contractor has elected 
not to use "true depreciation"). allowable' during the emergency period. 

(5) Unless otherwise provided for in the contract~ no use charge shall 
be allowed for assets still in ·use which, in accordance with .the contractor's 
consi~tent accounting practice, have or should have been fully depreciated 
on· the contractor's books. 

(h) Employee Morale,.Health, and Welfare Costs. and Credits. Reason
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and.-t~ployee counselling· services, incurred, in accordance 
·with the .contractor's established practice or custom in the industry or area,· 
for the imp-rovement of working conditions, employer-employee relations, 
employee morale, and employee per~~:rmance, 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 in
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits. Fringe benefits are allowances and services pro
vided by the contractqr tel" its employees as compensation in :addition ·to regu
lar 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 which constitutes~ in effect, an implied agreement on 
the contractor 9

S part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j). Insurance and Indemnification. 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under th.e terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa
tive (see ASPR 10-501 for kinds of insurance ordinarily required}» {ii) any 
other insurance for which the contractor seeks reimbu:r'sement under the 
contract, and (iii) liabilities to third persons no.t compensated by insurance 
or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu-
ant to the clause in ASPR 7-203.22 are allowable. · 

(3) Costs of other insurance, not required to be submitted for ap
proval but maintained by the contractor in connection with the ·performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of cove·rage shall be in accordance with 
sound business practice and the rates shall be reasonable·· 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profits inte:r-es~, Federal in
come taxes, and any other items of cost una1lowable under 
this Part; 

(iii) ·costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned p·roperty are unallowable 
except to the extent that the Government shall h~ve approved 
or required such insurance or reserve;· 

(iv) costs of a reserve for a self-insurance program are un
allowable unless the program has been approved by the mili
tary department concerned; and 
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{v) costs of insurance on the lives of officers~ partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee ·plan wh.ich is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract {for example, see ASPR 
7-203.22). Therefore, except as ·otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance {through an approved self-insurance 
pr~gram or otherwise) are unallowable. 

{k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

{.1) · Maintenance and Repair Costs. 

{1) Costs, necessary for the upkee·p of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appre·ciably prolong ·its intended life, but keep it in an 
efficient op~rating condition, are allowable. Expenditures for plant and equip
ment which, according to generally accepted accounting principles, should be 
capitalize-d and subjected to depreciation are allowable ortly on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili
ties {other than reasonable standby facilities) are unallowable. 

{2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contr·act period are unallowable 
unless specifically provided for in· the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished dqring the 
period of the contract shall not be allowed as a cost unless specifically pro
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu
facturing and production engineering, including engineering activities in con
nection with: 

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

. (ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

. (1) The net costs of such i.tems .. as raw material, parts, sub-assernblies 
components, and manufacturing supplies, whether purchased or ·manufactured 
by the contractor, and such collateral items as inbound transportation and in
transit insurance, are allowable, subject, however, to (2) through (6) below. 
In computing costs of material, consideration will be given to rea.sontib.le over
runs, spoilage, or defective work (as to defective work~ see paragraph (c) of 
the inspection clause in ASPR 7-203<5). 

(2) Costs of material and supplies shall be suitably adjusted for ap
plicable portions of income and other credits, including·available trade dis
counts, refunds, rebates, allowances~ and cash discounts, and Cl'edits for scrap 

··-··and ·s-a.:lvage-:and ·ma-teria.Land supplies returned to ·Vendors, .. Such i'ncome-and 
other creqits shall either be credited directly to cost ·of the·"'ITlaterial or sup
plies involved or be allocated (as credits) to indirect costs. However:» where 
the contractor can .demonstrate -that failure to take ca-sh discounts was due 
to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recogn_ized 
method of pricing such material is acceptable if that method is consistently 
applied and the re sul.ts obtained are equitable, 

(5) Reasonable charges or credits arising fro.m a difference between 
·periodic physical.inventory quantities and related material control records 
·shall be included in arriving at the cost of material if such char·ges or cred!ts 
(i) do not include Hwrite-downsn or Hwrite-up'sn of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
bet.ween plants, divisions, or organization-s, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar itemsll whichever 
is lower; _provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this ·cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferoris sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items, 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. The premium 
portion of overtime, extra-pay shift, and multi-shi.ft payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall' be separately identified. Costs of such pre
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori
zation). When direct .labor cost is the base for distribution of overhead, the 
premium por.tion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, ari.d multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason
able, and if allocated on a pro rata basis to commercial as well as Govern
ment work. vVhen such premium costs are charged as indirect costs, the 
amount alloca~ed to Government contracts 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. 

(p) Patent Costs. Costs of preparing. disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable·. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely d~terminable benefits to its employees over a period of years, 
usually for life~ after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees, The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amo:unt of contributions by the employer. A plan 
de signed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con
sidered a pension plan if, under the plans either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. {Retirement plans which are based on profit-sharing shall not 
be considered to ,be pension plans within this paragraph {q) .) I 

'-· 

(2) Consideration~ and approval or disapproval~ of all pension plans 
and the method of determination of the costs thereof shall b~ the respon~i
bility of the Department to which audit cognizance is assigned and subsequent 
·action taken by .that Department will, generally, be accepted by the other De
·partmetits. Such plans must meet the. qualification requirements prescribed 
by Section 401 of the Internal ·Revenue Code of 1954 (P.L. 5.91, 83rd Congq 
·2d Sess., 68A Stat, 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

{ii) nonprofit or ta~---exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces
sarily assure the allowance of the c;osts of such a plan by the Department 
concerned. In the case of all other planss compliance with the qualification 
requirements of Section 401 of the lnternalRevenu.e Code of 1954 shall be 
determined by the cognizant Department using~ insofar as applicable, the 
regulations~ criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department~ costs thereof are allowable subject to the following 
conditions: 

{i) such costs shall meet the :rc·qui:r·ements of ASPR 15-201.2~ 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of :1954), are 
allowable only to the extent -

{A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; o:r 

{B) in the case of nonprofit or tax--exempt organizations~ 
such costs could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii.) in cases where the Interna-l Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as _contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plancosts allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for_ whom pension plan costs have been or are being in
cuTred by the contractor but whose employment wilt termi
nate before they acquire a vested right to the benefits under 
such plans -

(.A.) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with reason
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- . 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termina t.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government. and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe~ or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment. of contract 
costs shall be .made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are 

(A) disallowed for tax purposes; or 

(B) in t.he case of nonprofit or tax exempt organizations; 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts, and in addition to making appropriate ad
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 
(A) or (B) below, t.o possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for, whom pension plan costs have been or are being in
cu,..red by. the contractor but whose employment will termi
nate before they acquire a vested right to the benefits under 
such plans -

( .. A) when such abnormal termination credits or gains are 
foreseeable and can be currently evcduated with reason
able accuracy, an equitable adjustment of current. costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni
tion in the actuary's calculation of current costs, so 
that the cur·rent costs do, in fact, reflect the reduction 
for the abnormal terminat.ion credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto~ or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whethe;r or not foreseeable, cannot be currently evalu
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent termination credits_ unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree-. 
ment binding on the Government and the contractor. 

(4} The allowability of costs of lump sum purchase? of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in
curred under approved :pension plans shall be subject to consideration on an 
individual case basis. 

(r} Plant Protection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; deprecia_tion on plant pro
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 

(s} Professional Service Costs ... Legal, Accounting, Engineering, and 
Other. 

(1) Costs of -pr-ofessional services rendered by the members of a 
particular professio-n :separately engaged by the contractor are allowable, 
subject to .(2) and =(3) .. below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern
ment (but see ASPR 15-204. 3(f)). 

(2} Factors to be considered in determining the allowability of costs 
in a: particular case include: 

(i} the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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( ii) the impact of Government contracts on the contractor's 
business; 

(iii) the natur.e and scope of managerial services expected of the 
contractor 9 s own organi-zation; and 

{iv} whether the pr<;>portion of Government work to the contractor's 
total business is such as to influence the contractor in favor 
of incu:r·ring the cost, particu.la:rly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal. accountin~ and consulting services» and related 
costs, incurred in connection with organization and reorganization, defense 
ofanti-trust suits, and the prosecution of claims against the Governmentli 
are unallowable. Costs of legal, accounting, and consulting s·ervices~ andre
lated costs, incurred in conne·ction with patent infri~gement litigation, are un
allowable unless otherwise provided for in the contractu 

{t) Recruiting Costs. Costs of Hhelp wantedn advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force; costs of operating an aptitu~ and educational testing program~~ 
travel costs of employees while engaged in recruiting personnel~ and travel · 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies» costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs {lnr.;luding Sale and Leaseback of Facilities}. 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowabie if the rates are reasonable in light of the type 3 condi
tion, and value of the facilities leased, options available,- and other provisions 
of the rental agreement. 

(2) Unless otherwisE; specifically provided in the contract.~ rental 
costs specified in sale and leaseback agreements, incur red by contra.ctors 
through selling plant' facilities to investment organizations, such as in~ 
surance companies, or to private investors, and concurrently .leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceed normal costs, such as depreciation, taxes, insurahce, and maintenance~_borne 
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by the lessor·, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research·and D·evelopme·nt Costs. 

(1) Research and development costs (sometimes refer.red to as general 
engineering costs) are divided into two major categories$ for the purpose of 
contract costing: (i) gener~l research, also referred to as basic research,· 
fundame-ntal ·res·eat-ch; 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 re
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the -extent specifically provided in the contract. Generally, 
the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program;. 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's P!evious years' 
independent research programs; and 

(v) pr.oportion of Government business to contractor~s total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. ··Development·' is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering {see ASPR 15-204.2{m)). Costs of a contractor's independent re
lated research and development (that which is not .sponsored by a contract, 
grant,or other arrangement) are allowable under any cdst-reimburs~trient type 
production contract; provided the research is related _to the contract product 
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· ··line- and the: cos.ts-;.'are allocated·· to all production work ·of the :contractor on the 
contract product line. Such research costs are .unallowable under ·cost-reim
bursement type research and development contracts; 

(4} Independent research a·nd development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs {inciuding amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract~ shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204.3(i)). . 

(w). Royalties and Other Costs for Use of Patents. Royalties on a patent 
or invention~ or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract ·and 
applicable to contract products or processes~ are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that whe:r'e the Government has a license or the right to free 
use of the patent or invention such costs are unallowable;; and provided further 
that where the patent has been adjudicated to be invalid such costs ·are: un
allowable unless expressly set forth in the contracL 

(_x), Service and Installation Costs. Costs of servicing the product in
stallation, and training Government personnel in the use~ II1aintenancell and 
operation of the product are allowable. 

(y) Severance Pay. 

{1) Severance pay, also commonly referred to as dismissal wages!. 
is a pa ym.ent in addition to regular· salaric s and wages, by contractors t.o 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent thatj in each case, it is required by (i) law~ 
(ii) employer-employee agreement~ (iii) established policy that constitutesll 
in effect., an implied agreement on the contractor's part~ or (iv) circumstances 
of the particular employment. 

{2) For contract costing purposes~ severance pay is divided into two 
ca te gorie s as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to aU classes of work being performed· in the 
contractor's plant at the time of paytnent; ho'weverll where 
the contractor provides for .accr·ual of pay for normal 
severances 9uch method will be acceptable if the amount 

· of the accrual is reaso.nable in light of payments actually 
made for normal severances over a representative past 
perioq; and 
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{ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the ·contractor shall 
be assigned to the entire period ·of emploYm-ent with the con
tractor and equitably allocated to all business of the con
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may h~ made in 
case· of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance. pay allocable to 
the contract will be ·made in the future. 

(z) __ Special Tooling Costs. The term · special tooling ' means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production ~f the particular supplies or the per
formance of the particular services for which acquired or furnished. It 
includes, but is riot limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special toolings ac
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. . 

(a a) 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 acco_unting pi: inciples are allowable' except for: 

(i) ·Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204.3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an e·xemp
tio~ afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruin-g to the Government; and 

(iv) special assessments on land which represent capital im
provements. 
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(2) 'Taxes otherwise allowable under (1) above, but which may be . 
illegally or erroneously assessed, are allowable; ·provided that the contractor; 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

(ii). agrees to. comply with such instructions; and 

(iii} agrees to. take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern
mentv to determine the legality of such assessment orj as the 
cas.e may be, to secure a refund of such taxe·s ·and any interest 
or penalties ~ereon. 

Interest and penalties incurred by a contractor by reason of the nonpaytn.ent 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction .of the con
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable . 

. (3) Any refund of taxes, interest, or penaltie-s» and any payment to the 
contractor of inte.restthel~eon; attributable to taxes, interest, or penaltie's \.vhich 
were allowed as contract costs, shall be credited or paid to the· Government 
in the manner directed by the Government. 

(bb) Trade, Business, ·Technical, and Professional Activity Costs. 

(1) Member-ships. Costs of membership in trade~ business~ technica:L 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business~ profes
sional, and technical periodica,ls are allowable. 

(3) _Meetings and Conferences. Costs 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 in-

formation or the stimulation ·of production, are allowable. 

(cc) Training Costs. Costs of prepa:ring and maintaining a program of 
instruction design.ed to increase the overall effectiveness of employees, in
cluding costs of the director of training and sta.ffll training materials, and text 
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books, and tuition a~d fees when the training is conducted by educational 
institutions, are allowable when limited to on the ·job training and when 
properly allocated. Costs of training in educational institutions are unallow
able, except to the extent specifically provided in the contract. 

(dd) Transportation Costs. Transportation costs include freight, ex
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be iden.tified with the 
items involved~ they may be direct costed or added to the ·cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro
priate indirect cost accounts. if the contractor follow~ a consistent equitable 
procedure in ·this respect. Outbound freight, if reimbursable under the terms 

. of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

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

(2) Travel costs incurred in the normal course of overall adminis
tration of the business and applicable to the entire business are allowable. 
Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis .. The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs 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, preparat~on and submission of required reports and· 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee. meetings are allowable. Such costs shall be equitably allocated to 

· all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204.3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in w_riting by the 
contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3(i); and 

(iii) ASPR 15-204.3(k) . 

15-204.3 Unallowable Costs . 

. . (a) Bad Debts" Bad debts, including losses {whether actual.or :estimated) 
arising from uncollectible customers' accounts ·and .other claims, related col
lection costsp and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity~ or even with an assurance ·of their happening~· are un
allowable. {For self-insurance programs see ASPR 204.2(j).) 

{c) Entertainment Cost$. Costs of amusement$ dive.r.sion, social activi-· 
ties, and incidental costs relating thereto, such as mealsll lodging, rentals, 
transpor~ation, and gratuities, are unallowable. 

{d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reas-onably necessary for standby purposes 3 

are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) __ Fines and Penalties. Costs resulting from violations· .of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con
tracting officer. 

{f) Interest and Other financial Costs. Interest (however represented)~ 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the prepa-ration of a prospectus~ 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori
ties under the conditions set forth in ASPR 15-204.2{aa) (but see ,A.SPR,.l5·-~o4.2 
{ff)) . 

. (g) Losses on Other Contracts. An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost
sharing contracts), whether such other contract is of a supply, research and 
development, or other n·ature, is unallowable as a cost of performance o.f the 
Government contract. 

(h) Organization Costs. Expenditures in connec.tion with orge~.nization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effe.ctive date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the. contract. (See ASPR 15-lxx.) 

{j) Profits and Loss~s on Disposition of Plant, Equipment, or Other 
.capital Assets. -Profits or losses of any nature arising from the sale or «;!X

change of ·plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con
tract costs" 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable e~cept that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

( l) General. 

( l) In addition, certain costs discussed in ASPR 15-20 •. 2 are ste~.ted 
to be unallowable. See for example: 

(i) ASPR 15-204.2(g)(3); 
{ii) ASPR 15-204.2(1)(1), last sentence; 

(iii) ASPR 15-204.2(s}(3}, first sentence; 
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(iv) ASPR 15-204.2(t), la.st sentence; 
(v) ASPR 15-204.2(w); first proviso; 
(vi) ASPR 15-204.2(aa)(l)(i) through {iv); and 

{vii) ASPR 15-204._2(ee)(5) 

(2) Certain other costs discussed in. ASPR 15-204.Z are unallowable . 
unless expressly provided for in the contract~ or, in some cases, if authorized 
or· approved by the Government. See for example: 

{i) ASPR 15-204.2{c), last sentence; 
(ii) ASPR 15-204.2(d}, last sentence; 

(iii) ASPR 15-204.2(g)(5); . 
(iv) ASPR 15-204.2(j){3)(iii) and (iv), and {4); 
(v) ASPR 15-204.2{1)(2); 
(vi) ASPR 15-204.2(o), second sentence·; 

{vii) ASPR 15-204.2(pL second sentence; 
(viii) ASPR 15-204.2(s)(3), last sentence; 
· {ix) ASPR 15-204.2{u)(2); 

{x) ASPR 15-204.2(w); 
(xi) ASPR 15-204.2(aa){2); 

{xii) ASPR 15-204.2(cc), last sentence; and 
{xiii) ASPR 15-204.2(ee){6) . 

22 
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................ ~ .. ~ ·' Of Z OF TIIK ASSISTANT SECRETARY ( )BFmsE 
WASHIHGTOi 2S 1 D. c. 

Suppq It Logistics 

MEMORAlfDUM FOR THE ASPR CCIIMift'EE 

SUBJECT a Case S3-44, Section IV, Part 2 
Profit ShariDg 
Contributions am Donations 
General Research Coate 

April), US6 

On 3/2/$6, the Section IV Committee oonaidered the attached ~o
randum for the record OODCemiDg the three apecitic areaa mentioned 1D. 
t.he above subject. · 

With respect to paragrapba 1 &Del 2 ot the attacllaent oonoemi.Dg 
profit eharing1 before t.a1dng arrr action the SubCOIDIId.ttee requests 
specific guidance ot the _ASPR COIJDittee. However, ae \o paragrapba 1, 

. 2a and 2b, 1 t vas noted that 1t these principle• are approftd, the7 should · 
aerely be referred to the Editing Committee. u t.o paragraph 2c, the 
general feellDg ot the Subcaaaittee vas that no further paraarapha ahould 
be added to Ccmpensation since •reasonableness" oould be reliecl.upoa.. 

As to paragraph 3a ooncerninc ContribuUans aDd Donatiou, the 
Subcommittee bas no objections to the text. 

. Regarding paragraph lb co.er1Dg General Beaearoh, the SubcOIIJJiittee 
prefers the treatment accorded 1n the edit.ed clratt dated 3/29/S6, u 
aodified b7 the SubcaDid.ttee report thereoD. · 

H. B. GALLUP 

Attachment 
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AftACHMDIT 

l/lO/S6 

SUBJEC1'a Protit 8har1q Plau, Coll\ribut.iou aad Dcmat.tou, &Dd 
General Ruearch Coat.. 

1 •. At a aeetin& helcl )/)O/S6 in the ottice ot the Assistant Secretary of 
Defense (S&L), it vaa clet.erld.ned that the proposed ~aion ot 
Section XV ASPR on the a~jeot ot Campensation epeciflcalq 1nclud8 
the tollowiDg first paragraphs 

•Compensation 18 allowable.. (!he t.em 11coapeneation• 11lciudea 
all amounts paid or aet uida, auch u~enaion, ntiN!Mnt, 
and deterred compensation benefits ,u accordance vi th paragraph 
...,......,-J.,.. _ ealar1ea, wages, r'07&1t1u, lic8D8e teea and bonuses.) 
(the total. compensation ot an 1Dd1Yidual 11117 be quutioned aDd 
the amount allowed aq be liJaitedJ ad 1n CODDeCtion therewith, 
oonsideration wUl be give t.o the relat1Gil ot the total eca
pensation to tbe aervloae rendered)•. 

2. In connection 14th the abOYe, it VU alao detend.Decl t.hatl 

a. the revision ot Section IV oo proti t. ahariag w1ll 1Dolude 
the exiiJtlq ASP& coverage ot the aul»jeot. ~ t.he aarl._ 
practicable extent., 1.e., ao apecitio ue aball. be allde 
to auch tram.• u •u..cu.ate diatri.but.1.on profit ahariag 
plana", "deterred distribu,tlon profit. ahar1ag plaDs", or 
"profit •harS.Dc plau•. 

b. The title •Pmaion aDd Betizwaent lenetita• be expanded t,O 
read "Penlion, Betireuat, and Deterred CQlllP8nsaticm 
Benetita" aDd that tba oonoept ot l$-6ol.2(t) l»e retaine,d 
therein vit.h \be ldai•w poeeiblA oh&Di .. in lansual•• 

c. In additioa \o the lansual• quoted ~paragraph 2 &bon, the 
eubJeot ot Cmspcaat1on .., 1Deluc18 additlOD&l parapapbll. 

J. ·It vu detend.Ded that ASPB ·owence a Contr!but1ou aDd DcmatioJUS, 
and General Research be u tol.l.CIIIIIa 

a. •CtDtributiODS ad 4ooat.10118 are 11D&llowable•. 

b. •coeta ot na8arch program~~ et a aaneral aature are allowable. 
cml7 to the .tent apreeeq provided tor in :th• oODtract. • 
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0~ THE ASSISTANT SECJ.ETAB:f OF 
-~Jashington 25, Do C. 

July 30, 1956 

1'-lBlv!ORAiiDUI•l ?Oh THE AS:t>P. COHlVIITTEE 

5 .... 44 · .t:> ... uart 2,· Sect; ••n X:it7 , Ccntr"'act Cost Principles S~~JECT: Case ;- , Revision o~ •v ~v 

In accordance with Item 7 of the ASPR C(';mmi..ttee Ainutes of 7/3/56, your 
Subcommittee considered the report of the Tax Subcommittee, dated 21 June 
1956

5 
as well a~ the three specific questions of the ASPR Committe~ set forth 

in the Hinutes referred ·to above. With respect to the Tax Subco:rmJU.ttee 
rep vrt, the follo"1ing c omrnents are pr~vided: 

1. The ASPR Committee rejected the suggestion that the clause include 
a reference to tax~~ of nroreign11 governments in subpat·agraph (J.) of the . 
clau.se. 

2 ~ Th~ snggested change in subparagraph ( 2) of the clause is rej ectedo 
Your Su":>~ommittee believes that this subparagraRh as originally written ade
quately covers the problem. With respect to allowance of "interest and 
penalties incurred ee •• in the absence of instructinns from the Contracting 
Officer, if incurred v.rithou~ the fa"J.lt or negligence of the contractor", a 
government a.dministrative burden iR added to determine fault or negligence 
on the part of the contractor in each case and the; situation can be avoided 
by the contractor paying the tax under protesto 

3 • The suggested a.ddi tion of a sentence to subparagraph ( 3) is con
curred in.. ..S.s to the ·~11r3e questicns raised by the ASPR Committee.) the 
following answers are set forth: 

.A,. Under subparc...gra.ph (1) of the clause will Defense reimburse a 
contractor for taxes "accrued"? 

Answer: Yes, provided accrual is adjusted to actual taxes pa~a.o 
Hovrever, to clarify the pni.'lt beyond question, your Subcommittee pn'~pos.ss that 
in subparagraph (1) of the clause the phrase "in accordancA with generally 
accepted accounting principles" be deleted since it is merely repetitive 
of an over-all requirement set forth in paragraph l.S-201.2 and that the 
follov:ing clarification be substj_tuted "and adjusted to amounts· actually paid" e 

B. Is the statement contained in subparagraph (a)(ii) sound? 

Answer: Your Subcnnmi ttee is unable to find any errors or wet=ik
nesses in this subparagrapho 

C. Should the ne·~v sentence added to subparagraph (3) be a proviso 
sentence? 

Fo~ reference there is att.~.ched R copy of para .. 15-20h.2(y) as no-v1 . 
reco.rJilteuded by your Snbr.ommi.ttee. 

I 

·1 I:1cl. H. H .. G.ALLUP 
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(y) 'raxes. 

(1) Taxes are charges levied by Federal, State, .or local governments. 

They do net jnclude fines and penalties except as otherwise provided hereino 

In gen~ral, taxes (including State and local income taxes) which the con-

tractor is required to pay and which are paid or accrued and adjusted to 

~mounts actually paid are allowable, except for: 

(i) Federal L~come and excess profits taxes; 

(ii) taxes in connection with financi..'l1g, refinancing or refunding 

operatinns (see ASPR 15-204.3(g)); 

(iii) taxes from which exemptions are available to the contractor 

directly or avail~ble·to the contractor based on an exemption 

afforded the Government except when the contracting officer 

determines that the admin:S.strative burden incident to obtain·-

ing the exemption outweighs the corresponding benefits 

accruing to the Government; and 

(iv) specia.l assessments on land 1'11hich represent capital impro\···e-

mentsc 

(2) Taxes otherwise allowable unde~ (1) above, but which may be. iJJ.e-

gally or erroneously assessed, are allowable; provided that the contractor 

prior to payment of such taxes: 

(i) promptly requests instructions from the contracting offic.er 

concerning such taxes; and 

(ii) takes all action directed by the ccntracting officer, in

cluding cooperation with and for the benefit of the Govem

ment, to (A) deterrr~ne the legality of such asses~~ent or, 

(B) secure a refund of such taxeso 

Heasonabl.e costs. of any such proceeding instituted by the contractor at t.hc 

·direction of the contracting officer are allowableo Interest and penalties 
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I in curt cd. by a cont!'c..utor b;r reason of the nonpS¥ment of any tax a.t. the di-

r·ection o.f the contracti!lg officer are also allowable. 

(3) Any refund. of taxes, interest, or penalties, and 3JlY payment tc 

the contractor of interest thereo~, attributable to taxes: interest, or 

penalties -r.-.rhich T.vere allowed as contract costs, shall be credited or paid 

to the Government in the manner directed by the Gover.nment, p~ovided anY 

interest actually paid or credited to a contractor incident to a refund· of 

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

to the extent that such interest accrued over the perit,d during which the 

contractor had been reimbursed by the Governntent for the taxes, interest, 

ar,;.9, penal ties Cl 

2 
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OFFICE OF THE ASSISTANT SECRETARY. OF DEFENSE 
1rJashington 25, D. c. 

MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJBJT: Case 53-44, Revision of Section XV, Part 1 

20 April. 1956 

It is recommended that, when Part 2 is ~evised, the· following ·changes be 
made simultaneously in Part 1: 

1. 15-001. Delete entire paragraph. 

2. 15-101. In line 5, delete "predetenn.ined" and substitute "negotiate~"· 

3. 15-102. Delete the last sentence and substitute the.following: 

"The cost principles outlined in Part 2, Part 3, or Part 4 of 
this section (whichever ·is applicable) shall be made a part 
of every contract of the type referred. to in paragraph l$-101 
executed as of a date on or after 1956, 
with respect to Part 2, and as of a date on or after 1 March 
1949 with respect to Part 3 and Part 4, except that (i) any 
such contract m~ exclude any item of allowable cost set 
forth in Part 2, Part 3, or Part 4, and (ii) any such con
tract containing Part 3 or Part 4 may, to the extent necessar,y 
in a particular case, expressly provide for the allowabili ty 
of any of the kinds of costs referred to in Part S of this 
section unless any such cost is expressly excluded under 
Part 3 or Part 4 (whichever is applicable) •" 

4. 15-103. Add the following new paragraph: 

"l$-i03 Negotiation of Special Items. 

(a) Precontract Costs. 1rJhen special provisions, 
providing for reimbursement for precontract costs, are in
cluded in a contract in accordance with ASPR l$-204.3( ) 
and ASPR l$-S02(a), such. costs shall be limited to a period 
or time as well as to type and amount of such costs. 

(b) General Research Costs. In determining whether 
a special provision shall be included in the contract pro
viding for reimbursement of general research costs in accord
ance with ASPR lS-204.2( ) and ASPR 15-502(m), factors to be 
considered include: 

(i) scope, nature, and quality or the contractor's independent 
.general research program; 

(ii 0 capability of the contractor in the particular research field; · 
(iii) benefits which may accrue to the Government; 
(iv) comparison of size and cost or contractor's previous years' 

independent research programs; and 
(v) proportion of Government b~ine~s to c~_,.tractor 1 s total business." 

. ~~lt.-c ) "; . 
W. K. GHORMLEt 

· Brigadier. General, USA · 
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L . ~ ll/15/5h 
· s:.c·~:IOH l'V SlJBCOl·Ii'IITT~~~ 

15-200 SCO?:~ OF P.:.RT. This pert s:...;ts forth principles- c.nd st~nd~rds for tho 

d~t.:.:rni~C1tion <"n( ~llo:!c.ncc. of costs in connection l:ith cost-roil'Jburs.::.:m..;nt typo 

contr~ cts (I_ nr~ cost-r~ inburs·::mcnt typ•,:; subcontrc. cts th..::rcundor for procurement 

~f supplL~s, scr•.ric~s, ~nc~. l'"cse;~rci; ~::C. dcvclop:.tont uork with or ~niz~ tions hnvin~: 

cc:-:-:."'1-..·rci. ... l typG 0.ccountin7 s~rstL;ms. Em.; . .:;vcr, this p.~rt do~s not npply to con-

t~~cts far f~ciliti~s, construction ~n0 ~rchitcct-~nginccr scrvicos rol~t~d tv 

construction. 

~_5.-_20~- BLSIC PRINCIPL:..;s .:.JID ST.' .. ND . .'.fillS. 

~ •. Co~ositi'Jn of To~~l Gost. Th~ totr-1 cost of ~ cost-re;inburscr.tcnt 

typ.:: contr~ct is th.:.: net sum of (i) tl1~ ~.llou~bl0 ciroct costs, (ii) the pro-

pcrly· ~lloc~blc portion of nllO't·;~bl;:; indirect costs c.nd (iii) c.pplic~blc L"1cOr:Io 

b. Fe ctors I..ffc.;cting .:~llo't·mbility of ~osts. The fr:ctors to be con-

sic\.:r;.;c~ i11 determining tho .~lloH:Jbility of costs include (i) r..::~son.:1blcne:ss, 

(ii) ~pplicC~tion of gon8rr.lly r-.cccptcc1 nccounting principlvs ~nd prt:'ctic..::s, 

(iii) o~~-:;rcis0 of rood business juc1gmont L"1 inctlrrvncv of cost, (iv) signifi-

incrc~sc tl1c contr:tct costs, ~.nc~ (v) nn~r limitr:tions ~s to t,Y1J.:.;s or r:nounts of 

cost it·::ns s:::t fcrth in this P~rt 2 of Section i;::.J or oth..:;rlvis~ includod in th~ 

contr.::-:ct. 

c. Cro0. its. T!1c r'.ppl ic['blo portion of incor.1o · n nd other crvd its, reb~ tcs, 

~.Llot·rr:ncc;s, ~nd cquiv~l\Jnt bone:fits ~ccruint:· to th0 contr.::-.ctor nnd uhich ~re: 

rcl~t..:d to .~ny ~lloucd· cost Hil~ bo cr:.)dit,::;d to the Government oithor ns n 

rc:d~.1cti~n in contrcct cast or by c cnsh rc:fund, ns nppropri~tc. 

d. Contrnctor' s .: .. ccounting Svston._ The; rcquircmonts conc...:rning r·.;cord 

1:-:=;t..:pir.g ~nd npprov~l of tho contrc.ctCJr 1 s ~ccop .. nting procudurc:s ~nd pr~cticl;s 

;-_rc s·.::;t forth in th~ 11 R.:::corc1s Cl2usc 11 (S~c l..SPR 7-203.7). 
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15-202 DIRECT COSTS. Subject to the provisions of paragraph 15-201, allowable 

direct costs are those items of cost, or aggregate thereof, which can be iden-

tified specifically with any objective, service, program or project under the 

contract and are chargeable directly thereto. Major items of cost readily iden-

tifiable with the contract or with other work of. the contractor should be charged 

directly thereto. This principle may often be applicable to such elements of 

expense as freight, travel, communications, engineering services, etc., as well 

as the normal items of materials and productive labor. However, when the con-

tractor is engaged in mixed production, this principle must .be applied consist-

ently to the costing of both defense and non-defense products or services, in 

order to produce equitable results. When the accounting expense cf minor items 

would exceed the resulting benefits, individual items, otherwise allowable as 

direct costs, may be treated as indirect expenses. 

~5-202.1 DIRECT MATE1tiAL~. ThG cost of direct materials includes the cost of 

items purchased, supplied, manufactured or fabricated, which enter directly 

into the end product or which are used or consumed directly in connection with 

furnishing such product. 

1~:202.~ DIRECT LABOH. The cost·of direct labor includes salarres and wages 

specifically identifiable with and properly chargeable directly to the per-

formance of the contract or other work of the contractor, It may -also include 

other associated costs such as payroll taxes and workmen's compensation insur-

ance, where it is the established practice of the contractor to treat these 

items as a part of direct labor costs. 

15-202.3. OTHER DIRECT COSTS. Where other items of cost arc charged directly 

to the contract consistent with paragraph 15-202 above, the contractor must 
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demonstrate that. they are specifically relat6d to the perfonnance of the con-

tract. 'When, however, items ordinarily char6eable as indirect costs are 

charged to a liovernrnent contract as direct costs, the cost of similar items 

applicable to .other work of the contractor must be eliminated from indirect 

costs allocated to.the contract • 

. 15-203 INDIRECT COSTS. 

(a) Indirect costs are expenses which are incurred for conwon or joint 

objectives, are accumulated for accounting purposes by departmental activity 

or other logical cost grouping and are charged to the co~tract and other work 

of. tho contractor by a process of allocation. Each clement thereof is subject 

to the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of allocation of 

indirect costs because the actual condition in each instanc~ must be taken into 

accoGnt in dctennining the most suitable method or methods. The objective 

should be the selection of a method or methods which will distribute the in-

dir . .:;ct costs in a fair and equitable manner. The method used in conn0:ction 

w:i,.th Government contracts must, in order to be acceptable, conform with 

gene::rally accepted accounting practices, be applied consistGntly, and produce 

equitable results. Any significant change, such as in the nature of the 

business, extent of subcontracting, fixed asset improvement programs, thu 

volume of sales, tho volume of production, manufacturing precesses, or the 

products being produced, may require reconsideration of the methods previously 

in usG to detennine whether they continuo to be equitable. Further discussion 

relntive to allocation of the individual categories of indirect costs will be 

found in the subparagraphs below, 
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15-203•1 INDIRECT MANUFACTURINU AND PrtODUCTION EXPENSES. Indirect manufac-

turing and production expenses consist of costs which are necessary to the pro-

ductive process as a whole and arc not readily subject to treatment as direct 

costs in accordance with paragraph 15-202. Allocation of indirect manufacturins 

and p~oduction expenses on a time basis, such as direct labor man-ho~s or 

roachinG-hours, is a method which generally produces accuracy and equity. Other 

acceptable bases, in appropriate circumstances, include direct labor dollars 

(exclusive of overtime premium), units processed and prime costs of units pro-

cesscd. In som0 instanc~s, it may be necessa~ tO departmentalize or establish 

cost cent~rs in order to distribute equitably. the indirect costs. The factors 

to be considered in determining the extent of departmentalization or estab-

lishm8nt of cost centers include varietj of products, complexity of processes 

and relative labor and facility requirements for the various products. 

15-203.2 INDIRECT ENGINEERING EXPENSES. Indirect engineering exp8nses con-

sist chiefly of engineering sup8rvision, engineering administrative 0xpense 

and general supplies. These expenses arise out of engineering activiti0s 

which include product design, tool design, experimental development, manu-

facturing and production development, layout of production lines, .deter-

mination of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should be allocated to the benefited 

activities, i.e., the contract and other work of the contractor on the basis 

of direct engineering man-hours expended, direct engineering l~bor dollars 

(exclusive of overtime premium), or other equitable basis. NOTE: Direct 

costs of engineering activities should be charged directlY to the benefited 

activities, i.e., tho contract and other work of the contractor in accordance 

with paragr~ph 15-202, 
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15-203.3 SELLING AND DISTRIBUTION EXP~NSES. The expenses in this group 

consist of items which r0prescnt the cost of marketing the contractor's 

products and include sales promotion, advertising, distribution costs and 

1505 

other related items •· Generally, such expenses are not considered to bo alloc

able to Government cost-reimbursement type contracts for the reason that 

marketing, in the ordinary commercial sense, is not necessary for doing busi-

ness with the Governm~nt. However, dependent upon a demonstration of 

bon~fits to Jovernment contracts, these costs should first be allocated 

between th8 contractor's commercial line alld its· Uovemment contracts. The 

amount.nllocated to the latter should th0n be charged to tho individual 

contracts on any recognized basis. Because of the sp0cial probloms that 

aris8 in this area, it is usually desirable for the contractor to identify 

in its records by means of subaccounts or otherwise, the items of'these ex-

penses considered properly allocable to Govarnment contracts. 

15-203.4 GENEIW., AND ADI1INISTRATIVE MP~SES. General and administrative ex-

penscs consist of costs incurred in the over-all rnanagemcnt, supervision and 

conduct of the business. Any recognized method of allocating general and 

administrative expense is acceptable provided equitable results are thereby 

obtained. Some of the factors that should receive consideration in determ-

ifiing whether the results are equitable are (i) tho cost pattern of the 

Government contracts (that is, the percentage of the total cost of the 

contract, exclusive of general and administrative expenses, represented by 

each of the several cost components thereof) in relation to the cost pattern 

for the plant or activity as a whole, and (ii) the ultimate objective of 

distribution of these expenses in approximate ratio to tho general and 

administrative effort involved in the two categories of work. In addition, 
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consideration shoul.d be c~iven to any significant Yariations of inventories 

betlJ"een accounting periods, variations in the ratio of contract inventory 

levels to all other inventory levels, and anJ.r other relevant factors such 

as those mentioned in paragraph 15-203(b). 

15-203.5 BAS: P~?..IOD FOR ALLOCATION OF Il'·L·ITC~CT Z~;~F~~:!S:.1S. The base period: for 

alloc~.tion of in(irect e~:penses should a.ppro:\:inate the period of contract per-

fornance or should be representative of that period. The base period should 

b2 sufficiently long to avoid ine~.uities in tl1e allocation of costs. 

15-2D4 

C'J' CCE-7. :.C~-.is par".0,rap.i.1 states, in sone det~il, applications of the basic cost 

principles and sta.r:.darc1s set forth in the preceding ~ara3raphs of this part to 

cert.::j.11 selectec1 itens of cost. The statements herein apply irres~ective of 

-rrhetl1er t~:e particular iten of cost is treated by thG contractor as direct 

cost or as indirect cost. F2ilu.re to mention any particula.r item of cost 

~:Grein is not intended to ir:1ply ti.1at it is either allouable or u..11allouable. 

With res?ect to those items not specifically covered, deternination as to 

allOi·rability uill be made in the light of the basic principles and standards 

and, lJLere 8.ppropriate, the treDtrnent of similar or related items in this Part. 

All of tne subparagraphs belovJ are subject to the basic principles and 

standarcs set out in p2ragraph 15-201. 

15-204.1 ADY·~RTISil'~G. Advertising eA-penses include the costs of advertising 

m.edicl and corollary adr.linistrative expenses. Advertising media include rna ga-

zines, nel.rspapers, radio and television pro::::rar.15, direct mail, trac1.e papers, 

m.'..tc\oor Cl.dvertising, dealer carc.s and wind.et.r displ~ys, conventions and exhibits, 

frea sOOQS ~nd samples, and sales literature. 
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"" c. • 1':'!1.·;-;e • •. ·=-o" 1 -~ .... ~·n::.·. ·ve-+l.· s,· ~· •• _ '.4.-vl ..... ~- ~C~ ..:.·~..~ -·<~· r:osts only ~rc allouable: 

l.')vertising in tr~J.Cte and technical jo"J.rn~lsJ pro·v·ic.~·;;;c~ such 

adYertising c.oes not offer specific pro0ncts or ser\"iC::J~ 

for sale but is ?12 ced for t.hc ::nll"pose of o/ferinc; 

fin~ncial suppO'i"t to j.:;t:rnals ~.rhich are value.ble ior tl-.. e 

c.1is.sei'~li.i"1ation of t::;chnic~l infor.t:;ation uit.hL"1 the 

con'i',:!."2 cto~:· 1 s in( us try, 

( 2 .• ) ~i3l~:, 'H2nteC. ac~vertisinr:, 2s set forth in p?.ragraptl 

lS-2oL..33. 

:;;sti;·.~.tec~) r.risinE; :fro,;,'! uncollse;tible custvi~~ors r acco'...)_nts c-nc~ other cla i:.:s, e1nd 

or Gst.L.1c-:t.:c~ cost of ~Tork ;?Crforn.?ncG. Gul"rent bid0.ing c:-1-J::..ns::.:s of both success-

, . ~ 
)J.CS 

::.llocztecl c:~.rrcntl;r to. c-.ll bu2insss of the contractor, in 1·r!1icl1 6v • .::nt no bic16ing 

~)icc".ing c:~cnsos t~.r so:.1e other recognized. r.1ethod.. Rcg[l.roless of the !ilethod 

u~;:;d, the results obt~ined ru::r be acccpt~d only iZ fou.."1d to b::; r:::asonc-blc and 
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i'-'-204.L.· ,..~-:"-::"rrr:-p--,.s n_ .. -l.J·.··-.!·n:.:~. Rr.r-....".-. 1\'t."''"\l"'''r··.··~ ~can s~•rrc ·s -:,; ~ \.l.ii-·....~.1..:-: .. .L~ ' - ..... - .-..::v..:.:::_~~....:.'-.i.-i..;.:.·. r ..i.!l.i.~v .:.... • This class of 

:..;:;~c..nsc consists of ti1·3 cost, less rc:·•t0nu.::, of opo:.:~rating, or furnishing 

faciliti~s f~·~ cafcte~ias, dining rooms, ctntccns, lw1ch w~fons, v~nding 

.mcchi.."l~s, or other typos of food sur·.ricc.s for the contractor's employees ~t 

th2ir rogul2r duty· st2tion. Losses from oporation of such food servic . .;s aro 

2llm.;rc::Jlo T-Thcn· the scrvic·.Js ~re ff irly pricod C'nd cost(;;C. ~.nd. reasonably 

r:.;.quir::cT by tl1c zwtur8 of thi:: cont.rt.ctor's opor~tions~ pl~nt loccntion, 

fron thos:: food services must be eppr.o:priatc..;l~.r r:llocrttud to ~11 ~ctivitios 

b..:::nofi te;d including Govcrnn3nt contrC?.cts except, ho\vcvcr, '·rh0rc (1) the net 

proc•;;:.Jds ~r;::; for tho ~;:elusive bonc:fit of an cmploy.~c we;lf[:lr0 organization 

of t:·l::: contr[lctor, or (2) the fooc1. scrvic:Js t!r;.: re:nd~rcd for g"in b~.r priv2t0 

intc:L"Jsts bc;:,ronc~ t:·1·: ·L":tr.lc::di~ts control of the contrc-.ctor. Under 0ach of t::c 

t:bo"V .. ~ t1·ro c.::cc:?tions, no p~rt. of the g.?ins or losses will be ~llocc:bl.J to 

the contr~ct. 

15-204.5 CIVIL D:_:?~Fs:~.-~. Civil d.J£\::;1sc ccsts ~r:..; those :L'1curr~.;d in th3 plti.n--

!!i.ng for an-:~ tl:;:; prote;.ction of life c:',nd property C) g~inst; the possible effects 

of enemy ~tt~ck. Thcso costs c:!rc gcnor~lly incurr0d pt1l''suant to plcns c~(;Vc:-

costs· L'1clu(o cost in axccss of normal plant protuction ~;~0ns~s ~nd may con-

sist of first-.?id trc>inint:; 2nd supplie:s, fir0 fighting tr~ining ~nd ccpipment, 

postinr of ~d:-' ition[ll exit notices ancl dll"Jctions ~nd other approved civil 

d~fonsc measures. Rcr.sonable costs of civil dofcnse measures undertaken on 

t~1c contr~ ctor' s pr·3l7liscs purs~nt to sugg~stions or rcquircmonts of civil 

In t~1e case of cc-.pit2l ~ssots, acqui:~cd for civil defense purpos•.JS the costs 
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thorcof Hill biJ 0.c:proc·i~t'cd ovor 2 r<.::.?son~blo nu.rnb.:.:r of yGars in conformity 

vJith generally 2cc...;ptod ~ccounting pr:!..nciplc.:s. Contributions to loc~l civil 

cQfcnsc funds cr p~ojccts not on the contractor's promises ~ro ~~~ll~IDblo. 

15-204.6 tO:P~~PSATION ~CR PEPSCN!iL S~RVIG:l::S. 

a. This itorn includes s~larios, we.g0s, ctufcrrcd co.r.lpcns2tion r.nd 

frinr:;.; ~x;ncfits for scrvicos rcndcr;::d to thG contr~ctor by :;mployces as H~ll 

r.s f:.;us p(;' i0 to 0 ir;:.:ctors anc~ comr~1ittoc mombcrs. Subjcct to specific 

limit::-tions s0t forth hereunder, sucl1 costs ~ro c:llo:·mblc :·ihcn th~ totGl 

co1~.::nsation is roC'son~~Jle: in light of t~·ic survice;s rendered. 

liill be considered col!lr.icnsnrat.J ~-rith the Sl!rvic::;s rc:.n60rod. Hm·:~v;;r, . 

co.r:1p,~nsr:tion of indivic~.U['ls suc~-l ~s corpor~t . .;; officit'.ls, ~·ir~ctorG, o::ccutiv0s, 

c~.J~:~rtr.:..:nt h.:.;c-ds, p~rtnors ?nc~ sol~ propri..:;tors m.ey be sut-je:ct to sDcci.Pl 

ccnsiC.or2ticn :-:.nCl. liraitation r>.s to rllo·u~bility for contr~ct cost purposes 

ul:0r;:; ~r.10· .. mts ~pp;.;.~r oxcoss:.i.vc. Some situations. ~-rllich .r.u!y riv .. o risc..: to 

fc.i"1il.·:r o•r..-1s O:i. .. is co::1r:1ittcc1 to 2cquirc n· su~stC'nti-?1 fin2nci2l int..;rcst in 

t!-~~ C0:1tr<?ctor' S orp.;iniz2tion; or { ii) 01·m:-;rsl·:ip of th.:: contr:·ctor is li.tilitud 

to r. sr:1<:ll co:·1-:;siv0 group; or (iii) the velum;.:; of Cov.::rnm.::nt contr:2cts uh:n 

r8l~·t~c, to tL: .. ccntre.ctor 's tot~l busin~ss is such ns tc influ.vncc tho c:.1ount 

c. Tho cost of options to purc;-.:P.sw stoclc of th::: contrC'.ctor corporation 

r::rr.:nt...;d to ;.;rnploy.:;e:s is not ;"~.llOi-mblc. 

d. ~onus~s to ornployo:.:s, -such ~ts production inccntivos ~.nd 
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forth 11J."'lc\:r subpcrc7~ph C: .• ~boviJ rnd, if sutj:.::ct to Intcrn~l R0vJnu~ Service 

con~ic1.cr.:-tion,. nust l-;~vv t{t~.;ir ~P:?rov.~l. Th~ cc-:rry-ovcr provisions of the 

r...:~-..U.~t.ions of Intc::rn~l R~;v:.nu;.; S.:.r~.:-icc ~'lith rvsp~ct to contribution.'3 under 

qur:lifi..;r~ :~--;f Jrrcc· cistri~ution profit-sl1c.:ring plnns sh~ll not bl: rcco~:nizcd 

for Gov . ..;r.nn0!1t contr"-ct cost o . .Jt.:..r.nin~tion ,ur,os0s. Forf;.::itur..;;s of non-

f. Stocl~ honus plcns. BonusL:s· of this n~.ture lTL:'1Y or ~-Y not be 

n.:-rsur:.:d b~r profits. When stock bonus0s ~ro consid..Jr0d to be: (:1 for1-:1 of 

co~;~ns~.tion, th;.; r.nm.1nt ~llO't·::-.~1.::; for t:1u contrc.ctor' s cost in connvction. 

~~jOY-.; ~.!"ld :r::1c~t tho follo-:·1ing ruqui!'Ci'i'h.;nts: 

t.., ) \l.. Th8 v:-::lu.:""~tion pl~c~c: on t:10 stocl~ for· th.~ purpose of cclcu-

lrtinr such cost r.!ust be· co.:-.19ut..:ci on ~ sound ~J~sis. 

(2.) In the cr's~ of unlist0d stodc h~ving no curr.:mt r.1nrlc0t, thu 

contr~ctor nust ci(;27!0nstrr:te: th..; v~lu;.;s :-scribed th;:;roto ~rL; ft:ir :-.ncl r:Jr:SO!l;}bl;::;. 

(J.) :Sonus~s p:: i(~ in th:J form of pri.)viously unissu~d stocl{ of 

r:r .. ~ffilictc :.·.rill not .orcin::rii.~r b..:; ~llou0d unl·:::ss it c-~n b~ d-...;(itonstr~toc~ t!:.c.t 

t~-.:.,:,;r\,; c.:;:ists ~ bon~ fic~o nrms-lcngth r:[2!'e;;,:;mcnt C:nc~ tho v;::-l~.!~S ;-scrib0c.~ to such 

stock :--rc fc·ir ::::nd rc:son~l)lu. 

(4.) Clcims for C':CC;"lmls of compe:ns~tion und.::r 2 stock bonus 

c.rrr:r~rcn(;nt prior to C1cquisition of stock by employees uill not be nllounbl0 

1 ·,,..,-; ···sc: ... r .... .,,..r.r-·,..,..., .... ts u.i.J....I.. "- ._ . C:.. ..1. • .... uE-'-'''~i,;J.1 nrc n:do for ~pproprir. to credit r:djustn,;nt of costs in tl1c 

c"'tcnt such stock is not acquirod by ~7:mployccs. 

g. Ti1c dotcrr.lir·Jl:1tion of ~llotvt')Uity of th.: . .: cost of p0nsio~1 o.nd 

r.Jtircl7K..:nt pl2ns, tr['.ining oxp;::ns·:.:, overtime, ~;:trr: p:--y r.nd multi si1ift 

prc;·:!iLL"JS ~nd other fringe 'ucnofits '!·:rill ~)o in .:'Ccord~nc-.:; uitt i)~r~ zraphs 
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15-204.27, 15-204.43, 15-204.25, and 15-204.14 respectively~ Any for.m of compen-

sation to an employee not specifically mentioned in this Part 2, in addition to 

those set forth in this .paragraph, will be given consideration as a pazt of total 

compensation. 

15-204.7 CONTINGENCIES. This t~~e of charge results from the creation and main-. 

tenance of reserves to provide for an event whose occurrence cannot be foretold 

with. certainty as to time, intensity or even an assurance of its happening. 

These costs are not allowable. (For s~lf-in~urance programs see paragraph 15-204. JL) 

15-204.8 CONTrliBUTIQNS AND DONATIONS. Contributions and donations to established 

nonprofit charitable orgam.zations are allowable provided that suoh costs are 

reasonable and properly allocable to Jovernment contracts. 

The propriety of the amount of particular contributions and donations 

and the aggregate thereof· for each fiscal period must be judged ordinarily in 

light ofthe pattern of past contributions, particularly those made prior to the 

placing of Government contracts. The ·amount of each allowable contribution must 

be deductible for purposes of Federal income tax, but the deductibility of the 

contribution for income tax purposes does not in itself justify its allowability 

as a contract cost. 

15-204.9 DEPrtECIATION. 

a. Depreciation as described herein is a charge to current operations 

intended to distr~bute the cost of tangible ·capital assets, less estimated resid-

ual value, over their estimated useful life in a systematic and logical manner. 

It involves a process of allocation, not of valuation. Useful life has reference 

to the prospective period of economic usefulness in the particular contractor's 

operations as distinguished from physical life. 

b. : Depreciation on a contractor's plant, equipment and other capital 

facilities is an allowable element of contract cost, provided the amount thereof 

is b~se~ upon ·original acquisition cost •. Depreciation will be ~ccounted for by 
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consistent application of any generally accepted accounting principles and should 

usuo.lly be allocat.:::d to the contract and other work as an indirect cost.- The 

-· amount of dGprcci~tio~ charged in any· accounting period may VCJ.roJ WJ.th volume of 

~roduction or usc of multishift operations.,' provided the method followed is 

consistent with basic objectives set forth in subparagraph a. ab~e. 

c. Charges for dopreciction on idle or excess facilities will not be· 

allowed uxcopt on such facilities as are reasonab~ nccessarf for contract por-

formancc standby purposes. 

d. Unloss othert•Tise provided in the contract, no use chargo will be 

allowed on ~ss~ts still in usc which have been, in accordance with the con-

tractor's consistent accounting practicc,lully depreciated on the contractor's. 

books of account. 

c. Allowances for depreciation on amorgcncy facilities will normally 

be dct<:::rmincd in accordance with subparagraphs a. through d. above. However, 

"tvherG th8 COntrnctor h.:tS appliGd for D.nd rccci Ved a dctermin['.tion Of "true 

doprociL~.tion" from an .t!Jmorgency Facilities Board covering. emergency facilities 

acquir-:;d under certificates of necessity, the amounts so d~;;;tcrmined for "tru8 

dcpruci!ltion" ovo::.r the emergency period (5 years) will be r0cognizod in lieu 

of normal depreciation. Aftur the expiration of the emergency period for the 

facilities conc0rned where a determination of "true depreciation" has been made, 

the romo.ining undcprociatcd portion of tho cost of such fncility will b0 dcpr0-

ciatcd ov£r its remaining useful life und will be the only amount recognized 
.. 

as all~~able cost, subjoct.to paragraph 15-204.12. 

15-204.10 .Elwti'LOYEE MORALE, HEALTH AND \-/ELFAHE. Included in this category are 

CXpCnSOS of health and Welfare activities incurred for the improVGMGnt Of 
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cnplo:r:::C! :::'-.::rforronc_:;. ~:;~t:mpl,:s of th~sc r-ctiviti0s ~r.J house public~tions, 

lLrl th or first-r". id clinics, ~ nd ()nployc.;..l couns(;llin;- scrvic-.::s. Ihcsc costs 

pr2.ctic\J or custom in the industry or r'r.::.~ ~nd Dr.J ro~sonr.!~)lo ~nd cquit~bly 

rllocct:.:;d to ~ll clr.ssos of ~-Tork p;.:;rfornccl in tl1~..; contr~ctor 1. s ~l~nt. Incor:1o 

g:..n.Jr~t'""d from .~ny of th8sc r-. cti .. ,...i ti(;S 1::ill b~ cr;.)dit(;d to tno costs thereof. 

~ivcrsion, soci~l .:.ctivitics ~nd incir1.::.;nt~.l costs, such ~s mcc:ls, lodg:i.11g, 

rcnt::1ls, tr~nsportr.tion ~nd ;rr.tuJ..t~.:s.. Th-:;sc costs ~r-:.. unr>.llou[:blc. 

~xc··;s.:; ?.:"~CILITI::.:s. --·- - T~1is item includus the cost of rr:intr'inin.g .~nd 

t~·L: subject o: .? son~r~tc contr:-ct. 

15-204.13 F:!J{~S Ai.'JD P~NAL.:'II:;.:5. Incluc\:.d in this it-.;m nre: thos8 costs r\.;sulting 

fro.:.r Yiolctions of, or fc:ilur~ of thc; con-erector to c:omi)ly ":rith, loc::-~1, st~.t~ 

fin~s ~nd p~n~ltics, including inturcst th0r0on, incurrad cue to situ~tions 

· i.."l tr~:ich the cont.r~ctol"' l-K's bc.;;:;n instructe;d in uriting by the Contracting 

Offic(;r to folloH ~ ccrt:-.i.n courso of rction., uill be r!llou~d. 

I$-2CI4.14 :::'RINGL B::::.rrr~:?ITS. ?ring-:: bonofits nrc ~llon~nc0s ~nd services pre>-
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c~. T!10 c\.:tc;rnino.tion ns to tho "llo"H-:-.bility of th~.: cost of p...;nsion. 

:J~ in ~ cc ord:-'.ncc ui th su~)-pr.ro. ~"phs 15-204.27 1 15-20h.6; "nd 15-204.3 8, 

:1. .. -:: spc cti v .jly. 

b. Th0 cost of otl1cr frinr;c b.:.;ncfits such ~s p~y for v~c~tio:1s, 

~·1olic.~.ys, siclc lo~vo, militc.ry lo~ve: "nd c:~nploy;.;o insurr.ncc:· is ~lloucbl'.; to the; 

~:;'tont r:,;quirc1d by ln"t-1, omploycr-0.rnploy-:.o n.?,Tocracnt, or 0st"blishod policy of tho 

contrQctor th~t constitut:.::s, in ::.ff.:::ct, ~n imylicit ~gr~~mcnt on the contr:::ctor's 

pr:rt. 

11 stc:. .. tinr.-lo~c: coststr, ~rv non-continu~-n~. costs t~1~t ~risi,; in 0:-:rly str'[(,S of 

l)ro.:~uction b:~cr.usc- of the; Contrc:ctor' s lnc!<: of .:;:;..,~-..;ri-..;ncv -vrith pQrticulr:r 

f.l~ t;:;:"i~ls, r:l..':'.nuf~ cturing :procoss~s or tvchniqu·..;s invol v~d. ·Such costs ~y 

consist of ;;:~ccssiv~ rrt;::t."'i~l costs r0sul tLif from ~bnorr.k-:1 scr~p loss.Js, 

,:;;:c.:;ssiv-:; direct l~bor costs ;:nd r~l~t-:.:c1. ovurh0nd rcsul ting fron idl0 tino duo 

to t..-st~_n;7. t.nd chna;o in proc~uction r.l..;thcds, · cost of tro inin~ ~mploye;0s, ~nd 

c::ccssiv(; {cf\::ctivo uork duo to inc~ori·:Jnc .... ~ lc.bor. 

1-Jhil-J ini tit~l proclucti~n costs oro .:-llou~bl0, th;:; contrr· ctor uill b,; 

e;:~~ct-.;d to uor:: ~ctiv(;l~r to mini.nizo or ...;lil7lin~to th.;n ~s r[l.picl.ly ~s pos.siblu. 

In c~s..;s :·i~~·:.:.:rc t:1osc costs continuo to ~n unu~rr~ntod o~~tcnt aft::::r tho contr::ctor 

!')[Is boon ~llovre:d rc~sonc:!blc time to lo~rn to ~l~o tho proc~uct officiontly, tl1(: 

oxc·-.:ssiv.:; costs l.7ill be dis~llm·rod. 

lz-204.16 · INS.GRAFCE AND TIID~l-iNIFICATION 

~. Includ(;d under this item ar..) (1) those typos of insur~nco Hhich 

the: ct:ntr~ ctor . is r0quirc:d to c'2r!"1J unc1.Jr th...:. turrns of the.; contr~ct, or by 
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sp~cific instruction of th~ contr~cting offic0r or his ~uthoriz0d r~pr~s~nt~tivc, 

r-nc~. (2) cny oth~r insur~ncc for 1rrhich tho contr~ ctor scc!:s roi.r:lburs~ncnt und.;.;r 

tl·1~ COl1tr~ct. T:~c kinc1s of ins·11r~nco ordinC\r~ .. ly incluc!cd in the first c~tcgory 

rr~ s:..;t ou.t in LS:?:t 10-501. 

b. Go:::>ts of Gov.Jrnm..::nt roquirod insur~.ncc:· ~ro 011ou~blc ui thin the 

G0 .. v-~rP .. n~nt. Costs of ot.~1.Jr insur~ncu, oxc;:;;pt th~.t ~pplic[:b1o to Govurnncnt·-

, 11 bl . ~ (l \ t' . . . . ~ oun-.;o. prop~..!rt~r, :-.r;:,; r: m·Tn 0 provJ.c:~.Jd ; no wsurrnc . .; nC\ s oven c-pp:"'ov-~c·. iJy 

t:1c nilit.c.ry d::.::_;~rtr.1~...;nt concc.:rnod or (2) in t~:.:; C\bs8nco of such cpprov~l 

Costs ~l1oH~cl for usc ~nd ~ccup~ncy 

insur.:--nc•..;, ho;r;:;vcr, uill in principle b-:; lil-:1it-.::d so ~s to e;:~cluclc.: cover~ g~ of 

c. Th-.; costs of insu1"'rnco 

:Jf loss 'Jf or c~m-:-gc to Go\'"o.::rruncnt-o;·m.Jd property ~r~ not ~llou~bl-.; ..;XCLpt to 

insur~ncc:. 

d. !~l:1e; costs of ;:: s>Jlf insurr.-nc0 progr~n ~rc flllo-r·rcblc provich.:d the 

unc\.:j_ .. suc~1 o S(;lf-instll"'c.ncc proL .. rDm ~.ro not ~llovJC\blc. 

c. Tho costs of instiT~nco on the livGs of offic~rs, p~rtn.:.;rs or 

proprietors, nrc not ~1lO't·rr'.~1c c;:c...;pt uhcr~ such insur~ncc ·is p~rt of ~n 

c.nyl8y~c group pl~n uhich is not uncluly r-.:strict.:x~. 

f. 1osscs re;stu tin&:; fro.m fc.i1u.ro to ins..,_u. .. e: (through salf insure-: nco 

or oth~rlrise;) ~ ~?:- inst r' contingent loss or d~~ g0, -v.rhor::: n ro~sonnbly prudent 
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busin:.:.:ss orgr'.niz~tion uould ht•.v..:: insurc:d "-f.F:inst ·such loss or d~.r.J..":'gc, ~rc not 

~llou~bl~. 

g. Costs of ind.Jnnificntion, in liwu of insurD.ncc;, uill be t:!llot..rnblo 

onl;T to t!1c: extent oxprossly providud for i1"1 tho contr~ ct. Ey the t;.;rm 

11 ind~!~mific.:'tioi111 is mo~nt C'-ovornmont "-Ssur1ption of lossus C';risi..11g from· (i) 

l~d~ of insur~ncc covcr~go of ris!(s of an insu.r~blc n~turc or (ii) r~strict.ions 

on tho ~~om1t of such insur~nco covcr~gc. 

l)-204.17 INT..2lliST AND OTI-:~R FINAliCI!i.L EXP3NS:~s. This it.:::·;1 includus intc:r0ct 

p::!id or ~ccrucd (rc.:r~rc~l<..;SS of tho n~turo. of tho obli~tion Hhich gives ris::! to 

rcfin~ncL"1g opC;r~tions ~s u~1l ~s 1-;.;g~l 2nc~ profossion~l fees p<:!id in conn.:ction 

lrith the pre;~c.r.?tion of a prospi.;ctus, costs of pr::;pr-'.r~tion ['.Dd issu:':'ncc of stock· 

ri&.-l"J.ts ['.nc~. :Jx:pcnscs rol~to0. th.::;rcto. ( S\_;c :.:lso 1.5'-204. 24) These costs nrc 

un~ll01·J~blo uxc...;pt for :intcrost o.sscss~d bJr St:-.te: or locr.l tQxing Quthoritics 

15-204.18 LLBOR R.IiiJiTIOHS. This iton covers cxp\Jnsos incu..rrcc~ in ~int~ining 

s~tisf~ctor:r rolttions b8tHiJCn the: contrr:ctor ~nci his employees. It includ0s 

tile cocts of shop stwutrc~s, l~bor r.1rnngcmcnt comitt0cs, onployoc pu':>1icttions 

~nc. other rclr'.tGd ~ctivitics. Costs incurr0d for t!1csc purposes ere .:llOivoblo. 

15-20h.l2_ LOSS~S 01'-J OTI£R CONTRACTS. This :itom covers ~ny oxcoss of. costs 8Vor 

:L"lcot.lc und(:::. .. ~ny. r'nd ~ll other contr~cts, Hhcther such other contr~cts nrc of· P 

supply, r0sc"rch nnd dcv-olop:ncnt, or other nC~.turc. Costs of this ooturo ~ro not 

~llou~blc ~s ~ cost of pcrfor~ncc of tho Gov0rnroont contr~ct. 

15-204.20 IJ1.INTENANCI.; L.ND REPI~ms. (G) This itc.:m includes ti.1oso costs ncccsscry 
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for th-:.. upk:..:cp of property 1,:hich n0ithor cdc1s to th-) por.t1~n0nt v.:-luc of tr.D 

prop·~rt~r nor cpprcci~bly prolongs its int~..:ndcd life but ke;cps it in its ufficicnt 

~cr~ting condition. These costs ~rc nllm·mblc. · Exponditur(;s for pl.:-nt and 

CQ.lipmcnt uhich, ~ccording to gcnerr.ll~r ['Cccptud ~ccounting principlc:s, should be: 

c~pit~liz-:.:cl ~nd subject~Jd to doprcci['tion Hill bo ~1101·3':-blc onl~,r on ~ d;.;;>rcci~tion 

b~s~s •. Cost of ~iutcn~nce ~nd rcpcirs of c~~coss f~cilitios ['nd of idle 

f~cilitics (other thzn renson~bl0 st['ndby f~cilitics) ~rc not ~llm-r~blc. 

b. D.:::fcrr..:;d n.:intc:n['nce: is cicfin:::d ('S r.tCintwnr!nc~..: ~nd rep[!irS uhich 

for s one: r .... !"'son sue h ~ s ~ bnormr.':! 1 opL:r~ tin g c or..c1. it ions or lock of funci. s, is 

d(.'l~yec. tc. ~ futuro p~riod. The c~st of nr.' int;.;n.::nco ('ncl rep~ irs 't·rhich has boon 

cl . .;f.:,;rr...;C:. fror.1 ~ p(,riod prior to the contrtct is not rll01·n~blu unless sp-.;cific['lly 

provid~c1 for in the contrr:ct. i.,ik./t·ris\J, tl-lo ostim:~t~d cost of r:1nint:.::r1.:nc0 ;:-:nd 

rcpr-'il'"s normr-lly r.:.;quir·...;d but not ~ccorrplishc;c~ c~uring the: p..:;riod oi the: contr~ct 

rnll not. oi.; ~lloH;:;c1 ns ~ cost u..11l::.;ss sp·::;cific~lly provid·.:;r1 for in the contr~ct. 

15-204.21 l-1'!-l:US.:!.CT"G"RIHG J.ND PitODUCTIOlJ :CrTGII'JEERING. i'~.nuf~ cturing ~nd pro-

cluct.ion c:D~in.Je:rine; includes the cozt of ongino~ring ·.rcti\.riti0S in connection 

1iith (1) cttrr~nt n" nufr'.cturLl1g proc0ssos such ~s motion n nd tii:D study, r.lL!thcci s 

:"l'l:'.lysis, job r~lysis, ~nd tool dvsign ~nd improvement [!lld (2) current pro-

c114ction :_Jro'ulcrns, such ~s 1-:1..:turi~ls ~n~lysis for production suit[!bility ~nd 

CO!T;_Y~n-:;nt de;si~:n for purpos....;s of simplifying production. Thusu costs arc 

~llounbl;J. F.or purpos.:.:s of distribution, suqh costs should ordin~rily be 

f.ivi.d0C. into tno c.'='tcgorics: (i) those vrhich directly benefit[' contr~ct, n 

proj,:;ct, or ~ product line ~nd ( ii) thoso o:::ponscs uhich ~rc not subJect to 

dir~.:ct cost:Ll'lg. Items in c~ter:;ory· ( i) should be cl~re-~d diructl~r to tho contr~ct 

or project or ~lloc~tcd to the: products in the product line. Gosts in c~t.:..gory 

(ii) si1~uld be ~lloc[!tcd to ~11 bonofitte;d uork. 
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i·lAT:WR.If~S ;~ND SUPPLL~S. 

a • This item includos the not costs of such items ~.s rcu ~t0ricls, 

:::~·rts, st1.b-r'.sscrrll:>li~Js .t corr.pononts, ~nd m..:nufr:cturing suppliws, 'tvh:;thcr purc~s.:;d 

or/c:::>idu or m.;,nuf['cturcd b:r the contr~ctor, end l'!lnY include such coll~tcr~l itoms 

:"'.S inbound tr,:..nsport~tion ~nd intrc.nsit insur;'ncc. Those;; costs ~ro ~ll:Jvm.bl;.; 

2'Ll;Jj~ct, ho"t-:Jvcr, to tho provisions of subp~r~gr['.pl1s. b• through c. bolou. 

b. Costs of ~t0rir;ls ~nc~ supplies shell be.: suit['.bly odjustod for 

~pplic~blc portions of incono ['.nd other cro~its. Such income ~nd other credits 

include trc-do discounts, refunds, robt'tos ~nd (.'llov;~nccs, c;:sh discounts ~Y'-'il~-

blo,. :~nc~ cr0dits for scrr1p ~nd Sr'lVC'gv [!!1d rn.:t . .Jri~ls r0turnod .to v0ndors. 

r...ovwv~r, uhor0 the contr2ct:>r C['.n dcmonstr~tc.: th~t f~:tlurc to tclco c:--.sh discounts 

Hr's duG to circu1:1st~ncos beyond his control, su.ch lost discounts Hill bo ~lloucd. 

physic['l inventory qu['ntiti:..::s ['nc1. r;:;lc-.tcd ~tcri('.l-control records Hill be 

L"1clud;.::d in .~rriving [1. t tl18 cost of lMt.Jri~ls, provided thct such chc.rgus ( i) 

c~o not incluc1.c rru~itc-c1 o~rns 11 of vt:~lucs, ~nd ( ii) r-.;l~to to tho period of 

pcrfcrn~nc;J of the contrnct. 1: .. 11 cr-.:dits t:rising fran diffcr\Jnc._s bctlJCcn 

?e:riodic physic~l inventory qu.cntiti~s ~nd r\.;lc.tcd l':'l£turi~l-control records 

sl1r~ll be t~kon into nccount. 

c~. Uhon mr-.tcri~ls ~rc purchnse;d spocific~lly for ~nd idcntifwblc 

sololy ui th porfor~·:lL':ncc uncL)r ~ centre- ct, the n ctu~l purch~sc cost thor...;of 

shoulc1 be ch~r god to the contr['. ct. :~ny gcnor~lly recognized method of 

pricing rnt:tori~ls issu(;d fron stock ~y bo 0mploy"'d' providod tl1c rcsul ts 

obt::injd r.rc cquit~bl.:;. lihc.n m.:toric.ls in stock ~t tho commcnc~Jrncnt d~tc of 

~ Govorn;Jcnt cont.r~ct h~vo ~ provnblc rc.:plnccmont cost significcntly diff0runt 

fror;1 book cost, tho contrc.ctor ~nd the Govornnont ~~r [lgroo upon tho usc of n 
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1:1othod of pric:L~g bc.s-:::c1 ~on the f:J.ir v~.luc.: of the ~tcritls (but not in 0xc0ss 

of rc:plc C.Jr.l~..:nt cost). Such ~ gro0m0nt should include id0ntificttion of tho 

typc:s or kinds of ~tcri~ls involvvC.. ~nd should. pr0for~bly be ~d..:; at tl1c tin;) 

the contr~ct is cntcrod into ~nd pro¥id~..:d for thoroL~. 

c. Ordin~rily int0r-comp~ny or intor:..c.ivision~l sr.los or trnnsfcrs 

of ~tc:ri~ls shell bo st~tcd on tho b~sis of cost to tho tr~nsf;.;ror. f, 
.h. 

dcp~rturo fron this cost bnsis is pornissibl:o uhun t.hu tr~ns~ctions involve 

it·;;;m:: rc&:ul~rly .rn.."lnuf[:cturod anc1 sold by nn cffili~te or division through 

cornrJ'-rc.i~.l chonnols 0xccpt ~s to items on 11hich tho Govornm~nt is ul tin.:toly 

tho sole; us0r. In those l~ttor c~s;..;s, hot.;ove:r, ti1u pricu chnr~od to tho contr~ct 

nust not iJXcccd ti1o 1~1-r:::r of (i) tho trcnsf...;ror's s~les pric(; to its most 

f~vor .. :x1 customor for the s~nc itGm in like qucntity, or ( ii) tho prices of other 

suppliers for the s~r.1c or substnnti0lly similnr it-.;ms. In othor si tuotions uhoro 

considcr~tion of the ninority 'intcr..;st in nn nffilintu Hould 1·rcrrcnt departure 

fro1~1 the cost b~sis, such d~Jpc.rturc 17k-:y bu pormittccl but only if exprossl;r 

~uthorizcd or ~pprov-:::d by tho contrccting officer. · 

15-204.23 ORGl~NIZ:~TION EXP2NSLS. This item consists of expendit-ures in 

connection uith org~nizotion or reorJ.c-niz~tion of c business. Excmplcs of such 

costs ~rc incorporction fcc, cttorncys fo..;, foc:s to pror.10t~rs ~nd org~nizors 

ond costs of r~ising Cr'.pi:t~l •. Those costs ere u~llouc?.1Jle. (Sec ~lso p~r.:!gr~ph 

15-204.17). 

15-204.24 OTHCR BUSiif.CSS EXP::i:HSI:S. Includc;d in this item cro such recurring. 

expenses ~s registry ~nd trrnsfbr ch~rrcs rcsul ting from ch~ngos in ownership of 

socuriti..::;s issuud by the contr~ctor, cost of sh~rcholcors 1 r.1cctings, proA-y 

solicit~tions, prcp~r~tion ond public~tion of ~nnucl reports to sl~r~holdcrs, 
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pr~p~r~·L.J.vn ~nc~ subnission of required r0ports r.nd forD.s to tnxing nnd other 

rcgul~tQry bo~ios ~nd incidunt~l costs of directors nnd comnittc~ ncctings. 

The. ::bovc ~nd sirnil~r listed costs ~r..; r!llot·7r'blo uhc.n incurred in rc::son.~bl,..; 

r!nounts in ~ccord~nce: uith the contr~ctor 's ost~blishl:d pr~cti~cs L'.nd ~rc ~.llo-

c~t(;d on ~n cqui.toblo b~si.s to ~ll clr-.sscs of l-torlc. 

15-204.25' C~II£, :SXTR.i~ PAY .SHIFT l1liD l~TI SHIFT P~·.IIUI-lS. This itcr.1 

consists of th~ !_)rer.1ium portion of ovcrtir.le ~nd shift p::'ymcnts to employees. 

Such prc.rniUl:ts roy 'b.::· cl~ssifiod ~s cithcr dir~ct or indirect l~bor costs, but 

the ~mount of ov:;.rtir.1c prcniu.rn sh:uld be s:.;pt'r~tcly ic1.:.;ntifiod. When direct 

l:.'bor cost is tho b~so fc;r distribution of ov~Jrhc:~d, .ovcrtino prcmiUI:ls shnll 

not be incluc1 . ...:d thuroin. Cost of o'rcrtir.lo ~ncl shift promiuns ~ro ~llovmblo 

only ts. the cxtont o;'::prcssly pro\·idod for in tho contrr!ct or otherwise 

.?ut:1orizc.:c1 by t~1o Govcr~ilvnt. · S0c .ASPR 12-102 for furth0r inforiP~ tion con-

c8rnin~ the policy r0g~rding such ~uthoriz~tion, The crn.ount of oYcrtine nnd 

shift premium. cost chr1rged on Govorru.1cnt contr~cts sl'U!ll be equi~blc in 

rcl~tion to tho ~mount of such costs cl1nrgcd. on non-Government ~.;ork being 

concurrently performed in the cont.r~ctor's. pl~nt end th(.; f~ctors which ncccssi~tc 

the incurrnnce of the cost. 

15-204.26 PATENT E.,'a'~USLS. Includ(;d in thiS item. nrc cmortizotion of t.hc cost 

of purch~scd p~tents ~nd ~ll costs lccding to the issl..Ulncc of pctcnts, ~s U(;ll 

~s tl1c cost of infringcncnt ·invosti~tion ~nd liti~tion. .Anortizntion of· the 

cost of purch~scd p~tcnts ~pplic~bla to contrnct products or processes is 

~llot·:rnblc. Th\J cost of prcpcring disclosures as required by tho contr~ct ~nd 

of pr~Jporing nss1gnrncnt and other p~pcrs in conne;ction with tho filing of ~ 

::_:>c-tcnt ~ppli~tion for the Government is ~.llO't·T~ble. Ia.ll othor pct-.:nt O}.."Pcnscs 
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::-.nd c!"'.t.~:rp:Js for t.ho usc of pt'l.t.::nts Hhe:re the Govcrrunont h~s c licvns0 or tho 

rirrht to fr.J.:.; use: thor~ of ~r0 u.n~llo't-rr-ble. · 'l'hc cost of res~~rch ~nd dovolop~ont 

• ~-rork lo~ding to p[\tcnts 'is trce1tcd in subp~r~gr~ph 15-204 • .35. 

~. i1.s used h~rcin, a p~Jnsion or rctir-.;ncnt pl~n is ~ pl~n 1t1hich is 

~st~blishJd ~nd ~ int~.incd by ~ contrcctor prirnnrlly to provide s;{st:.:.:!il~tic?.ll:r 

for th.J p;-.yn0nt of dofj_nitcly C.ntcrmi..''l~blo benefits to his crnploy..;cs over n 

p.::riod of yc~rs,. usu~lly fer lifo, ~ftcr rotironcnt. Such ~ pl~n r.my includo 

disnbility, ":-Tithdre'u~.l, insur~nco or sur'Tivorship bcnofits incidcntr-.l r-.nd 

directly rcr~.tcd to tho retirement b.::ncfits •. Rotiro~cnt benefits gcncr~lly 

ere no~sur0C. by, 0no b~scd o~, such f~ctors ~s y~~rs of service nn( ccmpcns~tion 
the er.4>loyees. The deter6ination of the anount of retirement benefits an( 

rcc0iv..;d by/the contributiorst. providesuch b\3nofits ~ro not dop-::ndont upon 

profits. Bcn:~fits .~rc not definitely dctor.nin~bl·J if funds ~rising from for-

f~itu.rcs on tcrninction of sarvico or other rc~son r:JlY.y be use;d to provide 

incro~sc:d bone:fits for the rcr.1.-~ining p~rticip~nts instc~d of baing ·usod to 

rcc:luc~ tho ~.mount of contri1Jutions by tho cnployer. ; .. plr-n designed to provide 

benefits for employees or their bencfici.~rios to bo pnid upon rctiroml.:nt or over 

::. pori:d of yc~rs ~ftcr rctiro.mcnt uill be consicl0rcd n pons ion pl~n, if, undor 

tho pl~n, eithor the benefits p~ynblo to tho omployec or tho required contri-

but ions by thv contr.!' ctor c~n bu dotorr.rl.ncd ~ ctu~rinlly. 

b. Pension ~nd rctircnent pl~ns which ore subject to the ~pprov~l 

o{ the Intor~l Revenue Service .must h~vo boun so ~pr:>rovod prior to consicli.~r~tion 

by the Eilitnry Dopt'.rtnont; hOl'lOvor, t:!pprovC'l of the p:Lr-.n by the Intornnl 

Revenue 5Jrvicc docs not nccoss~rily ~ssure nccopt~ncc by the llilit~ry Dcpnrt-

mont. Cc.;nsidcr~tion of the pl~ns nill be thG responsibility of tho D~pc.rtmcnt 

to uhich nudit CO[~niz['.nce is cssigncd· nnd tho subsequent ~.ction tnkon by thnt 
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D~:'J~rt:·L::nt uill g.:;n:..;r.:-:lly b.:: ~cce:ptwd by the other Dop~rtmc:nts. In c~sws t:Thcrc 

ti-.:.:J Intorn;-l R.;::vonuo SorYicc 't·rithdr~us npprov~l of ~ pl~n, r'.mow1ts nlloc~tcd 

to col.T~.~~.~ct costs uill b.:: 1dthdr~n-m r-.ccordingly. Hhcrc pension ~nd r;.;tir..::.nont 

:)l~ns of non-profit or other t:~~:-cxompt org~nizD.tions ~.ro not required to be: 

rc:vic./ucd :.'.nd ~pprovcd by tho Intcrml Rev..::nuo. S\Jrvici.:, it '!·jill b.J the rcsponsi-

:.)ility of tho Dcp~rtm::nt to t·rrJ.ch ~udit cognizoncu is ~ssignc.:d to giYo 

con~idcr~tion to the nccoptobility of such pl~ns. 

c. Tno costs of ncccpt.~ble pension ~nd rotironcnt pl~ns, Hhich nrc 

properly deductible fror.: tC!~:c.:blo incor.1c aro ~llowablc except cs othon·riso 

dct\Jr.r.tinod un~llOlv~blo under this p~r~gr~ph. Costs of ~ccc:pt~blo pension nr.d 

rctirumcnt pl~ns ostnblishcd by nonprofit or oth:.;r t~x-cxcmpt org(.l.nizntions 

~rc t:lso ~llovr~lJlc oxc;.;:pt ~s oth~rtr~isc determined under this p~rngr~ph. 

c~. Pension ~nd rc:tircr.1cnt costs constitute c p~rt of tho tot~l 

· ccnpcnsr.ttion by n contr~ctor to tho ir.C.ivic1Uc~ls covurcd by th:3 pl~n, Dnd 

~ccorc1.ingl:.r, t'.ro subject to th.j provisi~ns of this s.jction uith rcsp0ct to 

rc:ns8!U'.blcr::.;ss 'Jf the tot[ll comp·~ns~tion p,:- id to tho individu~l for tho services 

r~ndcrod. (Sec 15-204.6) 

c. The ~notmt of t!1c contribution subject to ~lloc~tion ns t'. 

contr~ct cost Hill be linit-.;d to the ~zimum ~nount required to fund nn 

~pprovod plr-.n or the ~nom1t ~ct~lly contributed during tho tn~blt: year, t-rhich-. 

ever is the lesser. Th0 c~rryovcr provisions of tho Intor~l Revenue Code l·rl.th 

rosp~..~ct to contributions U..'1clor pension rond rotironont pl~ns sh~ll not be 

ri.;c~gnizod for th:J purpose of dcturraining ~llov~.blc p~nsion end rctircncnt 

costs un~or ·aovcrmcnt contr~cts •. 

f. Credits 'Hhich ~rise under pons ion pl.:ns from v~rious sources, 

such <'.s divic, ~nds ~nd C<".nce:llr!tion of cmplo~:o-cc benefits uhich h~vG ne>t vustcd 
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~t th:; tir:10 of tcruinc:t.L.;n of th1ir 0r:1ploynont, J'lUst bo t~l~cn into r1ccou.'1t in 

~n oqnit~blo r.t:'.nncr in tho dctwrmincti~n of tho ~llol~cl)le ponsion ~nd rctircl'10nt 

, c~ntribution. Spcci~l provision for those credits is usunlly nccoss~ry Hhcn 

· th..:; cDntr~ ctor 's org~nizn tion hc.~s subst~nti~lly oxp~ndod for the pc:rforn~ nee of 

nilit~ry contr~cts ~nd there is ~ rctlsoncblc expectation tl1r'.t the: onplo;,tnont cf 

~ l~rgo nur~cr of the ndc.ition~l .~mployocs 1-.rill be tcrmin~tod upon curt::.ilr.:~nt 

of milit~ry uork. Under th~se: circu.Inst.~nc~s, it vlill be: .J::q,octod thct ~n 

~rr<'ngol7l..:;nt Hill be r.wdw 't·~hich 'tdl.l result, ~s n\J~rly ~s rr.y be pr~ctice"~blo, in 

th;,; Go170rl'l..ncnt 's receiving tho benefit of the so credits to tho scro extent e.s 

:. t orisL'I"l~ll:>,. ·p[l.rticipC't.;d in tl:o rclr. tod costs. Thoro ~rc t~·.ro gcncr~l methods 

uhich 'l.IJ."-Y b;::: us..::d, L'1diviC::u~.lly or in co1'1binntion, in l~king such nrr::ngcincnts: 

(1) :,. lu..,p su."n or porcontc- gc D. is count of curront pension costs 

n0 g:Jt.io. ted c nd n groQd upon in ~dv~nc-.;. Dctorninn tion of such t1llc-vmnco gonornlly 
. 

is not ~n ~ctu~rinl probl;;rn involving c c~lcul~tion b~sed upon knovm f~ct-Jrs, 

~:-ut r.:-thcr is ~n ::tt0r:1pt to ro().ch o 110got~tod ~grc<.::mont ~s to vr.-rious unccrt~in 

(2) la. retrospective: d.otcrninntion ~t sane tir..o in th0 futuro 

":ih.on n moru ~ ccur.~ t\.: ost~ t(;! cr1ri b~ n~do by virtue of. oxporiunco Hhich r.1n:r 

bv.:; d(;V"clopocl.. Until such c1~tor::1inc-t.ion, currc:nt costs, Hhich should he nwt 

of current credits r:t::.y be nllolre:d provid.:;c1 "n :Jppropri~to contr~ctunl n grouocnt 

c~n be rc~ clA.:.cd Hhich rcsorvos the Gcvc:rnment 's right to futuro croc1 its. 

g. Tho costs of lump su.~ purch~sc:s of ~11!-luitics or of lump suo cnsh 

p:-.yr..0nts or po~:·iof. ic .cc.sh pr1ymonts mr·du to provide pension or rotiror.1ont 

boncfits for retiring or rctir.:;d ornployocs other thD.n incurrGd W1ch;r c.pproYcd 

15-20h.28 . ?L:~NT PROT.:~CTION EXP~'"NS2S. This itoni includGs tho cost of plc.nt 
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Pl":t;,:ction ~-.l'.jtsur;:;s suc!1 r'.S u~gcs of ~rcls, oquipmcnt of gucrd.s ( uniforr.1s, 

fir0~rn~s, -:::tc.), ~nd dcpr0ci~tion on pltnt protection ccpit.:-:1 ~.ss0ts. F~r 

r the purp8so of contrtct costing,_ thcsu ~~~ensos nrc divided into two c~tc~orios~ 

nr:J:K:ly., norrn..~l pl~nt protection e).."Pcnscs ~nf! spocit\1 pl~nt protection 0xpons1js. 

l:or~l plC"nt protection costs ere ~llo1·~blc ~nd arc nlloc~blc to nll HOrk in the 

pl~.nt. Spc.:c~':'l pl~nt protection costs, vrhich term refers to nn extension uf 

the contrC~.ctor' s nor~l pl:'nt protection progr::m nrc e2lso · nllm·molc ~nd ella-

ccblc to specific Govornnont contr~ets requiring speciC'l protection upon the 

specific dir~ction ~nd ~pprovr-1 of tho contrncting officer.· 

15-204.29 PRLCOI··!TR.:~CT COSTS. Precontr~ct costs ~rc those uhich oro incurred 

prior to th0 offcctivo dntc of the contr2ct end Hhich 't.:ould ~yo been rillou~blc 

thereunder if incurred nftcr ·such dnte. Such costs 't-rill not be ~llol-ICd unless 

spccific~lly set forth in tho contrr.ct ~nd rry be limited to ~ pari~d of tir..c 

~s u~ll r-.s to thu type C~ncl ~mount of such costs. 

15-204.30 PROF~:SSIO!i'~ S:CRVIC~S - L~C.·J.,, ~·~cCOUNTii~iG, I:IJGIN~:;RING :.liD OTtc;R. 

n. Tr.1is item. includes the cost of profossion~l services rcndorcd 

by tho m~nbors of the prrticul~r profession sopr:r['.toly cn~.gcd. These costs 

gcne;rrllJr rr~J rllovmblc Hhcn rc~sonnblc in rclrtion to the sorvicos rendered 

t."nd r.re n::t contingent upon r.;covery of th:.:: c~sts fron the Government. 

b. F~ctors to be considcr~d (nnong others) in dctormL~ing tho 

~llo'!·T~bilit:.r of costs in ~ p~rticulnr c~se ~rc: (i) p~st pattern of such costs, 

p::!rticul.~rly in the years prior to tho nv1~rcl of Government contrn cts; ( ii) the 

imp~ct CJf Govcrnncnt contrccts on th~ contr?ctor's busin0ss; (iii) tho n~turc 

r:nd scope of rn4!n::gcr~l services o;:pcctcd of tho contrnct.or's oHa orgc11izntion; 

~ncl ( iv) l·rhvthcr or not tho proportion of Govcrnmunt production to tho 
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c·:ntr.~ctol·' s tot.:!l proc~uction is such ~s to influence the contr~ctor in f'-'.vdr 

of ir1curring the cost, p~rticulr~rly 1-rhore tho services rend crud rre not of n 

contL1uing ~turo end h~vc littl0 rclntionship to pro0uction und~r Government 

contr~cts. Retninor fees to bo nllovroblu must bo rcasonnbly support.:::d by 

evidence of sorvicus rendered. 

c. Tho costs of l~g~l, ~ccoQ~ting ~nd consulting scrvicos ~nd 

rcl.~tod cxpensos incurred L"1 connoction uith orgr-.nize!t~on or reorgcniz~tion, 

prosecution of pdtont infru1gcmcnt litig~tion, dufonso of ~nti-trust suits, ~nd 

the prosucuti6n of clr. irns ~ g=: inst the Govarnmont nrc unr.llownblo. 

15-204.31 1?ROFIT.s i..~ID LOss=s OH DISPOSITION OF PL:~NT, ::::QUIPl-LNT OR OTHI::.l\ 

· C:~PITfili I~SSI:TS. Incluc~~d herein arc ~ins or losses of any nnturo nrising 

fron.thc s~lc or cxch~ngc of plctnt, cquipnont, or other c~pitnl ~sscts, includ

ing s~le or cxche:ngo of oith0r short or long torm invostr.1ents. Profits or 

losses on s:1lo or cxchnngo of c~pit~l c:sscts, includi.'l1g invcstl7lcnts, t-rill be 

e:·:cluc1 od in computing contrn ct ce>sts. 

1)-204.32 RI.:COEV.;.;RSION :C}l'j~NS:LS. Roconvc:rsion cJ:pcns~s nrc those incurred in 

the rcsto~tion of tho contr~ctor·l S fccilitios to ~pproxwte:ly the S~r.lO 

ph:rsic~l ~rr~ngcmcnt t!nd conc1.ition existing innodll-.toly prior to co.r:1r.1Cnccmcnt 

of the mi.lit~ry contr~ct uork ~nd include tho cost of r~_;mov~l of Government 

·prop'-'rt~r· Reconversion expenses ~rc not nllm-m.blc except tl~t tl1c cost of 

rc;JOYin.g Govo:L .. nncnt property and the rcstor~tion costs c~usod by such romov~l 

nrc ~.llm.r~blc if spccific~lly provided for in tho contr~ct. 

15-204.33 RECRUITIHG EXP:NSE. This item includes tho costs of "help H2ntcd 11 

ndv0rtising ~nd tho opcrnting costs of an c~loymcnt office noccss~ry to secure 

~nd rnint.::in ~n ndoquatc l~bor force:. It further includes the costs of opor~ting 
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~.n oc.~uc:-.tiorr:l end cptitudc tosting progr~m, tr~vcl expenses of or.tployocs 

-vrhilc cng~gcd in recruiting personnel, '-!nd tr~vcl expenses of cpplic~nts for 

int..:;rvim·rs for prospoctivo employment. Thcs~;; costs are nllou~blc. 1Jhcro the 

contr~ctor usos privctc c~loymcnt agencies, costs not in ~xccss of stcndcrd 

corn.:":lcrcinl r~tus for such services nrc c.lso ~llouablo. Costs of spcc~l 

bonl.;fits or cno1unonts offered to prospective employees bcyorid tho stcnd~rd 

pr~cticcs in the industry ore not ~llovmblc. 

15-204.34 RLIIT':LS OF PL: .. NT L.ND EQUlPJv1ENT. (Including s~1o ~nd lee sobnck of 

fccilitics.) 

This ito::1 includos o:~punscs for (i) usc of lend, buildings, ~nd 

cquipne:nt or other porsoml prop~rty, ~nd· (ii) r·Jnt~l cxp..;nsos under sclo and 

lo~s:;-bcck c.[-)rccments incurred by cohtr~ctors througl1 s~lc of plnnt f~cilitics 

to investment orgcnizctions (such cs i.."1surc.nco comp~nics) or to privnto invos-

tors end concurrently leD. sing beck the se1mo f~cilitie:s. 

n. Rontcls 'Jf plcnt ~r.d equipment under ( i) o.beve; c.ro nllou~blc 

if tb:: r~tcs nrc rc~son~blo in light of tho typo, c~ndition r!nd v~luo of the 

f~cilitics lo~scd, options r!VC!il~blc and othor provisions :::>f tho rent~l 

r~ gro~ncnt. 

b. Rcntnls spocifiod in s~lo ~nd l~~so-back ~grccmonts und0r (i) 

~hove nr..::: nllot·m.blc only to the extent t~~t such rcnt2ls do not cxcood nor~l 

costs (such ~s dopre:cic.tion1 t~xos, insurcnco and mnintc.:~ncc cxponsos) Hhich 

T-rould fu':vo been incurrod h.-~d the contractor rct<'.incd~ lcg~l title to the 

f~cilities. 

1.5-204.3S R.I;SIJJ\CH 1A.l'ID n..:;v~OPNBNT. Rcsc~rch on.G. development expanses ( som-

tines r~ferr~Jd to ::'.S gcnor~l onginocr:ing expenses) for the purpose of contr~ct 
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costing ~r;.; c.ivic\x1. into t·t-ro mnjor C[l.togorios, nnrncly: 

a. Gunor~l r-::so~rch, · c:1lso rofurr0d to r'.S b~sic rcsl.)~rch, ftirJ.C1C.i:1cnt~l 

r'""sc.:.::rch, puro r0se:~rch r'.nd blu,:;-sky rcs0~rch. 

o. Roi~tod rcsc~rch or ccvuloprncnt, olso ro~~rrod to ~s ~pplicd 

r:..;s..:;crcl1,- proc~uct r(;su~rch nnd product line roso~rch. 

(l) Gcner::l roso~rch is th~t typv of rosc~rch Hhich is 

dir~ct-_;d to1·r~rd incrcc.sCJ of lcnoHlcdr~c in scionco. It is rcse;r-rch Hhurc tl:.c 

pr~r~ .. ~in of the inv~stig~tor is D fuller knoHl.Jdgc or undcrst~nding of tho 

su;Jj.:.;ct u!1clcr stuc1.;r, rc.th\_;r th~n ~ pr~cticnl ~pplic~tion thoro of. Tho costs 

of ~ contr.:'ctor' s i::1dapc;ndcnt gcncrr'.l rcscnrch' shr.ll be ~n ~llowcblo cost in 

;"~ll cost t~rpc contr~cts unch;r tho follm-vinr. conr~itions: 

(i) Tn0· ~mount of such costs is ransoncblc. 

(ii) The costs ~ro oquitnbly ~lloc;"~.te:d to t~.ll v10rlcs of 

the contr~ ctor other thr- n its inc~Jpcnch:nt roso~ rch. 

(iii) The contr~ctor hrls submittuc n r(.;port cov0ring such 

inc1.vp:nc1;.;nt gcnvr~,l r0sonrch projects shouing the follm·;ing: 

(1) Doscription r.-nc1. ob.j:...ctiv.js of tho proj<.:ct. 

(2) :·.nticip~tcd tot~l· cost. 

(3) Cost durinp: th;:.: p;.;riod und8r rovi-Ju. 

(4) D~nvfits C:A~uctvd to ~ccruc to the mission of 

( i v) Tho busin::ss of th~ contr[l ctor ~t ti1~ tiLl~ of 

cntorin~: the contr~ct is prodor.tinnntly (75/b or .more) coinr.'lorcir.l. (If l..;ss· 

then 75% cor:t.l.Jrc~l ~t th...; ti.rno of ont..:;ring tho contr~ct [lllowr.nc0 r.~y b~ 

E'.ut:1oriz~d by sp.jci~l contr::ct provision.) 

Th~ cbovo conditions Hill nlso ::1pply in tho nogotiotion of pr.:;-

de:tvrnine:c~ over hond r~. to s. 
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(2) R. .. J.~t:x1 rcso~rch is the2t type of roscnrch which is 

dir~;ct-..;c to1r1~rd pr~ ctic~l Dpplicrtion of sci~ncv, nnd 11 d~vulopmcnt 11 is tho 

systcr .. :tic usu of scientific kn01·Tludgo directed tow~rd the production of 

useful n~t0ri[!ls, ch::vicus, m.:::thods, or processes, uxclusivc of design Dnd 

production 0ngino~ring. The costs of e2 contr~ctor's indvpondcnt rul~tod 

ros·.:.:~rch ( th['.t vJhich is not sponsored by ::! contrnct or gr~nt or is not ot~~.Jr-

·uisc.; ruinburse;d to :.'. contr~ctor) ~y, if ~llocet(:d on tho b.;'! sis of Dll 

production, bo ~lloirud ~s ~ cost to ~n~r cost typo proc1uction contr::1ct if tho 

rcs·:.::r-rch is re;l~tod to th,j proc~uct or product line. No portion of such re;-

su~rch Hill b-.; ollouoblc...; unc,1vr cost-typo rosor'rch ~nd dcvolopmunt contr~cts. 

c. R,;scr!rch ~nc:. clcvolopm~nt costs, r0g~rdluss of the n(;ttu"'c:, 

vffich HUrO incurrod in ~CCOUnting puriocls prior to tho C.'t·m.rd Of n p~.rticul0:r 

nilitcry contrc.ct, (including c.raounts cr:pitrlltzoc~. C:'.nc:. th0 cost of iJC'.t·:.::nts 

obt .... inod.) t-Jill not be nlloc~tcd to thC'. t contr~ ct unless nllou~.bl~ ~s prl.;-

cOi!trC'.ct costs (Pnro.grnph 15-204.29). 

15-20h.36 ROY:~TY p~·4Y1·1LNTS. This itvm cov:;;rs C~mounts p~id for tho right to 

us;.; p~t0nts. Uh0ro the usc of such pC~.t.Jnt is n,_}c_;ss~ry for th..:; proper per-

forn~:1co of th0 contr~ct ~nd Hhc:rc the Govcrnr:1cn-t c1oos not ~lro3dy lrvu ~ 

lic0nso or other ri~·ht to usa such p~ tents, ti1o royr-1 tL.::s ~ro ~llcn-mblo to 

tho e:xt0nt cxpr·Jssly pro·vidL:d for olsowhorc in tl1o contrnct or othoruiso ~uthor-

ize;d by tl10 contr0.cting officer. 

15-20L.•3l S~RVICI: :~ND U!Jffi.:~t'TY LXPENS~. This :i.tcm includ.os the costs of 

servicing tho product inst~ll~tion, tr~ining pcrsonn0l in the usc, op8r~tion 

~nd nointen.:nco of th-.; product, correcting product (L:;fe:cts, rcpl~cing 

dof~ctiv~ prrts," ~nd other rcl~tod opor~tions or prc.ctic..Js. ~·4 ctlU!l costs to 
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the contr~.ct c:ntitloc~. "Inspection of SupplL.:s ~ncl. Correction of D.::f~cts 11 ; 
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~5-204.36 s::V.sRI~NC:C PAY •. Scvor~ncc p~y, nlso commonly roforrod to ~s dis

miss~l Hcgos, is n pnyncnt in ndcl.ition to rvgulor SC'larios ~nd v1C~gcs, by con-. 

trc:ctcrs to "tvorkors ~-rhos~ cmployne:nt is being tcrmirot0d. 

ThJ cost of suvorr:'nco pny is nlloue".blo only to" the extont th~t, in 

\.::[:Cl1 c~so, it is roquiroc1. b~r (i) l~u, (ii) or:1ployor-cm:ployGe ngo~Jmonts, (iii) 

oste:1)lish0c: policy th"t constitutes, in offuct, en ir.1plicit rlbl'0vmont on the 

contr~ctor's pC'rt, or (iv) tho circunst~ncos of ~he p~rticulnr ~mploynont. 

For cont:rC'Ct costing purposos SGVcrnnco pny is divided into tuo 

~. Norn~l Turnover Svvcr<'nco PC\y. Tho cost of s;,.;vorc:ncc ~X'YIJ0i1ts 

is ~ll01·1c:blo c.nc1. nust 00 ~lloc"tod to ;]11 cl~ssos of v1ork boing por~orn-.::d in tho 

contrc-ctor's pl~nt C~t the time of pcymcnt. Ho"t·.rovor, whore th0 contrt'.ctor pro

virL:s for c:ccru~l of pe:~r for norlilCll scver~nccs such nothocl will be DcccptDblo 

if t~10 e:nount of tho ~ccru~l is roC'son~blc in light of p~ymcnts ~ct~lly ~de 

for norm~l S8V~r~ncos over ~ ropr0~unt~tiv0 p~st period. 

b. 1bss Sovorc:nce P~y. The cost of cbnor~l or ~ss sovur~nco pcy 

r~ctu~lly n~dc upon cosscti~n of uorl~ -v.rhon· thcro is no re~soMblo prosp:Jct of 

continuiny· ·.Jr.tployr:lont on other 'v-ork of th-:: contr~ctor is r!llov.r~blo. The 

r":nount nllovmblo slmll bu cl~Jtorr.rl.ne;d by ~ssigning the tot~l cost of ~ctunl 

n:ss s0vor;-.nco p~ymcnts to the entire porioc1 of omploymont Hith the contrr1ctor 

end oquitnbly npportioning such cost to ~11 busin~ss of the; contr~ctor por

forn0c during thct period. 
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.:. rusorv~tion in the fin~l rclonso of cl~L~ (svc l~S?R 7-203 .h) m:!Y 

b·~ n.:.dl: in tho c~s·J of comple:tcd c:Jst-roimbursvmont typG contr.::cts 't·:rlL;n it is 

roo.son~~Jlo to ~ssu..mv, th~t sovcrnnco pny ~llocnblc to th;:: contr.~ct ·tvill be moc'.o 

L"'l th;.; future. 

l5-20L! .• 39 SPZCL'.L TOOLING. The t.::rm 11 spccinl tooling" mo~ns property of such 

sDc ci...,liz>Jc~ n2turo thnt its uso, t-1ithout substnnti~l modificcticri or ~1 tcr['.tion, 

is linitoc~ to tho proc~uction of tho p~rticulnr supplies or to tho porforronco 

of the pr>.rticule:r sorvicos for which ncquirod or furnished. It includes, but 

is not limited to, jigs, dies, fixturos, molds, pet terns, spoci~l t~ps, sp(;ci;::l 

g:;->.ugcs, ro.nd spoci-~l test equipment. Tho cost of spoci~l tooling, whon ccquircd 

for ~nc1 its usofulncss is limited to gov~rnmcnt contrncts, is r!llou~ble ~nd 

Hill b·J ch~.rgud c!ircctl:r to the: ~·ovornment contr~cts. :·ihon such spccinl toolL"1g 

is ::-.cau5.red it sh~ll be.: subject to tho pl"ovisions ·:>f the; contr~ct cl[lusc s..;t 

forth in l1.SPR 13-503 cntitlod "Government Proporty 11
• 

~5_-204.40 STRIKLS .:i.ND LOCKOUTS, I:X?=~r-JS~S OF. The situntions ~nc1 conc~itions 

SUi"rc.,un(~ing stril<us 0nd lockouts ~r~ so v~ri>Jcl th~t it is ~ossiblc to cstnb-

li£h .2 ;~-::nur~l principle provicii.rig for 2llov1nncc or c.1isc1lmv~ncL; of. costs in-

curr~d during such occurr\)ncos. J.::nch c~s0 must be ·considur.:;d on its or.rn murita. 

15-204.41 Tl:.XCS. Tnx:.)s 2rc cl~rg,os levied by a. government unit. Thoy do not 

incluc~c .fin8s ~nc1 pc.nr!l tics e:xcopt ~ s othe:rwiso providud herein. 

a. In goner~l, ~xes rrhich the contr2ctor is roquir~Jd to p~y c:1nd 

vrhich ~ro p~id or "ccruod in ~ccordr\ncc tdth gGnor~lly ncccptc:C. ~ccounting 

principlus nrc nllo·vT2blc, except (i) for Fodvr;?.l income nnc1 excess profits 

t~xc.:s; ( ii) tnxcs in connoction v1ith fin~ncing, rcf~ncing or refunding 

opere. tions ( scG pnrn gr:1ph 1.5-204.19); (iii) tn:;~cs from which o:>:i_;rrptions nrc 
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~~ilr'.:)l·:;~ ~nd (iv) spocicl r.ss(.;ssmonts on l~ncl uhich roprosont c~pit~l 

i.mprovcm..;nts. 

b. T~x0s othcrvriso nllow~bla under n. nbovo, but which rny be 

ill .... gr::lly or orront.;ously nsscssod rn~~Y b0 ~llm·rod ~s c cost ·of '\vork pe;rforn.:..:c~, 

provit':oc thL!t tl:c contr~ct8r, prior to p~ym~nt of such tnxws, (i) promptly 

r8qu . .:;sts instructions fron the contr(.lcting officer concorning such tcxiJs; ( ii) 

~r.rc.::;s t,J cJmply lTith such instructions; ~nd (iii) if so diroct.Jd by tho 

contrr. ctin[~ officer ~lso ~ groos to t~l;:c nll n0ccssnry n ction in c:)opcrr-.tion 

·uitll r.nc~ fer the bGncfit of too Govurnr.1cnt, to dctormino tl1o lop,lity of such 

r.:ssussncl!t or, :-> s th...:; c~s-.:: mr.y b0, to socuro n r0fund of such tn;)~.;,;s ~nd r.ny· 

intvrJst or pc.ru:.l tL.;s thoro on. Intcr;:;st r.nd poml ti•...;s inctll'rod by n contrc.ctor 

b:y- r,]~$On of th.:.; n0np1:1yr:1cnt of c.ny tn;~ r!-'c tho c~iroction of th.J contrr.cting 

cffic.Jr, sl::.::.ll bo ~llaw~blo r!S ~ cost. R-J~.so~blc o:>:ponscs of nny proceeding 

institutud by th..; contr::'ctor ~t the c1.ircction of tho contr~cting 'Jffic..:;r to 

c~(.;t0ri;tino th(j lcgclity. of such en c.sscssr.1;...;nt or to socuro ~ rofunc1 of such 

tr.J~ ..... s, intcr-.::st or p(.;~~l ti.::s for tho benefit of the Gov-.;rn":1ont, sh~ll nlso 

b_; ~llovJ~bl~ .::s costs. 

c. L.ny rofu.'1cl of tn~:os, pcru::l tics -Jr int·.:;rvst the;ruon slY\ll bo 

croc1.it-.::c~. to contr;-ct costs in tho proportion in 'tvhich contr.::ct costs dbsorbcd 

tho custs of tnx·:..:s, intvrust or p..::ncl ti0s. If r:t til~ tir.l.; the rufuncJ is r.::-

cviv~c1 by tho contrnctor, no r1of011SG contrr.>cts ~r..J bving purfornod, the ~nount 

othJrHisc to b0 cruditud to contr[l.ct costs sh~:ll ')c pc.id directly to tho 

Gr.Jvorruacnt. 

l)-20L~.42 TR:JJE 1 BUSil\[';55, ~·~~ID PROFESSIONJ~ ACTIVITIZS. 

n. Hombcrships. This i t0m includc3 costs of r.wnbcrship in trndo, 

busin0ss, c.nd prof..;ssionnl or~nizntions t!nd such costs ~rc ~llovTnblo. 
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b. Subscripti8ns. This it-um includes th0 cost of subscriptions to 

trr~c.v, busin:..;ss, profc:ssionnl, ar tochnic~l porioc1ic~ls. Such costs ~ro 

,. ~llou~blo. 

c. Hootings ~ nd ConfQrcncus. L.ll other on tort~ in.mJnt CJg)cnsos, 

inclucing th·Jsc cl~ssifLx1 ~s grntuitics in accordnnco 'Hith l~S?R 7-204.13, ~ro 

uncllt.n·wblc. 

.... 
<-.... This itJr.l includus th.:: costs of pr.:;pnring ~nd .m':'.intcining a pro-

gr~m of instruction c.osir;ncd to incro~so tho ovvr-~11 cffoctiv:...;ncss of oraployoos. 

Incluc\x~ ~rc tho costs of thu c~ircctor of tr~ining ~nd st~ff, tr~ming. n:tori~ls 

o.nd tv:::t b~_)oks Hh..Jn the trr in~g pr ot,r~m is controlled by thLJ contr<" ctc~r, nnd 

tt1.ition, foes, trr·ining lT. turi..;ls rnd tQXt books H'h0n tho tr~ i..'l"ling is in 

0C~l..1.C<"' ti[)n~.l institutions. 

b. Such c8sts 1rrhich ~ro limit8d to on tho job tr~ining ~rc 

ollou~blo uhcn proporl:r clloc~tcd. 

c. CS~sts of tr.':'ining in oduC<-:t.ion~l institutions ::.rc:: n~"t. nll01r~blc, 

oxc0pt to tho cxtr,_;nt spccific['lly provi<"1oc'1 in tho contr<1ct. 

15-204.44 T&'~NSPORT:~TIOH ~'{P~NS:SS. Tr~nsportr:tivn o:~0nsos inclU(~C tho cost of 

frci~~ht, o>-::prcss, cr-.rtn~:·o ~ncl postcgo rcl~tint; oithor to goods purcht.sod, i-11 

1r·Thon such costs c~n ror!c1ily bu id-:;ntifi.::d l-rith tho itums involved 

they mcy be ciroct costod or ~ddud tu the cost of such.mntGrial. (Sec p~rngr~ph 

15-20h.24). \·Jhoro idwntificr:tion v1ith the rnnt-:::ricls rocoivod ~nnot rondily be 

rndo, inbound tr~nsport~tion. v:h.-p¢nsc n"!y b0 ch::~rgcd to tho ~ppropriDto indirvct 

uxp(;nso r!ccounts, provided the contr~ctor follcn-ts n consistent procedure: in this 
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r0·sp·.::ct. Outbounc: frcir.;ht, if rc:ir.fuurs~bla undor tho tern~ of thu contr~ct, 

sh·.::ulc1. be: trc;:!tcc~ r.!S. d iroct chnrgcs. 

15-20L.h5 TRL.\GL I;XP~NSES. This includes cos~s of tr~nsport~tion, lodging, 

subsist~ncu end incid\Jnt~l oxp0nscs incurred by contr~ctor pQrsonne.:l in n 

trrv...::;l_ st~. tus Hhilc on offici~l comp~ny bus incss. 

~. Tr~v0l cxponscs incurr~d in tho normDl course of ovcrcll 

::c~ninistr~tion of the business ~nd npplicnblc to the: entire busin8ss ~ro ~llou- · 

cblc l-.rh..~n properly ~lluc~tod. 

b. Tr~v0l Oh.'Pcns.Js directly ~ttribut~blc t-o contr~ct porformr·ncc 

rrL':'Y be ch~rcc:d to t!1c contr~ct in c.:ccordr'.nc0 with the principle of direct 

costin~. 

c. Subsistence; nnd lod0;ing incluc.~int;; tips _or simil~r incidont~l 

~)..1Jvl1SJS m:::y bo rcinbursoct oithor on nn ~ct~l or per diem brsis. The b~sis 

solcctuc~ shDuld be ccnsistcntly follormd. 

d. CJsts of prenium trr'nsport~tion r:U!y bo ~llm-voq whon it is 

sholm to be ncc;.:;ss~ry to porfor~nco of tho ccntr~ct. 

o. Ent0rt~ innc:nt Ch."Pcns·:JS ~r;:; not o.llovmblc. 

f. Costs of p8rsonnvl movwmont of.D- spccicl or moss ~~turu ere 

all::Yt·r~blo only when ruthorizcd or ~pprov.Jd in writinG by the Contr~ctinc; Officer. 
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15-000 Scope of Sectiono This section sets forth, in gerieral, prin
ciples and standards for the determination of costs to be utilized in con ... 
nection with the negotiation of prices and cost reimbursements for all con
tracts under the jurisdiction of the Department of Defenseo 

15-001 Effective Date of Sectiono This section shall be complied 
with on and after :~ 1953~ although compliance is authorized 
from the date of its issuanceo 

.PART 1 = APPLICABILITY AND PURPOSE. 

15-101 Generalo . The principles_ and standards set forth herein are 
intended t.o apply uniformly .(except' ~s expressly ·qualified) to the deter
mination of either estimated or actual costs of performance of all prime 
contracts and supcontracts~ the prices of which are subject to approval 
or review by the Department of Defenseo 

15=102 Reasons for --Issuance>of This Statemento Defense procurement 
is a matter of great public interesta It is important that it be con
ducted on a plane that assures the Congress and the taxpaying public that 
defense materiel is being obtained at fair and reasonable prices without 
waste and extravaganceo It is also important to assure defense manufac
turers (especially competitors), of fair and equitable treatment, without 
discrimination9 in contract pricingo A vast amount of defense materiel 
is obtained, especially in periods of emergency, under conditions where 
prices,cannot be established simply by competitive biddingo The nature 
of the inherent risks in defense production9 especially in the time
length of contract performance, and the frequent absence of complete pro
duct specifications, result in the use of various forms of contracts in 
which :Prices ~e determined to a greater .... or-lesser degree. by the· use of 
cost data-= both estimated and actualo The .gathering, analysis, ·and·use 
of cost data·are complex problems, both for contractors and Government 

· negot.iators, as well as industrial and Government accountants and auditors 
who are more skilled in such matterso Cost problems are serious and di
verse, both with respect to more basic business practices and to applica
tion of appropriate' accounting principleso An adequate statement of cost 
principles and standards is necessar.y in order to avoid misunderstanding, 
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as well as confusion~ delay~ and expense in contract negotiation and admin
istration, including auditing and settlement of contracts. Ever,y defense 
contractor, therefore, should recognize the necessity of the adoption of 
these principles and standards in the conwon good -- not mere~ for cost
reimbUrsement-type contracts, but also for other special types of contracts 
the use of which has greatly increased. 

15-103 Application o:t Cost Estimates. Cost estimates submitted by 
contractors are used for the following·purposes: 

(a) Under outright fixed-price contracts: 

(l)_Negotiating fixed prices, to the extent there is an 
. absence of other objective criteria to enable the 
determination of a fair and reasonable price. 

(b) Under fixed-price contracts containing price-redetermination 
provisions: 

(1} ·.Determination of tentative initial prices. 
(2).Fir.m revision of initial prices on a forward basis • 

. (c) Under incentive-type contracts: 

(1) ·Determination of tentative target prices and target 
costs when firm targets cannot be initially-determined~ 

(2) Determination of firm target prices and target costs, 
including those cases where there is delayed deter
mination. 

(d) Under cost-reimbursement-type contracts: 

(1) Initial estimates as' a basis for establishing fixed 
fees. 

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

(1} Contract price ceilings. 
(2) Adjustment of prices, price ceilings, targets, fees, 

etc. for all contract changes. 

15-104 -Application of Historical (Actual) Costs. Historical (actual) 
costs are used for the following purposes: 

(a) Under cost-reimbursement-type contracts: retroactive 
determination of prices. 

(b) Under fixed-price contracts,~with retroactive price
redetermination provisions: retroactive determination 
of fixed-prices based on actual costs, to extent 
permitted by Armed Services Procurement Regulations. 
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(c) Under incentive-type contracts: determination of adjusted 
prices after contract completion in light of actual costs 
and adjusted profits or fees, based upon-sharing of 
_increased or reduced costs as compared with estimated 
target costso 

(d) Settlements in connection with termination of contracts
for the convenience of the Government to the extent pro
vided by the· Armed Services Procurement Regulationso 

15-105 Contract Provisionso Where the nature of a contract requires 
or may involve future determinations of price, these principles and stand
ards must be incorporated specifically by.reference in the contract or be 
set forth in the contract or appended thereto~ in order to be binding upon 
the Government and upon the contractoro ~hese principles and standards 
shall be thus made a part of every contract and subcontract whose costs 
are subject to approval or review by the Department of Defense, or any 
of its ·subdivisions, executed as of a date on or after , 1953o 
Any such contract or subcontract may treat any element of cost thereunder 
more specifically than provided by this statement of· principles and stand
ards so long as there is 'no inconsistency thereino 

15-:-106 IMplementation by the Hilitary Departments& This statement_ 
of contract cost principles and standards shall be followed in procurement 
operations of the three military departments without modification or ex
pansion in any way except as to instructions on administrative procedures 
or as_provided in the last sentence of the preceding paragraph. Any ex
pansion of or change in this section, deemed to be desirable, will be 
referred to the Office of the .Secretary ·of Defense for considerationo Any 
interpretations of these principles and standards made in the course of 

_contract administration shall be on a case-by-case basis in the light.of 
the specific facts thereof -= no system of written interpretations to be 
generally followed will be permittedo Administration of these problems 
is a matter for practical business judgment rather than rigid adherence 
to established precedentso 
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PART 2 - GENERAL PRINCIPLES AND STANDARDS 
FOR DETERMINATION OF COSTS 

15-201 Heaning of Total Costo The total cost_ of work performed or 
to be perfor~ncd under a contract or subcontract, the prices of· which are 
subject to the approval or revie'tv of the ·Department of Defense, is the net 
sum of (a) the allowable direct costs reasonably incident to the perfo~ 
ance of t!ic c~ntract or subcontract, (b)- the properl;l allocable portion o'f 
allo~v-able in.dir·Jct costs, anC. (c) less applicable income <~:ld other credits. 
According t.o t!-le circl:.mstanc·3S involved, these costs ma7 be stated either 
in terms oi t~1e aggregc:te for an entire contract or in terms of indiVidual 
units of products or services covered by the contract Hit~l equal a()plica..:.. . 
tion of these principles and standardso 

1.5-202. ?actors Detemini ~ Allowabili t lilac tors used· in 
determining the allovrability of costs include a conformity tr-rith the 
meaning of total cost outlined in the immediately preceding paragraph 
(15-201); (b) reasonableness in the amounts of particular elements of 
costs; (c) allo:·:abili ty of the costs as deductions in determining taxa
ble income under the Internal rtevenue Code; (d) application of generally 
accepted accounting principles and practices; (e) coordination be~·reen 
the factors ccnsidered in determining allowability of costs and in deter
mitp.Il:-3 a ~easona1ole profit un:lcr the contract, to the end that such 
allm.vance:> r.,;ill not result in duplicating the allowance for any factor; 
and (f) exclusions of specific elements of costs as a matter of public 
or business policy, as set forth in this section. · 

1.5-203 ii .. ctual and Estimated Costs o Costs used in negotiating c. on
tracts, or in making settlements thereunder, may be either of a histori-· 
cal nature (actual costs) or may be estimates of future costs, in whole 
or in part, vmichever is appropriate fQr the specific t~~e of contract 
pricing as indicated in paragraphs 15-103 and 1.5-l04o 

15-203$1 Applicability of Principles to Determination of Cost Esti
mates as "dell as Actual Costso In general, the sane principles apply to 
making cost estimates as to determination of actual costs. Therefore, 
this section will consider cost principles interchangeably as applicable 
to either cost estimates or actual costs, e~cept as may be _indicated 
specifically to the contrary. 

1.5-203o2 Use of Standard Costs in Cost Estimateso Wherever future 
cost estimates are required, the use so far as practicable, of modern 
standard cost methods should be encouraged, because they provide the 
best means of cost estimating and cost analysis, as well as enable more 
effective control of actual costs during contract performanceo Such 
methods provide for pricing material costs on the basis of bills of 
materials, labor costs on the basis of studies of time requirements, 
and overhead costs on the basis of budgeted expenses for the expected 
volume and types of production, uith reasonable allowances for cost 
variances indicated by experience to be expected for defective work and 
failure to achieve full efficiencyo Such methods provide the best 
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possible assurance of accuracy of cost estimates, as well as the means of 
more effective cost control, when variances of actual costs from standards 
are measured regularlY and recorded in the formal accountso 

15-2C3o3 Use of Standard Costs in Determining Actual Costso h~erever 
contract price negotiations or settlements depend upon .actual costs, and 
contractors have reasonably satisfactory standard cost systems, standard 
costs of products, or parts thereof, with appropriate adjustments for vari
ances from actual costs, may be considered to represent actual costs, pro-· 
vided such costs are believed to otherwise reflect the application of the 
principles and standards set forth in this sectiono However~ normally 
where adequete standard costs are available for complete end-products, 
fixed-price contracts should be usedo 

15=203o4 Use of Job-Order or Process Cost=Accounting Methodo The 
use of either the job-order or process cost-accounting method in·deterrnin
ing historical costs of actual contract performance is acceptable o 'Wher
eve.r there is to be a retroactive determination of initial fixed-prices 
under a price-redeter~~nation clause~ or of a revised target cost under 
an incentive-type contract~ it is essential to determine the actual cost 
of production of those items delivered upon which the revised price and 
cost determinations depend; this generally requires separate job costing 
of that portion of production, but any other method of cost determination 
may be used which will yield equally reliable resultsc 

l5-203a5 Use of Historical Costs for Purposes of Cost Estimatingo 
\fuen ·used in the preparation of cost estimates~ unmodified historical cost 
data may not provide a satisfactory standard of future performance, in this 
event their use would be undesirableo 1~ere no more satisfactory cost data 
are available~ historical costs may be used in the preparation of estimates 
provided they·are adjusted to eliminate nonrecurring .costs and to reflect 
new conditions, if any, which may be applicable to future productiono 

15=20h Basis of Anplication of Principles and Standards to Pricing 
of Standard Commercial p;oductso Standard commercial products are those 
which are normally manufactured and sold in large volume to custome~s who 
are neither prime contractors nor subcontractors r·or defense workj not
withstanding the fact that substantial quantities may be sold to defense 
contractors or the Government with relatively little or no change in 
specificationsc In general, it. will be expected that standard commercial 
products will be purchased under fixed-price contractsj and that prices 
will be. established without primar,r reference to the·respective· contrac
tor v s c'osts o The use of escalation clauses generally should take care of 
major contingencies which should not be added to estimated costs in con= 
tract pricing of such productso However 9 in those instances where cost 
analyses for standard commercial products are required in fir.m price 
negotiations under fixed-price contracts, these principles and standards·· 
will be applicable to the extent appropriate o Care must be used in such 
cases in order not to impose impractical requirements on contractors· for 
cost estimates -- to meet which requirements might result in work entirely 
disproportionate to the amounts involvedo Cost analyses in such cases 
may sometimes be based upon other data than current cost estimates --
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for examplej when a manufacturer has no cost data for a specific standard 
commercial product, he may hava available for analysis, historical sales, 
costs and profit data on a gro~p of productsj including the specific one 
subject to price negotiationo 

15-205 lication of Generall Acce ted Accounti Princi leso .It 
is to be understood t~at generally accepted.accounting princip es with 
respect to product or contract costs are nowhere codified or reduced to 
rigid formulcieo Sue!! princj_ples perrnit the use of altern3.tive practices 
or conventions, particularly in different types o'!: 1)usiness w.cti~.r5.t.ies; 
yet in tb.e main there ~G g.::nerally accepted limit~ in principle re;.:::ardinr. 
accounting practices, th:J violc• tion of ~-rhich 1vould not be cond.onGd by the 
accounting professiono To the extent there is a tt.;ili.sht zone between 
accepted and non-accepted practices, definite understandin~ should. be 
reached between.the contractir~ partiesa T~is section covers a number of 
subjects of this nature, so far as t~ey can be covered for gencr~l applica
tiono Yet inevitably there will be a requirement for specific contractual 
provisions or supplement2.ry interpretations of the contract terms in the 
applicatiOn of cost principleso 

1.5-206 Contractor's Accounting System. ·Subject to the obs9rvance of 
the cost p!'inciples set forth in this section, any s;rstem of accounts and 
any method of cost accounting or estirtatin::, l·nll be acceptablE!, if they are 
in accord uith generally accepted accountine principles and practices and 
if they produce equitable and reasonably accurate results under the particu-· 
lar circumstanceso 

15-207 :telation of Contract Costs ancl Pro.fj_t~o 'l,hc use of actual or 
estimated costs in procurement pricing is only one phase of cst~~.blishing 
t~e total price or monetary consideration under a contracto 7h~ deteTmina
tion of reasonable profit is another important phase o These t~;o phases of 
pricing are mutually dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee)o Eajor factors 
to be considered in. this respect relate to risks of cost increases or losses 
in performanceo Depending upon the type of contract, either the contractor 
or th~ Government may assume such riskso Where the Government assumes all 
the risk of cost increases or additional unknovrn costs, or a major share 
thereof (as it generally does when these risks are great) through the use 

. of cost-reimbursement-type contracts, escalation-or price-redetermination 
clauses, or incentive-type contracts, the profit allowance for cost con-

, tingencies should be reduced to the extent appropriate. Normally in ne
gotiation of prices under outright fixed-price contracts, risks of loss or 
cost increases will ·be compensated in allowable profit margins rather than 
in allo:-mnces for contingent increases in cost. However, no hard and fast . 
line may be drawn here) but it is important that such allowances not be du
plicatedo For example, a contractor's cost estimates may properly include 
reasonable estimates of cost applicable to normally experienced defective 
t-rork in manufacturing processes. Cost esti~"ltes generally include reasona
ble depreciation on plant and equipment; this cost factor is based largely 
upon risks of obsolescence of the facilitieso In such cases these factors 
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should not be considered as elements of risk in determining the allowable 
profito There are other factors having a similar bearing on cost and 
profit determination; 'ror example, because inte·rest on borrowed capital 
is not allowed as a cost, it should be covered in the interest return on 
capital allo1red as a part of profit or fee; again· in contracting for con
struction under cost~reimbursement-type contracts, it is customary prac
tice to exclude general, administrative and financial expenses from costs, 
but to allow instead for these factors as a p~t of the fixed feeo 

15-208 Relation of Contract Cost Principles to Federal Income Tax
atione In general~ all business costs allowable as deductions for the 
purpose of determining taxable income under the Internal· Revenue Code 
should be allocated (assigned) to the extent appropriate, to the cost of 
performance of_ specific contracts, except as otherwise set forth in this 
statement of principles and standardso 

15~209 Special Provisions Relating to Cost Deterrninations 2 Includ-. 
ing Li~it~tionso Because of the need for standards of reasonableness in 
determining either estimated or actual costs of performance of specific 
contracts~ including the application of business and public policies, a 
considerable portion of .this Section, namely Part 3, is devoted to stand
ards of allm.vabili ty of .specific elements of costs under supply and re
search contracts 't-Ji th corrunercial organizations. Moreover, because. of 
unusual accounting practices or problems involved in determining costs 
under facilities contracts, construction contracts and· research and devel
opment contracts 1-:rith non-profit institutions, Parts 4, 5, and 6 r~spec
tively, are devoted theretoo 

1)-210 Direct vso Indirect ·costso Every method of cost accounting 
or estimating embodies the principle of direct costing of materials and 
subcontract worko Direct costing of productive· labor is general practiceo 
Other expenses may be costed directly sometimes~ but generally many. of 
them are allocated to products, job orders, or contracts~ etco on an 
arithmetical basis in ratio to appropriate measures of performance -- for 
this reason~ such allocated expenses are termed "indirect costs o 

1' 

:l:-5-211 Principle of Direct Costingo Every major item of cost (actual 
or estimated) should be identified with the unit beirg costed, whether it 
be the product, a· job order, or a contract, "tvhen such items of cos.~ do not, 
in fact~ have substantially proportionate applicability to all classes of 
work. This principle may often be applicable to such elements o£ expense 
(when of major consequence), as travel, commissions, advertising, engineer
ing services, etc., as well as the normal i terns of materials and productive 
laboro This principle should be applied equally to the costing of both 
defense and nondefense products or services by any contractor who is en
gaged in mixed production. There are no absolute rules by which to deter
mine which i terns or elements of cost should be direct costedo In applying 
the principle, any contractor should follow a consistent pattern of ~osting 
if the results are to be equitableo In some instances, this principle may 
be applied by direct costing only the major items of a given cost element 
to all products, leaving minor items, if appropriate, subject to indirect 
cost allocations. 
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15-215 Indirect Costso Indirect costs, which have the character of 
common or joint costs, usually consist of indirect materials, indirect 
labor.i and other items. These costs generally are grouped in classes, as. 
follows: 

(a) Hanufacturing (shop, laboratory) expenses (often termed 
11manufacturing overhead" or "burden"), which are incUrred 
in fabricating the article or service rendered; 

(b) Engineering expenses to extent not included in (a) or (c);. · 

(c) Selling and distribution expenses, incurred in marketing 
the products manufactured; 

(d) General and administrative e~enses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other expenses. 

15-216 I1ethods of Allocation of Indirect Costs. No general rules 
regarding allocation of indirect costs to products, job orders, or con
tracts can be stated for all individual cases, because the nature of the 
particular operations and the actual conditions in each instance deter
mine the most suitable method or methods to be employed. The best general 
test which may be applied to determine an appropriate method is to find 
the answer to the question: Does the method result in an allocation of 
the indirect costs to the products, job orders, or contracts, most equita
bly in relation to the machine or other wor1: being performed on each? 

15-216.1 Use of Predetermined Rates for Indirect Exnenses (Overhead 
Costs). 

{a) Indirect expenses must ~ways be predicted for purposes of cost 
estimates. This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followedo In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203e2), contractors should be encouraged to use ac
cepted standard cost methods of budgeting based upon distinguishing between 
fixed and variable expenses and upon estimating variable expenses by cost 
centers in proportion to estimated levels of production or work loads; such 
budgets provide the best means for estimating expense rates. · Historical 
indirect eA~enses, or expense rates, should not be used indiscriminately 
as the equivalent of budgeted rates for this purpose without adjustment for 
nonrecurring expenses and adjustment of the portion of the rates represent
ing fixed expenses when substantial changes in production or work loads ar~ 
expectedo 

. (b) The use of predetermined rates for indirect expenses is accepta
ble in lieu of actual rates of indirect expenses in determining otherwise 
historical costs of products or contracts, including costs under cost
reimbursement-type contracts, provided there is. reasonable assurance ~hat 
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the results.would be fairly comparable with the use of actual rateso This 
practice may expedite the determination of contract prices and reduce audit
ingo ~~en predetermined expense rates are so used, the contractor must ex
clude from direct costs anY cost element included in predetermining expense 
rates in order to avoid duplicate chargeso · 

15~219 Fj. nanci~l and Gth<Jr Exoenses and Federal Income and Excess 
Profits Taxesc Neither product nor contract costs shall include interest 
chart;es· (e:-:ce:qt under ~rocci~.l circ1:.:-r.~~t.~nc·?.s -- see Part J) or Feder~.l :tncome 
taxes because m.1..c:-t c:~.1.r;-;e s D .. :r·~ ~J.lo~·;ed for in d8"termining overall pricen o 

It ~·:rould be improp8r t~ :-tllo~:; f0r ·::'o:19ral e~:ce~s p~ ... ofj_ts t---~,'9~ in :~eter~--:.in
ing overall prices o Profit mc:.rgins c-.llo:rahl·.3 in contre.ct prictnF:; ar~ based, 
among various factors, upon consideration of normal interest r~3turn on total 
ca.pi tal employed (including borrowed cnpi t[l.l) and compensation .for. risks 
(including loss of an;t ca.pi t~~l) e:~ce}Jt. to the extent th~t risks are the sub
ject of conrpensation through cost allo~·m.nces or are assu.!led by t!le Government 
under special forms of contract pricing, v-1hen no pricing allolvance for such 
risks should be made.· In this way, e.,.rery contractor should receive nondis
crL,.:i.nG':C,ory treatment, -:;-1hether he furnished his entire capital or borrm,rs a 
large portion thereof, or whether he is organized·in t~e form of a corpora
tic~, n p~rtnership, or a sole propri3torshipo Any other financinl or mis
cella:130tts m~enses must be· con3iderGd item by i te~n in ::ete:rnining costs of 
n pro.-:~.;·c·t. or contract. 
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PART 3--APPLICATION OF COST PRINCIPLES IN SUPPLY AND 
RESEARCH CONTRACTS WITH COMMERCIAL ORGANIZATIONS 

15-300 Scope of Part. This part sets forth~ in some detail, appli
cations of cost principles and standards of Part 2 of this Section in 
determining costs to be utilized in connection with the negotiation or . . 
prices and cost reimbursements for all contr~cts other than {i) facilities· 
contracts~ (ii) constrtiction contracts and contracts for architect-engineer 
services related to construction, and (iii) research and development con
tracts with educational or other nonprofit institutions. It is impracti- . 
cable and unnecessary to cover every ela~ent of· cost or possible situation 
that might arise in a particular case. Ho'tiever, v1hen the i terns cont."iined 
in this part do not furnish specific guidance, cost determinations should 
be made in light of the philosophy expressed or implied in the principles 

.. and standards comprising Part 2 of this Section and the more detailed 
discussions of similar or related items in this Part 3. 

15-310 14a.nufacturing Costs. 

15-311 r~terials. The costs of materials, both direct and indirect, 
used or consumed in performance of Government contracts are allowable on . 
the basis hereinafter outlined. As used hereinafter, the terin "materials" 
includes subcontract worko 

15-3llol Collateral Elements of Material Cost. In establishing· 
direct material costs, consideration may be given to including.the·follow
ing elements, to the extent they are reasonable: 

(a) transportation, insurance, purchasing, receiving, handling' and 
storage; 

(b) overruns, spoilage$ and defective work; 

(c) adjustments between book and physical inventories due to varia
tions in weights and measures and errors in record-keeping reasonably · 
related to the period of contract performanceo 

· To the extent such items are included as direct material cost, no addi
tional allo'tvance therefor may be made in the determination of manufac
turing expenses. If not so handled, they are properly includable in 
manufacturing expenses. 

15-3llo2 Miterial Credits. In establishing material cost,effect 
shall be given, either directly or as a reduction of total manufacturing 
costs, to such items as: 

{a) Cash discounts takeno However, in determining costs under cost 
reimbursement-type contracts, if the contractor does not exercise rea
sonable precautions in taking advantage of cash discounts available, 
all cash discounts lost may be excluded in determining allowable costs; 
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{b) Trade discounts,· rebates, and allowances on material purchased; 

(c) Value or scrap and salvage and materials returned to vendors. 

15-311.3 Pricing. · 
(a) In determining historical costs, any generally recognized ·methoi 

of pricing materials issued from stock"may be employed for determining 
·actual cost, provided it has been-consistently used by the contractor, is 
acceptable for internal revenue purposes, and does ·not discriminate against 
the Government. However·, if ·the contractor so elects,· materials· in inven
tor.y or under binding purchase. contracts at the commencement date or a 
Government contract may be charged to the Government contract at provable 

. replacement cost as or the date of· its cOmmencement, provided that, once 
the election is made, the method must be followed consistently thereafter. 
~fuen special materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to the contract. Costs of subcontract vork should be 
determined similarly; provided that,when subcontracts are performed under 
contract pricing arrangements other than outright fixed prices, the deter
mination of prices shall conform to this section so far as. considerations 
of costs are concerned. · · 

(b) For purposes of estimating material cost, either current market 
prices or replacement cost may be used, provided, under most circumstances, 
replacement cost is not in excess or current market. In order to avoid 
the allowance of contingencies in cases in which replacement cost may be 
estimated to be in excess of market, escalation or price-redetermination 
provisions may be made a part of the contract. However, situations in
volving increases in material costs which are reasonably certain and 
determinable or relatively minor in amount may warrant recognition being 
given thereto in mald.ng estimates. · 

(c) In cases in which the contractor has integrated operations in
volving inter-company or inter-divisional sales or transfers or materials, 
and it is possible objectively to determine market prices thereof, such 
prices may be used in determining or estimating the cost or the composite 
product. In objectively determining market prices, consideration may be 
given to the lowest sales price to nonaffiliated customers, if any, of 
the transferror for .like items, quantity and quality considered. When 
objective pricing in such situations is not possible, the cost or materials 
so transferred or acquired shall be no greater, for pricing purposes, than 
the cost to the transferror. An exception to this may be made in case of 
suppliers in whioh nonaffiliated parties hold a minority interest of 10% 
or more. Under $,Uch conditions a reasonable margin of profit on suCh sales, 
in recognition o4 the minority interest, may be permitted by agreement. 
In other cases wHen there are indications that less than an arm 1s length 
relationship exists between the contractor and the supplier, similar con
sideration is required in determining the propriety of the amounts allowed 
as contract costs. Whenever such purchases or materials are made at other 
than cost· to the supplier, pursuant to the provisions of this paragraph, 
they shall be treated as subcontracts in determining the profit or fee. 
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15-312 Labor. Direct labor cost consists of salaries and wages 
identified specifically with the performance of a contract, job, or prcd
uct.. In determining historical costs, labor will genera~ be charged 
~~ ac~ual rates paid by the contractor. However, if it is the contractor's 
consistent practice to charge for performance of groups of labor at an 
average rate, or to use standard labor rates, with consequent savings in 
clerical expense or improvement in labor control, such methods may be 
used, provided labor groupings and the adjustment for cost variances re
sult in a reasonably accurate assessment of total charges. Similarly, · 
when labor costs are required for making cost estimates, the use of stand
ard labor rates and standard time allowances (appropriately adjusted for 
experience variances) or reliable engineering estimates is acceptable. · 
Ordinarily the use of wage rates higher than aurrent going-rates will not 
be permitted for ~stimating purposes. In order to avoid substantial 
allowances for such contingencies, escalation or price-redetermination 
clauses are provided. However, situations involving increases in wage 
rates which are reasonably certain and determinable or relativelY minor 
in amount may warrant recognition being given thereto in making estima. tes. 

Common labor services may be treated as indirect costs if specific 
identification is impractical or uneconomical and the results of alloca
tion are equitable. Similarly, supplemental or premium pay and fringe 
benefits may be so treated, although the relative size of such payments 
in relation to base pay may indicate the desirability of treating them 
as a separately identifiable direct labor charge as indicated herein
after in this Part. 

15.312.1 ,Fringe Benefits--Vacations, Holidays, Sick Leave, Military 
leave, Severance Pay, Pension and Retirement Plans 9 and Employee Insurance. 
Compensation of these types is allowable to the extent that, in eaCh indi
vidual case, it is required by (i) law, (ii) employer-employee agreement, 
{iii) established policy that constitutes, in effect, an implicit agreement 
on the contractor's part, or (iv) circumstances of the particular employ
ment.· 

"Fringe benefits" arise because of the work performed b,y the employee 
while on the job, and the cost thereof must be considered as having a 
direct relationship_ to such work. However, in recognition of the different 
accounting treatment accorded fringe benefits, the cost thereof may be 
allocated to Government contracts on ~ of the following bases, provided 
equitable results are achieved: 

{a) Each class of compensation is preferably to be accrued as a cost 
over the period in whiCh it is earned. 

(b) Where it is the contractor's established practice to record the 
costs at the time of payment, such practice may be acceptable. This 
is the most commonly used method of accounting for "fringe benefits," 
but its use might result in inequities in some cases. For example, if 
a Government contract vas performed over the summer months during whiCh 
most of the contractor's employees took vacations or militar,y.leaves, 
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recognition of the cost at time of payment would be inequitable to the 
Govermnent. On the other hand, if the contract or contracts extended 
over approximately·one year and the proportion of Government work to 
the· contractor 1 s connnercial \lrork remained stable 1 this ·method might be 
equitablec Also, severance payments made in the event of termination 
should not be allocated entirely to the terminated portion of the con
tract or even to the terminated contract, since the employee's right 
to severance pay has accrued over his entire period of employment. · 

(c) 1Tnen the costs of any o::: the elements of frj_nge benc::':l.ts are 
greater or lesser 1.ri th rcr3pect to defense bt.l.siness as comp-::•.~'\)ct Fi th 
nondefense business,· such costs should be allocated, so far· e.s fee.~-;j_ble 

and appi"·opriate, betveen the tHo classes of business befor·e .furt:.1er 
allocation of such costs to individual contracts or products. If this 
method of cost allocation is used, it should be used consistently for 
all elements of fringe benefits having a different cost relationship 
to defense business as compared with nondefense business (for example, 
severance pay and pension costs-which may have an opposite relation
ship). 

(d) Regardless of the accounting treatment accorded these costs in 
the contr·actor 1 s accounts, an equitable amount may be dete:::·m:inecl by 
establishing an experience rate for such costs based on a represcnta
ti ve per:tocl. Cha."lged conditions and circumstances vrould. have to be 
considered in making such a determination. The experience re~te ,.:ould 
then be ap}'lied to the more direct labor costs to.determine the allowa
ble costs. 1be use of such rate should be subject to semi&~L~tlal 
revlsion in light of changed conditions9 

The cost of pension and retirement plans is co~.rered more . fully as the 
subject of a directive set forth as Appendix __ to this Section. 

Employee insurance includes group insurance and individual life and 
accident insurance. 

15-312.2 Premium Payments for Overtime and Extra-Shift Worko Costs 
of this-nature •consist of only the premium portion of overtime and extra
shift payments or accruals to employees, not the straight-time portion •. 
Thus, if the rate for overtime work is time-and-one-half of the regular 
rate, the pre~um portion is the additional one-half. Similarly, if the 
\tage rate for a second shift is twenty cents an hour above the regular 
rate, this additional amount is the premiumo 

Overtime and shift premiums are allowable, but the contractor mUst 
dis close ai·1d justify the amounts of other than occasional overtime o 

~~enever such allo\rances are claimed as costs, prior approval of the con
tracting officer must be obtained. 

Such premiums may be classified as _either direct 01· indirect labor 
cost, but·should be separately stated in either event. Where treated as 
direct labor cost, they should not be included in the base for distribution 
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of overheado The amount of overtime and shift premium cost charged on 
·Government contracts shall not be disproportionate to the amount of such 
costs charged on non-Government work being concurrently performed in the 
contractor.vs plante · 

15-.312o.3 Unclaimed Wages o Costs under cost-reimbursement-type con
tracts should reflect a credit for unclaimed wages based upon agreement 
as to the amount thereof reasonably expected not to be paid subsequent to 
the date of settlement. In this event, all unclaimed wage liability rests 
with the contractoro When such an agreement cannot be reached, the Govern
ment will assume liability for payment of unclaimed wages and eliminate 
all allowances therefor from reimbursement to the contractor. 

15-.31.3 Other Manufacturing Expenses. 

15-.31.3.01 ·Method of Allocation of Indirect Manufacturing EXpenses. 
Among the acceptable bases, depending upon circumstances, for allocating 
in~irect manufacturing expenses are direct-labor-cost, direct-labor-ho~s, 
machine-hours~ and _units processede In more complex manufacturing plants, 
it is appropriate to departmental~ze the plant for purposes of accounting 
for manufacturing expenses when any given type .of defense production is 
concentrated in departments having a much higher or lower expense rate 
than the averageo Expense departmentalization is also desirable in larger 
and more complex plants for purposes of expense budgeting and control b.y 
the responsible foremen, regardless of the need for a more refined method 
of expense allocation. When manufacturing expenses are departmentalized, 
it is necessary to charge service-department expenses (such as the power 
plant) and factory general expens~s (such as taxes» insurance, etc.) to 
the productive departments on appropriate bases before allocating the 
respective productive department expenses to products (or parts thereof) 
or to contracts or job orders for products. Appropriate bases should be 
selected for service-department and other expense distributions to pro
ductive departments--eo go, kilowatts of co11 .. nected power load or metered 
power consumption9 in the case of electric powero 

When direct-labor dollars expended fairly reflect machine effort, as 
vell as labor-effort, in any productive department. it is most simple~ as 
vell as appropriate, to use that basis of expense allocation in preference 
to a direct-labor-hour or machine-hour basiso . When there is much auto
matic or semiautomatic machinery in a productive department~ the use of a 
machine-hour-rate is more appropriate for expense alloca~ion. The units
processed-basis of allocation is appropriate when a given productive 
department processes only one item9 or the several items are so similar 
as to be susceptible to measurement of units processed in terms of a 
common denominator--eage steel sheets of various gauges processed through 
a rolling-mill. 

15-313o02 Allocation of Engineering Expenseso Whenever engineering 
antivities are substantial~ it is appropriate that the expenses be sepa
ratelyallocated so far as feasible.to products~ jo~orders~ contracts, 
etco The work to which expenses· are allocated may includ~ facilities or 
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equipment constructed or acquired and research and development work, as 
well as products. Engineering activities include product design, tool 
design, layout or production linesa determination of machine methods, 
drafting, etc. Engineering labor should. generally be direct costed, as· 
should any other major items of engineering expenses. Further treatment 
of various problems in connection with the costing of research and 
development, tooling, and preproduction expenses is included in Part 3 
of this Section; facilities contracts are covered under Part 4o-

15-313.03 Depreciation and Amortization. Depreciati~n on a con
tractor's plant and equipment and other capital facilities is an allo~~ble 
element of contract cost, usually but not always of an indirect nature. 
It is the most difficult element of. cost to determine because determina
tion is largely a matter of judgment or opiniono 

(a) In detennining ·annual depreciation on the cost of a contrac
tor's facilities, the following shall be considered& 

(i) In the case of buildings and most machinery used in manu
facturing, prospective economic obsolescence~ either individually b.y 
item or emnasse, and not wear and tear, is the major factor covered. 
by the depreciation charge. Wear and tear of such facilities may be 
made good indefinitely by repairs and maintenance. On the other hand, 
in the case of automobiles and certain items of machinery and equip
ment, as time goes on the excessive cost of repairs and maintenance 
makes it more economical to replace the items after a certain optimum 
period of use or age. Aga.in, some i terns are expendable in use. Obso
lescence of facilities may be brought~about by reduced economic utility 
1-1i thout loss of productive utility, such as by technological changes 
affecting the econonuc use of individual machines. Special require
ments for relocation of facilities may also result in obsolescence. 
Obsolescence is always prospective with reference to an entire enter
prise or an individual plant as well as individual items of plant and 
equipment. Defense industries generally have a special problem of 
obsolescence due to their character. 

(ii) In general, every contractor is entitled to write orr the 
entire cost (less ·estimated salvage value~ if any) of facilities used 
in production over their estimated useful life in anticipation or 
possible obsolescence or replacement for.other reasons, without require
ment for proof of economic obsolescence accrued at any tL~e from·a 
technical standpointo This will generally mean that the cost of facili
ties will be written off before their productive usefulness actually 
expires. Depreciation· is too intangible to \t..IS.ITant attempts at meticu
lous determination by individual items or plant and equipment, although 
such attempts are freq~ent and may be recognized. Hence, depreciation 
will generally be determined by types of facilities, in each of which 
the items are subject to similar incidence of obsolescence or other 
causes of replacement. The amourlt of depreciation written off in any 
fiscal period may vary with volume of production, provided a systematic 
method is followed consistently from year tp year which is directed at 
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the primary objective of writing off the cost of facilities over their 
usef'ul life o ~ Generally 9 when such a method is employed in the case of 
aqy facilities subject primarily to loss through obsolescence, the ad
justed rates should be less than normal When production volume is below 
normal to compensate for higher rates.where production is greater than 
normal (the term "normal" being used in the sense of "average"). 

(iii) Depreciation should be based upon original cost of the 
facilities, whether measured by purchase agreement for a cash considera
tion, the fair value of securities issued in exchange, or similar appro
priate measures, although it is permissible that such cost of facilities 
be adjusted, where desired by the contractor for purposes of deprecia-
tion computations for contract pricing, to current price levels by.the 
use of a general price index, .provided in such event that the practice 
will be followed consistently in the fUture and also provided that 
otherwise the charge is made at the same annual rates applied to such 
adjusted costs as would have been appropriately applied on original 
costs in view of the estimated useful life. of the facilities. In other 
words, no deficiency in actual depreciation provisions in any prior 
year, OO.sed upon· current price levels, should be included in the depre
ciation charge for the current year. No other basis of determining 
appreciation in value of facilities may be utilized in determining 
depreciation for purposes of contract costs; for this purpose the pro
visions of the Internal Revenue Code governing the tax basis of facili
ties values are applicable. 

{iv) No depreciation will be allovmble as such, or as a rental 
or use charge, on the cost of facilities which are fUlly depreciated 
but still in use 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 in initial negotiated pricing 
or renegotiation of contracts. Otherwise, the contractor may campute 
normal depreciation on the cost of facilities in use ~~thout reference 
to previous depreciation provisions. Fully depreciated facilities will 
be determined on the basis of relating original cost to accumulated 
depreciation on such cost, regardless of whether there is an adjustment 
of current depreciation charges based upon adjusting the cost-of facili
ties to current price levelso 

. (v) :·No depreciation may be allowed on facilities which B:re not 
in use, except such facilities as are held for standby purposes includ
ing additional plant capacity reserved for defense production. 

(b) In applying the foregoing considerations~ depreciation rates 
established with the approval of the Bureau of Internal Revenue for income
tax purposes.generally may be utilized in determining contract costs. When 
such rates have not been approved~ it may be necessary to use independsnt 
judgment in the determination of reasonable rates. Bulletin F of the 
Bureau of Internal Revenue provides general guidance for income-tax pur
poses on depreciation rates for normal facilities in normal peacetime use; 
care must be taken in the use of Bulletin F rates for purposes of contract 
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pricing as they may not be typical for the facilities of any specific 
contractor or industry, especia~ when the facilities are acquired far 
emergency usea Special methods have been established for determining 
depreoiation on emsrgency facilities subject to Certificates of Necessity 
authorizing special tax amortization b,y a special directive set forth in 
an appendix or this Section. When a contractor desires to establish 
depreciation rates which vary in relation to production there must 
generally be a departure from the depreciation method used for income-tax 
purposeso Again, the allowance of a computation of annual depreciation 
upon costs adjusted to cu~rent-price levels :is at variance with income
tax depreciation methodso 

15~313.04 R~airs and Maintenance. Repairs and maintenance or 
facilities (including Government~owned facilities) are allowable elements 
of contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to gener~ accepted accounting 
principles, should be capitalized and made the subject or depreciation. 
There is, of. course, a tuilight zone between repairs and maintenance and 
and capital expenditures within which a contractor should be permitted to 
operate upon the basis of his established accounting practice, if the 
results are quitableo For example, cert~in major costs of building altera
tions and rebuilding or reha.bilitating machinery and equipment may reason .... 
ably be treated in some instances as either repairs and maintenan0e expenses 
or capital expenditures~ depending in part upon the contractor's deprecia
tiorl policy. In making decisions. with respect to the alternative accounting 
treatment of these items, conside:ration·should be given to the materiality 
of the amounts involved» and the question of the substantial enhancement 
in value of a contractor's facilities at the expense of the Government for 
use during periods in which the contractor ldll have little defense busi
nesso In the latter case, for contract pricing purposes, the cost generally 
should be considered to be of a capital nature and the subject of depre
ciationo In those instances where it may be appropriate to charge the 
cost of extraordinary rehabilitiation to expense,. special care should be 
taken in equitably allocating the costs to all the beneri,t.ed, classes of 
work (see l5c:o.3l3 .. Ct7 811Prepa.;r·atory Costsw). In some instances, ~llowance 
cf substantie.l extracrdina:I7' rehabilitation expenses as a charge against 
defense business may be conditioned upon the contractor's agreement to 
hold the facilities available. for defense work for a stated minimum period. 
Repairs and maintenance costs on facilities which are not in use will not 
be allowed, except on facilities held for standb,y purposes including addi
tional plant capacity reserved for defense production. 

15-31Jo05 Profits or Losses on Disposition of Plant and Equipment. 
Normally, in det.ermining contract costs, no recognition will be given to 
profits or losses on disposition of plant and equipment for the reason 
that depreciation~ reasonably determined» provides the exclusive charge 
for the cost of using a contractor's facilities. However, when a contrac
tor has capitalized special facilities acquired solely for performance. 
under defense contracts (rather than charge the costs thereof to specific 
contracts) and termlna tion of contrac.ts finds such facili tie::? not tully 
depreciated, an additio~ cost allowance may be made in determining costs 
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of the terminated contracts for the purpose or contract settlement, pro
vided such faci"Ifties are transferred to the Government, if so desired, 
or an equitable adjustment is made in favor of the Government in recog
nition of ~ salvage value estimated for such facilities. 

~5-313.06 Rentals of Plant and Equipment. Ordinary rentals or plant 
or equipment are allowable if bona fide and reasonable. Special care 
should be exercised in determining reasonableness of rentals in cases in 
which rates were arrived at as a result of less than arm's length bargain~ 
ingo Rental costs \dll not be considered to be bona fide under the follot.J'
ing circmastancesg 

(a) Rentals are_ paid to persons, including corporations, affiliated 
with the contTactor. 

(b) Rentals are paid to unaffiliated persons, including corporations, 
upon pr,operty former~ owned b,y the contractor when such property was 

. fully depreciated or substantially fully depreciated before sale or 
transfer through charges against the costs of deferise business. 

In either case (a) or (b), rentals will be limited to·a reasonable amount 
of depreciation, as might be determined if the property were owned by the 
contractor·., plus carrying costs which are not paid by the contractor under 
the terms of the lease, including maintenance, taxes, and insurance (but 
not interest on the investment)o · 

15-313o07 ,· Prepar~tory Costs, including F.hgineeringo Preparatory 
costs or expenses 1 aleo lmmm as "make-ready costs," are costs specially 
incurred in preparing to operate under a specific contract or contracts. 
They include costs of organization and planning, employee recruitment and 
training, engineering and development (including product designf product 
specifications, and planning of production processes and layout) and plant 
alteration and rearrangement. Preparatory costs do not include initial 
production (starting load) costs which are treated in paragraph 15-313.08 
of this Part. · 

·Preparatory costs, when incurred for the exclusive benefit of Gov
ernment production, are allocable directly or indirectly to the contracts 
benefiting from such.costs. When preparatory costs benefit other classes 
of work as well as Government work, an equitable allocation to all bene
fited classes of work is proper. 

Preparatory costs may have been incurred prior to the award or a 
definitive contract. The amounts of such cests, for purposes of contract 
cost ·allowances, are subject to approval of contracting officers based 
upon advance understandings or upon subsequent negotiation. In such case 
a specific provision covering the allowability of pre-award preparatory 
costs should be incorporated in any definitive contract when future pric
ing_ or repricing may be based in part upon actual contract costs. However, 
the absence of such provision will not preclude consideration of the costs 
in subsequent price negotiations or determinations under such contracts. 

J.S 
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15-313.08 Initial Production Costs. Initial production costs, also 
known as "starting-load costs," are non-recurring costs that arise in the 
early stages of production because of the contractor's unfamiliarity or 
lack of experience with the particular materials, :manufacturing processes, 
or techniques involvedo They are to be distinguished from preparatory 
costs or_expenses (also known as "make-ready costs"), which comprise such 
costs as tooling~ engineering and development, and cost of equipment, and 
which are treated separately in this Section. 

Initial production costs may consist of the excessive portion of 
material costs incurred in the early stages or production, on contracts 
requiring new products or greatly increased production, as the result of 
abnormal quantities of materials used or.abnormal scrap losses. Initial 
costs may also consist of the excessive portion of direct-labor costs, 
plus a proper portion of the related overhead, incurred in the early 
stages of production due to· such causes · as excessive defective work 
resulting from inexperienced labor, idle time and subnormal production 
occasioned b,y testing and changing methods of processing, and cost of 
training employeeso The justification for such special costs depends· 
upon their nature and causes, and not merely upon the fact that total 
production ~os1s ~re high~ 

After a reasonable volume of production has· been attained and initial 
manufacturing difficulties have been overcome, unit cost will usua~ tend 
to level off, thereby evidencing the end of the initial period or produc
tion but not necessarily representing the lowest unit cost eventually 
attainable during the operation of the entire contract. If, however, 
rejects continue abnormally high after a contractor has been allowed a 
reasonable length of time in which to learn how to make a product effi
ciently, the resulting excessive costs may not properly be allowable for 
purposes of cost estimating for for.mal pricing purposes or in establishing 
costs under terminated contract settlements. 

15-313o09 Reconversion Expenses. Reconversion expenses are those 
connected with restoration of facilities to approximately the same physical 
arrangement and condition they were in immediately prior to beginning of 
defense work, including the removal or Government-furnished property. Such 
expenses exclude the costs of acquiring and installing entirely new or 
different equipment or otherwise altering·the·tacilities for an entirely 
different purpose after defense work is completed. Specific contractual 
provisions may be included in cost-reimbursement-type contracts to compen
sate the contractor for actual reconversion costs incurred. Reconversion 
expenses may also be allowed as an element of contract costs in other types 
of contracts on the basis of reasonable estimates under the following con
ditions: 

(a). The contract price contains no other allowance for use of facili
ties which wou1d compensate the contractor for reconversion expenses. 

(b) The facilities must have been altered or rearranged at the incep
tion of defense work or they were .newly acquired buildings in which · 
Government mac~inery aqd equipment has been installed. 
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(c) There must be a reasonable basis for the assumption that the 
facilities must and will be reconverted. 

(d) Reconversion costs shall be allo~ed only in pricing those con
tracts in existence or being actively negotiated at the time the costs 
of conversion were incurredo In the event of subsequent conversions 
or modifications for additional contracts, care must be exercised to 
avoid duplications of allowances for reconversion costso 

15-313.10 Special Toolinge The term "special tooling" means property 
of such·specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the 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·equipmento 

The cost of special tooling, when acquired for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at the time of acquisition~ is allocable to the specific Government con
tractso The cost of tooling which is special to other classes of work 
will be allocated to such work. The cost of non-special tooling is not 
subject to direct allocation, but is subject to depreciation, which is 
presented elsewhere in this Part, except that in the production of stand- · 
ard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation, 
when the resultant charges are reasonably equitable between fiscal years. 
When the entire cost has been allocated to Government contracts, the 
asset concerned shall become contractor-acquired Government property and 
be subject to the provisions of Section XIII and Appendices B and c, ASP.R, 
applicable to contractor-acquired Government propertyo 

15-31.3oll Research and Developmento Research and development ex
penses may be divided into two major categories~product research and 
general researcho 

(a) Product research is that research which is directed toward the 
the solution of specific problems·encountered in the design or produc
tion of a particular product which has or is anticipated to have 
military or commercial use. The costs of current product research are 
allowable as costs on defense contracts and may be allocated thereto 
to the extent applicable to the supplies or services covered by the 
contracts, provided such costs are not reimbursed to the contractor 
under separate research contracts. 

(b) General research is all research other than that which is directed 
toward the solution of specific problems encountered in the design or 
production or a particular product which has or is anticipated to have 
militar.y or commercial use. The cost of general research, when reason
able in amount and incurred in accordance with the contractor's estab
lished practice, is allocable to all classes of work, including defense 
work, provided such costs are not reimbursed to the contractor under 

20 



! 

'· 

separate research contracts·. No general research costs which were in
curred in accoUnting periods prior to the award of the particular 
defense contract(s) (including amounts. capitalized in the cost of 
patents o~tained) shall be_allocated thereto,. nor will the contractor 
be required to defer research costs incurred during the period of per
formance of defense contracts to subsequent accounting periods. 

(c) At the option or the procuring agency, cost allowances for 
research and development work may be made contingent upon the contrac
tor agreeing to waive: any royalty charges, under all patents previously 
obtained or which may be obtained in the future. from such work, to the 
extent such royalties are applicable to defense work, either directly 
or indirectly. · 

15-.313.12 Patents and Royalties. · . 
(a) Amortization or the cost of purchased patents owned b,y a con

tractor applicable to products or processes covered by a contract is an 
allowable element of cost to the extent reasonably allocable to the con-· 
tract. . Research and development costs ·leading to patents are allowed as 
provided in paragraph 15-313.11. 

(b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts were arrived at as a result·of less than arm's 
length bargainingo Royalty costs will not be considered to be bona fide 
under the following circumstances: 

(1) Royal ties are paid to persons 1 including corporations 1 
affiliated with the contractor. 

(ii) Royalties are paid to unaffiliated persons, including 
corporations, upon patents formerly owned by the contractor when the 
costs of such patents or the research arid development work thereon 
were substantially recovered through charges · ·against the costs of 
defense business. 

In either case (i) or (ii) royalties will be ~imited to such charges as 
might be determined if the patent were owned-by·the contractor in accord
ance wit~ the provisions of this paragraph aDd pB.;ragraph 15-313.11 
relative·to research and development. · 

(c). Care should be exercised in preventing charges for the use of 
patents ·when the Government, in fact, alreadY has rights to such patents. 
(See Section IX., ASPR) · · · 

15-313.13 Plant Protection Expenses. 
(a) These expenses represent costa· incurred in protecting the con

tractor's personnel and plant against fire, theft, sabotage, espionage, 
civil disorder, enemy attack, or other violent destructive forces. Plant 
protection expenses are allowable costs of defense contracts. Nonnally 
they will consist of guards' wages and labor costs related thereto, costs 
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of individual equipment, cost of plant equipment if of minor amount, and 
depreciation of· plant equipment. To the extent these costs are attribut
able solely to defense special security requirements, they are allocable 
entirely to defense contracts. C·:>sts of normal plant protection not re
sulting from suCh special requirements, generally, should be indirectly 
allocated to all classes of work. 

(b) A special problem may arise in the case of fixed price contracts, 
the security classification of vfuich is altered after ~~e contract has been 
entered into. Hhen such a contract price is negotiated, the contractor is 
presumed to Jmo\-.r the plant protection requirements under the ccntrae.t. and 
is expected therefore to meet such requirements without a deli tional charge. 
to the Government.. However, if the security classification of' the. con
tra.ct ~ere c~~ged by the Government after entering into the contract, 
additional costs of plant protection w'ill be allowed the contractor. The 
additional costs may include not only current costs of an operating naturs 
but also costs of a capital nature if the parties agree that the capital 
costs are incurred solely because of the changed security classification 
of the contract and \.rould not have been necessary from the contractor's 
point of view. Also, if a classified contract 'is reclassified downward 
during its performance thereby permitting a savings in plant protection 
costs, such savings should, if material, be the subject of a contract 
amendment passing the savings on to the Government. 

(c) Civil defense costs must be allocated to all work of the con .... 
tractor performed at the particular location \Yhere the costs are incurred. 
1fuen the Government's porti.on ·of the ou.tput of the particular plant is 
not material, the reasonableness ~r the incurred costs need not be ques
tionedo However1 since usually past experience will not provide a guide 
as to reasonableness, civil defense costs should be the subject of specific 
agreement when the amount of such costs to be allocated to Government con
tracts is substantial. ~lhen this is the case, reasonableness may be 
judged in light of: 

(i) F~econunendations and requirements of the duly constituted. 
Govermaental authority having juri~di ction over civil defense in the 
local area. 

(ii) The extent of like measures being taken by other businesses 
within the local area, particularly those not producing under Government 
contracts. 

(iii) The portion of total cost likely to be allocated to Gov
ernment contracts as furnishing an inducement to the contractor to 
incur the cost. 

15-313.14 Insurance ard Bonds. 
(a) The net cost of insurance and bonds, after deduction of divi

dends or other allowanc.es vrhich may be expected, if reasonably necessary 
to the.cperation of a busine~s, ls an allowable cost on Government con
tracts t·~ the. extent J.llocable. 3ome, btit not all, of the types or 
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coverage which may be reasotmbly necessary are property, aircraft, auto
mobile, general liability~ prod"~lct liability, workmen's compensation, 
employees 9 group~ accident and disability, use and occupancy, and em
ployees' fidelity and surety borids (including performance bonds). 

(b) Insurance on t.he lives of officers is not an allowable cost, 
except when. prem:l:mns a..re pai.d in behalf of executives or employees pur
suant to specifi0 agr•eement or established policy whereby such payment 
may be properly considersd a.s additional compensation (Paragraph 
15-J12ol)o 

{c) Hhen a contra~;;tor assumes insurable risks of any tyPe, a reason
able. ·provis ic.n. f<:~· l·:)SSe5 estirr1ated by the ·contractor is ~'r). allow.ble cost 
if such provision is bassd up~n actual loss experience to the extent fea
sible) or, in the absen0e of adequa.te. loss experience data, it is not in 
excess of net costs which wottld be paid for such insurance if carried by 
private insurance c·ompanieso 

15~313ol5 r~xeso 
(a) In genaral D all ta..xes paid or ac.crued in accordance with gen

erally accepted accounting principles are allowable, except·for Federal 
income and excess profits taxes (see paragraph 15~219)o Special assess
ments on land a.re not all~~Ywable because they represent capi ta.l improvements. 

(b) The Federal Government is subject to certain exemptions from 
payment of Federal customs duties and excise taxes and State sales or use 
taxes on the purchase of materisl 9 either directly or for conversion, as 
indicated in Parts 2 and 3 of Section XI of the Armed Services Procurement 
Regulations. On the other hand, such taxes are generally properly assessed 
ori materials and property purc.hased by a defense contractor. It is gen
erally illegal for a State or.local authority to assess a contractor for 
property taxes upon the basis of including in his assessed property valua
tioll any am·ount tor Government-furnished property o For this purpose 1 the 
Government is not ~onsidered to own raw materials in stock or work in 
process acqu.ired and fabricated by the contractor under contracts subject 
to progress paynien.te or advance financing, including cost .... reimbursement
type con:tra.ctso 

{c) Whenever taxes are believed to be illegally assessed against the 
contractor and the cost thereof may be included in historical costs for 
the purpose of contract. pric1.ngl) contractors should request .contracting 
officials for instructions concerning the payment of such taxes» possibly 
under prote~:;-t;;j) and with further respect to insti tut.ing litigation to 
obtain tax refunde~ inc-luding interest~ in which the Government would 
share in ratio to the charge made against the contractse When litigation 
is involved in which the Government has an interest, it will bear its 
share of expenses of li t.igation either as a contract cost or as a reduc
tion of any recoveries of costs ·ror its account. 

(d) State income taxes are an allowable item of cost, subject to a 
reasonable allocation to defense business1l considering if desirable the 
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portion of total taxable profit~ which may be attributable to such busi
ness. Allowance of such taxes is necessary from the standpoint of equity, 
because many State or local governments do not have an income tax, and 
those which do, use it in lieu of same other form of taxes which would be 
an allowable element of contract costs. 

15-313.16 Strikes and Lockoutso The situations and consitions sur
rounding strikes and lockouts are so varied that it is impossible to 
establiSh a general principle providing for alloWance or disallowance of 
costs inc1~red during such occurrences. Each case must be considered on 
its own merits in the light of the philosophy expressed or implied in the 
principles and standards expressed in Part 2 of this Section. 

15-320 Selling and Distribution Expenses. 

15-320.1 Basis of Allocation of Selling and Distribution Expenses. 
Selling and distribution expenses in general are subject to allocation to 
the cost of defense work to the extent appropriate, considering the methods 
of selling and distribution to the Government or to prime contractors or 
subcontractors. Generally, selling and distribution expenses shoul~ be 
allocated between product lines, or to products sold to the respective 
customer tjpes (where sales methods are different), based on analysis of 
the cost elements in relation to the sales efforts. In same cases, it may 
be appropriate to first allocate these expenses in whole or in part as 
bet1-reen defense and nondefense business, and then to B.llocate the expenses 
applicable to defense business against the individual defense contracts or 
products. The principle of direct costing is very important in this area. 
For example, when special defense products are sold to the Government or 
to defense contractors qy separately id~ntifiable employees of the manufac
turer, the compensation and expenses of such employees may be appropriately 
Charged to costs of such· products. When, in such cases, there is a separate 
sales organization or identifiable group of representatives engaged in 
selling to nondefense customers, no portion of compensation and expenses 
thereof should be charged to defense products. On the other extreme, When 
standard commercial products are sold at fixed prices direct to the Govern
ment or to defense contractors, as well as to numerous customers not 
engaged either directly or indirectly in defense production, by means of 
one established sales organization, the same selling expense per unit of 
product may be used in cost estimating, except when the quantities sold 
are so abnormal in relation to sales effort that such an averaging of 
costs Yould result in significantly ~xcessive total cost estimates. In 
the latter case, the fjxed selling expenses should be charged to normal 
nondefense sales, leaving the defense sales chargeable only with a proper 
share of the variable costs. For an illustration of this principle see 
paragraph 15-320.5 re advertising. 

l~ny businesses have not yet extended refined methods of cost account
ing to selling and distribution expenses; in this, there is a lag behind 
methods of cost accounting for manufacturing expenses--in consequence im
provements in cost accounting in this area are more frequently required 
than in the area of manufacturing costs. 
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15-320.2 Salesmen's or Agents' Compensation. 
(a) Salesmen's or agents' compensation allocable to defense con

tracts shoUld be reasonable in the light of the services rendered. When 
it is apparent that sales efforts are disproportionately low in relation 
to amounts of defense contracts~ it may be desirable that the contractor 
adjust t~e basis of compensation accordingly. For example~ when defense 
business consists of standard commercial products which are sold normally 
on a commission basis~ sudden expansion of defense business due to emer
gency should require change in ba.sls .of compensation to a salary or maxinrum 
commission ceiling in order to prevent unreasonable windfalls to salesmen 
or agentso If inequitable or exorbitant compensation i.s paid, it shall be 
subject to disallowance» to the degree deemed excessive» for the purpose 
of allocation of costs to defense contracts. 

(b) No fee~ commission~ percentage, or brokerage fee shall be allowed 
as a contract cost when contingent upon or resulting from an award of a 
contract~ except commissions paid to bona fide employees or established 
commerci.al or selling agencies maintained qy the contractor for the purpose 
of securing business in a normal manner. This provision shall be applied 
in a manner consistent with representations or agreements of contractors 
or prospective contractors in the light of ASP.R, Section I, Part 5. 

15=320.3 General Sales Expenseso These expenses, consisting of 
.salaries and expenses in connection with direction and supervision of all 
sales efforts~ clerical expenses in maintaining sales records and statis
tics in some cases, and similar overall sales expenses, may be considered 
to be allocable. indirectly to defense products or contracts in some cases 
based upon the specific facts in each case, provided the basis of alloca
tion is equitable as between defense and nondefense business as a whole 
in the light of the relative services rendered. 

15=320.4 Bidding Expenseso Normal~ bidding expenses will be 
treated as indirect expenses and apportioned. as costs·of specific con-
tracts or products, as generally provided in paragraph 15=320o3, •General 
Sales ~enseso" When bidding expenses are minor, there is no reason to 
separately identify them. However, when such expenses are large, especially 
on defense work~ it is appropriate that they be separately classified, 
including engineering work, and charged to cont~act or product costs, 
either directly or indiTectly~ if indirectly it would ·generally be appro
priate to first separate the expenses overall between defense and nonde
fense York in order to exclude the cost of the latter from charges to 
defense contractso EXpenses of unsuccessful bids may be treated as 
norma.l i.ndirect costs to be so allocated to defense contracts provided 
they do not become unreasonable in relative amounts, as may be the re-
sult if there is a large disporportion of unsuccessful bids on defense 
businesso 

15=J20o5 Advertisingo Advertising expenses, including costs of 
materials» space9 time, layout, and expenses of the department which super
vises such activities, are allowable for purpose or allocation to defense 
contracts when such expenses may be appropriately considered as having a 
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direct or indirect benefit in performance of such contractso In each ease, 
the''methoo of 'cost' allocation to defense and nondefense. contracts··-or proa~ 
ucts .. shOu.ld be appropriate in the light of the respective benefits. Adver
tising may be appropriately considered for allocation to the cost of 
defense contracts in the following case~: · 

(a) · .Advertising directed solely towards the recrui tm.ent of new 
employees. 

(b) Advertising in trade and technical journals for the purpose or 
establishing necessary business contacts in connection with the sale 
of defense products to Government contractors or when such periodicals 
are believed to be valuable for the dissemination or technical infor
mation within the contractor's industry. 

(c) Publication of house organs and other similar materials which 
are disseminated to employees for the purpose of maintaining good labor 
relations. 

(d) Publication or catalogs, price lists, and technical pamphlets 
which aid users of the contractor's products, including the Government 
or defense contractors, excluding, of course, the cost of technical 
pamphlets prepared for the Government under separate contract considera
tion. 

(e) Advertising for standard commercial products, other than as in 
(a} through (d) above, pUrsuant to the contractor's established practice, 
may be allocated to defense prime contracts and subcontracts on the 
basis that such costs will first be assigned to the contractor's non
defense business in the same amount per unit sold as was assigned to 
such units prior to obtaining defense business; the amount remaining 
after such assignment may be allocated to defense prime and subcontract·s 
but not in excess of the amount per unit on nondefense business; provided, 
however, that when defense sales are merely incidental, such cost allo
cations may be made on an overall prorata basiso 

(f) Advertising for special purpose products, other than as in (a) 
through (d) above, may not be allocated to defense prime contracts and 
subcontracts, except in cases where, in connection with undertaking 
defense work, the contractor's volume of nondefense work is reduced 
substantially. In such cases, in order to maintain good will, the con
tractor may need to continue advertising at a cost per unit higher than 
the reduced volume of nondefense business may equitably sustain baaed 
upon the contractor's established pricing and sales policies. In such 
event, the excess of reasonable advertising costs over the amount 
chargeable to nondefense business at per unit rates previously prevail
ing may be allocated to defense business. 

15-320.6 Product Transportation and Delivery Expenses. These ex
penses, when required by the terms of a contract,are properly allowable. 
Whenever significant in amount and provided it is feasible, they should 
be determined and allocated as a direct cost of the product or contract. 
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15~320.7 Warehousing Expenses. Whenever a manufacturer maintains 
and·ships·products from warehouses strategically located in order to pro
vide.better service or reduce transportation costs to customers (as is 
frequently found with standa.rd commercial products or spare parts) 1 the 
expenses of warehousing such stocks, including transportation from factory 
to warehouse, are allowable when fairly allocated to defense s~les in 
relation to total sales of products delivered from such warehouseso 

15-320eS Service and Warranty Expenses. When the contract terms 
covering sale of defense products include an obligation on the part of 
the contractors~ without additional separate compensation, to provide 
service in installation1 training operators,.correcting defects in the 
product: replacing defective parts, making refunds in case of inadequate 
performance, etc., the cost of the product should include an allowance 
for the cost of such undertakings. Generally, any warranty of th~ product 
as to performance» materials, and workmanship will be for a definite 
period of time. In the case of cost-reimbursement-type contracts, actual 
costs of performance to be reimbursed to the contractor will include all 
of the foregoing costs; and the period of performance of the contract 
will usually not expire until the end of warranty period and completion 
of performance of any work required by the terms of the warranty. How
ever, in a fixed-price contract, a warranty may extend for a period of 

.time considerably beyond delivery. In such cases, it is necessar.y to 
estimate the cos·t .of services and warranties, usually as a percentage of 
product cost, for purposes of price negotiation. Estimating warranty 
costs must usually be based upon past experience in similar casese When 

·allowances are made for costs of performance under warranties. as product 
costs, there should be no duplication of the allowance for the risks in 
figuring allowable profits. 

15-320o9 Entertainment Expenses. Ehtertaimnent expenses, as such, 
shall not be considered either directly or indirectly as a cost of per
forming Government contracts. However, when expenses arise as a result 
of purchase of meals, local transportaion, rental of facilities for meet
ings, and other incidental costs, and the primary purpose of incurring 
such ·costs is the dissemination of technical information or the stimula
tion of production, such costs are allowable in determining the cost of 
Government contracts. 

15-330 General and Administrative EXpenses. 

15-330.01 Allocation of General and Administrative Expenses. These 
expenses are most often allocated simply in ratio to direct-labor costs, 
total manufacturing costs, or sales dollars. Where there are wide differ
ences in profit margins on different lines of product, the sales basis is 
inequitable. The relative importance of subcontracting and facility con
struction programs in different cases and circumstances has a bearing on 
the appropriate basis of allocation or these expenses. 

15-330.02 · EXecutive Compensation. Executive compensation consists 
of a11 emoluments paid or accrued for services actually rendered.to the 
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contractor by executives, officers, partners, sole proprietors, and 
others of similar rank and abilities. Such costs are allowable when 
reasonable in amount in the light of the services rendered and incurred 
in accordance with law and established policy of the contractor. The 
amount of compensation established by the contractor will normal~ be 
considered reasonable except in special cases ~en the amount thereof 
may not have been determined through arm's length bargaining between the 
employer and the executive. Arm's length bargaining may be indicated to 
be lacking in any one of the following situations: 

(a) The executive or a member of his immediate fami~ owns or is 
comnitt3d to acquire a substantial financial interest in the. contrac
tor's organization; or 

(b) ·Ownership of the contractor is limited to a small cohesive 
group; or 

(cf TI-:tc::~ volune of Government contracts when related to the con
tractor's total business is such as to influence the contractor in 
hi~ determinatj_on of executive compensation; or 

(d) The services rendered by any individual are clearly dispro
portionate in a major degree to the compensation paid. 

Where executive compensation has not been determined through arm's length 
bargaining and is considered to be unreasonable in amount, the excess over 

·the amount considered reasonable will not be included in determining the 
amount allocable to Government contracts. Allowances for compensation of 
partners or sole proprietors may properly be included in executive compen
sation even though not actUally paid or accrued in the accountso 

15-330.03 Stock Options. The cost of options to purchase stock of 
the contractor corporation granted to executives thereof may be computed 
and considered as executive compensation, subject to allocation to Gov
ernment contracts, as follows: 

(a) The cost of stock options to the grantor corporation is the 
excess, if any, over the option price of the fair market value of the 
stock on the date the option is granted to a specific individual. 

{b) This cost is to be amortized at an annual rate equal to 3% of 
the so-determined fair market value beginning with the date the option 
is granted in recognition_of the fact that the benefits to the corpora
tion extend over a period of years and do not accrue in one year when 
the option is granted or when it is exercised. 

15-330.04 Bonuses. The payment of executive bonuses, in addition 
to normal salaries, generallY in relation to profits, is a common prac
·tice to encourage special efforts and initiative on the part of executives. 
In an industry which is predominately devoted to defense work of a cost
type nature (excluding only forward fixed-price contracts) such a practice 
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is inappropriate from the st.!indpoint of the usual bonus objectives, if 
bonuses are based directly upon profits of such work because in such 
case-profits ar~ more-or-less fixed and do not represent a measure of 
effic~ency; in such cases, bonuses, if any, should not be based directly 
upon profits but upon efforts. For the purpose of forward pricing of 
fixed-pric~d defense contracts executive bonuses of any type may· be con
sidered a.S ~·a.n element of exec~tive compensation upon the basis of advance 
estimates; in contract pricing; depending upon historical costs, execu
tive bonuses may be allowed generally for purposes of cost allocation 
only when they are computed upon some other basis than profits; provided, 
however, that in ~~y case the overall executive compensation is deemed 
reasonable in the light of the provisions of paragraph 15-330o02o It is 
not intended by the foregoing to disturb practices in payments of bonuses 
to top executives of corporations engaged in mixed business, but in such 
·cases cost allocations should be made in such a manner as to fairly ap
portion such bonuses bet1.reen defense and nondefense business. Similar 
considerations are applicable in the allowance of bonuses to employees 
other than executives. 

15-330o05 Travel Expense. Travel expense, when i~curred for busi
ness purposes, is an allovrable coste. The cost may represent payment for 
actual costs incurred, or payment may be on a per diem or mileage basis 
in lieu of actual cost, or a combination of the two methods may be used, 
provided the method used does not result in an unreasonable chargeG 

The mode of travel, accommodation or subsistence shall be in keeping 
~th the contractor's established practice. Should there be no estab
lished practice, the cost shall not exceed an amount commensurate with 
the nature and responsibilities of the traveler. Costs of entertainment 
shall not be included. 

Special circumstances create situations for which there may be no 
precedent. For example, costs of transportit:J.g entire families from one 
geographic location to another, and reestablishing them thereat, may have 
to be incurred if a. competent skilled labor force is to 'be recruited and 
maintained. Generally such costs are allov1able1 but there may be specifi.c. 
instances in which a part or all will be excluded if considered excessive 
or unnecessarye 

15-330.06 Legala Accounting, and Other Professional Expenses. Costs 
of professional servicesl> whether performed by the contractor's employees 
or PY other members of the particular profession retained by the contrac
tor, are generally allowable. Such costs must be reasonable in light of 
services rendered, and payment must not be contingent upon recovery of 
the cost from the Governmento 

Such services must have been reasonably required by the business, 
although not necessarily required solely for the performance of Govern
ment contractso Factors to be considered (among others) when-determin
ing the reasonableness or necessity of incurring the cost ares (i) past 
pattern of such costs, par+.; cularly in the years prior to +-ne award of 

29. 



. . , 

Government contracts; (ii) the impact of Government contracts on the 
size of the contractor •·s business (i.e. 1 ".rhat ne"W p:.··c'::J.ems arise); (iii) 
the·nature and scope of managerial services expected of the contractor's 
own organization; and (iv) whether or not the proportion of Government 
production of. the contractor's. total production is such as to influence 
the contractor in favor of incurring the cost, particularly where the 
services rendered are not of a. continuing nature and have little rela
tionship to production under Government contracts. 

If, in light of the foregoing, it appears that the costs are net· 
reasonably required by the busi...'1ess or are excessi'~:re 1 the, al1m-Ta.b1e 
portion "t>Iill be reduce4 to an appropriate amount, if any 1 fer purpose;: 
of allocation. 

15-330o0'7 Business Organization Eh.:penses. Business. organization. 
expenses consist of those ordinary and reasonably necessary expenses 
which are incurred because of the use of the corporate, partnership, or 
other ~or.m of organization. Recurring business organization expenses 
are allovableo Examples of such recurring expenses, vith respect to a 
corporate form of organization, are fees paid to members of the board 
of directors, cost of shareholders meetings, proxy solicitations, prepa
ration and publication of annual reports to shareholders and preparation 
and submission of required reports to regulatory bodies having jurisdic
ti.on. Non-recurring expenses, particularly those directly related to 
the acquisition of additional capj_tal, are not alloHable-. EXamples of 
unallowable cost~ vlOuld include legal and professional fees paid in con
nection 1-ri th the preparation of a prospectus, costs of preparation and 
is~~ance of stock rights, and amortization of "organization expense." 
Allm.rable costs shall normally be considered to be reasonable in amount 
uhen incurred in accordance with the contractor's established practices, 
particularly those in effect prior to the aw~rd ?f Government contracts. 

15-JJOoOS Bad Debtso Bad debt losses, \-!hether actual or estimated, 
arise from the contractor's non-Government business. No allowance for 
such losses shall be made in costs or prices under Government prime. con
tracts o Hovever 1 in the case of subcontracts 1 particularly 10\-le't"-tier 
subcontracts seve1al contracts removed from the prime contractor, con
sideration rray be given to a reasonable allo\-J8.nce for bad debt losses 
not to exceed the rc=-.te. experienced by the subcontractor in doing business 
wi~~ the same class of customer. 

15-330.09 Contributions and Donations. Contributions and donations 
to esta.hl is~ed n'O!lPrcfit char:i.table1 scientific, anfl educational organiza
t,j c;.n::~ are properly allocable to Government contracts; provided that suc.h 
costs (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 o£ the cost o~ similar facilities, which.facilities the 
contractor wouJ.d otherwise have to provide, as for em.mple, employee 
medical or recreational faciliti.es; or (iii) are expected of the contrac
tor by the comnrunity and it can reasonably be expected that the prestige. 
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of the contractor in the community would suffer through the lack of such 
contributions. In general, item (iii) will not be applied unless it is 
the practice of most business fir.ms in the same community to make contri-
butions to such organizations. · 

The propriety of the amount of particular contributions and dona
tions and the aggregate thereof for each fiscal period must be judged 
ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. The amount of 
each allowable contribution must be deductible for purposes of Federal 
income tax, but the deductibility of the contribution .for income ta.:K 
purposes does not in itself justify its allowability as a contract cost • 

15-330.10 Trade, Business, and Professional Activities. 
(a) Memberships. Costs of membership in trade, business, and pro

fessional organizations are allowable when incurred in accordance with 
the following standards: 

(i) Memberships are consistent with the established practice 
of the contractor, particularly his practice prior to the award of 
Government contracts. However, if the nature or volume of the con
tractor's production has been altered significantly by Government 
contracts, departure from the, prior prog~ may be justified. 

(ii) When the organization is a local one and membership would 
be expected of all similar business firms in the business community. 
Local organizations must be primarily for trade, business, or profes
sional purposes. Social, cultural, or recreational activities, if 
any, of such organizations must be incidental. 

(iii) If the organization is regional, national, or inter
national in scope, membership therein should be held by a majority 

·of like firms in the same industry When the organization is a general 
purPose one. When the purpose of the organization is primarily to 
gather, develop, and disseminate information of a technical nature or 
information regarding Government regulations on procurement, controlled 
materials, and wage stabilization, the membership shall bE considered . 
to have value and the application of any other standard in this para-
graph is unnecessary. · 

(b) Subscriptions. The cost of subscriptions to trade, business, 
professional, or technical periodicals or services is allowable When in
curred in accordance with the contractor's established practice and the 
costs are reasonable in amount. 

15-330.11 Employee Health and Welfare. Expenses for employee health 
and welfare· activities, such as illness or first aid clinics, improvement 
of working conditions, and others aimed to improve employer-employee rela
tions or employee performance, may be considered to be allowable if they 
ar~ reasonable and necessary. The contractor's established practice or 
custom in the industry or area ~dll be considered in making such deter-
mination. 
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15-330.12 Cafeterias, Commissaries, Dormitories, and Canteens. 
This class of expense consists of the cost, less revenue, of food, bev
erages, or living accommodati9ns prQvided for members of the contractor's 
organization at their regular duty stations. When reasonably required b,y 
the nature of the contractor's operations, plant location, established 
policies, or employer-employee agreement, such costs shall be allowable. 
9n the other hand, any profit on such activities shall be considered as ·-
a·credit" to"the contractor's"overall" expenses before allocation to defense 
contracts, unless such expenses are reduced for all the costs of such 
activities, including use. of facilities, space, and utilities with elimina
tion of such credi+,s from the contractor's general expenses subject t.o cost. 
allocations to defense business. 

15-340 Financial and Other Expenses. 

· 15-340.1· Interest on Borrowed Captial. Interest paid or accrued, 
regardless of the nature of the obligation which gives rise to the interest 
cost, is not an allowable item of cost to be charged directly or indirectly 
to Government contracts. {See paragraph 15-219) · 

The sole exception to this rule arises in situations in whiCh the 
Government, through no fault of the contractor, fails to nia.ke timely pay
ments to the contractor as provided for b.y the definitive contract (if 
any); by the letter contract, if there are payment provisions therein; or 
qy whatever understanding between the parties as may otherwise exist. 
For example, if a letter contract did not contain payment provisions 
because it was contemplated at the time the contract was awarded that the 
letter contract would soon be superseded by a definitive contract, but in 
fact {through no fault of the contractor) months passed without.such 
definitive contract, during which time costs were incurred beyond the 
amount or time at which payment (progress, partial, provisional or final) 
or reimbursement would probably have been made under a definitive contract, 
interest cost inaurred may be allowed to the extent the contractor must 
finance his operations beyond that financing which he woul~ otherwise have 
to provide. Likewise, long-delayed settlements of· terminated contracts, 
where the fault does not rest wi~ the contractor, may include an allow
ance for interest cost incurred on a principal amount not to exceed the 
amount of the settlement agreement for a period beginning 60 days after 
the termination of the contract to the approximate date or payment. 

15-340.2 Contingencies. Provisions lor general contingencies are 
not allo1-Iable i terns of cost. ALLowances for specific contingencies may 
be made in cost estimates under fixed-price contracts when such contin
gencies are reasonably certain and predictable in amount. Escalation 
and price redetermination clauses and cost-reimbursement-type contracts 
are ordinari~ used to .avoid including allowances for most major contin
gencies which are not predictable Within a reasonable degree of accuracy. 
Self-insurance charges and service and "''S.rranty expenses are treated sepa
rately in this Part as paragraphs 15-313.14 and 15-320.S. 
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15-340.3 Termination Costs. The additional costs that reasonably 
and necessarily arise as ·the result of termination .or cancellation of 
Government contracts (or subcontracts, including purchase orders), for 
the convenience of the Government: fall into the three following main 
classes,. all of which are allowable in nature~ 

(a) Costs of effecting termination~ as of the date specified, of 
the designated work in the contractor's (or subcontractor's) plant. 
(Examples are costs of takLng inventory of terminated Government 
work~ telephone· and telegram expenses of notifying subcontractors, 
etc.) 

(b) Costs of effecting settlement of the terminated work and obtain
ing paymento These costs may arise in settlement with (i) the purchaser, 
that is, with the Government, a prime contractor, or a higher-tier 
subcontractor; or (ii) the supplier~ that is, a subcontractor. (Ex
amples are accounting, legal, and clerical costs incidental to settle
ment.) 

(c) Protection and disposition of termination inventory. These 
costs comprise, in turn, the four follo~nng categories~ 

(i) Costs of transporting termination inventory from contrac
tor's (or subcontractor's) plant to a. place of storage 
under conditions satisfactory to the Government. 

(ii) Costs of preservingS~ pacldng9 and conditioning termina
tion inventory in order to place it in suitable condition 
or form to be stored. 

(iii) Costs of protecting termination inventory. 

(iv) Costs of disposing of termination inventory, under regu
lations issued qy the Governmento 

The costs enumerated above may be composed of amounts either (1) paid 
or payable to outside parties, or (2) determined ·by allocation of costs 
incurred within the contractor's own organization, or of both. 

Where practicable~ termination costs should be segregated and charged 
directly to particular terminated contractso Otherwise~ however, alloca
tion, by estimation or some reasonable basis~ of the termination portion 
of indirect costs is acceptable; provided that the cumulative s~ so allo
cated up to a certain date does not exceed the cumulative sum of such 
costs actually incurred ~p to that date~ and provided that the total 
allocated. to a specific, single termination is reasonableo The method of 

. allocation may consist of estimates based on past experience and on rea
sonably-anticipated fUture terminationso Under some conditions, moreover, 
costs not charged directly may be allocated to a particular terminated 
contract by applyi~g against the contractor's own costs in the settlement 
proposal a properly-computed rateo 
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Termination costs may include a properly-allocable portion of the 
expenses of special termination units or departments within a contrac
tor's organiz.ation. In these instances the expenses of such units or 
departments need not be identified with specific contracts, but the 
services perfonmed must be directly related to termination activities. 
For practicality, factory and general administrative overhead may be 
included in termination costs only to the extent properly allocable to 
the aforesaid termination units or departments. 

Expenses of preserving or duplicating a contractor's records are 
ordinarily to be classed as general and administrative expense, rather 
than as termination cost. 

Excluded from allowable termination costs are the following: 

1. Costs due to the negligence or willful failure of the contrac
·tor to discontinue, with reasonable promptness, incurring expenses 
othe~iise unnecessar.y after the effective date of the termination 
notice. 

2. Costs incurred as the result of purchasing or producing facili
ties, materials, or services in excess of the reasonable quantitative 
requirements of the entire contract. 

3. Costs incurred in a formal submission or appeal b.1 the particu
lar contractor, before a Government administrative tribunal or before~ 
a court of law, for the purpose of obtaining payment in excess of the 
settlement amount already offered b,y the Government or an intervening 
contractor. · 

Other costs allowable in connection with terminations of contracts 
are set forth in Part 3 or this Section as follows: 

Paragraph Subject 

15-312 .1 · Severance Pay. 
15-313.05 Profits or Losses on Disposition or Plant and Equipment. 
15-340.1 Interest on Delayed Settlements. 

15-340.4 Losses on Other Contracts. A loss sustained by a contrac
tor on any contract is not allowable as a cost of performance of any other 
contract. 
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15-204.2 (aa) 

ASPR Case· 53-44 
8/15/56 

Traininr·· ~"1cl. Educational Costs. 
-------~ ··--- ( 1) Costs .of 

preyaration and ~aintenance of a progran of instruction at non-

college level, designed to increase the vocational effectiveness 

of bona fide employees, including training materials, textbooks, 

salaries or vraces of trainees during re;;-ular working hours, and 

(i) salaries of the director of trainD1g and staff 

'\vhen the traj_ning prozra1l is conducted l1y the 

contrc.ctor; or 

(ii) t1.:.ition and fees Hhen the tra:i.ning is in an 

institd:.ion not o~1ertteC: by the contractor; 

Q.re allouable. 

(2) Costs of part-time technical, er1cineerinz c-.. L"'1c: scie~1tific 

education, r.t an unc:er-:_:rt?,duate or )Ost.-~raduate collee;e level, 

related to ·che job reqnirer:ents of bona fide em)lo~rees, including 

only. 

( . ~ ~~ 

(ii) 

(iii) 

(iv) 

trainine:; materiais; 

textbooks; 

fees charg~d by the educational inst:i.t~~tion; 

straiGht-time comvensation of each employee for 

time spent attending cla.sses du.rins; workinz hours 

not in excess of 156 hours per :rear vrhere circum-

st211ces do not l_')ermit the operati:-n of classes or 

attenc~.=-.nce at classes after rec,t,_lar 1-:orl-:in~:. hours; 

and 

T.:-i.B 1~ 
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(v) (A) tuition chc:.rged by the educationc-.1 institt".tion; or 

(B) in lieu of tuition, instructors' salaries and 

the related share ·or indirect cost of the educa-

tional instit 1.~.tion, to the e~:tent ·::.h2..t the si.un 

thereof is not in e::c;ess of the t.nition l;rhich 

would have been ~;aid ·to the participc.tinG 

educational instit;__,_tion; 

are allowable. 

( ~) Costs of tuition, fees, training materials a.'"ld te:h'tbooks 

(but not subsistence, salary, or any. other emoltunents) in connection 

with full-time scientific and enc;ineering educc?::~.ion at a post-

c;r2~duate (but not ·under-graduate) college level related to the job 

require:~1ents of bona fide ernplo:-:.rees for a total period not to 

In vnust,_al c·ases lJhcl"·e rcc1uired b~r r.:ilitary teclmolo~:r, the period 

rent2.l, on f~.cilitics ovncd or lecsed b3r the contractor lor trr.i.L1inc; 

pur:?oses are allmiable to the e:;~ent set forth in Od, (c) and ( t) 

(5) Grants to education~l or tr~inin: institutions, including 

the donation of facilities or other properties, scholarships or 

fellowships, are considered contributions (see ASPR 15-204.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations .. 

15-200 Scope of Part. This Part sets forth principles and standards for the 
determina.tion and allowance of costs in connection with cost-reimbursement 
type contracts and cost-~eimbursement type subcontracts thereunder for pro
curement of supplies, services, and research and development work, with con
tractors or subcontractors other than such contracts and subcontracts to 
which Parts 3, 4, Or 7 apply, 

15-201 Basic Considerations. 

15~20lel. Composition of Total Cost. The total cost of a cost~reimbursement 
~pe contract is (1) the allowable direct costs, plus (ii) the allocable por
tion of allowable indirect costs, less (iii) a~ applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include {i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) sig
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth· 
.in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. · 

15-201~3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to a~ allowed cost shall be credited to the Government either as a reduction 
_in. contract cost or by a cash refund, as appropriate. 

15-202 ~irect Costs. 

15-202"1 General. Items of cost which are readily identifiable with (i) a 
cor1tract, or (ii) other work of the contractor, 6hould be charged directly to 
the contract or other work. with which identified. This principle ~ be 
applied to items of cost, such a5 freight, travel, communications, and en
gine~ring services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs;,. 
may be treated as indirect costs. Each elemen~ of direct cost is subject to 
the limitations of this Part a_s to allowability. 

15-202o2 Direct Material Costs. Direct material costs include the cost of raw 
materials, purchased items, and items supplied from stock, which are directly 
incorporated into or attached to the end product or which are directly con
sumed or expendP.d in the performance of a contract. 

l5-202o3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifical~ identifiable with and properly· chargeable direct~ to the per
formal~e of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
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Direct labor costs m~ also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac
tice or the contractor to treat these items as a part of direct labor costs 

lS-202.4 other Direct Costs. Other items or cost may, in particular cases, 
be charged directlY to the contract where the contractor demonstrates that 
they are specificallY related to the performance of the contract. When, 

. ·however, items ordinariq chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work or the contractor must be eliminated fram indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

l$-203.1 General. (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 1$-202, should be. accumulated for accounting purposes b,y 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the.limitations of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect_costs in an equitable manner. ·The 
method used in connection with Government.contracts shall, in order to be 
acceptable, conform with generallY accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistentlY, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i} any substantial difference occurs between the cost patterns 
or work under the contract and other work of the contrac
tor; or 

(ii) aey significant change occurs in the nature of the business, 
the extent of. subcontracting, fixed asset improvement 
programs, the inventories, the volume ot sales, the 
volume of production, manufacturing processes, the con
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR l$-203.2 through 
lS-203.5. . 

(c) The base period for allocation o£ indirect costs is the period 
during which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficientlY long to avoid in• 
equiiies in the allocation or costs, but nor.ma~ no longer than a yeare 
When the contract is performed over an extended period ot time, as many such 
base periods will be used as will be required to represent the period of 
contract perfor.mance • 

. 15-203.2 Indirect Manufacturing and Production Costs. Indirect manufac
turing and production costs consist of items or cost which are attributable 
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t~ the manufactUring and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a ·time basis, such as direct labor man
hours or machine-hours, is a method which gener~ produces accurae.y and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiwns for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers ma,y be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish
ment of cos~ centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 Indirect .. Engineering Costs. Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en
gineering costs may arise may include product design, tool design, experimental 
development, manufacturing and production development, layout of production 
·lines, determination of machine methods, and related blueprinting and d.ra.f'ting • 
. Indirect engineering costs shall be allocated to.the benefited contract and 
other work. or the contractor (see ASPR 1S-204.2(v)(4)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pay shift, and multi-shift work), or some other 
equitable basis. 

lS-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the·contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Gene~, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR 1S-204.2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and ct.her beneficj.al services, and which 
are for purposes such as application and ad&ptation o! the contractor's pro
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is d~monstrated. Such costs shall be allocated to the 

·contractor's co:mmerc:i.al work and its individ·,,;.:.l Government. cor..t.racts on an 
equitable basis. Be~ause of the special prcblems tho.t a.:r.ise j_!l, this area, the 
contractor shottld identifY in its recorqs, by m~ans of sub-accounts or otherwise 
the items of selling and distribut·ion cost con.sidered properly allocable to · 
Government. contracts. 

15-203.5 General and AdmL~istrative Costs. General and administrative costs 
consist of items of cost attribUtable to the·over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work ef 
the contractor, using ~ recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factor.y overhead, and other 
factor,y production costs exclusive of direct materials); 

(iii) factor, input costs (processing costs plus direct material); 
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'· :· .:(iv:) cost of ~-- . !a c Clll'q)leted; 

\v) cost of sales; and 

(Vi) sales {where -no more satisfactory method is available). 

15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention aQ1 particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether cr 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 items. 

15-204.2 Costs Allowatle.in Whole or in Part. 

(a) Advertising Costs. Advertising cos.ts include the cost of ad
vertising media and co:oliary administrative costs. Advertising media include 
maga.zines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertlsing, dealer cards and window displays, conventions, 
exhibits, free goods a,d samples, and sales literature. The following adver
tising coets are allowable: 

(i) ad"f8rtising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is ?laced in journals which are valuable r·or 
the dissemination of technical information within the con
tractor's industr,y; and 

(ii) help wanted advertising,. as set forth in (t) below. 

All ather advertising costs are unal:.owableo 

(b) Bidding Costs. Biddilg costs are the costs of preparing bids 
or proposals on potential Government and non-Gover~ent contracts or projects, 
incluqing the development of engmee1ing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounti~~ 
period of both successful and unsucctssful bids and proposals no~ally shall 
be treated as indirect costs and allJcated eurrently to all business of the 
contractor, in which event no biddi~ costs of past accounting periods shall 
be allocable in the current period ~o the Government c~ntract; however, the 
contractor 1 s established practice ~y be to treat bidding costs by some 
a.ther recognized method. Regardles: o! the method used, the results obtained 
may bs accepted only if found to bereasonable and equitable. 

(c) Civil Defense Costs. Ci. vil defense costs are those incurred 
in planning for, and the protection of li.t'e and pmperty against, the poosible 
effects of en~ attacko Heasonab4 oost. of ci?il defense measures (in
cluding costs in excess of normal }iant protection costs, first-aid tMining 
and supplies, fire fighting trainit~ aad e~uipmeftt, posting of additioftal 
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. exit notices and directions, and other approved civil defense measures) under
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the cont:ractor. . Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f) below. Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowableo (Sea {e) below). 

(d) Compensation for Personal Services. (1) Compensation is 
allowable subject to the specific limitations se·t, forth hereunder~ The term 
"compensation" includes all amounts paid or set aside, such as pension, re
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here
under, the total compensation of.an individual may be questioned and the 
amount allowed may be limited; and in connection therewith, consideration 
will be given to the relation of the total compensation to the services 
rendered. Compensation to sole proprietors or partners, however, is allowable 
only to the extent specifically provided for in the contract. 

(2) Generally, the amount of compensation established b.Y the 
contractor will be considered commensurate with the services rendered. How
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes ·Where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

r committed to acquire a substantial financial interest in the contractor's 
organization; or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government.contraets when related to 
the contractor's total business is such as to influence the amount of com
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted. to employees is not allowable as an item of cost. 

(4) Subject to the provisinns of (5) below, bonuses to em
ployees, such as production incentives and suggestion or safety awards, rep
resent a part of their total compensation and are allowable when appropriate]¥ 
allocated, if they are: 

{i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services· are rendered or. pursuant to an established 
plan consistently followed b,y the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for current services actually rendered by 
employees. 
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(iv) Available.to all employees of the contractor· or to 
all employees within a group or salary classifica
tion whieh is ~ot unreasonably restricted. . 

(v) Allowable as an ordinary or necessary business ex
pense for tax purposes. 

(vi) Not restricted to offieer or other empla,iee stock
holders or are not distributed on the basis of stock
holdings. 

· (S) Profit Sharing Plans. 

(i) As used herein profit sharing is construed to be aqr 
plan (immediate or deferred-regardless of method or 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in a.rsy 
manner measured b,y dependent upon or contingent upon 
profit. · 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable it the plans meet the criteria 
set forth in (4) above. 

(B) Employer contributions incurred under deferred· 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
it the plans meet the reqUirements of the applic
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue-Service. 

( 6) Stock Bonus Plans. Stock bonuses which are not disallowed 
by the provisi,ns of (5) above are acceptable as a fonn of compensation, and 
the costs thereof are allowable· subject to all conditions pertinent under sub
paragraph (4) above and meet the folloWing requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a sound 
basis. 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordina~ be allowed unless 
it can be demonstrated that there exists a bona fide 
ams-length agreement and the values ascr~bed to such 
stock are fair and reasonable. 
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(iv) Claims for accruals of' compensation under a stock· 
bonus arrangement prior to acquisition or stock by 
employees will not be allowable unlea s arrangements 
are .made for appropriate credit adjustment or costs 
in the event such stock is not acquired by employees. 

(1 ) The determination of allowabill ty or the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q}, (bb), 
(o), and (i) respectively. 

(e) Contributions and Donations. Reasonable contributions and 
donations to e~tablished non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly o~ indirectly, the technology of r..is 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 recreational facilities, or (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. 

The propriety of the amount of particular contribu~ions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past contributions, particular~ those made prior to the 
placing of Government eontractso The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justif,y allowability as a· contract cost. 

(r) Depreciation. (1) Depreciation· is a charge to current. opera
tions 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 j~volve a process of valuationo Useful life 
has reference to the prospective period of' economic usefulness in the particu
lar contractor's .operations as distinguished from ph,ysical lifeo 

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

(i) upon the property cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of' the 
Intemal Revenue Coda ~r 1954); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
b.Y the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of incane tax; and in either case 

(iii) by the consistent application to the assets concerned 
of' aqy generally accepted accounting method, including 
those recognized by Section 167 of the Internal · 
Revenue Code of 1954. 
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Depreciation should usual~ be allocated to the contrao~ and other work as 
an indirect cost. The amount or depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, 
var.y with volume of production or use or multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergenc.y 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 or the emergency facility. 
v~re an election is. made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) aboveo 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.mina
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 
computed by distributing tbe remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (4) below); 
provided the remaining undepreciated portion of 
such cost shall not include aey amount of unrecovered 
ntrue depreciation." 

(4) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediatel1 prospective production. 

(.5) Unless otherwise. provided fo.r in the contract, no use 
charge shall be allowed for assets still in use which have been fully de
preciated on the cont~actor•s books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowableo 

(g) 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 emplqyee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industxy or area, for the improvement of working conditions, 
ernployar-emplC'yee :c"elations, employee morale, and employee performance, are 
allowable., Such costs shall be equitably allocated to all work of the 
contractorc Income generated from aqy of these activities shall be 
credited to the costs thereof Unless· such income has been irrevocably 
set over to employee welfare organizations. 

B. 
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(h) Food Service Costs and Credits. Food services include 
operating or furnishing facilities for cafeterias, dining rooms, cantee~ 
lunch wag~ns, vending machines, or similar types of services for the con-· 
tractor's employees at the contractor's facilities or facilities controlled .. 
by the contractor. Profits (except profits irrevocably set over to an 
employee welfare organization of the eontraetor in amounts reasonab~ 
useful for the benefit of the employees at the site or sites of· contract.· 
performance) accruing to the c•ntractor fram the operati~n of these ser
vices, whether operated b.1 the contractor or b,y a coneessi~naire, shall be 
treated as a credit, and allocated, ·to all activities served. Reasonable 
losses fr~m operation of such. services are allowable when it is the po~ 
of the contractor to operate such se~ees at a profit or at cost; provided, 
however, that such losses are allocated to all activities served. When it 
is the policy of the contractor to furnish such services at a loss, losse,; 
on such operation shall not be allowed as a cost unless specifically pro
vided for in the contraet. 

(i) Fringe Benefits. Fringe benefits are allowances and services
provided by the contractor to its empln,yees as compensation in addition t~ 
regular wages and salaries. Costs of fringe benefits,·such as pay for 
vacations, holidays, sick leave, military leave, and empl~yee insuranc~, 
are allowable to the extent required by law, employer-emplQyee agreement, 
or an established poliqy of the contractor (but see (d) above, and (j)(J)(v), 
(o) and (x) below). 
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( j) Insurance and Indenmification. 

( 1) Insurance includes ( i) those types of insurance 'Which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated by ~nsurance or otherwi~e. 

{2) Costs of insurance req~ired or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of. other insurance, not required to be submitted for· approval 
but maintained by the contractor in connection with the performance of the con
tract, are allowable subject to the following limitations: 

(i) types and ext~nt of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circ~~tances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and other items of cost unallowable under 
this Part; 

.(iii) costs of insurance or any reserve cover-ing the risk of 
loss of or damage to Government-owned property are unallow
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance program 
are unallowable unless the program has been. approved by 
the Militar.y Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self-insurance program or otherwise) are unallowable. 

(k)' Labor Relations Costs. Costs incurred in maintaining satisfactory rela
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, employee publications, and other related activities 
are allowable. 
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(1) 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 allowable (but see ASPR 15-204.3(d)). Expendi
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. · · 

( 2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason. such as abnormal operating conditions or 
lack of funds and are perfonned during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main
tenance and repair nqr.mally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Ivianufacturlng and Production Engineering Costs. Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improve
ment; and. 

(ii) current production proble~~, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production; · 

are allo-vJable • 

(n) Material Costs. 

(1) Costs of direct and indirect ·material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however,. 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

( 2) Costs or· ma.terial shall .be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates,-allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. ·However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis
counts·need not be so credited. 

( 3) 'tr>ihen material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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. (4) If material is issued from. stock~ any generally rec..ogniz.ed method 
of pricing such mater·ial is acceptable if that method is consistently. applied 
and the results obtained are equitable. 

(.5) Reasonable charges or credits arising. from a di.iTerence between . 
periodic physical inventory quantities and related nia.terial control records shall. 
be included in arriving at the cost of performance if such charges or credits 
(i) do not include "write-downs" or "write-ups" of value, and (ii) relate to the 
period of performance of .the contract. · 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: · 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
·basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by ~,Y such transferor through commercial chan
nels, a departure from this cost basis is permissible if' the charge to the con
tract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
basis of the transferor's sales price to its most favored customer. 

(o) Overtime, Extra-Pay Shift, and Multi;..Shift Premiums. The premium portion 
of overtime; extra-pay shift, and multi-shift payments to direct labor employees 
shall be separa.tely identified. Costs of such premiums on direct labor are 
allowable only to the extent expressly provided for in the contract or otherwise 
approved by the Government and may be classified as either direct or indirect 
labor. costs. lr.Jhen direct labor cost is the base for distribution of overhead, 
such premi~ns shall not be included in that base. When such premiums are 
charged as indirect costs, the amount allocated to Government contracts 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. The premium 
portion of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. 

12 



. (p) Patent Costs. Costs of preparing disclosures, reports, and other docu
ments required bY the contract and of searching the art to the extent necessar,y 
to make such invention disclosures, are allowable. Upon· the ~itten authoriza
tion of the contracting officer, costs of prePar!Dg~oc~. &n4 any other 
patent costs, in connection with the filing of a patent application where title 
is conveyed to the Gov~rnment, are &.llowa.ble. (See also ( v) a nd ( w) below. ) 

( q) Pension Plans. 

( 1) A pens. ion plan is a plan which is established and maintained by a 
contractor primarily to provide systematically for the p~nt of definitely 
determinable benefits to its employees over a period of years, usually for life, 
after retirement. Such a plan m~ include disability, withdrawal, insurance, 
or survivorship benefits incidental and directly related to the pension benefits. 
Such benefits, general~, are measured by, and based on, such factors as years · 
of service and compensation received by the employees. The determination of the 
amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely determinable if funds 
arising from forfeitures on tennination of services or other reason may be used 
to proVide increased benefits for the remaining participants instead of being 

. used to reduce the amount .of contributions by the employer. A plan designed to 
provide benefits for employees or their beneficiaries to be paid upon retirement 
or over a period of years after retirement shall be considered. a pension plan if, 
under the plan, either the benefits payable ~o the employee or the required con
tributions by the contractor can be determined actuarially. (Retirement plans . 
which are based on profit-sharing shall not be considered to be pension plans 
within this paragraph ( q) • ) • 

(2) Consideration, a~d approval or disapproval, of all pension plans and 
the method of determination of. the costs thereof shall be the responsibility of 
the De-partment to which audit cognizance is assigned and subsequent action taken 
by that Department will, generally, be accepted b.Y the other Departments. Such 
plans must meet the qualification requirements prescribed by Section 401 of the 
Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 2d Sess., 68A Stat. 134}. 
Prior to approval of such plans by the cognizant Department, approval by Internal 
Revenue Service shall be obtained in the case of: 

(i) contractors who are subject to Federal income tax, and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not necessarily 
assure the allowance of the costs of such a plan by the Department concerned. In 
the case of all other plans, compliance with the qualification requirements of 
Section 401 of the Internal Revenue Code of 1954 shall be determined b.y the cog
nizant Department using, insofar as applicable, the regulations, criteria, and 
standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Militar,y 
Department, costs thereof are allowable subject to the following conditions: 

13 
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! ,\ (i) the re~irements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(l)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tai-emempt organizations, the 
amount which could have been claimed and deducted for Fed
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and ~ich --

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-ex'empt organizations, could 
have been disallowed for tax purposes had such organizations 
been subject tc the payment of income tax; and 

(iv) in determining the net pension plan costs allocable to militar.y 
contracts, and in additfon to making a!)?ropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or {B) 
below, to possible future abnormal termination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred b.Y the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits under such plans --

(A) when such abnormal termination credits or gains are fore
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anti~ipated future credits or gains shall be 
made, either ·by reducing the current costs otherwise allo
cable, or b,y obtaining realistic recognition in the actuar.y's 
calculation of current costs, so that the current co.sts do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto; 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when suoh abn~rmal termination oredits or gains, 
whether or not foreseeable --

{I) canno·t:; be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
a.bovel 

pension plan costs incurred under the contract shall be 
subject to retrospective a.ooounting and any necessary 
adjustment for such subsequent termination credits or 
gains llnless the Government and the contractor agree upon 
a method of determinir.t.g suoh adjustment, or agree upon 
an equitable adjustment; any suoh agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separato agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum pu~chases of annuities 
or of lump sum oash pal~ents or perindio cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an in.dividual case 
basiso 

(r) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engage~ in plant protection; depreciation on plant 
protection cap5.tal assets; and necessary expenses to comply with military .. 
security requirements are allowable. · 

(s) Professional Sarvioe Costs - Legal, Accounting~ Engi~eering, and 
Other" 

(1)' Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery· of the costa from the Govern
ment (bu·t see ASPR 15-204o3(f))e 

(2) ·Fao·Go:os to be considered in determining the allowa.bility of· 
costs in a particular case include: 

(i) the past pattern of such oosts 11 particularly in the years 
prior to the award of Government oontraots; 

(ii) the tmpact of Government contracts on the contractor's 
businessJ 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizationn; and 
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(iv) whether the proportion of Government work to the con-

tractor's total business is suoh as to influence the con
tractor in favor of i1ourring the cost~ particularly where 
the services rendered are not a continuing nature and 
have little relationship to work under.Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidenoe of 
services rendered. 

(3) Costs of legal, accounting, and consulting servioes, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs.of legal, accounting, and consulting services, and related 
costs, inourred in oonneotion with patent infringement litigation, are unal
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs. Costs of "help wanted" advertising, operating· 
oosts of an employment office necessary to seoure and maintain an adequate 
labor force, oosts of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the oontraotor uses employment agencies, costs not in excess of standard~ 
commercial rates for suoh services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable. · 

(u) .Rental Costs (Including Sale and Leae~baok of Facilities)~ 

(1) Rental costs of land, buildings, and equipment and other personal · 
property are allowable if the rates are reasonable in light or such factors · .. 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement9 

(2) Charges in the nature or rent between plants, divisions, or 
organizations under common control are unallowable except to the extent such 
charges do not exoeed 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 ·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 exoeed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been incurred had ·the contractor retained legal 
title .to. the facilities. 

(v) Research and Develo£ment Costso 

(1) Research and development costs (sometimes referred to as general 
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engineering costs) are divided into two major oa.tegori.es. for the purpose of 
oontraot costinga (i) general research.· also referred to as basic research# 
fundamental research, pure_ research, and blue-sley- research; and (ii) related 
research or development, also referred to as applied researoh# product research# 
and product line research. · 

(2) General ~esearoh 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 eubject under 
study, rather than a ~~aotioal ap~lication thereof. Costs of independent 
general research (that which is nti'C sponsored by a contract, grant, or other 
arrangement) are all~able to the extent specifically provided in the contract. 

(3) . Related research is that type or research which is directed toward 
practical application of science. Development is the cystematic use of scientific 
knowledge directed toward the production or useful materials, devices, methods~ 
or processes, exc lusi 't'Z3 of das ign, manufacturing, aud. proJ.t~')tion engineering 
(see (m) above). Coei..oJ of a con-=.~~'acto:":":S 1ndep3ndent re~.a·t:3d r~F.9arch and 
development (that whioh is not s~)r.;.nsoreQ. ~)y a oontre.o·~, E;!'Cl.t, ol" other arrange
ment) are allowable under f..:tJ.Y cost-reimbw·sement ty--_.;,5 productio!.i. contract; pro
vided the research and development are related to th~::~ contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern
ment the purposes and.results of the research and developmento Such costs are 
unallowable un(l.~r oor·;: ... ·rei=.b,_L":"sement tJ.'"}i9 resee.:':"oh e.r:. ·1 dsvel Op!llent contracts o 

(4) Independent re.S~aroh and development F-r'ojects shall absorb their 
appropriate share of the indi1·ect costs of the depa.':.,tment where the work is 
performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be-allocated to that contract 
unless allowable as precontract costs (cee ASPR 16-204.3(k)). 

{w) Royalties and Other Costs tor Use of Patents. Royalties on a patent 
or invention, or amortization of the oost of acquiring a patent or invention 
or rights thereto, n€Jcessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent. 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to tree 
use or the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowableo 

(x) Severance Pay~ 

(1) Severance pay, e.lso commonly referred to as dismis~a.l wages~: 
is a payment in addition to regular salaries and wage~, by oontra~tors to 
workers whose employment fs being terminated. Costs of severance pay are 
allowable only to the extent tl)at, 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. 

17 
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f'o!.l~s: 
( 2) Cos~ a C'f seval·anoe pe-.y~e-u·t8 are dl vld..:.~ :i.nbo 'two oatagor ies as 

(i) aotu~l ncr.mal tu~over seTeranos pa~~~nts ehall be 
allo~ated_to all wo~k performed in th3 contractor's 
plan·~; or, where the contractor provides for a-~ or \.tal 
of pay f'or no~m~l severe~ce such method w~ll be 
aooepta.b!3 if the amount of the e.oc::o:ual is res.so~able in 
l; .. gh~~ of paym~nts actually mace !'or normal saveranoes 
ove~ .. a rep:-esent~:ti 7e pa.s-t period, and it amounts a.c~rued 
a~e allocated to all work performed in_the o~tractor:s 
:9lant; and 

abn-:=>rma.l or !Jla~s severance payments actually made upon 
oAssatiou of' work ·when there is no reasonable prospeo~ 
o.~ "ontinuing employment ~n othel· work of the o.:>r..t .. ·ec·iior 
a~ .. all be ass i ;ned tf) . the ~ntire pericd. or t~c emi=loyment 
o..:' the ·~en,~j.na.ted em!'l;;,yeas anC:. equ;.t::thly "-1 "c.c.oa·ced to 
all wc~k performed :;.r.. ·the contraotorrs !Jl~nt du.~i.og th.e.t 
perioC. . ., .1 res~rve.ticn in "'~he f· L"1.al release may be made 
Vlht~n it is t·ae.so't'l.a.ble to assume that severanoe pe.y a.lloeabls 
·co ·the oo1-ttraot will bs made in .. .;h~ fu..!cura.; 

(y) Speoi&.l ~o'1:ing Cost~~ Th.a t.::~rm "sp~oial "l'":oolil'lgr me ana propert-.1 of 
sll~l~ spe~ie.lizeC.. ~:ta.tti'r"e~'ha·~ :t·~·a ust:', w~ th ... >ut ~ub~n .. i.A..~tial moditioe..tion c.r al tera
tion, is limitsd. to ~he pt·ociuo·ci.on of the. ps.rt::ou~.,:;u. .. supr-l!es or tha p~rfm:·mance 
of the particular ~e~vi~es fo~ which ao~ured 0r furnishedo It inoludeR, but 
is not limiteC. to, ji~s .• dies., fL~cu:-es_, II1.~ld9, pe.ttcrns, spsoial taps, special 
gaugec: ~ and E pec.ial te:st ecr.,ipmerr~. Costs of apsai3.l tooling e.oq'..l.ired for 
perfor.n~nce vr the oontr~ot ara all~1able and shall be oharged di~ectly there~?. 

(z) Ta.xe~. 

(l) Te.xl3s are cha~geA l~vie\l by. Fe~.e~·e.l, S-'c;e.te 1 or local go,;·ernments. 
_They do net include f:i.nes eJlci ~nalties exo&pt as cthe~rise prcvided herein •. 
In genEJr~l, taxes (i.noluding S·~ata e.nd !.oc~l ine~me taxes) which the oontraotor 
:.~ r-eq1.4i:~ecl . .!.;o. p~y c!ld wh:i.er1 a.~·e ps.id OJ.· e.:scruet;. in aco.orda.noe with generally 
t ... -: .. ,s--:: :,.C. c-.·- ~"';c,, ... ,·.-:.:~ :1p; principles are al,.owabla, cxoapt f'o:-; · 

(i) Fecl.eral incom~ c,~a. sxcaf:Js prof';.ta tax~s; 

(ii) ta.Jr.es in conr.3otion with f'i!lancinE:;, :raf'inFlnoing or ref•mding 
operations (saG ASPR 15-·1:.04:.3(1') )~ . 

(iii) ta:.;es £r()m which axemptions ar~ amlila.ble to tha c ont:-a.ctc:-r 
diz·eetl~r cr e.vailable to 'the contrg,ctoJ:• based on ~ eJCemption 
afforded the Gover~nt exoept when the oontraoting ofriocr 
datermbee that ·t;he adiD.S.nir.;trative bm-den incident to ob
ta5.ning the exe!Ilption ou'breighs the corresponding bttnetita 
a.ocruing to the GoTernment; and 
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(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above~ but which may be 
illegally or err~neously assessed, are all~able; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and f~r the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of suoh taxesa 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable. Interest and penalties incurred by 
a contractor by reason of 'the nonpayment of any tax at the direction of the 
contracting cfficer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are alsg allowable. 

(3) Any refund of taxes, interest_, or penalt:!.es, and any payment to 
the contractor of interest the:rec~n, attributable to ta...,--ces.., interest, or penal ties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the ma~~er directed by the Government» provided ~~y interest actually paid 
or credited to a· contractor incident to a refund of tax, interest and 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 re~~bursed by the 
Go~ernment for the taxes, interest, and penalties. 

(aa.) Trade, Business,· Technical, and Professional Activity Costs.o 

(1) Me::nbershipso Ccsts of membership in trade$ business, technical, 
and professional organizations are allcwable. 

(2) Subscriptions o Co·s,ts of subscriptions to trade, business, pro
fessio~al~ ru1d technical peri~dicals .are all~wable. 

(3) Meetings and ConferencesQ Costs 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 in
forffiatio~ or the st~ulation of production, are allmv~bleo 

y~aining and Educational Costs • 

. (l) Co~ts of preparation and maintenance of a program of instruction 
s.t n0ncollege level, desigre.d to increase the vocational e.f'fecti veness of bona 
fide employees, including training materials, textbooks, salaries or wages cf 
train2.es during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(ii) tuition and fees when the training is in an institution 
not operated by the contrao·tor; 

are allowable~~ 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the .job require
ments of bona fide employees, including only: 

(i) 

(ii) 

(iii) 

(iv) 

(v) 

are allowableo 

training materials; 

textbooks; 

fees charged by the educational institution; 

tuition charged by the educational institution, or in 
lieu of tuition, instructors' salaries.· and the related. 
share of indirect cost of the educational institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational inatituti'on·J ... And 

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

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

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (1), (f) and (u) above, respactivelyo 

(5) Grants to educational or training institutions, including the 
donatio~! of facilities or other ~roperties, scholarships or fellowships, are 
considered contributions (see (e) above). . 

(oo) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. h'hen such costs can readily be identified with t.he items in
volved, they may be direct costed as transportation costs or added to the 
cost of suoh items (see (n) above). ~ere identification with the materials 
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received cannot ·readily be made, inbound transportation costs may be charged to 
the appropriate indirect cost accounts it the contractor follows a consistent 
equitable procedure in this respecto Outbound freight, if reimbursable under 
the terms of the.oontract, should be treated as a direct cost. 

(dd) Travel C.ostso 

(1) Travel costs include costs of transportation, ledging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company businesso 

(2) Travel costs incurred in the nor.mal course of over-all adminis
tration of the business and applicable to the entire business are allowableo 
Such costs shall be equitably allocated to all work of the contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are al.lowable either on an actual or per diem basis. The basis 
selected shall be consistently follo~:o d. 

{4) Costs of personnel movement of a special or mass nature are 
allowable only wh~n authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, pro~ solic~tations, preparation and publication 
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 are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR l5-204.3·are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for ~ample: 

(i) ASPR 15-204.3(e) 

(ii) ASPR 15-204.3(i) 

(111) ASPR 15-204.3(k) 

15-204"3 Unallowabl~ Co&tso. 

(a) · Bad Debts •. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs:) and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main
tained to P:r0Vide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even wit~ an assQ~an~e of the;x 
happening, aJ:·e unallowable. (For self-insurance programs, see .ASPR 
15-204. 2 ( j) ), • 

. (c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratui:ties, are unallowable (but see ASPR 
15-204.2(g),{i), and (aa)). 
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(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowable.· The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs. Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
.professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204.2(z) (but see ASPR 
15-204.2(ee)(l)). 

{g) Losses on Other Contracts. An excess of costs over income under 
any other contract {including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 
of the Government contract. 

(h) Organization Costso EXpenditures, 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 (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and. identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of aQY nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchane;e of either short or long term investments, shall be excluded iii 
computing contract costs (but see ASPR 15-204.2(£)(2) as to basis for de
preciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same p~sical arrangement and condition existing immediately prior 
to commencement of the military contr~ct work and inqlude the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General. 

(1) In addition, certain costs discussed in ASPR 15-204~2 are 
stated to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2{a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15·204.2(d)(3) 

(iii) Dep:eeeiation, ASPR 15-204.2(£)(4), and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), first sentence; 

( v) Recr\rl.ting Costs, ASPR 15-204.2 ( t), last sentence; 

('vi) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2(w), both provisos; and 

(vii) Taxes, ASPR 15-204 .• 2(z) (l)(i) through (:tv). 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR 15-204.2(£)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR 15-204.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), and (4); 

{iv) Maintenance and Repair Costs, ASPR 15-204•2(1)(2); 

(v) Overtime, Extra-Pay Shift, and J.viulti-Shift Premiums, 
• ASPR 15-204.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-204.2{p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 1S-2o4.2(s)(3), last sentence; 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204.2(u)(3)J 

(ix) Royalties and Other Costs for Use of Patents, ASPR ~5-
204.2(w); 

(x) Taxes, ASPR _15-204.2(z)(2);. and 

(xi) Travel Costs, ASPR 15-2o4.2(dd)(4). 
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15-204.2 (aa) 

ASPR Case· 53-44 
8/15/56 

Traininr·· ~"1cl. Educational Costs. 
-------~ ··--- ( 1) Costs .of 

preyaration and ~aintenance of a progran of instruction at non-

college level, designed to increase the vocational effectiveness 

of bona fide employees, including training materials, textbooks, 

salaries or vraces of trainees during re;;-ular working hours, and 

(i) salaries of the director of trainD1g and staff 

'\vhen the traj_ning prozra1l is conducted l1y the 

contrc.ctor; or 

(ii) t1.:.ition and fees Hhen the tra:i.ning is in an 

institd:.ion not o~1ertteC: by the contractor; 

Q.re allouable. 

(2) Costs of part-time technical, er1cineerinz c-.. L"'1c: scie~1tific 

education, r.t an unc:er-:_:rt?,duate or )Ost.-~raduate collee;e level, 

related to ·che job reqnirer:ents of bona fide em)lo~rees, including 

only. 

( . ~ ~~ 

(ii) 

(iii) 

(iv) 

trainine:; materiais; 

textbooks; 

fees charg~d by the educational inst:i.t~~tion; 

straiGht-time comvensation of each employee for 

time spent attending cla.sses du.rins; workinz hours 

not in excess of 156 hours per :rear vrhere circum-

st211ces do not l_')ermit the operati:-n of classes or 

attenc~.=-.nce at classes after rec,t,_lar 1-:orl-:in~:. hours; 

and 

T.:-i.B 1~ 
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ASPR Cnse 53-44 
8/15/56 

(v) (A) tuition chc:.rged by the educationc-.1 institt".tion; or 

(B) in lieu of tuition, instructors' salaries and 

the related share ·or indirect cost of the educa-

tional instit 1.~.tion, to the e~:tent ·::.h2..t the si.un 

thereof is not in e::c;ess of the t.nition l;rhich 

would have been ~;aid ·to the participc.tinG 

educational instit;__,_tion; 

are allowable. 

( ~) Costs of tuition, fees, training materials a.'"ld te:h'tbooks 

(but not subsistence, salary, or any. other emoltunents) in connection 

with full-time scientific and enc;ineering educc?::~.ion at a post-

c;r2~duate (but not ·under-graduate) college level related to the job 

require:~1ents of bona fide ernplo:-:.rees for a total period not to 

In vnust,_al c·ases lJhcl"·e rcc1uired b~r r.:ilitary teclmolo~:r, the period 

rent2.l, on f~.cilitics ovncd or lecsed b3r the contractor lor trr.i.L1inc; 

pur:?oses are allmiable to the e:;~ent set forth in Od, (c) and ( t) 

(5) Grants to education~l or tr~inin: institutions, including 

the donation of facilities or other properties, scholarships or 

fellowships, are considered contributions (see ASPR 15-204.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations .. 

15-200 Scope of Part. This Part sets forth principles and standards for the 
determina.tion and allowance of costs in connection with cost-reimbursement 
type contracts and cost-~eimbursement type subcontracts thereunder for pro
curement of supplies, services, and research and development work, with con
tractors or subcontractors other than such contracts and subcontracts to 
which Parts 3, 4, Or 7 apply, 

15-201 Basic Considerations. 

15~20lel. Composition of Total Cost. The total cost of a cost~reimbursement 
~pe contract is (1) the allowable direct costs, plus (ii) the allocable por
tion of allowable indirect costs, less (iii) a~ applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include {i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) sig
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth· 
.in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. · 

15-201~3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to a~ allowed cost shall be credited to the Government either as a reduction 
_in. contract cost or by a cash refund, as appropriate. 

15-202 ~irect Costs. 

15-202"1 General. Items of cost which are readily identifiable with (i) a 
cor1tract, or (ii) other work of the contractor, 6hould be charged directly to 
the contract or other work. with which identified. This principle ~ be 
applied to items of cost, such a5 freight, travel, communications, and en
gine~ring services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs;,. 
may be treated as indirect costs. Each elemen~ of direct cost is subject to 
the limitations of this Part a_s to allowability. 

15-202o2 Direct Material Costs. Direct material costs include the cost of raw 
materials, purchased items, and items supplied from stock, which are directly 
incorporated into or attached to the end product or which are directly con
sumed or expendP.d in the performance of a contract. 

l5-202o3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifical~ identifiable with and properly· chargeable direct~ to the per
formal~e of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
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Direct labor costs m~ also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac
tice or the contractor to treat these items as a part of direct labor costs 

lS-202.4 other Direct Costs. Other items or cost may, in particular cases, 
be charged directlY to the contract where the contractor demonstrates that 
they are specificallY related to the performance of the contract. When, 

. ·however, items ordinariq chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work or the contractor must be eliminated fram indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

l$-203.1 General. (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 1$-202, should be. accumulated for accounting purposes b,y 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the.limitations of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect_costs in an equitable manner. ·The 
method used in connection with Government.contracts shall, in order to be 
acceptable, conform with generallY accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistentlY, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i} any substantial difference occurs between the cost patterns 
or work under the contract and other work of the contrac
tor; or 

(ii) aey significant change occurs in the nature of the business, 
the extent of. subcontracting, fixed asset improvement 
programs, the inventories, the volume ot sales, the 
volume of production, manufacturing processes, the con
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR l$-203.2 through 
lS-203.5. . 

(c) The base period for allocation o£ indirect costs is the period 
during which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficientlY long to avoid in• 
equiiies in the allocation or costs, but nor.ma~ no longer than a yeare 
When the contract is performed over an extended period ot time, as many such 
base periods will be used as will be required to represent the period of 
contract perfor.mance • 

. 15-203.2 Indirect Manufacturing and Production Costs. Indirect manufac
turing and production costs consist of items or cost which are attributable 
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t~ the manufactUring and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a ·time basis, such as direct labor man
hours or machine-hours, is a method which gener~ produces accurae.y and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiwns for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers ma,y be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish
ment of cos~ centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 Indirect .. Engineering Costs. Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en
gineering costs may arise may include product design, tool design, experimental 
development, manufacturing and production development, layout of production 
·lines, determination of machine methods, and related blueprinting and d.ra.f'ting • 
. Indirect engineering costs shall be allocated to.the benefited contract and 
other work. or the contractor (see ASPR 1S-204.2(v)(4)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pay shift, and multi-shift work), or some other 
equitable basis. 

lS-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the·contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Gene~, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR 1S-204.2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and ct.her beneficj.al services, and which 
are for purposes such as application and ad&ptation o! the contractor's pro
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is d~monstrated. Such costs shall be allocated to the 

·contractor's co:mmerc:i.al work and its individ·,,;.:.l Government. cor..t.racts on an 
equitable basis. Be~ause of the special prcblems tho.t a.:r.ise j_!l, this area, the 
contractor shottld identifY in its recorqs, by m~ans of sub-accounts or otherwise 
the items of selling and distribut·ion cost con.sidered properly allocable to · 
Government. contracts. 

15-203.5 General and AdmL~istrative Costs. General and administrative costs 
consist of items of cost attribUtable to the·over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work ef 
the contractor, using ~ recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factor.y overhead, and other 
factor,y production costs exclusive of direct materials); 

(iii) factor, input costs (processing costs plus direct material); 
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'· :· .:(iv:) cost of ~-- . !a c Clll'q)leted; 

\v) cost of sales; and 

(Vi) sales {where -no more satisfactory method is available). 

15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention aQ1 particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether cr 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 items. 

15-204.2 Costs Allowatle.in Whole or in Part. 

(a) Advertising Costs. Advertising cos.ts include the cost of ad
vertising media and co:oliary administrative costs. Advertising media include 
maga.zines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertlsing, dealer cards and window displays, conventions, 
exhibits, free goods a,d samples, and sales literature. The following adver
tising coets are allowable: 

(i) ad"f8rtising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is ?laced in journals which are valuable r·or 
the dissemination of technical information within the con
tractor's industr,y; and 

(ii) help wanted advertising,. as set forth in (t) below. 

All ather advertising costs are unal:.owableo 

(b) Bidding Costs. Biddilg costs are the costs of preparing bids 
or proposals on potential Government and non-Gover~ent contracts or projects, 
incluqing the development of engmee1ing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounti~~ 
period of both successful and unsucctssful bids and proposals no~ally shall 
be treated as indirect costs and allJcated eurrently to all business of the 
contractor, in which event no biddi~ costs of past accounting periods shall 
be allocable in the current period ~o the Government c~ntract; however, the 
contractor 1 s established practice ~y be to treat bidding costs by some 
a.ther recognized method. Regardles: o! the method used, the results obtained 
may bs accepted only if found to bereasonable and equitable. 

(c) Civil Defense Costs. Ci. vil defense costs are those incurred 
in planning for, and the protection of li.t'e and pmperty against, the poosible 
effects of en~ attacko Heasonab4 oost. of ci?il defense measures (in
cluding costs in excess of normal }iant protection costs, first-aid tMining 
and supplies, fire fighting trainit~ aad e~uipmeftt, posting of additioftal 
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. exit notices and directions, and other approved civil defense measures) under
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the cont:ractor. . Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f) below. Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowableo (Sea {e) below). 

(d) Compensation for Personal Services. (1) Compensation is 
allowable subject to the specific limitations se·t, forth hereunder~ The term 
"compensation" includes all amounts paid or set aside, such as pension, re
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here
under, the total compensation of.an individual may be questioned and the 
amount allowed may be limited; and in connection therewith, consideration 
will be given to the relation of the total compensation to the services 
rendered. Compensation to sole proprietors or partners, however, is allowable 
only to the extent specifically provided for in the contract. 

(2) Generally, the amount of compensation established b.Y the 
contractor will be considered commensurate with the services rendered. How
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes ·Where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

r committed to acquire a substantial financial interest in the contractor's 
organization; or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government.contraets when related to 
the contractor's total business is such as to influence the amount of com
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted. to employees is not allowable as an item of cost. 

(4) Subject to the provisinns of (5) below, bonuses to em
ployees, such as production incentives and suggestion or safety awards, rep
resent a part of their total compensation and are allowable when appropriate]¥ 
allocated, if they are: 

{i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services· are rendered or. pursuant to an established 
plan consistently followed b,y the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for current services actually rendered by 
employees. 
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(iv) Available.to all employees of the contractor· or to 
all employees within a group or salary classifica
tion whieh is ~ot unreasonably restricted. . 

(v) Allowable as an ordinary or necessary business ex
pense for tax purposes. 

(vi) Not restricted to offieer or other empla,iee stock
holders or are not distributed on the basis of stock
holdings. 

· (S) Profit Sharing Plans. 

(i) As used herein profit sharing is construed to be aqr 
plan (immediate or deferred-regardless of method or 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in a.rsy 
manner measured b,y dependent upon or contingent upon 
profit. · 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable it the plans meet the criteria 
set forth in (4) above. 

(B) Employer contributions incurred under deferred· 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
it the plans meet the reqUirements of the applic
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue-Service. 

( 6) Stock Bonus Plans. Stock bonuses which are not disallowed 
by the provisi,ns of (5) above are acceptable as a fonn of compensation, and 
the costs thereof are allowable· subject to all conditions pertinent under sub
paragraph (4) above and meet the folloWing requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a sound 
basis. 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordina~ be allowed unless 
it can be demonstrated that there exists a bona fide 
ams-length agreement and the values ascr~bed to such 
stock are fair and reasonable. 
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(iv) Claims for accruals of' compensation under a stock· 
bonus arrangement prior to acquisition or stock by 
employees will not be allowable unlea s arrangements 
are .made for appropriate credit adjustment or costs 
in the event such stock is not acquired by employees. 

(1 ) The determination of allowabill ty or the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q}, (bb), 
(o), and (i) respectively. 

(e) Contributions and Donations. Reasonable contributions and 
donations to e~tablished non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly o~ indirectly, the technology of r..is 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 recreational facilities, or (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. 

The propriety of the amount of particular contribu~ions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past contributions, particular~ those made prior to the 
placing of Government eontractso The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justif,y allowability as a· contract cost. 

(r) Depreciation. (1) Depreciation· is a charge to current. opera
tions 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 j~volve a process of valuationo Useful life 
has reference to the prospective period of' economic usefulness in the particu
lar contractor's .operations as distinguished from ph,ysical lifeo 

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

(i) upon the property cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of' the 
Intemal Revenue Coda ~r 1954); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
b.Y the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of incane tax; and in either case 

(iii) by the consistent application to the assets concerned 
of' aqy generally accepted accounting method, including 
those recognized by Section 167 of the Internal · 
Revenue Code of 1954. 
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Depreciation should usual~ be allocated to the contrao~ and other work as 
an indirect cost. The amount or depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, 
var.y with volume of production or use or multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergenc.y 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 or the emergency facility. 
v~re an election is. made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) aboveo 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.mina
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 
computed by distributing tbe remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (4) below); 
provided the remaining undepreciated portion of 
such cost shall not include aey amount of unrecovered 
ntrue depreciation." 

(4) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediatel1 prospective production. 

(.5) Unless otherwise. provided fo.r in the contract, no use 
charge shall be allowed for assets still in use which have been fully de
preciated on the cont~actor•s books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowableo 

(g) 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 emplqyee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industxy or area, for the improvement of working conditions, 
ernployar-emplC'yee :c"elations, employee morale, and employee performance, are 
allowable., Such costs shall be equitably allocated to all work of the 
contractorc Income generated from aqy of these activities shall be 
credited to the costs thereof Unless· such income has been irrevocably 
set over to employee welfare organizations. 

B. 
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(h) Food Service Costs and Credits. Food services include 
operating or furnishing facilities for cafeterias, dining rooms, cantee~ 
lunch wag~ns, vending machines, or similar types of services for the con-· 
tractor's employees at the contractor's facilities or facilities controlled .. 
by the contractor. Profits (except profits irrevocably set over to an 
employee welfare organization of the eontraetor in amounts reasonab~ 
useful for the benefit of the employees at the site or sites of· contract.· 
performance) accruing to the c•ntractor fram the operati~n of these ser
vices, whether operated b.1 the contractor or b,y a coneessi~naire, shall be 
treated as a credit, and allocated, ·to all activities served. Reasonable 
losses fr~m operation of such. services are allowable when it is the po~ 
of the contractor to operate such se~ees at a profit or at cost; provided, 
however, that such losses are allocated to all activities served. When it 
is the policy of the contractor to furnish such services at a loss, losse,; 
on such operation shall not be allowed as a cost unless specifically pro
vided for in the contraet. 

(i) Fringe Benefits. Fringe benefits are allowances and services
provided by the contractor to its empln,yees as compensation in addition t~ 
regular wages and salaries. Costs of fringe benefits,·such as pay for 
vacations, holidays, sick leave, military leave, and empl~yee insuranc~, 
are allowable to the extent required by law, employer-emplQyee agreement, 
or an established poliqy of the contractor (but see (d) above, and (j)(J)(v), 
(o) and (x) below). 
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( j) Insurance and Indenmification. 

( 1) Insurance includes ( i) those types of insurance 'Which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated by ~nsurance or otherwi~e. 

{2) Costs of insurance req~ired or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of. other insurance, not required to be submitted for· approval 
but maintained by the contractor in connection with the performance of the con
tract, are allowable subject to the following limitations: 

(i) types and ext~nt of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circ~~tances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and other items of cost unallowable under 
this Part; 

.(iii) costs of insurance or any reserve cover-ing the risk of 
loss of or damage to Government-owned property are unallow
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance program 
are unallowable unless the program has been. approved by 
the Militar.y Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self-insurance program or otherwise) are unallowable. 

(k)' Labor Relations Costs. Costs incurred in maintaining satisfactory rela
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, employee publications, and other related activities 
are allowable. 

10 
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(1) 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 allowable (but see ASPR 15-204.3(d)). Expendi
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. · · 

( 2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason. such as abnormal operating conditions or 
lack of funds and are perfonned during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main
tenance and repair nqr.mally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Ivianufacturlng and Production Engineering Costs. Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improve
ment; and. 

(ii) current production proble~~, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production; · 

are allo-vJable • 

(n) Material Costs. 

(1) Costs of direct and indirect ·material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however,. 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

( 2) Costs or· ma.terial shall .be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates,-allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. ·However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis
counts·need not be so credited. 

( 3) 'tr>ihen material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 

11 
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. (4) If material is issued from. stock~ any generally rec..ogniz.ed method 
of pricing such mater·ial is acceptable if that method is consistently. applied 
and the results obtained are equitable. 

(.5) Reasonable charges or credits arising. from a di.iTerence between . 
periodic physical inventory quantities and related nia.terial control records shall. 
be included in arriving at the cost of performance if such charges or credits 
(i) do not include "write-downs" or "write-ups" of value, and (ii) relate to the 
period of performance of .the contract. · 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: · 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
·basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by ~,Y such transferor through commercial chan
nels, a departure from this cost basis is permissible if' the charge to the con
tract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
basis of the transferor's sales price to its most favored customer. 

(o) Overtime, Extra-Pay Shift, and Multi;..Shift Premiums. The premium portion 
of overtime; extra-pay shift, and multi-shift payments to direct labor employees 
shall be separa.tely identified. Costs of such premiums on direct labor are 
allowable only to the extent expressly provided for in the contract or otherwise 
approved by the Government and may be classified as either direct or indirect 
labor. costs. lr.Jhen direct labor cost is the base for distribution of overhead, 
such premi~ns shall not be included in that base. When such premiums are 
charged as indirect costs, the amount allocated to Government contracts 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. The premium 
portion of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. 

12 



. (p) Patent Costs. Costs of preparing disclosures, reports, and other docu
ments required bY the contract and of searching the art to the extent necessar,y 
to make such invention disclosures, are allowable. Upon· the ~itten authoriza
tion of the contracting officer, costs of prePar!Dg~oc~. &n4 any other 
patent costs, in connection with the filing of a patent application where title 
is conveyed to the Gov~rnment, are &.llowa.ble. (See also ( v) a nd ( w) below. ) 

( q) Pension Plans. 

( 1) A pens. ion plan is a plan which is established and maintained by a 
contractor primarily to provide systematically for the p~nt of definitely 
determinable benefits to its employees over a period of years, usually for life, 
after retirement. Such a plan m~ include disability, withdrawal, insurance, 
or survivorship benefits incidental and directly related to the pension benefits. 
Such benefits, general~, are measured by, and based on, such factors as years · 
of service and compensation received by the employees. The determination of the 
amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely determinable if funds 
arising from forfeitures on tennination of services or other reason may be used 
to proVide increased benefits for the remaining participants instead of being 

. used to reduce the amount .of contributions by the employer. A plan designed to 
provide benefits for employees or their beneficiaries to be paid upon retirement 
or over a period of years after retirement shall be considered. a pension plan if, 
under the plan, either the benefits payable ~o the employee or the required con
tributions by the contractor can be determined actuarially. (Retirement plans . 
which are based on profit-sharing shall not be considered to be pension plans 
within this paragraph ( q) • ) • 

(2) Consideration, a~d approval or disapproval, of all pension plans and 
the method of determination of. the costs thereof shall be the responsibility of 
the De-partment to which audit cognizance is assigned and subsequent action taken 
by that Department will, generally, be accepted b.Y the other Departments. Such 
plans must meet the qualification requirements prescribed by Section 401 of the 
Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 2d Sess., 68A Stat. 134}. 
Prior to approval of such plans by the cognizant Department, approval by Internal 
Revenue Service shall be obtained in the case of: 

(i) contractors who are subject to Federal income tax, and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not necessarily 
assure the allowance of the costs of such a plan by the Department concerned. In 
the case of all other plans, compliance with the qualification requirements of 
Section 401 of the Internal Revenue Code of 1954 shall be determined b.y the cog
nizant Department using, insofar as applicable, the regulations, criteria, and 
standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Militar,y 
Department, costs thereof are allowable subject to the following conditions: 

13 
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! ,\ (i) the re~irements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(l)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tai-emempt organizations, the 
amount which could have been claimed and deducted for Fed
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and ~ich --

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-ex'empt organizations, could 
have been disallowed for tax purposes had such organizations 
been subject tc the payment of income tax; and 

(iv) in determining the net pension plan costs allocable to militar.y 
contracts, and in additfon to making a!)?ropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or {B) 
below, to possible future abnormal termination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred b.Y the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits under such plans --

(A) when such abnormal termination credits or gains are fore
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anti~ipated future credits or gains shall be 
made, either ·by reducing the current costs otherwise allo
cable, or b,y obtaining realistic recognition in the actuar.y's 
calculation of current costs, so that the current co.sts do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto; 
or in some other writing binding on the Government and the 
contractor; or 



. 
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(B) when suoh abn~rmal termination oredits or gains, 
whether or not foreseeable --

{I) canno·t:; be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
a.bovel 

pension plan costs incurred under the contract shall be 
subject to retrospective a.ooounting and any necessary 
adjustment for such subsequent termination credits or 
gains llnless the Government and the contractor agree upon 
a method of determinir.t.g suoh adjustment, or agree upon 
an equitable adjustment; any suoh agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separato agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum pu~chases of annuities 
or of lump sum oash pal~ents or perindio cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an in.dividual case 
basiso 

(r) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engage~ in plant protection; depreciation on plant 
protection cap5.tal assets; and necessary expenses to comply with military .. 
security requirements are allowable. · 

(s) Professional Sarvioe Costs - Legal, Accounting~ Engi~eering, and 
Other" 

(1)' Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery· of the costa from the Govern
ment (bu·t see ASPR 15-204o3(f))e 

(2) ·Fao·Go:os to be considered in determining the allowa.bility of· 
costs in a particular case include: 

(i) the past pattern of such oosts 11 particularly in the years 
prior to the award of Government oontraots; 

(ii) the tmpact of Government contracts on the contractor's 
businessJ 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizationn; and 
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(iv) whether the proportion of Government work to the con-

tractor's total business is suoh as to influence the con
tractor in favor of i1ourring the cost~ particularly where 
the services rendered are not a continuing nature and 
have little relationship to work under.Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidenoe of 
services rendered. 

(3) Costs of legal, accounting, and consulting servioes, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs.of legal, accounting, and consulting services, and related 
costs, inourred in oonneotion with patent infringement litigation, are unal
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs. Costs of "help wanted" advertising, operating· 
oosts of an employment office necessary to seoure and maintain an adequate 
labor force, oosts of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the oontraotor uses employment agencies, costs not in excess of standard~ 
commercial rates for suoh services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable. · 

(u) .Rental Costs (Including Sale and Leae~baok of Facilities)~ 

(1) Rental costs of land, buildings, and equipment and other personal · 
property are allowable if the rates are reasonable in light or such factors · .. 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement9 

(2) Charges in the nature or rent between plants, divisions, or 
organizations under common control are unallowable except to the extent such 
charges do not exoeed 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 ·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 exoeed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been incurred had ·the contractor retained legal 
title .to. the facilities. 

(v) Research and Develo£ment Costso 

(1) Research and development costs (sometimes referred to as general 
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engineering costs) are divided into two major oa.tegori.es. for the purpose of 
oontraot costinga (i) general research.· also referred to as basic research# 
fundamental research, pure_ research, and blue-sley- research; and (ii) related 
research or development, also referred to as applied researoh# product research# 
and product line research. · 

(2) General ~esearoh 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 eubject under 
study, rather than a ~~aotioal ap~lication thereof. Costs of independent 
general research (that which is nti'C sponsored by a contract, grant, or other 
arrangement) are all~able to the extent specifically provided in the contract. 

(3) . Related research is that type or research which is directed toward 
practical application of science. Development is the cystematic use of scientific 
knowledge directed toward the production or useful materials, devices, methods~ 
or processes, exc lusi 't'Z3 of das ign, manufacturing, aud. proJ.t~')tion engineering 
(see (m) above). Coei..oJ of a con-=.~~'acto:":":S 1ndep3ndent re~.a·t:3d r~F.9arch and 
development (that whioh is not s~)r.;.nsoreQ. ~)y a oontre.o·~, E;!'Cl.t, ol" other arrange
ment) are allowable under f..:tJ.Y cost-reimbw·sement ty--_.;,5 productio!.i. contract; pro
vided the research and development are related to th~::~ contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern
ment the purposes and.results of the research and developmento Such costs are 
unallowable un(l.~r oor·;: ... ·rei=.b,_L":"sement tJ.'"}i9 resee.:':"oh e.r:. ·1 dsvel Op!llent contracts o 

(4) Independent re.S~aroh and development F-r'ojects shall absorb their 
appropriate share of the indi1·ect costs of the depa.':.,tment where the work is 
performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be-allocated to that contract 
unless allowable as precontract costs (cee ASPR 16-204.3(k)). 

{w) Royalties and Other Costs tor Use of Patents. Royalties on a patent 
or invention, or amortization of the oost of acquiring a patent or invention 
or rights thereto, n€Jcessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent. 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to tree 
use or the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowableo 

(x) Severance Pay~ 

(1) Severance pay, e.lso commonly referred to as dismis~a.l wages~: 
is a payment in addition to regular salaries and wage~, by oontra~tors to 
workers whose employment fs being terminated. Costs of severance pay are 
allowable only to the extent tl)at, 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. 
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f'o!.l~s: 
( 2) Cos~ a C'f seval·anoe pe-.y~e-u·t8 are dl vld..:.~ :i.nbo 'two oatagor ies as 

(i) aotu~l ncr.mal tu~over seTeranos pa~~~nts ehall be 
allo~ated_to all wo~k performed in th3 contractor's 
plan·~; or, where the contractor provides for a-~ or \.tal 
of pay f'or no~m~l severe~ce such method w~ll be 
aooepta.b!3 if the amount of the e.oc::o:ual is res.so~able in 
l; .. gh~~ of paym~nts actually mace !'or normal saveranoes 
ove~ .. a rep:-esent~:ti 7e pa.s-t period, and it amounts a.c~rued 
a~e allocated to all work performed in_the o~tractor:s 
:9lant; and 

abn-:=>rma.l or !Jla~s severance payments actually made upon 
oAssatiou of' work ·when there is no reasonable prospeo~ 
o.~ "ontinuing employment ~n othel· work of the o.:>r..t .. ·ec·iior 
a~ .. all be ass i ;ned tf) . the ~ntire pericd. or t~c emi=loyment 
o..:' the ·~en,~j.na.ted em!'l;;,yeas anC:. equ;.t::thly "-1 "c.c.oa·ced to 
all wc~k performed :;.r.. ·the contraotorrs !Jl~nt du.~i.og th.e.t 
perioC. . ., .1 res~rve.ticn in "'~he f· L"1.al release may be made 
Vlht~n it is t·ae.so't'l.a.ble to assume that severanoe pe.y a.lloeabls 
·co ·the oo1-ttraot will bs made in .. .;h~ fu..!cura.; 

(y) Speoi&.l ~o'1:ing Cost~~ Th.a t.::~rm "sp~oial "l'":oolil'lgr me ana propert-.1 of 
sll~l~ spe~ie.lizeC.. ~:ta.tti'r"e~'ha·~ :t·~·a ust:', w~ th ... >ut ~ub~n .. i.A..~tial moditioe..tion c.r al tera
tion, is limitsd. to ~he pt·ociuo·ci.on of the. ps.rt::ou~.,:;u. .. supr-l!es or tha p~rfm:·mance 
of the particular ~e~vi~es fo~ which ao~ured 0r furnishedo It inoludeR, but 
is not limiteC. to, ji~s .• dies., fL~cu:-es_, II1.~ld9, pe.ttcrns, spsoial taps, special 
gaugec: ~ and E pec.ial te:st ecr.,ipmerr~. Costs of apsai3.l tooling e.oq'..l.ired for 
perfor.n~nce vr the oontr~ot ara all~1able and shall be oharged di~ectly there~?. 

(z) Ta.xe~. 

(l) Te.xl3s are cha~geA l~vie\l by. Fe~.e~·e.l, S-'c;e.te 1 or local go,;·ernments. 
_They do net include f:i.nes eJlci ~nalties exo&pt as cthe~rise prcvided herein •. 
In genEJr~l, taxes (i.noluding S·~ata e.nd !.oc~l ine~me taxes) which the oontraotor 
:.~ r-eq1.4i:~ecl . .!.;o. p~y c!ld wh:i.er1 a.~·e ps.id OJ.· e.:scruet;. in aco.orda.noe with generally 
t ... -: .. ,s--:: :,.C. c-.·- ~"';c,, ... ,·.-:.:~ :1p; principles are al,.owabla, cxoapt f'o:-; · 

(i) Fecl.eral incom~ c,~a. sxcaf:Js prof';.ta tax~s; 

(ii) ta.Jr.es in conr.3otion with f'i!lancinE:;, :raf'inFlnoing or ref•mding 
operations (saG ASPR 15-·1:.04:.3(1') )~ . 

(iii) ta:.;es £r()m which axemptions ar~ amlila.ble to tha c ont:-a.ctc:-r 
diz·eetl~r cr e.vailable to 'the contrg,ctoJ:• based on ~ eJCemption 
afforded the Gover~nt exoept when the oontraoting ofriocr 
datermbee that ·t;he adiD.S.nir.;trative bm-den incident to ob
ta5.ning the exe!Ilption ou'breighs the corresponding bttnetita 
a.ocruing to the GoTernment; and 
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(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above~ but which may be 
illegally or err~neously assessed, are all~able; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and f~r the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of suoh taxesa 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable. Interest and penalties incurred by 
a contractor by reason of 'the nonpayment of any tax at the direction of the 
contracting cfficer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are alsg allowable. 

(3) Any refund of taxes, interest_, or penalt:!.es, and any payment to 
the contractor of interest the:rec~n, attributable to ta...,--ces.., interest, or penal ties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the ma~~er directed by the Government» provided ~~y interest actually paid 
or credited to a· contractor incident to a refund of tax, interest and 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 re~~bursed by the 
Go~ernment for the taxes, interest, and penalties. 

(aa.) Trade, Business,· Technical, and Professional Activity Costs.o 

(1) Me::nbershipso Ccsts of membership in trade$ business, technical, 
and professional organizations are allcwable. 

(2) Subscriptions o Co·s,ts of subscriptions to trade, business, pro
fessio~al~ ru1d technical peri~dicals .are all~wable. 

(3) Meetings and ConferencesQ Costs 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 in
forffiatio~ or the st~ulation of production, are allmv~bleo 

y~aining and Educational Costs • 

. (l) Co~ts of preparation and maintenance of a program of instruction 
s.t n0ncollege level, desigre.d to increase the vocational e.f'fecti veness of bona 
fide employees, including training materials, textbooks, salaries or wages cf 
train2.es during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(ii) tuition and fees when the training is in an institution 
not operated by the contrao·tor; 

are allowable~~ 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the .job require
ments of bona fide employees, including only: 

(i) 

(ii) 

(iii) 

(iv) 

(v) 

are allowableo 

training materials; 

textbooks; 

fees charged by the educational institution; 

tuition charged by the educational institution, or in 
lieu of tuition, instructors' salaries.· and the related. 
share of indirect cost of the educational institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational inatituti'on·J ... And 

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

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

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (1), (f) and (u) above, respactivelyo 

(5) Grants to educational or training institutions, including the 
donatio~! of facilities or other ~roperties, scholarships or fellowships, are 
considered contributions (see (e) above). . 

(oo) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. h'hen such costs can readily be identified with t.he items in
volved, they may be direct costed as transportation costs or added to the 
cost of suoh items (see (n) above). ~ere identification with the materials 
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received cannot ·readily be made, inbound transportation costs may be charged to 
the appropriate indirect cost accounts it the contractor follows a consistent 
equitable procedure in this respecto Outbound freight, if reimbursable under 
the terms of the.oontract, should be treated as a direct cost. 

(dd) Travel C.ostso 

(1) Travel costs include costs of transportation, ledging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company businesso 

(2) Travel costs incurred in the nor.mal course of over-all adminis
tration of the business and applicable to the entire business are allowableo 
Such costs shall be equitably allocated to all work of the contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are al.lowable either on an actual or per diem basis. The basis 
selected shall be consistently follo~:o d. 

{4) Costs of personnel movement of a special or mass nature are 
allowable only wh~n authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, pro~ solic~tations, preparation and publication 
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 are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR l5-204.3·are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for ~ample: 

(i) ASPR 15-204.3(e) 

(ii) ASPR 15-204.3(i) 

(111) ASPR 15-204.3(k) 

15-204"3 Unallowabl~ Co&tso. 

(a) · Bad Debts •. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs:) and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main
tained to P:r0Vide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even wit~ an assQ~an~e of the;x 
happening, aJ:·e unallowable. (For self-insurance programs, see .ASPR 
15-204. 2 ( j) ), • 

. (c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratui:ties, are unallowable (but see ASPR 
15-204.2(g),{i), and (aa)). 
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(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowable.· The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs. Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
.professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204.2(z) (but see ASPR 
15-204.2(ee)(l)). 

{g) Losses on Other Contracts. An excess of costs over income under 
any other contract {including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 
of the Government contract. 

(h) Organization Costso EXpenditures, 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 (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and. identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of aQY nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchane;e of either short or long term investments, shall be excluded iii 
computing contract costs (but see ASPR 15-204.2(£)(2) as to basis for de
preciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same p~sical arrangement and condition existing immediately prior 
to commencement of the military contr~ct work and inqlude the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General. 

(1) In addition, certain costs discussed in ASPR 15-204~2 are 
stated to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2{a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15·204.2(d)(3) 

(iii) Dep:eeeiation, ASPR 15-204.2(£)(4), and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), first sentence; 

( v) Recr\rl.ting Costs, ASPR 15-204.2 ( t), last sentence; 

('vi) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2(w), both provisos; and 

(vii) Taxes, ASPR 15-204 .• 2(z) (l)(i) through (:tv). 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR 15-204.2(£)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR 15-204.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), and (4); 

{iv) Maintenance and Repair Costs, ASPR 15-204•2(1)(2); 

(v) Overtime, Extra-Pay Shift, and J.viulti-Shift Premiums, 
• ASPR 15-204.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-204.2{p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 1S-2o4.2(s)(3), last sentence; 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204.2(u)(3)J 

(ix) Royalties and Other Costs for Use of Patents, ASPR ~5-
204.2(w); 

(x) Taxes, ASPR _15-204.2(z)(2);. and 

(xi) Travel Costs, ASPR 15-2o4.2(dd)(4). 



.. 
'. 

OGC/GWM:lwt 29 March 1956 

Part 2 - S up p 1 y , S e r v i c e , a n d R e s e a r c h a n d D e v e 1 o p -
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and resear·ch and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this 1-art does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro-
vide for the furnishing of industrial facilities. 

'15-201 Basic Considerations. 

.1.5-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowabi.e indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowabi.lity of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) signifi
cant deviations from the establis'hed practices of the contractor which sub
s.tantially increase the contract costs, and (iv) any limitations· set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the. Government either as a reduc
tion in contract cost o:r by a cash refund, as appropriate. 

I 

15-Zd2 Direct Costs . 

.15-202.1 General. Items of cost which ~re readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cos~ such as freight, travel, communic.ations, and engineer
ing services, as well as materials and productive labor, but when used must 
be applied consisten.tly to all work of the contractor. W.hen the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

1~-202.2 Direct Material Costs" Direct material costs include the cost of 
·raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract . 

.15-202.3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
D1rect labor costs may also include other associated costs, such as payroll 
taxes and workmen.'s compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labo:r· costso 

1~-202.4 Other Direct Costs. Other items of cost ma.y~ in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When~ 
however: items ordina:r·ily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the cont:r·actor must be eliminated from indirect costs 
aUoca ted to the Government contract. 

l~-203 Indirect Costs, 

15-203.1 General. (a) Items of cost which are incurred for common or 
joint objectives~ and which are not readily subject to treatment as direct 
costs in accordance with ASPR .l5-202p should be accumulated for·accounting 
pur·pose s by logical cost groupings and charged by a process of 
.a.llocation. Each element of indi!'·ect cost is subject to the limitations of 
this Part as to a.llowability, 
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(b) The method of a.llocation of indirect costs must be based on 
the particular circumstances involved. The objective should be the selec-
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.~. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs~ but in no event longer than the ·contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many &uch base periods will be used as will be required to represent the 
period of contract performance. 

[5-203.2 Indirect Manufactur~ng and P.r:.ocuction Costs. Indirect manufactur
ing and production costs consist of items··.·af cost which are attributable to 
the manufacturing and produ~tive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct lzbor man
hours or machine-hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra-
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirecl costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 

. processes, and relative labor and facility requirements for the various 
products. 

15-203.3 .Jndirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra
tion, and engineering supplies. Direct engineering activities .from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop
ment, layout of production .lines, determination of machine methods, and 
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related blueprinting and draftini. Indirect engineering costs shall be 
allocated to the benefited cont.rac;t and . other work of the contractor (see 
ASPR l5-204.2(v)(4)) on the basis of direct engineering man-hours expended, 
direct engine~ ring labor dollars (exclusive of premiums for overtime, extra
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the contractor's products a.nd include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-~04.2(b)). Ho.wever, subject to the other· 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, whi.ch relate to te.c;:hnical, consulting, and other beneficial 
services, and which are for purposes su.ch as application and adaptation of 
the contractor's products, rather than pure s.e lling, are allowable if a 
reasonabl~ benefit to Gover~m~-nt contracts i:s demonstrated. Such costs 
shall be allo.c~ted to the cont~ac.tor's commercial work and its individual 
Government contracts ·on a~J,· equ.itable basis .. Because of the special problems 
that arise in this area, the co.P~l'\-.c.to.r should id.entify in its records, by means 
of sub-accounts or otherwise, the·items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
aU work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin~ 
ing whether the results are equitable include: 

(i) the ult~mate objec;tive of allo·cating general and administra
tive costs to· the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad
minis~rative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other ·work of the contractor and 
facilities purchased under the contract shall not become· 
part of input cost unless facilities acquired by the con
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the ~ontract (exc.lusive of general and administra-tive 
costs) compared to the corresponding ratios for the con
tra.ctor' s plant or activity as a whole; and. 

(iv) other revelant factors including' those mentioned in ASPR 
15-203.l(b). 

Principles and Standards for Selected Items o.f Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to-all items, whether or not specifically co-:.rt.:red, determinatio-n of allow
ability shall be based on the principles and standards set forth in this Pal~t 
and, where appropriate, the treatment of similar· or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of ad
vertising media and corollary ad-ministrative costs. Advertising media 
include magazines, newspapers, radio and television programs, d_irect 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed injournals which ~re 
valuable· for the dissemination of technical info+mation 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Cos.ts. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contracto.r'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. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and eq\J~ipinerlt: posting of additional exit" 
notices and directions, and other approved civi.i. defense measures) under
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes. 
shall be depreciated in accordance with (f) below. Except as -specifically 
provided for in the contract, contributions to local civil defense funds, or 
to·projects not o~ the contractor's premises, are unallowable. 

(d) ·Compensation for Per-sonal·Services. (Reserved) 

(e) Contributions and Donations. Reasonable contributions and dona
tions to established nonprofit charitable, scientific, and educational organi
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to· the placing of Government contracts. Allowable con
tributions and donations shall be allocated to all work of the contractor . 

. (f). Depreciation.' 

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

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con
cerned of any generally accepted accounting method, includ
ing those recognized by Section 167 of the Internal Revenue 
Code of .1954. 

Deprec,:iation 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 (1). above, vary 
y;it.h volume· of production or use of multi-shift OJ:)erations. 

(3) Where a contractor has received a determination of ''true 
depreciation" from an Eme:rgency·Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may ~lect. to 
use either normal or 'it rue 9 9 depreciation, However, the method e l.ected 
must be followed consistently throughout the life of the eme.rgency facility. 
Where an election is made to use normal depreciation, the amount thereof 

·shall be computed in accordance with (2) above. Where an election is made 
to use ''true depreciation,~~ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
·computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undeprecia ted portion of the 
cost of the eme.rgency facility over the balance of its use .. 
ful life (but see ( 4) be low; provided the remaining undepreci·
a ted portion of such cost shall not include any amount of 
unrecovered '··true depreciation.'' 

(4) Depreciation on idle or excess facili.tiefi) $hall not be allowed 
except on such facilities as are reasonably necess:1ry for curr~nt and 
immediately prospective production. 

7 



' '· 
:. ,I 

(5) Unless otherwise provided for in the -contract, no use .charge 
shall be.al.lowed for assets still in use which have been_fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor, s books a.re unallc:>wable. 

(g) . Employee Morale, Health, and Welfare Costs and Credits. Reason
able costs of health and welfare activities, such as· house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord
ance with the contractor's established practice or custom in the industry o·r 
area, forth~- improvement of working conditions, employer~employee rela
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income· 
generated from any of these activities shall be credited to the costs thereof 
unless such income h:as been ~rrevocably set over to employee welfare 
organizations. 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining ·rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an emp.loye·e welfare organization of the contractor in amounts 
reasonably use-ful 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 cr·edit, ·and·.allocat.ed, tc all_ activities served. Reason
able lpsses from operation of such services are allowable·when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation sha.l.l not be allowed as a cost unless specifically 
provided for in the contract. 

(i) 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$ and employee insurance, 

·are allo:wable to the extent required by law, employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part {but see (d) above, and (j)(3)(v), 
(q) and {x) below). 
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(j) Insurance and Indemnification. 

(1) Insurance includes (i). those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii} any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen
sated by in sura nee or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu
ant to the contract, are allowable. 

(3} ~ Costs of other insurance, not required to be submitted for 
approva 1 but maintained by the c~ntractor in ·connection with the performance 
of the contract, are allowable su.bj.ect to the following limitations: 

(i) types and extent 9f coverage shall be in accordance with 
sound business practice and the rates shall be reasonabl.e 
under ~h.e circumstances.; · 

(ii) costs .allowed for use and occupancy insurance sh~.ll be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insur~nce or any reserve covering the risk of 
loss of or damage to Government-owned property are un
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve·; 

(iv) costs of providing a reserve for a self-insurance pro
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of in.sur.ance on· the .lives of officers, partners, or 
prpprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated· to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the .contract, actual losses not reim
bursed by insurance ·(through an approved self-insurance program or other
wise) are unallowable~ 

(k) Labor Relations Costs. Costs incur·red in maintaining satisfactory 
relations between the contractor and its· employees, including cos.ts of shop 
stewards, labor management committees, employee publications, and other 
related ·activities are allowable. 

(1) Maintenance and Repc;tir Costs. 

(1) Costs, necessary for the upkeep of property (including Govern
ment property unless otherwise provided for), which neither ad·d to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an ·efficient operating ccnditi,~;~·J, a.~-:-e allowablE -·(l>!t ~J:e _:;sF>}.?. 

l5-204.3(.d)).: Expenditti-res~f~r plant aud equipment .which, according !:-:..

generally accepted accountiug principles; should be capitalized and subjected 
to depreciation a-~&·:oa.Howa'ble only on a depreciation basis. 

(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reasop su~h as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract: Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the co.~tract. 

.. 
(m) Manufacturing and Production Engineering Costs. Costs of manu-

facturing and production engineering, including engineering activities in 
c.onne c tion with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 
for production suitability and component design for. purposes 
of simplifying produc.tion; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, an~ collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of ma·terial S~l\11 be suitably adjusted for applicable 
portions of income and other creciits, including available trad.e discounts, 
refunds, rebates., allow~nce$, and c;:ash discounts, and credits for scrap· 
and salvage and material retU,rn.ed to vendors., ,Such income and other credits 
shall either be cre.dited .dire~cily·.tq cost of the ·inaterial involved .or be allocated 
(as credits) to indirect costs~. Howeve:r, where the contractor can demonstrate 
that failure to take cash disc~un.ts was due to circumstances beyond its con
trol, such lost discounts need not be so credited .. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost. thereof 
should be. charged to tha.t cont.ra.ct. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable c.harges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-dow.ns" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or ·service·s ·sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or subs~ntially ·similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through co.mm.ercial channels, a departure from this 
cost basis is pe.rmissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like ,quantity, or (ii) the prices of other suppliers for the sam·e 
or substantially similar items. 

(o) Overtime, :E}{tra-.Pciy.ShHt·; a~d Mult:i-Shift Premiums .. The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre
miums on direct labor are allowable only t:o the extent expressly provided 
for in the contract or otherwise a~thorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts s.hall be equitable in rela-
tion to (i) the amount of. such premium costs a..i i.ocated to non-Governm.ent 
work being concurrently performec;i in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of ove.rtime, extra-pay shift,.and multi~shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs. Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan nl.ay include disability, with
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are ~eas.ured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to pro.vide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising fromforfeitures 
on termination of servic.es or other. reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after' retirement shall be considered a pensionplan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph ('q).) 

(2} Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirem.ents prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Gong., 
2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Inte·rnal Revenue Service shall be obtained in the. 
case of : 

(i} contractors who are sul;>ject to Federal income tax; and. 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart
ment concerned. In the c~se of all other plans, compliance w-ith the qualifica
tion requirements of Section 40.1 of the Internal Revenu.e Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i} the. requirements of ASPR 15-2.:01.2 shall be satisfied; 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable ·period;. or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current' taxable 
period had such organizations been subject·to the pay
ment of income tax; 

(iii) in cases where the I-nternal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which-

(A) are d~sallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have beer:. disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax~ and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts~ and ~n addition to making appropriate ad
justments for credits or gains arising out qf normal 
employee turnover: consideration shall be given, in accord
ance with (A) or (B) bel.ow_. to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits ·under such plans -

(A) when all such abnormal termination credits or gains 
are fore seeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 

costs to give effect to· such anticipated future credits 
or gaips shall be made~ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the rec;i'L;lction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not fo.reseeable -

(I) cannot be ~~J.rrently evaluated with reasonable 
accuracy; or 

(II.) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces
sary adjustmen.t for such subsequent termination 
cred~ts unl.ess the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree
ment shall be reflected in the contract, in an amend
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to pr..ovide 
pension benefits for retiring or retired employees other than such costs in
curred under approved pension plans shall be subject to consideration on an 
individual case ba.sis, 

(r) Plant Protection Costs. Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
mil.itary security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

(l)" Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not cont'ingent upon recovery of the costs from the Govern
ment (but see ASPR 15-20.4.3(f)) . 

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

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

{iii) the nature and scope of managerial services expected of 
the contractor~ s own organization; and 

(iv) whether the p-roportion of Government work to the con
tractor~s total business is such as to influence the con
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services' re:ndered. 

(3) Costs of legal~ account1ng, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government~ 
are unallowable. Costs of legal, accounting,and consulting services~ and 
re.la ted costs, incur~ed in connection with patent infringement .litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs. Costs of "help wanted?t advertis!ng, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while,,engaged in recruiting~ personnel, and travel 
costs of applicants for inte.rviews for prospective -employment are 
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allowable. Where the cont~a.ctor. uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are un~llowable. 

{u) Rental Costs (Including 'Sale and Leaseback of Facilities). 

(1) Rental costs of land, buildings, and equipm·ent and other personal 
property are allowable if the rates are reasonable .in light of the type; life 
exp~ctancyjl. condition~·~Md :Value.of tli~ facilities leased$. options av.ailabie·.~· 
and other.provisions of the rent2.l 3.i~re·=:ne:1L 

(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 owne.rsliip,. such as d-eprecia
tion,_ taxes, insurance, and maintenance; provided that no part of su·ch coists 
sh~lli duplicate any other allowed costs· ... --·-· ·· ---· ··-

(3) Unless otherwise specifically provided ~n ,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 
faci.litie s, are allowable only to the extent that such rentals do not exceed 
_normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, whi·ch would have. been incurred had the contractor 
retained legal ti t.le to the facilities, · 

(v) Res·earch and Development Costs. 

(.l) Research and development costs (sometimes referred to as 
general'engineering costs) ar~ divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as . 
basic researchJ fundamental research, pure research: and blue-sky research; 
and (ii) related research or development, also referred to as applie~ re
search, product research, and product line· research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science.; ]1) su.ch research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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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 to the extent specifically provided· in the contract. 
L'Generally, the contractor shall be required to disclose to the Government 
the purposes and ;results of such independent general research. In specifically 
providing for such costs, factors to be considered include:. 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business..:.?. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 
use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re-
lated to the contract product line and the costs are allocated to all produc
tion work of the contractor ort .the contract product lineL; an,d provided 
furlher that the contractor discloses to the Government the purposes and 
results of the research and developmen_!7. Such cc;>sts are unallowable 
under cost-reimbursement type 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 accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l5-204.3(i)), 
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{w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper performance of the 
contract and applicable to contract produ.cts or processes, are allowable 
to the extent expressly set forth in the co_ntract or otherwise authorized 
by the contracting officer; provided.that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

{x) Severance Pay. 

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

(2) Costs of seve·rance··payments a·re 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 ~mounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 

. prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
'·pay allocable to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the 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, SJ?ecial 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties exce_pt as otherwise provided herein. 
In general, taxes (including State and locai ;.ncorn.e taxes) which the con
tractor is required to pay and which are paid or accrued in accordance \vith 
generally accepted accounting principles are allowable, 'except for: 

(i) Federal income and exces-s profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
.operations (see ASPR 15-204.3(f)); · 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exe·mp
tion afforded the Government except when the contracting 
officer determines that the administrative burden in~ident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con
tractor prior to payment of such taxes: 
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(i) promptly requests i~~tructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action direct~d by the. contracting officer, including 
cooperation with an~ for the benefit of the Government, to 
(.A) determine the le_gality of such assessment or, (B) secure 
a refund of such taxe $ . 

. Reasonabl'e costs of any such proceeding instituted by the contractor at the 
dir~ctipn of the contracting ~fficer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc
tion of the contracting offic,er are also allowable.· 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attrib'lltab.le to taxes, interest, or 
penalties which vvere allowed as contract costs, shall be credited or paid 
to the Government in the ~nn.er directed by the Government. 

(~a) Trade, Business, Technical, and Professional Activity Costs .. 

(1) Me.~berships. Costs of contractor's membership in trade, 
business, technical, and· professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, 
professional, and technical periodical.s are allowable .. 

(3) Meetinis and Conferences. Costs of meals, transportation, 
rental-of facilities forsmeetings, an4 costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dis Seffi:ina tion of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing.and ~aintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs ofthedirector of training and stafL training materials, 
and text books, and tuition a-nd fees when part-time traini11.g "is ·-CO!\cmcted 
by educational insti-tutions, .a~re allowable when limi~d to on-the-job 
type training and when -prope-rly .. allocated, .. Costs of -~raining in educa
tional.institutiGnls are: unallowable, except.to the extent specifically pro
vided for in the <-contract in- accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to go.cds purchased, in process, 
or delivered. When such costs ·can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where iklentifica·uon with the materials received can-
not readily be made, inbound transportation costs may be charged. to the ap
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursab~e under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs. 

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

(2) Travel costs incurred in the no.'-rn.al course of overa U ad
ministration of the business and applicable to the entire business are 
allowable. Such costs shall_ be equitabl allocated to all work of the con
tractor. 

(3) Subsistence and lodging, including tips or similar incidenta 1 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall. be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(.1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of se.curities 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 committee meetings are allowable. Such costs sha 11 be 
equitably allocated to all wo'rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204.3 are allowable if 
expressly provided for in the contract, or j. in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3{i); and 

(iii) ASPR 15-204.3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Deb.ts. Bad debts, including losses {whether actual or esti
mated) arising from uncollectible customers' accounts and other claims~ 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with.an assurance of their 
happening, are unallowable. {For self -in sura nee programs see ASPR 15-
2 04.2 (j).) 

(c) Entertainment Costs. Costs of amusement, diversion, social 
acti vi ties·, and. incidental costs relating thereto, such as meals, lodging, 
rentals, t!"ansportation, and gratuities." are unallowable (but see ASPR 15-
204.2(g), (iL and (aa)). 

(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for: current and immediately prospective production purposes, are 
u.naHowable. The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) 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. 
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(f) 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 a prospectus, 
costs of preparatic?n and issuance of stock rights, and· costs related thereto 
are unallowable except for interest assessed by State or Local taxing au
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
.l5-204.2(ee)). 

(g) Losses on Other Contracts. An excess of costs over income 
under any other contract (including the con.tractor~s contributed portion 
unaer cost-sharing 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. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attor.neys fees, acco.untants fees, brokers fees, fees to promotors and or.ga.:.· 
.f.z,e::rs~ in conne~ti:G>n ~-t.h (i} . organization or reorganization of a businessl 
or (ii) :raising ~apital._ c:bre ·una'llowable (see (f) ab.qve). 

(i) Precontract Costs. Precontract costs ~re those which are in
curred prior to the effe~tive date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Cap1tal.Assets. Profits or losses of any natu~e ar~~ing from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-204.2(f)(2) as to basis for 
depreciation) .. 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's.facilities to approxi
mately the same physical arrangeme~t and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion cost~ are unallowable 
except that the cost of removing Government property a.nd the restoration 
or rehabilitation costs cause·d by such r~moval are allowable if speaifically 
provided for in the contra ct. 
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(1) General. 

(1)_ In addition, certai11 costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(aL last sentence; 

(ii) Depreciationj ASPR 15-204.2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs -Legal, Accounting, Engineering, 
and Other, ASPR 15-204a2(s.)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204.2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15-
204~2(w)s both provisos; an~ 

(vi) Taxes,- ASPR :l~-2o4~ .. z.{z)(l)(i) :throug·h (ivh 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or. in some cases, if au
thorized or approved by the Government~ .See for example: 

(i) Civil Defense Costs, ASPR 15-204.2(c), last sentence; 

(~i) Depreciations ASPR 15-204.2(f)(5)p first sentence; 

(iil.) Food Se:rv-ic$ Costs and .. Credits, ASPR 15-204.-l(h), 
last sentence; -

(iv) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), .and (4); 

· (v) Maintenance and Repair Costs, ASPR 15-204.2(1)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204.2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204.2(p), second sentence; 
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(viii) Profess.ion.al Service Costs -Legal~> Accounting, Engineering, 
and Other$ ASPR 15-204.2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities}, 
AS PR 15 -2 0 4. 2 ( u )( 3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2{w); 

(xi) Special Tooling Costs, .ASPR 15-204.l.(z)(2); 

(xii) Traini.ng Costsj ASPR .l5-204.2(bb), 
last sentence; and' 

(xiii) Txavel Costs,. ·ASPR.l5-20~.2(dd){4)~ 
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15-204.2 (aa) 

ASPR Case· 53-44 
8/15/56 

Traininr·· ~"1cl. Educational Costs. 
-------~ ··--- ( 1) Costs .of 

preyaration and ~aintenance of a progran of instruction at non-

college level, designed to increase the vocational effectiveness 

of bona fide employees, including training materials, textbooks, 

salaries or vraces of trainees during re;;-ular working hours, and 

(i) salaries of the director of trainD1g and staff 

'\vhen the traj_ning prozra1l is conducted l1y the 

contrc.ctor; or 

(ii) t1.:.ition and fees Hhen the tra:i.ning is in an 

institd:.ion not o~1ertteC: by the contractor; 

Q.re allouable. 

(2) Costs of part-time technical, er1cineerinz c-.. L"'1c: scie~1tific 

education, r.t an unc:er-:_:rt?,duate or )Ost.-~raduate collee;e level, 

related to ·che job reqnirer:ents of bona fide em)lo~rees, including 

only. 

( . ~ ~~ 

(ii) 

(iii) 

(iv) 

trainine:; materiais; 

textbooks; 

fees charg~d by the educational inst:i.t~~tion; 

straiGht-time comvensation of each employee for 

time spent attending cla.sses du.rins; workinz hours 

not in excess of 156 hours per :rear vrhere circum-

st211ces do not l_')ermit the operati:-n of classes or 

attenc~.=-.nce at classes after rec,t,_lar 1-:orl-:in~:. hours; 

and 

T.:-i.B 1~ 
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(v) (A) tuition chc:.rged by the educationc-.1 institt".tion; or 

(B) in lieu of tuition, instructors' salaries and 

the related share ·or indirect cost of the educa-

tional instit 1.~.tion, to the e~:tent ·::.h2..t the si.un 

thereof is not in e::c;ess of the t.nition l;rhich 

would have been ~;aid ·to the participc.tinG 

educational instit;__,_tion; 

are allowable. 

( ~) Costs of tuition, fees, training materials a.'"ld te:h'tbooks 

(but not subsistence, salary, or any. other emoltunents) in connection 

with full-time scientific and enc;ineering educc?::~.ion at a post-

c;r2~duate (but not ·under-graduate) college level related to the job 

require:~1ents of bona fide ernplo:-:.rees for a total period not to 

In vnust,_al c·ases lJhcl"·e rcc1uired b~r r.:ilitary teclmolo~:r, the period 

rent2.l, on f~.cilitics ovncd or lecsed b3r the contractor lor trr.i.L1inc; 

pur:?oses are allmiable to the e:;~ent set forth in Od, (c) and ( t) 

(5) Grants to education~l or tr~inin: institutions, including 

the donation of facilities or other properties, scholarships or 

fellowships, are considered contributions (see ASPR 15-204.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations .. 

15-200 Scope of Part. This Part sets forth principles and standards for the 
determina.tion and allowance of costs in connection with cost-reimbursement 
type contracts and cost-~eimbursement type subcontracts thereunder for pro
curement of supplies, services, and research and development work, with con
tractors or subcontractors other than such contracts and subcontracts to 
which Parts 3, 4, Or 7 apply, 

15-201 Basic Considerations. 

15~20lel. Composition of Total Cost. The total cost of a cost~reimbursement 
~pe contract is (1) the allowable direct costs, plus (ii) the allocable por
tion of allowable indirect costs, less (iii) a~ applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include {i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) sig
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth· 
.in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. · 

15-201~3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to a~ allowed cost shall be credited to the Government either as a reduction 
_in. contract cost or by a cash refund, as appropriate. 

15-202 ~irect Costs. 

15-202"1 General. Items of cost which are readily identifiable with (i) a 
cor1tract, or (ii) other work of the contractor, 6hould be charged directly to 
the contract or other work. with which identified. This principle ~ be 
applied to items of cost, such a5 freight, travel, communications, and en
gine~ring services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs;,. 
may be treated as indirect costs. Each elemen~ of direct cost is subject to 
the limitations of this Part a_s to allowability. 

15-202o2 Direct Material Costs. Direct material costs include the cost of raw 
materials, purchased items, and items supplied from stock, which are directly 
incorporated into or attached to the end product or which are directly con
sumed or expendP.d in the performance of a contract. 

l5-202o3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifical~ identifiable with and properly· chargeable direct~ to the per
formal~e of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
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Direct labor costs m~ also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac
tice or the contractor to treat these items as a part of direct labor costs 

lS-202.4 other Direct Costs. Other items or cost may, in particular cases, 
be charged directlY to the contract where the contractor demonstrates that 
they are specificallY related to the performance of the contract. When, 

. ·however, items ordinariq chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work or the contractor must be eliminated fram indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

l$-203.1 General. (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 1$-202, should be. accumulated for accounting purposes b,y 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the.limitations of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect_costs in an equitable manner. ·The 
method used in connection with Government.contracts shall, in order to be 
acceptable, conform with generallY accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistentlY, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i} any substantial difference occurs between the cost patterns 
or work under the contract and other work of the contrac
tor; or 

(ii) aey significant change occurs in the nature of the business, 
the extent of. subcontracting, fixed asset improvement 
programs, the inventories, the volume ot sales, the 
volume of production, manufacturing processes, the con
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR l$-203.2 through 
lS-203.5. . 

(c) The base period for allocation o£ indirect costs is the period 
during which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficientlY long to avoid in• 
equiiies in the allocation or costs, but nor.ma~ no longer than a yeare 
When the contract is performed over an extended period ot time, as many such 
base periods will be used as will be required to represent the period of 
contract perfor.mance • 

. 15-203.2 Indirect Manufacturing and Production Costs. Indirect manufac
turing and production costs consist of items or cost which are attributable 
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t~ the manufactUring and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a ·time basis, such as direct labor man
hours or machine-hours, is a method which gener~ produces accurae.y and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiwns for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers ma,y be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish
ment of cos~ centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 Indirect .. Engineering Costs. Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en
gineering costs may arise may include product design, tool design, experimental 
development, manufacturing and production development, layout of production 
·lines, determination of machine methods, and related blueprinting and d.ra.f'ting • 
. Indirect engineering costs shall be allocated to.the benefited contract and 
other work. or the contractor (see ASPR 1S-204.2(v)(4)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pay shift, and multi-shift work), or some other 
equitable basis. 

lS-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the·contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Gene~, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR 1S-204.2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and ct.her beneficj.al services, and which 
are for purposes such as application and ad&ptation o! the contractor's pro
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is d~monstrated. Such costs shall be allocated to the 

·contractor's co:mmerc:i.al work and its individ·,,;.:.l Government. cor..t.racts on an 
equitable basis. Be~ause of the special prcblems tho.t a.:r.ise j_!l, this area, the 
contractor shottld identifY in its recorqs, by m~ans of sub-accounts or otherwise 
the items of selling and distribut·ion cost con.sidered properly allocable to · 
Government. contracts. 

15-203.5 General and AdmL~istrative Costs. General and administrative costs 
consist of items of cost attribUtable to the·over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work ef 
the contractor, using ~ recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factor.y overhead, and other 
factor,y production costs exclusive of direct materials); 

(iii) factor, input costs (processing costs plus direct material); 
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\v) cost of sales; and 

(Vi) sales {where -no more satisfactory method is available). 

15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention aQ1 particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether cr 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 items. 

15-204.2 Costs Allowatle.in Whole or in Part. 

(a) Advertising Costs. Advertising cos.ts include the cost of ad
vertising media and co:oliary administrative costs. Advertising media include 
maga.zines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertlsing, dealer cards and window displays, conventions, 
exhibits, free goods a,d samples, and sales literature. The following adver
tising coets are allowable: 

(i) ad"f8rtising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is ?laced in journals which are valuable r·or 
the dissemination of technical information within the con
tractor's industr,y; and 

(ii) help wanted advertising,. as set forth in (t) below. 

All ather advertising costs are unal:.owableo 

(b) Bidding Costs. Biddilg costs are the costs of preparing bids 
or proposals on potential Government and non-Gover~ent contracts or projects, 
incluqing the development of engmee1ing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounti~~ 
period of both successful and unsucctssful bids and proposals no~ally shall 
be treated as indirect costs and allJcated eurrently to all business of the 
contractor, in which event no biddi~ costs of past accounting periods shall 
be allocable in the current period ~o the Government c~ntract; however, the 
contractor 1 s established practice ~y be to treat bidding costs by some 
a.ther recognized method. Regardles: o! the method used, the results obtained 
may bs accepted only if found to bereasonable and equitable. 

(c) Civil Defense Costs. Ci. vil defense costs are those incurred 
in planning for, and the protection of li.t'e and pmperty against, the poosible 
effects of en~ attacko Heasonab4 oost. of ci?il defense measures (in
cluding costs in excess of normal }iant protection costs, first-aid tMining 
and supplies, fire fighting trainit~ aad e~uipmeftt, posting of additioftal 
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. exit notices and directions, and other approved civil defense measures) under
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the cont:ractor. . Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f) below. Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowableo (Sea {e) below). 

(d) Compensation for Personal Services. (1) Compensation is 
allowable subject to the specific limitations se·t, forth hereunder~ The term 
"compensation" includes all amounts paid or set aside, such as pension, re
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here
under, the total compensation of.an individual may be questioned and the 
amount allowed may be limited; and in connection therewith, consideration 
will be given to the relation of the total compensation to the services 
rendered. Compensation to sole proprietors or partners, however, is allowable 
only to the extent specifically provided for in the contract. 

(2) Generally, the amount of compensation established b.Y the 
contractor will be considered commensurate with the services rendered. How
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes ·Where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

r committed to acquire a substantial financial interest in the contractor's 
organization; or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government.contraets when related to 
the contractor's total business is such as to influence the amount of com
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted. to employees is not allowable as an item of cost. 

(4) Subject to the provisinns of (5) below, bonuses to em
ployees, such as production incentives and suggestion or safety awards, rep
resent a part of their total compensation and are allowable when appropriate]¥ 
allocated, if they are: 

{i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services· are rendered or. pursuant to an established 
plan consistently followed b,y the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for current services actually rendered by 
employees. 
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(iv) Available.to all employees of the contractor· or to 
all employees within a group or salary classifica
tion whieh is ~ot unreasonably restricted. . 

(v) Allowable as an ordinary or necessary business ex
pense for tax purposes. 

(vi) Not restricted to offieer or other empla,iee stock
holders or are not distributed on the basis of stock
holdings. 

· (S) Profit Sharing Plans. 

(i) As used herein profit sharing is construed to be aqr 
plan (immediate or deferred-regardless of method or 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in a.rsy 
manner measured b,y dependent upon or contingent upon 
profit. · 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable it the plans meet the criteria 
set forth in (4) above. 

(B) Employer contributions incurred under deferred· 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
it the plans meet the reqUirements of the applic
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue-Service. 

( 6) Stock Bonus Plans. Stock bonuses which are not disallowed 
by the provisi,ns of (5) above are acceptable as a fonn of compensation, and 
the costs thereof are allowable· subject to all conditions pertinent under sub
paragraph (4) above and meet the folloWing requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a sound 
basis. 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordina~ be allowed unless 
it can be demonstrated that there exists a bona fide 
ams-length agreement and the values ascr~bed to such 
stock are fair and reasonable. 
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(iv) Claims for accruals of' compensation under a stock· 
bonus arrangement prior to acquisition or stock by 
employees will not be allowable unlea s arrangements 
are .made for appropriate credit adjustment or costs 
in the event such stock is not acquired by employees. 

(1 ) The determination of allowabill ty or the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q}, (bb), 
(o), and (i) respectively. 

(e) Contributions and Donations. Reasonable contributions and 
donations to e~tablished non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly o~ indirectly, the technology of r..is 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 recreational facilities, or (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. 

The propriety of the amount of particular contribu~ions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past contributions, particular~ those made prior to the 
placing of Government eontractso The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justif,y allowability as a· contract cost. 

(r) Depreciation. (1) Depreciation· is a charge to current. opera
tions 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 j~volve a process of valuationo Useful life 
has reference to the prospective period of' economic usefulness in the particu
lar contractor's .operations as distinguished from ph,ysical lifeo 

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

(i) upon the property cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of' the 
Intemal Revenue Coda ~r 1954); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
b.Y the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of incane tax; and in either case 

(iii) by the consistent application to the assets concerned 
of' aqy generally accepted accounting method, including 
those recognized by Section 167 of the Internal · 
Revenue Code of 1954. 
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Depreciation should usual~ be allocated to the contrao~ and other work as 
an indirect cost. The amount or depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, 
var.y with volume of production or use or multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergenc.y 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 or the emergency facility. 
v~re an election is. made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) aboveo 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.mina
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 
computed by distributing tbe remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (4) below); 
provided the remaining undepreciated portion of 
such cost shall not include aey amount of unrecovered 
ntrue depreciation." 

(4) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediatel1 prospective production. 

(.5) Unless otherwise. provided fo.r in the contract, no use 
charge shall be allowed for assets still in use which have been fully de
preciated on the cont~actor•s books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowableo 

(g) 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 emplqyee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industxy or area, for the improvement of working conditions, 
ernployar-emplC'yee :c"elations, employee morale, and employee performance, are 
allowable., Such costs shall be equitably allocated to all work of the 
contractorc Income generated from aqy of these activities shall be 
credited to the costs thereof Unless· such income has been irrevocably 
set over to employee welfare organizations. 

B. 
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(h) Food Service Costs and Credits. Food services include 
operating or furnishing facilities for cafeterias, dining rooms, cantee~ 
lunch wag~ns, vending machines, or similar types of services for the con-· 
tractor's employees at the contractor's facilities or facilities controlled .. 
by the contractor. Profits (except profits irrevocably set over to an 
employee welfare organization of the eontraetor in amounts reasonab~ 
useful for the benefit of the employees at the site or sites of· contract.· 
performance) accruing to the c•ntractor fram the operati~n of these ser
vices, whether operated b.1 the contractor or b,y a coneessi~naire, shall be 
treated as a credit, and allocated, ·to all activities served. Reasonable 
losses fr~m operation of such. services are allowable when it is the po~ 
of the contractor to operate such se~ees at a profit or at cost; provided, 
however, that such losses are allocated to all activities served. When it 
is the policy of the contractor to furnish such services at a loss, losse,; 
on such operation shall not be allowed as a cost unless specifically pro
vided for in the contraet. 

(i) Fringe Benefits. Fringe benefits are allowances and services
provided by the contractor to its empln,yees as compensation in addition t~ 
regular wages and salaries. Costs of fringe benefits,·such as pay for 
vacations, holidays, sick leave, military leave, and empl~yee insuranc~, 
are allowable to the extent required by law, employer-emplQyee agreement, 
or an established poliqy of the contractor (but see (d) above, and (j)(J)(v), 
(o) and (x) below). 
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( j) Insurance and Indenmification. 

( 1) Insurance includes ( i) those types of insurance 'Which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated by ~nsurance or otherwi~e. 

{2) Costs of insurance req~ired or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of. other insurance, not required to be submitted for· approval 
but maintained by the contractor in connection with the performance of the con
tract, are allowable subject to the following limitations: 

(i) types and ext~nt of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circ~~tances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and other items of cost unallowable under 
this Part; 

.(iii) costs of insurance or any reserve cover-ing the risk of 
loss of or damage to Government-owned property are unallow
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance program 
are unallowable unless the program has been. approved by 
the Militar.y Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self-insurance program or otherwise) are unallowable. 

(k)' Labor Relations Costs. Costs incurred in maintaining satisfactory rela
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, employee publications, and other related activities 
are allowable. 
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(1) 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 allowable (but see ASPR 15-204.3(d)). Expendi
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. · · 

( 2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason. such as abnormal operating conditions or 
lack of funds and are perfonned during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main
tenance and repair nqr.mally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Ivianufacturlng and Production Engineering Costs. Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improve
ment; and. 

(ii) current production proble~~, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production; · 

are allo-vJable • 

(n) Material Costs. 

(1) Costs of direct and indirect ·material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however,. 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

( 2) Costs or· ma.terial shall .be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates,-allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. ·However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis
counts·need not be so credited. 

( 3) 'tr>ihen material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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. (4) If material is issued from. stock~ any generally rec..ogniz.ed method 
of pricing such mater·ial is acceptable if that method is consistently. applied 
and the results obtained are equitable. 

(.5) Reasonable charges or credits arising. from a di.iTerence between . 
periodic physical inventory quantities and related nia.terial control records shall. 
be included in arriving at the cost of performance if such charges or credits 
(i) do not include "write-downs" or "write-ups" of value, and (ii) relate to the 
period of performance of .the contract. · 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: · 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
·basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by ~,Y such transferor through commercial chan
nels, a departure from this cost basis is permissible if' the charge to the con
tract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
basis of the transferor's sales price to its most favored customer. 

(o) Overtime, Extra-Pay Shift, and Multi;..Shift Premiums. The premium portion 
of overtime; extra-pay shift, and multi-shift payments to direct labor employees 
shall be separa.tely identified. Costs of such premiums on direct labor are 
allowable only to the extent expressly provided for in the contract or otherwise 
approved by the Government and may be classified as either direct or indirect 
labor. costs. lr.Jhen direct labor cost is the base for distribution of overhead, 
such premi~ns shall not be included in that base. When such premiums are 
charged as indirect costs, the amount allocated to Government contracts 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. The premium 
portion of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. 

12 



. (p) Patent Costs. Costs of preparing disclosures, reports, and other docu
ments required bY the contract and of searching the art to the extent necessar,y 
to make such invention disclosures, are allowable. Upon· the ~itten authoriza
tion of the contracting officer, costs of prePar!Dg~oc~. &n4 any other 
patent costs, in connection with the filing of a patent application where title 
is conveyed to the Gov~rnment, are &.llowa.ble. (See also ( v) a nd ( w) below. ) 

( q) Pension Plans. 

( 1) A pens. ion plan is a plan which is established and maintained by a 
contractor primarily to provide systematically for the p~nt of definitely 
determinable benefits to its employees over a period of years, usually for life, 
after retirement. Such a plan m~ include disability, withdrawal, insurance, 
or survivorship benefits incidental and directly related to the pension benefits. 
Such benefits, general~, are measured by, and based on, such factors as years · 
of service and compensation received by the employees. The determination of the 
amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely determinable if funds 
arising from forfeitures on tennination of services or other reason may be used 
to proVide increased benefits for the remaining participants instead of being 

. used to reduce the amount .of contributions by the employer. A plan designed to 
provide benefits for employees or their beneficiaries to be paid upon retirement 
or over a period of years after retirement shall be considered. a pension plan if, 
under the plan, either the benefits payable ~o the employee or the required con
tributions by the contractor can be determined actuarially. (Retirement plans . 
which are based on profit-sharing shall not be considered to be pension plans 
within this paragraph ( q) • ) • 

(2) Consideration, a~d approval or disapproval, of all pension plans and 
the method of determination of. the costs thereof shall be the responsibility of 
the De-partment to which audit cognizance is assigned and subsequent action taken 
by that Department will, generally, be accepted b.Y the other Departments. Such 
plans must meet the qualification requirements prescribed by Section 401 of the 
Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 2d Sess., 68A Stat. 134}. 
Prior to approval of such plans by the cognizant Department, approval by Internal 
Revenue Service shall be obtained in the case of: 

(i) contractors who are subject to Federal income tax, and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not necessarily 
assure the allowance of the costs of such a plan by the Department concerned. In 
the case of all other plans, compliance with the qualification requirements of 
Section 401 of the Internal Revenue Code of 1954 shall be determined b.y the cog
nizant Department using, insofar as applicable, the regulations, criteria, and 
standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Militar,y 
Department, costs thereof are allowable subject to the following conditions: 

13 
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! ,\ (i) the re~irements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(l)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tai-emempt organizations, the 
amount which could have been claimed and deducted for Fed
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and ~ich --

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-ex'empt organizations, could 
have been disallowed for tax purposes had such organizations 
been subject tc the payment of income tax; and 

(iv) in determining the net pension plan costs allocable to militar.y 
contracts, and in additfon to making a!)?ropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or {B) 
below, to possible future abnormal termination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred b.Y the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits under such plans --

(A) when such abnormal termination credits or gains are fore
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anti~ipated future credits or gains shall be 
made, either ·by reducing the current costs otherwise allo
cable, or b,y obtaining realistic recognition in the actuar.y's 
calculation of current costs, so that the current co.sts do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto; 
or in some other writing binding on the Government and the 
contractor; or 



. 
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(B) when suoh abn~rmal termination oredits or gains, 
whether or not foreseeable --

{I) canno·t:; be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
a.bovel 

pension plan costs incurred under the contract shall be 
subject to retrospective a.ooounting and any necessary 
adjustment for such subsequent termination credits or 
gains llnless the Government and the contractor agree upon 
a method of determinir.t.g suoh adjustment, or agree upon 
an equitable adjustment; any suoh agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separato agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum pu~chases of annuities 
or of lump sum oash pal~ents or perindio cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an in.dividual case 
basiso 

(r) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engage~ in plant protection; depreciation on plant 
protection cap5.tal assets; and necessary expenses to comply with military .. 
security requirements are allowable. · 

(s) Professional Sarvioe Costs - Legal, Accounting~ Engi~eering, and 
Other" 

(1)' Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery· of the costa from the Govern
ment (bu·t see ASPR 15-204o3(f))e 

(2) ·Fao·Go:os to be considered in determining the allowa.bility of· 
costs in a particular case include: 

(i) the past pattern of such oosts 11 particularly in the years 
prior to the award of Government oontraots; 

(ii) the tmpact of Government contracts on the contractor's 
businessJ 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizationn; and 
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(iv) whether the proportion of Government work to the con-

tractor's total business is suoh as to influence the con
tractor in favor of i1ourring the cost~ particularly where 
the services rendered are not a continuing nature and 
have little relationship to work under.Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidenoe of 
services rendered. 

(3) Costs of legal, accounting, and consulting servioes, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs.of legal, accounting, and consulting services, and related 
costs, inourred in oonneotion with patent infringement litigation, are unal
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs. Costs of "help wanted" advertising, operating· 
oosts of an employment office necessary to seoure and maintain an adequate 
labor force, oosts of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the oontraotor uses employment agencies, costs not in excess of standard~ 
commercial rates for suoh services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable. · 

(u) .Rental Costs (Including Sale and Leae~baok of Facilities)~ 

(1) Rental costs of land, buildings, and equipment and other personal · 
property are allowable if the rates are reasonable in light or such factors · .. 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement9 

(2) Charges in the nature or rent between plants, divisions, or 
organizations under common control are unallowable except to the extent such 
charges do not exoeed 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 ·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 exoeed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been incurred had ·the contractor retained legal 
title .to. the facilities. 

(v) Research and Develo£ment Costso 

(1) Research and development costs (sometimes referred to as general 
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engineering costs) are divided into two major oa.tegori.es. for the purpose of 
oontraot costinga (i) general research.· also referred to as basic research# 
fundamental research, pure_ research, and blue-sley- research; and (ii) related 
research or development, also referred to as applied researoh# product research# 
and product line research. · 

(2) General ~esearoh 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 eubject under 
study, rather than a ~~aotioal ap~lication thereof. Costs of independent 
general research (that which is nti'C sponsored by a contract, grant, or other 
arrangement) are all~able to the extent specifically provided in the contract. 

(3) . Related research is that type or research which is directed toward 
practical application of science. Development is the cystematic use of scientific 
knowledge directed toward the production or useful materials, devices, methods~ 
or processes, exc lusi 't'Z3 of das ign, manufacturing, aud. proJ.t~')tion engineering 
(see (m) above). Coei..oJ of a con-=.~~'acto:":":S 1ndep3ndent re~.a·t:3d r~F.9arch and 
development (that whioh is not s~)r.;.nsoreQ. ~)y a oontre.o·~, E;!'Cl.t, ol" other arrange
ment) are allowable under f..:tJ.Y cost-reimbw·sement ty--_.;,5 productio!.i. contract; pro
vided the research and development are related to th~::~ contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern
ment the purposes and.results of the research and developmento Such costs are 
unallowable un(l.~r oor·;: ... ·rei=.b,_L":"sement tJ.'"}i9 resee.:':"oh e.r:. ·1 dsvel Op!llent contracts o 

(4) Independent re.S~aroh and development F-r'ojects shall absorb their 
appropriate share of the indi1·ect costs of the depa.':.,tment where the work is 
performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be-allocated to that contract 
unless allowable as precontract costs (cee ASPR 16-204.3(k)). 

{w) Royalties and Other Costs tor Use of Patents. Royalties on a patent 
or invention, or amortization of the oost of acquiring a patent or invention 
or rights thereto, n€Jcessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent. 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to tree 
use or the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowableo 

(x) Severance Pay~ 

(1) Severance pay, e.lso commonly referred to as dismis~a.l wages~: 
is a payment in addition to regular salaries and wage~, by oontra~tors to 
workers whose employment fs being terminated. Costs of severance pay are 
allowable only to the extent tl)at, 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. 

17 
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f'o!.l~s: 
( 2) Cos~ a C'f seval·anoe pe-.y~e-u·t8 are dl vld..:.~ :i.nbo 'two oatagor ies as 

(i) aotu~l ncr.mal tu~over seTeranos pa~~~nts ehall be 
allo~ated_to all wo~k performed in th3 contractor's 
plan·~; or, where the contractor provides for a-~ or \.tal 
of pay f'or no~m~l severe~ce such method w~ll be 
aooepta.b!3 if the amount of the e.oc::o:ual is res.so~able in 
l; .. gh~~ of paym~nts actually mace !'or normal saveranoes 
ove~ .. a rep:-esent~:ti 7e pa.s-t period, and it amounts a.c~rued 
a~e allocated to all work performed in_the o~tractor:s 
:9lant; and 

abn-:=>rma.l or !Jla~s severance payments actually made upon 
oAssatiou of' work ·when there is no reasonable prospeo~ 
o.~ "ontinuing employment ~n othel· work of the o.:>r..t .. ·ec·iior 
a~ .. all be ass i ;ned tf) . the ~ntire pericd. or t~c emi=loyment 
o..:' the ·~en,~j.na.ted em!'l;;,yeas anC:. equ;.t::thly "-1 "c.c.oa·ced to 
all wc~k performed :;.r.. ·the contraotorrs !Jl~nt du.~i.og th.e.t 
perioC. . ., .1 res~rve.ticn in "'~he f· L"1.al release may be made 
Vlht~n it is t·ae.so't'l.a.ble to assume that severanoe pe.y a.lloeabls 
·co ·the oo1-ttraot will bs made in .. .;h~ fu..!cura.; 

(y) Speoi&.l ~o'1:ing Cost~~ Th.a t.::~rm "sp~oial "l'":oolil'lgr me ana propert-.1 of 
sll~l~ spe~ie.lizeC.. ~:ta.tti'r"e~'ha·~ :t·~·a ust:', w~ th ... >ut ~ub~n .. i.A..~tial moditioe..tion c.r al tera
tion, is limitsd. to ~he pt·ociuo·ci.on of the. ps.rt::ou~.,:;u. .. supr-l!es or tha p~rfm:·mance 
of the particular ~e~vi~es fo~ which ao~ured 0r furnishedo It inoludeR, but 
is not limiteC. to, ji~s .• dies., fL~cu:-es_, II1.~ld9, pe.ttcrns, spsoial taps, special 
gaugec: ~ and E pec.ial te:st ecr.,ipmerr~. Costs of apsai3.l tooling e.oq'..l.ired for 
perfor.n~nce vr the oontr~ot ara all~1able and shall be oharged di~ectly there~?. 

(z) Ta.xe~. 

(l) Te.xl3s are cha~geA l~vie\l by. Fe~.e~·e.l, S-'c;e.te 1 or local go,;·ernments. 
_They do net include f:i.nes eJlci ~nalties exo&pt as cthe~rise prcvided herein •. 
In genEJr~l, taxes (i.noluding S·~ata e.nd !.oc~l ine~me taxes) which the oontraotor 
:.~ r-eq1.4i:~ecl . .!.;o. p~y c!ld wh:i.er1 a.~·e ps.id OJ.· e.:scruet;. in aco.orda.noe with generally 
t ... -: .. ,s--:: :,.C. c-.·- ~"';c,, ... ,·.-:.:~ :1p; principles are al,.owabla, cxoapt f'o:-; · 

(i) Fecl.eral incom~ c,~a. sxcaf:Js prof';.ta tax~s; 

(ii) ta.Jr.es in conr.3otion with f'i!lancinE:;, :raf'inFlnoing or ref•mding 
operations (saG ASPR 15-·1:.04:.3(1') )~ . 

(iii) ta:.;es £r()m which axemptions ar~ amlila.ble to tha c ont:-a.ctc:-r 
diz·eetl~r cr e.vailable to 'the contrg,ctoJ:• based on ~ eJCemption 
afforded the Gover~nt exoept when the oontraoting ofriocr 
datermbee that ·t;he adiD.S.nir.;trative bm-den incident to ob
ta5.ning the exe!Ilption ou'breighs the corresponding bttnetita 
a.ocruing to the GoTernment; and 
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(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above~ but which may be 
illegally or err~neously assessed, are all~able; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and f~r the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of suoh taxesa 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable. Interest and penalties incurred by 
a contractor by reason of 'the nonpayment of any tax at the direction of the 
contracting cfficer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are alsg allowable. 

(3) Any refund of taxes, interest_, or penalt:!.es, and any payment to 
the contractor of interest the:rec~n, attributable to ta...,--ces.., interest, or penal ties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the ma~~er directed by the Government» provided ~~y interest actually paid 
or credited to a· contractor incident to a refund of tax, interest and 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 re~~bursed by the 
Go~ernment for the taxes, interest, and penalties. 

(aa.) Trade, Business,· Technical, and Professional Activity Costs.o 

(1) Me::nbershipso Ccsts of membership in trade$ business, technical, 
and professional organizations are allcwable. 

(2) Subscriptions o Co·s,ts of subscriptions to trade, business, pro
fessio~al~ ru1d technical peri~dicals .are all~wable. 

(3) Meetings and ConferencesQ Costs 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 in
forffiatio~ or the st~ulation of production, are allmv~bleo 

y~aining and Educational Costs • 

. (l) Co~ts of preparation and maintenance of a program of instruction 
s.t n0ncollege level, desigre.d to increase the vocational e.f'fecti veness of bona 
fide employees, including training materials, textbooks, salaries or wages cf 
train2.es during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(ii) tuition and fees when the training is in an institution 
not operated by the contrao·tor; 

are allowable~~ 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the .job require
ments of bona fide employees, including only: 

(i) 

(ii) 

(iii) 

(iv) 

(v) 

are allowableo 

training materials; 

textbooks; 

fees charged by the educational institution; 

tuition charged by the educational institution, or in 
lieu of tuition, instructors' salaries.· and the related. 
share of indirect cost of the educational institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational inatituti'on·J ... And 

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

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

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (1), (f) and (u) above, respactivelyo 

(5) Grants to educational or training institutions, including the 
donatio~! of facilities or other ~roperties, scholarships or fellowships, are 
considered contributions (see (e) above). . 

(oo) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. h'hen such costs can readily be identified with t.he items in
volved, they may be direct costed as transportation costs or added to the 
cost of suoh items (see (n) above). ~ere identification with the materials 
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received cannot ·readily be made, inbound transportation costs may be charged to 
the appropriate indirect cost accounts it the contractor follows a consistent 
equitable procedure in this respecto Outbound freight, if reimbursable under 
the terms of the.oontract, should be treated as a direct cost. 

(dd) Travel C.ostso 

(1) Travel costs include costs of transportation, ledging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company businesso 

(2) Travel costs incurred in the nor.mal course of over-all adminis
tration of the business and applicable to the entire business are allowableo 
Such costs shall be equitably allocated to all work of the contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are al.lowable either on an actual or per diem basis. The basis 
selected shall be consistently follo~:o d. 

{4) Costs of personnel movement of a special or mass nature are 
allowable only wh~n authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, pro~ solic~tations, preparation and publication 
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 are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR l5-204.3·are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for ~ample: 

(i) ASPR 15-204.3(e) 

(ii) ASPR 15-204.3(i) 

(111) ASPR 15-204.3(k) 

15-204"3 Unallowabl~ Co&tso. 

(a) · Bad Debts •. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs:) and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main
tained to P:r0Vide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even wit~ an assQ~an~e of the;x 
happening, aJ:·e unallowable. (For self-insurance programs, see .ASPR 
15-204. 2 ( j) ), • 

. (c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratui:ties, are unallowable (but see ASPR 
15-204.2(g),{i), and (aa)). 
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(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowable.· The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs. Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
.professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204.2(z) (but see ASPR 
15-204.2(ee)(l)). 

{g) Losses on Other Contracts. An excess of costs over income under 
any other contract {including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 
of the Government contract. 

(h) Organization Costso EXpenditures, 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 (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and. identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of aQY nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchane;e of either short or long term investments, shall be excluded iii 
computing contract costs (but see ASPR 15-204.2(£)(2) as to basis for de
preciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same p~sical arrangement and condition existing immediately prior 
to commencement of the military contr~ct work and inqlude the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General. 

(1) In addition, certain costs discussed in ASPR 15-204~2 are 
stated to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2{a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15·204.2(d)(3) 

(iii) Dep:eeeiation, ASPR 15-204.2(£)(4), and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), first sentence; 

( v) Recr\rl.ting Costs, ASPR 15-204.2 ( t), last sentence; 

('vi) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2(w), both provisos; and 

(vii) Taxes, ASPR 15-204 .• 2(z) (l)(i) through (:tv). 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR 15-204.2(£)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR 15-204.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), and (4); 

{iv) Maintenance and Repair Costs, ASPR 15-204•2(1)(2); 

(v) Overtime, Extra-Pay Shift, and J.viulti-Shift Premiums, 
• ASPR 15-204.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-204.2{p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 1S-2o4.2(s)(3), last sentence; 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204.2(u)(3)J 

(ix) Royalties and Other Costs for Use of Patents, ASPR ~5-
204.2(w); 

(x) Taxes, ASPR _15-204.2(z)(2);. and 

(xi) Travel Costs, ASPR 15-2o4.2(dd)(4). 
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OGC/GWM:lwt 29 March 1956 

Part 2 - S up p 1 y , S e r v i c e , a n d R e s e a r c h a n d D e v e 1 o p -
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and resear·ch and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this 1-art does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro-
vide for the furnishing of industrial facilities. 

'15-201 Basic Considerations. 

.1.5-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowabi.e indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowabi.lity of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) signifi
cant deviations from the establis'hed practices of the contractor which sub
s.tantially increase the contract costs, and (iv) any limitations· set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the. Government either as a reduc
tion in contract cost o:r by a cash refund, as appropriate. 

I 

15-Zd2 Direct Costs . 

.15-202.1 General. Items of cost which ~re readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cos~ such as freight, travel, communic.ations, and engineer
ing services, as well as materials and productive labor, but when used must 
be applied consisten.tly to all work of the contractor. W.hen the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

1~-202.2 Direct Material Costs" Direct material costs include the cost of 
·raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract . 

.15-202.3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
D1rect labor costs may also include other associated costs, such as payroll 
taxes and workmen.'s compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labo:r· costso 

1~-202.4 Other Direct Costs. Other items of cost ma.y~ in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When~ 
however: items ordina:r·ily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the cont:r·actor must be eliminated from indirect costs 
aUoca ted to the Government contract. 

l~-203 Indirect Costs, 

15-203.1 General. (a) Items of cost which are incurred for common or 
joint objectives~ and which are not readily subject to treatment as direct 
costs in accordance with ASPR .l5-202p should be accumulated for·accounting 
pur·pose s by logical cost groupings and charged by a process of 
.a.llocation. Each element of indi!'·ect cost is subject to the limitations of 
this Part as to a.llowability, 
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(b) The method of a.llocation of indirect costs must be based on 
the particular circumstances involved. The objective should be the selec-
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.~. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs~ but in no event longer than the ·contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many &uch base periods will be used as will be required to represent the 
period of contract performance. 

[5-203.2 Indirect Manufactur~ng and P.r:.ocuction Costs. Indirect manufactur
ing and production costs consist of items··.·af cost which are attributable to 
the manufacturing and produ~tive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct lzbor man
hours or machine-hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra-
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirecl costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 

. processes, and relative labor and facility requirements for the various 
products. 

15-203.3 .Jndirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra
tion, and engineering supplies. Direct engineering activities .from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop
ment, layout of production .lines, determination of machine methods, and 
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related blueprinting and draftini. Indirect engineering costs shall be 
allocated to the benefited cont.rac;t and . other work of the contractor (see 
ASPR l5-204.2(v)(4)) on the basis of direct engineering man-hours expended, 
direct engine~ ring labor dollars (exclusive of premiums for overtime, extra
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the contractor's products a.nd include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-~04.2(b)). Ho.wever, subject to the other· 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, whi.ch relate to te.c;:hnical, consulting, and other beneficial 
services, and which are for purposes su.ch as application and adaptation of 
the contractor's products, rather than pure s.e lling, are allowable if a 
reasonabl~ benefit to Gover~m~-nt contracts i:s demonstrated. Such costs 
shall be allo.c~ted to the cont~ac.tor's commercial work and its individual 
Government contracts ·on a~J,· equ.itable basis .. Because of the special problems 
that arise in this area, the co.P~l'\-.c.to.r should id.entify in its records, by means 
of sub-accounts or otherwise, the·items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
aU work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin~ 
ing whether the results are equitable include: 

(i) the ult~mate objec;tive of allo·cating general and administra
tive costs to· the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad
minis~rative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other ·work of the contractor and 
facilities purchased under the contract shall not become· 
part of input cost unless facilities acquired by the con
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the ~ontract (exc.lusive of general and administra-tive 
costs) compared to the corresponding ratios for the con
tra.ctor' s plant or activity as a whole; and. 

(iv) other revelant factors including' those mentioned in ASPR 
15-203.l(b). 

Principles and Standards for Selected Items o.f Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to-all items, whether or not specifically co-:.rt.:red, determinatio-n of allow
ability shall be based on the principles and standards set forth in this Pal~t 
and, where appropriate, the treatment of similar· or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of ad
vertising media and corollary ad-ministrative costs. Advertising media 
include magazines, newspapers, radio and television programs, d_irect 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed injournals which ~re 
valuable· for the dissemination of technical info+mation 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Cos.ts. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contracto.r'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. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and eq\J~ipinerlt: posting of additional exit" 
notices and directions, and other approved civi.i. defense measures) under
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes. 
shall be depreciated in accordance with (f) below. Except as -specifically 
provided for in the contract, contributions to local civil defense funds, or 
to·projects not o~ the contractor's premises, are unallowable. 

(d) ·Compensation for Per-sonal·Services. (Reserved) 

(e) Contributions and Donations. Reasonable contributions and dona
tions to established nonprofit charitable, scientific, and educational organi
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to· the placing of Government contracts. Allowable con
tributions and donations shall be allocated to all work of the contractor . 

. (f). Depreciation.' 

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

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con
cerned of any generally accepted accounting method, includ
ing those recognized by Section 167 of the Internal Revenue 
Code of .1954. 

Deprec,:iation 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 (1). above, vary 
y;it.h volume· of production or use of multi-shift OJ:)erations. 

(3) Where a contractor has received a determination of ''true 
depreciation" from an Eme:rgency·Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may ~lect. to 
use either normal or 'it rue 9 9 depreciation, However, the method e l.ected 
must be followed consistently throughout the life of the eme.rgency facility. 
Where an election is made to use normal depreciation, the amount thereof 

·shall be computed in accordance with (2) above. Where an election is made 
to use ''true depreciation,~~ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
·computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undeprecia ted portion of the 
cost of the eme.rgency facility over the balance of its use .. 
ful life (but see ( 4) be low; provided the remaining undepreci·
a ted portion of such cost shall not include any amount of 
unrecovered '··true depreciation.'' 

(4) Depreciation on idle or excess facili.tiefi) $hall not be allowed 
except on such facilities as are reasonably necess:1ry for curr~nt and 
immediately prospective production. 
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(5) Unless otherwise provided for in the -contract, no use .charge 
shall be.al.lowed for assets still in use which have been_fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor, s books a.re unallc:>wable. 

(g) . Employee Morale, Health, and Welfare Costs and Credits. Reason
able costs of health and welfare activities, such as· house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord
ance with the contractor's established practice or custom in the industry o·r 
area, forth~- improvement of working conditions, employer~employee rela
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income· 
generated from any of these activities shall be credited to the costs thereof 
unless such income h:as been ~rrevocably set over to employee welfare 
organizations. 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining ·rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an emp.loye·e welfare organization of the contractor in amounts 
reasonably use-ful 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 cr·edit, ·and·.allocat.ed, tc all_ activities served. Reason
able lpsses from operation of such services are allowable·when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation sha.l.l not be allowed as a cost unless specifically 
provided for in the contract. 

(i) 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$ and employee insurance, 

·are allo:wable to the extent required by law, employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part {but see (d) above, and (j)(3)(v), 
(q) and {x) below). 

8 



t 
'. 

: ,\ 

(j) Insurance and Indemnification. 

(1) Insurance includes (i). those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii} any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen
sated by in sura nee or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu
ant to the contract, are allowable. 

(3} ~ Costs of other insurance, not required to be submitted for 
approva 1 but maintained by the c~ntractor in ·connection with the performance 
of the contract, are allowable su.bj.ect to the following limitations: 

(i) types and extent 9f coverage shall be in accordance with 
sound business practice and the rates shall be reasonabl.e 
under ~h.e circumstances.; · 

(ii) costs .allowed for use and occupancy insurance sh~.ll be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insur~nce or any reserve covering the risk of 
loss of or damage to Government-owned property are un
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve·; 

(iv) costs of providing a reserve for a self-insurance pro
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of in.sur.ance on· the .lives of officers, partners, or 
prpprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated· to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the .contract, actual losses not reim
bursed by insurance ·(through an approved self-insurance program or other
wise) are unallowable~ 

(k) Labor Relations Costs. Costs incur·red in maintaining satisfactory 
relations between the contractor and its· employees, including cos.ts of shop 
stewards, labor management committees, employee publications, and other 
related ·activities are allowable. 

(1) Maintenance and Repc;tir Costs. 

(1) Costs, necessary for the upkeep of property (including Govern
ment property unless otherwise provided for), which neither ad·d to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an ·efficient operating ccnditi,~;~·J, a.~-:-e allowablE -·(l>!t ~J:e _:;sF>}.?. 

l5-204.3(.d)).: Expenditti-res~f~r plant aud equipment .which, according !:-:..

generally accepted accountiug principles; should be capitalized and subjected 
to depreciation a-~&·:oa.Howa'ble only on a depreciation basis. 

(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reasop su~h as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract: Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the co.~tract. 

.. 
(m) Manufacturing and Production Engineering Costs. Costs of manu-

facturing and production engineering, including engineering activities in 
c.onne c tion with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 
for production suitability and component design for. purposes 
of simplifying produc.tion; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, an~ collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of ma·terial S~l\11 be suitably adjusted for applicable 
portions of income and other creciits, including available trad.e discounts, 
refunds, rebates., allow~nce$, and c;:ash discounts, and credits for scrap· 
and salvage and material retU,rn.ed to vendors., ,Such income and other credits 
shall either be cre.dited .dire~cily·.tq cost of the ·inaterial involved .or be allocated 
(as credits) to indirect costs~. Howeve:r, where the contractor can demonstrate 
that failure to take cash disc~un.ts was due to circumstances beyond its con
trol, such lost discounts need not be so credited .. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost. thereof 
should be. charged to tha.t cont.ra.ct. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable c.harges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-dow.ns" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or ·service·s ·sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or subs~ntially ·similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through co.mm.ercial channels, a departure from this 
cost basis is pe.rmissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like ,quantity, or (ii) the prices of other suppliers for the sam·e 
or substantially similar items. 

(o) Overtime, :E}{tra-.Pciy.ShHt·; a~d Mult:i-Shift Premiums .. The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre
miums on direct labor are allowable only t:o the extent expressly provided 
for in the contract or otherwise a~thorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts s.hall be equitable in rela-
tion to (i) the amount of. such premium costs a..i i.ocated to non-Governm.ent 
work being concurrently performec;i in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of ove.rtime, extra-pay shift,.and multi~shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs. Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan nl.ay include disability, with
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are ~eas.ured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to pro.vide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising fromforfeitures 
on termination of servic.es or other. reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after' retirement shall be considered a pensionplan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph ('q).) 

(2} Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirem.ents prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Gong., 
2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Inte·rnal Revenue Service shall be obtained in the. 
case of : 

(i} contractors who are sul;>ject to Federal income tax; and. 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart
ment concerned. In the c~se of all other plans, compliance w-ith the qualifica
tion requirements of Section 40.1 of the Internal Revenu.e Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i} the. requirements of ASPR 15-2.:01.2 shall be satisfied; 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable ·period;. or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current' taxable 
period had such organizations been subject·to the pay
ment of income tax; 

(iii) in cases where the I-nternal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which-

(A) are d~sallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have beer:. disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax~ and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts~ and ~n addition to making appropriate ad
justments for credits or gains arising out qf normal 
employee turnover: consideration shall be given, in accord
ance with (A) or (B) bel.ow_. to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits ·under such plans -

(A) when all such abnormal termination credits or gains 
are fore seeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 

costs to give effect to· such anticipated future credits 
or gaips shall be made~ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the rec;i'L;lction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not fo.reseeable -

(I) cannot be ~~J.rrently evaluated with reasonable 
accuracy; or 

(II.) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces
sary adjustmen.t for such subsequent termination 
cred~ts unl.ess the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree
ment shall be reflected in the contract, in an amend
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to pr..ovide 
pension benefits for retiring or retired employees other than such costs in
curred under approved pension plans shall be subject to consideration on an 
individual case ba.sis, 

(r) Plant Protection Costs. Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
mil.itary security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

(l)" Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not cont'ingent upon recovery of the costs from the Govern
ment (but see ASPR 15-20.4.3(f)) . 

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

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

{iii) the nature and scope of managerial services expected of 
the contractor~ s own organization; and 

(iv) whether the p-roportion of Government work to the con
tractor~s total business is such as to influence the con
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services' re:ndered. 

(3) Costs of legal~ account1ng, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government~ 
are unallowable. Costs of legal, accounting,and consulting services~ and 
re.la ted costs, incur~ed in connection with patent infringement .litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs. Costs of "help wanted?t advertis!ng, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while,,engaged in recruiting~ personnel, and travel 
costs of applicants for inte.rviews for prospective -employment are 
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allowable. Where the cont~a.ctor. uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are un~llowable. 

{u) Rental Costs (Including 'Sale and Leaseback of Facilities). 

(1) Rental costs of land, buildings, and equipm·ent and other personal 
property are allowable if the rates are reasonable .in light of the type; life 
exp~ctancyjl. condition~·~Md :Value.of tli~ facilities leased$. options av.ailabie·.~· 
and other.provisions of the rent2.l 3.i~re·=:ne:1L 

(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 owne.rsliip,. such as d-eprecia
tion,_ taxes, insurance, and maintenance; provided that no part of su·ch coists 
sh~lli duplicate any other allowed costs· ... --·-· ·· ---· ··-

(3) Unless otherwise specifically provided ~n ,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 
faci.litie s, are allowable only to the extent that such rentals do not exceed 
_normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, whi·ch would have. been incurred had the contractor 
retained legal ti t.le to the facilities, · 

(v) Res·earch and Development Costs. 

(.l) Research and development costs (sometimes referred to as 
general'engineering costs) ar~ divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as . 
basic researchJ fundamental research, pure research: and blue-sky research; 
and (ii) related research or development, also referred to as applie~ re
search, product research, and product line· research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science.; ]1) su.ch research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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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 to the extent specifically provided· in the contract. 
L'Generally, the contractor shall be required to disclose to the Government 
the purposes and ;results of such independent general research. In specifically 
providing for such costs, factors to be considered include:. 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business..:.?. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 
use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re-
lated to the contract product line and the costs are allocated to all produc
tion work of the contractor ort .the contract product lineL; an,d provided 
furlher that the contractor discloses to the Government the purposes and 
results of the research and developmen_!7. Such cc;>sts are unallowable 
under cost-reimbursement type 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 accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l5-204.3(i)), 
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{w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper performance of the 
contract and applicable to contract produ.cts or processes, are allowable 
to the extent expressly set forth in the co_ntract or otherwise authorized 
by the contracting officer; provided.that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

{x) Severance Pay. 

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

(2) Costs of seve·rance··payments a·re 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 ~mounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 

. prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
'·pay allocable to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the 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, SJ?ecial 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties exce_pt as otherwise provided herein. 
In general, taxes (including State and locai ;.ncorn.e taxes) which the con
tractor is required to pay and which are paid or accrued in accordance \vith 
generally accepted accounting principles are allowable, 'except for: 

(i) Federal income and exces-s profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
.operations (see ASPR 15-204.3(f)); · 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exe·mp
tion afforded the Government except when the contracting 
officer determines that the administrative burden in~ident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con
tractor prior to payment of such taxes: 
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(i) promptly requests i~~tructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action direct~d by the. contracting officer, including 
cooperation with an~ for the benefit of the Government, to 
(.A) determine the le_gality of such assessment or, (B) secure 
a refund of such taxe $ . 

. Reasonabl'e costs of any such proceeding instituted by the contractor at the 
dir~ctipn of the contracting ~fficer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc
tion of the contracting offic,er are also allowable.· 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attrib'lltab.le to taxes, interest, or 
penalties which vvere allowed as contract costs, shall be credited or paid 
to the Government in the ~nn.er directed by the Government. 

(~a) Trade, Business, Technical, and Professional Activity Costs .. 

(1) Me.~berships. Costs of contractor's membership in trade, 
business, technical, and· professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, 
professional, and technical periodical.s are allowable .. 

(3) Meetinis and Conferences. Costs of meals, transportation, 
rental-of facilities forsmeetings, an4 costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dis Seffi:ina tion of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing.and ~aintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs ofthedirector of training and stafL training materials, 
and text books, and tuition a-nd fees when part-time traini11.g "is ·-CO!\cmcted 
by educational insti-tutions, .a~re allowable when limi~d to on-the-job 
type training and when -prope-rly .. allocated, .. Costs of -~raining in educa
tional.institutiGnls are: unallowable, except.to the extent specifically pro
vided for in the <-contract in- accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to go.cds purchased, in process, 
or delivered. When such costs ·can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where iklentifica·uon with the materials received can-
not readily be made, inbound transportation costs may be charged. to the ap
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursab~e under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs. 

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

(2) Travel costs incurred in the no.'-rn.al course of overa U ad
ministration of the business and applicable to the entire business are 
allowable. Such costs shall_ be equitabl allocated to all work of the con
tractor. 

(3) Subsistence and lodging, including tips or similar incidenta 1 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall. be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(.1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of se.curities 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 committee meetings are allowable. Such costs sha 11 be 
equitably allocated to all wo'rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204.3 are allowable if 
expressly provided for in the contract, or j. in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3{i); and 

(iii) ASPR 15-204.3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Deb.ts. Bad debts, including losses {whether actual or esti
mated) arising from uncollectible customers' accounts and other claims~ 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with.an assurance of their 
happening, are unallowable. {For self -in sura nee programs see ASPR 15-
2 04.2 (j).) 

(c) Entertainment Costs. Costs of amusement, diversion, social 
acti vi ties·, and. incidental costs relating thereto, such as meals, lodging, 
rentals, t!"ansportation, and gratuities." are unallowable (but see ASPR 15-
204.2(g), (iL and (aa)). 

(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for: current and immediately prospective production purposes, are 
u.naHowable. The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) 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. 

23 

·; 



I • 

'· 

, 

(f) 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 a prospectus, 
costs of preparatic?n and issuance of stock rights, and· costs related thereto 
are unallowable except for interest assessed by State or Local taxing au
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
.l5-204.2(ee)). 

(g) Losses on Other Contracts. An excess of costs over income 
under any other contract (including the con.tractor~s contributed portion 
unaer cost-sharing 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. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attor.neys fees, acco.untants fees, brokers fees, fees to promotors and or.ga.:.· 
.f.z,e::rs~ in conne~ti:G>n ~-t.h (i} . organization or reorganization of a businessl 
or (ii) :raising ~apital._ c:bre ·una'llowable (see (f) ab.qve). 

(i) Precontract Costs. Precontract costs ~re those which are in
curred prior to the effe~tive date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Cap1tal.Assets. Profits or losses of any natu~e ar~~ing from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-204.2(f)(2) as to basis for 
depreciation) .. 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's.facilities to approxi
mately the same physical arrangeme~t and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion cost~ are unallowable 
except that the cost of removing Government property a.nd the restoration 
or rehabilitation costs cause·d by such r~moval are allowable if speaifically 
provided for in the contra ct. 
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(1) General. 

(1)_ In addition, certai11 costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(aL last sentence; 

(ii) Depreciationj ASPR 15-204.2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs -Legal, Accounting, Engineering, 
and Other, ASPR 15-204a2(s.)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204.2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15-
204~2(w)s both provisos; an~ 

(vi) Taxes,- ASPR :l~-2o4~ .. z.{z)(l)(i) :throug·h (ivh 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or. in some cases, if au
thorized or approved by the Government~ .See for example: 

(i) Civil Defense Costs, ASPR 15-204.2(c), last sentence; 

(~i) Depreciations ASPR 15-204.2(f)(5)p first sentence; 

(iil.) Food Se:rv-ic$ Costs and .. Credits, ASPR 15-204.-l(h), 
last sentence; -

(iv) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), .and (4); 

· (v) Maintenance and Repair Costs, ASPR 15-204.2(1)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204.2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204.2(p), second sentence; 
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(viii) Profess.ion.al Service Costs -Legal~> Accounting, Engineering, 
and Other$ ASPR 15-204.2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities}, 
AS PR 15 -2 0 4. 2 ( u )( 3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2{w); 

(xi) Special Tooling Costs, .ASPR 15-204.l.(z)(2); 

(xii) Traini.ng Costsj ASPR .l5-204.2(bb), 
last sentence; and' 

(xiii) Txavel Costs,. ·ASPR.l5-20~.2(dd){4)~ 
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.i.·j-200 SCOPE OF PART. This part sets fo~h principles and standards for the deter-

'mination and allatr1ance of costs in connection wit.h cost-reimbursement type contract, 

and cost-reimbursement. type subcontracts_ thereunder for procurement of supplies, 

services, and research and development work with organiZations having c01nmercial 

type accounting systems. However, this part. (:foes I)Ot apply to contracts for facil
~ 

ities, c~nstruction and architect-engineer services related to construction. 

15-201 i'JASIC PH.INCIPLES AND STANDARDS. 

a. Composition ot ·Total Cost. The total cost ot a cost-reimbursement type 

contract is the net sum ot (i) the allal-table direct· costs,. {ii) the prope.rly 

allocable portion of allowable indirect costs and (iii) applicable income. and other 

credits • 

. b. Facto~s Affecting Allowability_ or Cos~s.. The f'actors to be considered 

in determining the allowability of costs include (i) rea$onableness, (ii} applicatior. 

of generally accepted accounting principles and practices, .(iii) signifi~ant_ devia

tio~s in the established practices of the contractor which substanti~ increase. 

the contract costs, and (iv) arry limitations as to types or amounts or cost itema 

set forth in this Part 2 ot Section XV or otherwise included in the contract. 

. c. Credits. The applicable portion of income and other· credits, ·rebates 1 

and allowances, received b.1 or accruing to the contractor and which are related to 

8l\V allolred cost will be credited to the Government either as a reduction in con.- · 

tra6t·cost or by a cash refund, as appropriate. 

d. Contractor's Ac.coun.ting System.; The requirements conc_erning reco_rd 

keeping and· approval or the contractor1 s accounting procedures and practic·es are 

s~t forth in the ''Records Clause" {See ASPR 7•:203.7 ) •. 

15-202 DIRECT COSTS. Subject to the provisions ot_ paragraph 15-201~ allowable 

direct costs ·are tbose items of cost, or aggregate thereo£1 which can be identified 

s~eciticallY wi~h. any objective, servioe, program~o~Ap;oje~t under the con~~t and 

~ .Ntftla ~ /':'~~. ~ ~aJ()I-~~~d F 
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are chargeable directly linereto. ilajor iteins of cost reaaily identi!i~ble with t~~c 

contract or with other work of the contractor should be charged directly thereto. 

This principle may often be applicable to such elements of expense ·~S freight, 

travel, communicat~ons, engineering services, etc .• , as .well as the normal items of 

··materials and productive l~bor. Hm~ever, when·the contractor is engaged in mixed 

production, this principle must be applied consistently to the costing ot both 

defense and non-defense pr~ducts .or services, in order to produce equitable results. 

'J.Ihen the accounting expense of direct costing of minor items would exceed -the 

resulting benefits, individual items, otherwise allowable as direct co.sts1 may be 

treated as indirect expenses • 

. 1.5-202.1 DirlECT ~~TERIALS. The cost of direct materials includes the cost of all 

items purchased, supplied, man\lf'actured or fabricated, which enter directly ::...~.-: :1 

the end product or which are used or consumed directly in·connection with furnishing 

such product. Costs of reasonable overruns, spoilag$, and defective work may also 

be included (as to defective work, see paragraph 1·203,5(c)). 

15-202.2 DIRECT LABOR. The cos~ 6£ direct labor includes salaries and wages speci· 

fically identifiable with and proper~ chargeable directly to the perfo~ance o! 

contract or other work of the contractor. Average rates may be used where it is 

demonstrated by the contractor that the results are equitable. Di_:rect labor may 

8lso include other associated co~ts such as payroll· taxes and workmen's compensation 

insurance, where it iS the established practice of the contractor to treat these 

items as a part of direct labor costs.· 

15-202.3 OTHER DIRECT COSTS. Where Qther items of cost are charged directly to the 

contract consistent :with paragrap·h 1.5-202 above, . the contractor JUUSt de,monstrate 

that they are specifically related to the performance of 'the contract. When, haw

ever 1 i terns ordinarily chargeable as indirect costs are charged to a Govemr~1c:~·~, 

contract as direct costs, the cost of like i.teme applicab~e to other work of the 

contractor must be eliminated from indirect costs allocated to the contract, 
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1$-203 D~DIRECT COSTS •. ,. .• I ., 

-. 
{a) Indirect costs are expenses which are incurred for common· or joint ob

jectives, are accumulated for accounting purposes b,y departmental activity or other 
1 ~;t!itof··· . 

logical cost.grouping and are charged to the contract an~ other work of the con-
. • tractor by a process o£ allooation_. Each element thereof is subject .to the limita

tions of this part as to allow ability. 

(b) No specific rules can be stated as to the method of allocation. of in-

direct costs because the actual condition in each instance must be taken into acc·our~ 

in determining the most suitable method or methods •. The objective should be ·~~.e 

selection of a method or methods which will distribute the indirect costs in a fair 

and equitable manner. The method used in connection with Government contracts must, 

in order to be acceptable, confor.m with generally accepted accounting practices, oe 

applied consistently, and produce equitable results. Any significant change, such 

as in the nature or the business, extent of subcontracting, fixed asset improvement 

programs, the volume of sales, the volume of production, manufactUring processes, 

or the products being produced, may require reconsideration or the methods previously 

in use to· determine whether they continue to be equitable, Further discussion · 

relatiye to allocation of the individual categories or indirect costs will be found 
~, 

in the subparagraphs below. 

lS-203.1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES. ·Indirect manufacturing 

and productiOn expenses consist or costs which are incurred in tne prod~ctive· 

pr~ess· as a whole and are not readily subject to treatment as direct -costs in· 

accordance with paragraph l.S-202. , Allocation of indirect manufacturing and produc

tion expenses on a time basis, -such as direct· labor man-ho.urs or machine-hours, is 

· a. method which generally pl'oduce~ acc_ur~c:y .and ·equity. Other acceptable bases., in 

appropriate circumstances, include .direct labor dollar~ (exclusive or overtime 

. premium), units processed and prime C?O~ts of. unif,s proc~sseci. The ·contractor may 

departmentalize or establish cost centers ip. ord.er to distnbute··equitably the 
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ipdirect costs. The factors to be considered in determining the extent of depart

mentalization or establishment of cost centers include variety ot products, cam-

plexity of processes and relative labor and facility requirements for the _various 

products. 

15-203.2 DIDIRECT ENGDIEERING EXPENSES. Indirect engineering expenses include 

engineering supervision, engineering administrative expense, engineering general 

supplies, and other related expenses. These expenses arise out of engineering 

activities which may include product design, tool desigp, experimental development, 

manufacturing and production development, layout of production lines, determination 

of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should b~ allocated to the benefited -~.c;.. ·.v

i ties, i:e., contract and other work of the contractor (~*~ 
rfs{;~€1~~~~s) on the basis of d~~e~engin~m~ expended, direct 

engineering labor do~~~~ov~e~premi~), or other equitable baE:E. 

Direct costs of engineering activities should be charged QirectlY to the benefited 

activities, i.e., contract and other work of the contractor in accordance with 

paragraph 15-202. 

15~203 .3 SELLING AND DISTRIBuriON EXPENSES. The_ expenses in this group consist of 

ite~ which represent the cost of marketing the contract~r's products and include 

sales promotion, advertising, distribution costs and other related items. uenerally, 

such expenses are not considered to be allowable as a char~e to Government cost

reimb,xrsement type contracts for the reason that marketing, ~ the ordinar.y 

commercial sense, is not necessar~ for doing business with the Government. However, 

dependent upon a reasonable demon~tration of benefits to Government·contracts and 

subject to the other p~ovisions of this part, there may be an allocation to (;,::r:e~-1-, 
' . . 

nent work of those expenses in this categor,y which consist of technical, consulting 

and such other beneficial servic;es (including related supervision and clerical 

expenses) which are for purposes such as applicatiQn ancl· adaptation ot the 
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cqntractor's products rather than pure selling. Such costs should first be allocatee 

between the contractor's commercial line and its Government contracts.· The amount 

allocated to the latter should then be charged to the individual contracts on any 

equitable basis.· Because or the special problems that arise in this area,· it is 
. . . : . 

usually desirable for the contractor to identif,y in its records by means· of sub-

accotmts Ol~ otherwise,; the items of these expenses COnSidered properly allocable to 

Government contracts. 

15-203.4 GE~ERAL AND ADMINISTRATIVE EXPENSES~ General and administrative expenses 
. . . 

consist of costs incurred in the oVer-all management, supervision and conduct of 

the business. Any recognized method or allocating general and administrative ex- · 

pense is acceptable provided equitable results are thereby obtained. Some of the 

. factors that should receive consideration in determining whether the results are 

equitable are (i)· the cost pattern o£ the Government contracts (that is, the ;~~

::en'i::,age of the total cost or the contract,· exclusive or general ·and admiriistrative 

expenses, represented by each of the several coat components thereof) in relation to 

the cost pattern for the plant or activity as a whole,. and (ii) the ultimate objec

tive of distribution o£ these expenses in approximate ratio to the general and ad

ministrative ·effort ~volved in the two· categories of work; ln addition1 considera-

tion should be given to ~·si~ieant variations of inventories between accounting 

periods, ~ariations in the ratio of contract inventor,y levels. to all otber inven~ 

tory levels, and other relevant factors including:· those mentioned in para. 15-203(b).·· 
. ' 

15-203.$ BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES. The base period tor 

allocation of indirect expenses shoul~~ of contract· performance 
. .· -~ . 

.oP shoald ee ll'epPeseatat.i v e er taat p~A.ed~ The 'base perieEl shoulci be sufficiently 

~ ~uities in the ~ocation o! costs1 i-Jt-pW~~~~ 
15-204 APPLICATI~ ~ PRINCIPLES AliD STANDARDS TO SELECTED ITEMS OF COS~ 
This paragraph states, to some detail; applicatiOns of the basic cost princip~es 

c::d stelndards set forth in the preceding pa~agraphs o£ this part to certain selected 
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~tems or cost. The statements herein apply irrespective of whether the particular 

item of cost is treated by the contractor as direct cost or as indirect cost • 

. Failure to mention aey particular item of cost herein is not intended to imply 

that it is -either allowable or unallowable~ \·iith respect to those items not speci

:ically covered, as well as all the subparagraphs below, determination as to allow

ability will be made in the light of' the basic principles and standards herein and, 

where appropriate, the treatment of' similar or related items in this Part, 

15-204.1 ·ADVERTISING. Advertising expenses include the costs ·of advertising media 

and corollary administrati:ve expenses. Advertising media include magazil'les, ... L. ~.-

._)apers,_radio and television programs, direct mail, trade papers, outdoor adver-

"tiising, dealer cards and window displays, conventions, and exhibits, tree goods 

and samples., and sales literature. 

a. The following advertising costs only are allowable: 

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

vertising does not offer speci!ic products or services for sale 

but is placed in journals which are valuable for the dissemina-

tion or technical infonnation within the contractor's industry. ·. 

(2) Help wanted advertising, as set forth in paragraph 1$-204.32. 

15-204.2 BAD DEBTS. Bad debt expenses consist of losses (whether actual or 

estimated) arising fran uncollectible customers' accounts and other elaims1 and 

include related collection ~~enses and related legal expenses. These costs are 

unallowable. 

l.S-264.3 BIDDING EXPENSE. Bidding expenses are the costs o£ preparing bid esti-

~ates on potential contracts or projects, including the development or engineering 

and cost data necessar,y to support the contractor's price proposal or estimated 

cost of work performance. Bidding expenses of the current accounting period of 

both successful and unsuccessful bids normally will be treated as indirect expenses 

and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable ii1 the current period. 

to the Government contract. However, the contractor's established practice ~be 

·to treat bidding expenses by some other recognized method~ Regardless of the 

method used, the res~ts obtained may be accepted only if tound to be reasonable 

and eqt:itable. 

15-204.4 CAFETERIAS, DINING ROOl-'5, AND OTHER FOOD S~ICES. This· class of ex

~enses consists of cost, less revenue, of operating or furnishing facilities for 

cafeterias, dining rooms, canteens, lunch wagons, ven~~g machines, or other types 

of services for cont.ractors employees at the contract·or' s facilities. Profits 

accruing to the contractor from the operation of these services whether operated 

by the contractor or b.1 a concessionaire, will be treated as a credit to costt. 0f 

all production within the contractor's plant in which the services are furnished, 

~·.:~cept i'or serv-ices from which the profits are irrevocably set over to an employee 

welfare organization of the contractor in amounts reasonably useful for the 

benefit or the emplqyees at the site or sites of contract performance.- Reasonable 

losses Of operation from SUCh services are all~Nable When it is the polia,y Of 

the contractor to operate such services at no loss or profit; provided, however, 

that aQY gains or losses from these services must be appropriatelY allocated to 

all activities benefited including Government contracts. \~en it is the policy 

of the contractor to furnish such services at ~ loss, losses on such operation 

will not be allowed as a cost 1 unless authorized by special contract provision. 

15-204.5 CIVIL DEFm~SE. Ci'~ defense costs are those incur~ed in the planning for 
' . 

and the protection of life and property against the possible effects- ot enemJ attack. 

These costs are generally incurred pursuant to plans developed bJ' local and state 

civii defense authorities. Examples ot civil defense costs include· cost in exces~ 

of normal plant protection expenses and ~ consist of first-aid training and 

s"..lp:JliesJ fire fighting training and equipment, posting of ~diti.onal exit notices 

and directions and other approved civil defense measures. Reasonable costs of civil 
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~efense measures undertaken on the contractor'e premises pursuant to suggestions or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

purposes the costs thereof w~ll be depreciated over a reasonable number o! years in 

conforrrdty with generally accepted accounting principles. Except as specifically 
· civil 

provided in the contract, contribut~ons to local/defense funds or projects not on 

the-contractor's premises are unallowable. 

15-204.6 COMPENSATION FOR PERSONAL SERVICES. (To be inserted later on this page 

and pages l$09, l$10 and l$11). 
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!S-204. 7 CONTil~GENCIES • This type of charge results from the creation and main-

tenance of' reserves to provide f'or an event whose occurrence cannot be foretold 

1·d.th certainty as to time, intensity or e-Ven an assurance of its happening. These 

costs are not allowable. (For self-insurance programs see paragraph l$-204.15). 

15-204.8 CONTRIBUTIONS AND DONATIONS. Contributions and donations to established 

nonprofit charitable, scientific and educational organizations are allowable prO-

vided that such costs are reasonable and are properly allocated to all worY.• 

The propriety of the amount of particular co~tributions and donations and 

-~i..te agb:-eti:;;ate thereof for each fiscal period must be judged ordinarily in light of 

'the pattern of' past contributions pa1--ticularly those made prior to the placing o£ 

Government contracts. The amount of each all~rable contribution must be deductible 

for purposes of Federal income tax, but the deductibility of the contribution for 

income tax purposes does not in itself ju.stify its allot-lability as a contract cost. 

15-204.9 DEPRECIATION, 

a. Jepreciation as described herein is a charge to current operations 

intended to distribute the cost of tangible capital assets, less estLnated residual 

value, over their estimated useful life in a systematic and logical manner• It 

involves a process of' allocation, not.of valuation. Useful lite has re!erencf;t to 

the prospective period of' economic usefulness in the particular contractor's opera-

tions as distinguished tram physical life. 

b. Depreciation on a contractor's plantJ equipment and other capital 

facilities is an allow-able element of contract cost, provided· the amount thereof' 

is based upon original acquisition cost. Depreciation will be accounted for b,y con

sistent application to the asset(s) concerned of aQY generally accepted accounting 

principles, including those recognized.by Section 167 of' the Internal Revenue ·code 

of 1954, and should usually be allocated to the contract and· other work as an 

indirect cost. The amount of depreciation charged in any accounting period may 

vary with volume of production or use or multishift operations, provided the method 
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· followed is consistent with oasic objectives set forth in 5uoparagraph a. above. 
! . 

c. Charges for depreciation on idle or excess facilities will not be 

. allawed except on such facilities as are reasonab~ necessary tor standby- purposes. 

d. Unless otherwise provided in the contract, no use charge will be 

allo11ed for assets still in use which have been, in accordance with the contractor's 

consistent accounting practice, fullJ depreciated on the contractor's books ot 

account.· 

e. ~lhere the contractor has· applied for, received, and accepted a deter

mination of •true depreciation• from an Emergenc.y Facilities Board covering an 

emergency facility acquired under a certificate of necessity, the amounts so deter

~ed for "true depreciation" over the emergency !)eriod CS years) will be recognized 

iD lieu of normal depreciation. After the expiration of the emergency period tor 

\ 

tbe fac-ility concerned where a determination of "true depreciation" baa been made, 

the remaining undepreciated portion ot the cost of such facilit,y will be depreci-

ated over its remaining useful life and will the only .amount ~ized aa 
. tN$6 I. 

allowable cost, subject to paragraph lS-264. e contractor may- elect to use 

normal depreciation rather· than the "true depreciation" as determined by the 

Emergency Facilities Board. However, the method chosen after such determination 

of •true depreciation" must be followed consistently throughout the life of the 

emergenc.y f'acili ty •. 

1$-201..10 ~IPLorEE MORALE, HEALTH AND WELFARE. Included in this category are ex

penses of health and welfare activities incurred for the improvement of working 

~onditions· and the improvement of enwployer-employee relations, employee ·morale~ and 

emplo,yee performance. Examples of these activities are house publications, health 

or first-aid clinics 1 am employee counselling services. The8e costa are allowable 

when incurred 1n accordance with the contractor's established practice or custom in 

the industry or area and are reasonable and equitabq allocated to all classes ot 

work performed in the contractor's plant. Income generatecl from any ot these 

.. . 

.. ,. .... 
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· ·activities will be credi.. __ ~ -. .; ... o the costs thereof unless , ... . ~.-~ 

itrevocably set over to employee welfare organizations. 

ti.~come has been 
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15-204-.11 ENTERTAINMENT EXPEl\TSE. This item includes the cost of amusement, diver-

·sion, social activities and incidental costs relating thereto, such as meals, lodg-

_ ing, rentals, transportation and gratuities. These costs are unallowable. 

15-204.12 EXCESS FACILITIES. This item includes the cost of maintaining and hous

ing idle and excess facilities, except those reasonably necessary for standby · 

purposes. Thes_~ -~~st~ __ a~~- ~:J..lo~abl_~. The costs. of additional plant capac-ity re

served for defense production shall be the subject of a separate contract. 

15-204.1.3 FINES AND PENALTIES. Included in this item are those costs resulting · 

from violations of, or failure of the contractor to comp~ with, local, state and 

Federal laws and regulations. These expenses are not allowable except when incurred 

as a. result of compliance with specific provisions of the contract or instructions 

in writing from the contracting officer• 

15-204.14 FRINGE BENEFITS. Fringe benefits are allowances and services provided 

by the contractor to its employees as compensation in addition to regular wages 

and salaries. 

a. The determination as to the al1owability of the cost of pension and 

retirement plans, profit sharing and other bonuses, and severance pay will be in.· 

accordance with sub-paragraphs ~S-204.26, 15-204.6 and 1$-204.37 respectively. 

b. The cost of other fringe benef~ts such·as pay for vacations, holidays, 

sick leave, military leave and employee ·insurance (but see subparagraph 204.15e) is 
. . 

allowable to the extent required by lcnr, employer-employee agreement, or established · 

polic.y of the contractor that constitutes, in effect, an implicit agreement on the 

contractor's part. 

15-204.15 INSURANCE AND INDEHNIFICATION. 

/""a; Included·un~this i~) those types 

/ ~A~-- / contr~tor is req~~ea to ea~~er the terms o e contract 

~uctio~ contraetlng officer o 1s authorize 
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(2) any ot~r ins~ance for which the contractor seeks reimbv.rsement under the con-
. ~ ~ . ;.,· ,,; : ..... 

tract. The 19li<f~ of insurance ordinarUy included in ·i»he·:··Cirst category are set 
,/" . ." : ,, 1,.. 

·out in ASp(~0-$01. _ .. /······ ...... ...-'· - . ·. ·. . .· . . · 

// b Costs __ oi Government ~~~red insurance ere allowable withip. t;~ 
)' · o~ " :s ;9/{~e extent ~~ O;;:,erage and premi~ i-at~~ approved by th$ Gove:rnment. · 

Costs of ot~e~,·insurance, ~cept .that applicable to Government-owned pro;:rty, are 
. ,..·"/ . ....-···. . . . . .-~"/ . . . . . , .•. •··. . 

allowabl,'provided (l) yhe insurance has be~_-·,pproved by the military- department 
. / .. .·· . / . 

conc~ed or (2) in ... the absence· ot &uch ~~~il. requirem.e~t, ····the types or coverage, 
/ ./ . .;" .. ·· . . 

fent of cover._ll,~~ and rates are /!U1~~ble under the -~ti'cUIIIStances. · Costs .Uowed 

'tor use and occupancy insurance,,Aiawever, will in p~nciple be 'limited so ·as to .· 
/./ / . .-··' . _,•'/ . 

exclude. e_GV'erage ot profit, ).nterest, federal' _;ne'ome taxes; and &l'J¥ othe~ items ot 
1.: ~-~ .. ' ' 

'._:'· ,··"· . ·' 

expens.e unallowable unde.r· this part. , .. / 

/_.. · c. The }to&{s or insurmce_ .or 81\Y reserve ~overing the ri.sk or loss of or 

d~age to Govern.me~t-own~d property···~e not allowable except to the extent that the. . /r . / ,·· . 
Government~ have required~ contraQtor to car~· such insurance. /.. . . ___ .,.·· _..,....... . 

/' d. Provision _t<ir losses under a se~r·· insurance program &17~· allowabl-e 
/ .· !' -· / / .·· . . .. 

Zo ·aed the· program _}las been approved by ,the MiUtary Departmepts concerned. 

ctual losses sust(~ed under such a J'e~~tnsurance prog~ ·~~ not ailowable. 
,. •• -- .~ .. - I 

,.· ,/ ,.,.. .. 

·e/, ... / The costs of insu~~ce on th• lives 9.t:···o:t'ficers, partne~s or. propri-
/- /._,./ ,./...... . . . .·········· 

etors, /.e· not allowable ~~~pt where suc;h ins ranee is part of ~, .... ~JUPloyee plan. ,,., ... ,-· 

whic_p/is not unduly res~cted. · · · /./-,., . .· - ..... ~ 
/' / . /' _.r "' _, ... 

r. Los~ result~g fr ough self· insur rtfe or 
,/' ... ·: 

otherwise ) are 

pres the contract. 

15-204.16 INTEREST AND OTHER FINANCIAL. EXPENSES. This . item includes interest 

(however represented),_ bond discount ~ expenses, and the cost or financing and 

refinancing operations as well ~s legal ~d profe.ssional f•~s paid in connection 

. ':::'1. 
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with the preparation ot a· prospec\us, eoat ot preparat~~ IUld isauance of stock 
.: , .. , .. .' 

rights and expenses relatecl .. ·thereto. (See also 15-2~Jit,r· These costa are un• 
.. ._. ' .... :~~' 

allowable except tor interest assessed qy St•te or· l~~t.axin~·authorities ·under 

the conditions set forth in subparagraph ·1$-204.39. •••• 
' If 

J$ ... 204•17 LABOR RELATIONS, This item covers· expel\ses incurred~~~ satis~ 
. \ 

factory relations between the contractor and h18 ·einpior.•!•. It includes the cost 

of shop stewards, labor managan~nt committees, em.pl.oye • .-ptiblications ~d other 
. ·=1~·.-: ;:7 . 

. ·- ~· ~r t:l.. ... . 

related activities. Costs incurred tor th•se purposes ~e ~owable. 

~5-204.18 LOSSES ON OTHER CO~TRACTS. Thia·item coV.ra ~ ·exces~ of costs over 

~M~~ whether ~:JE~~~!.K~;;~ 
~~ply,~ rJlJearch and developaent or ot~ Costs ot tid; -;-t-;,r are not . A . 

allowable as a cost or performance ot the Government contract. 

1$-204.19 MAINTENANCE AND REPAIRS. 

a• Thi~ item includee.those costs necess~ tor the upkeep of property 
etherwise . . 

(ihcluding Goverment prOperty unleas/pro'4dM tor) whioh aeither ad~ t.o 'the per-

. manent value of the property nor ~preciabq. prolq• .l*f! intended lite but keeps 
·.' ;! ~J.<; 

it in an efficient operating. condition. These coats ~ ·:~oW&Qle• Expenditures . 
. ·.:: ;·. ,. 

for plant and equipment whi~h, according te gene~ ~,tPted accounting princi• 

plea, should be capitalized and subjected t• deprecia,~Oa\ will be aUowable only · 

on a depreciation basis. Cost ot 1n&intenance and rep~r,e ot excess facilities ana 

of idle facilities {other than reasonable standb, tacilitiee).are not.allowable. 

be Deferred maintenance is defined as maintenance and repairs whicl: .:'or 

some reason such aa abnormal operating conditiQDI or lack ot funds, ia delayed to 

a future period. The coat ot ~tenanc., and repairs which has been deferred fran 

a period prior to the contract is ~t- allowable unles·a ·specifically prOvided for 

1n the contract. Likewise, the estimated QOSt ot m~,~~ce and r,pairS norm~ 

required but not accompU:ahed during the period of the o~ntract will ·no1; be allowed 

as a cost unless specifi~~ provided for· in the contr~ct. 

1 
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±5-204.20 MANUFACTURING AND PRODUCTION ENGINEERING. Manufacturing and production 

engineering includes the cost of engineering activities in connection with (1) 

. current manufacturing proces~es such as motion and time study, methods analysis, 

job analysis, and tool design and improvement and (2) current production problems, 

such as materials analy~is for production suitability and component design for 

purposes o~ simplifying production. These costs are allowable • 

.!?-204. 21 ·MATERIALS AND SUPPLIES. 

a •. This item includes the net costs of such items as raw materials, 

parts, sub-assemblies, components 1 and manufacturing supplies, whether purchased 

outside or manufactured b,y the contractor, and may include such collateral items 

as inbound transportation .and intransit insurance. In computing materials costs .. 

consideration will be given to reasonable overruns, spoilage, or defective work 

(as to defective work, see paragraph 7-203.S(c)). These costs are allowable sub~ 

ject, however, to the provisions or subparagraphs b. through f. below. 

b. Costs or materials and supplies shall be sui tab:cy adjusted for 

applicable portions of incom~ and other credits. Such incame and.other credits 

include trade discounts, refunds, rebates and allowances, cash qiscounts available, 

credits for scrap and salvage and materials returned to vendors• Such discounts, 

rebates, allowances and credits, may be applied directly to the charges for 

materials involved or may be appor1;ioned through credits to ~rect costs. How

ever, where the· contractor ca~ demonstrate that failure to take cash discoUnts was 

due to circums.tances beyond his control, such lost discounts will be allowed. 

c ~ When materiaJ.~ are purchased. specifically for and identifiable 

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

be charged to the contract. 

d. If materials are issued from stock, any generally _recognized method 

or pricing such materials will be acceptable, proVided the method is consistently 

applied and the results obtained are equitable. WBePe mat.ezids 1ft e'bock a:t tae-
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· · COIJlJZleMemeat. dat.e of the -contract haw a pre~able replacement cos t sigllifieentq-

·ltigheF-than book J:Ost, tbe contractQr aDd the Oovemment mq, by C9Rtrect provision,_ 

~agree upon the use 4 a ~ethod of pfic1ng based upon the· taix valae of tbe materiti-s 

· as--et :the date of the contract, h't:lt Dot in excess ot replaceman.t oas'b on such date ... 

Suoh agzeeureRt shoij]:d_.~.clielttde identification at the types or kinds of materia~ 

involved and should: be tuade at the time the eeBtreet is e&teed into am:l pz•ovicie&-

e. Reasonable charges arising from difference between periodic pnysical 

inventor,y quantities and related material control records will be included in 

arriving at the cost ot materials, provided that such charges (1) do .not include 

''write-downs" of values, and (2) relate to the .period or p~rrormance or the con

tract. All credits arising from difterences.between periodic pqysical inventor,y 

quantities and related material control records shall be taken into account. 
. . 

r. Ordinarily sales or .. transfers of materials, services and supplies 

between plants, divisions, or organizations, Wlde.r ·a common control, shall be stated 

on the basis or cost to the transferor. In the case ot aqy item regularlY manu

factured and sold by any such transferor through commercial channels a departure 

·rrom this cost basis is permissible, provided that the price charged to the con

tract does not exceed the lower ot ·(l) the transferor's sales 'price to its most 

favored· customer for the same item in like quantity·, or (2) the prices ·of other 

suppliers tor the same or substantiallr similar items •. 

15-204.22 ·ORGANIZATION EXPENSES. Tbis item consi-sts .or eXpenditures in connection - . . 

with organization or reor,ganiz.ation ·of· a business • · Examples or such costs are in-
~~· . 

corporation fee, attor~qs fee, fees ~ p~oters and organizers and costs of . 1\ . 

raisirig capital. These costs are· unaJ.lowable. .(See paragraph lS-204.16)._ 

15-204. 23 OTHER BUSINESS: EXPENSES • Included 1n this 1 tem are such recurring ex

penses as registry and transfer charges resulting from changes in ownership ot 

securities issued by the· cont.ractor, cost of shareholders• meetings, proxy 

1 
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$olic~tations, preparation and publication of reports to shareholders 1 preparation 

and submission o.t required reports and torms·to taxing and other regulator,y bodies 

and incidental costs or directors and camnittee meetings. The above and similar 

costs are allowable when allocated on an equitable basis to all classes or work. 

15-204.24 OVERTIME, EXTRA PAY SHIFT AND MULTI-SHIFT PREMIUMS. 'l'ftie it• .cel'l~ 

. . . ·~l'hi.s .··it~m ~~n~.t~ ~of~~-)~i#~·:~rti(!n~·:f>:r overtimei- ·.• .~ n 

·· ·· :· , ..... extra pay shift :and mUlti:.:.snJ.tt:··pa~nts;·to:··.~ley~es. . . . . 

. . \~·. . ·. '.· ·1- :~::!:~::~: :::~:~:~::::~~· :;::~i:~;::~~i '1?1 ~ 
When d.ireot iabor eost is the base tor distribution.-./ 
or overhead. ·such p~emiums shall n t be · ino luded · 
therein. Cos't'O? such premi~~ on direct labor are · · 
.allowable only to the extent. ·expressly provided for 
in the contract or otherWise .. au~oriaed by the 
Governme~t. Cost" of such premiums. tor indirect labor 
is allowable without prior approval,,it reasonable. 
and the CO~t .i_s ~lloc.a.ted ·Oil ·a 'pro ·rata basii t0 OOul~ 
meroial as well as GOvernment work. See ASPR 12-102 
tor further information concerl;ling·the policy regarding 
such authorization. The amount of such .pre~ium ·cost 
charged on Government oontraots· sha~ equitable ·ln 
relation to the. amount or such premium costa charged 
on non-Government work being oonourrentiy performed 
in the Contractor'' a plant and· the factors which neces-

-\ ~£5:2:::::-,::;:;~r~~~=a:::::"r:atea t:'_~s~o:,~nses . \ 
/ ,~,s .0:0~~~ ... le~~in.g ·to the lssuahC!J~-o~. ·li~~~~ts;. oosti~'r~cf~!.~ed to . 
I B:~ar~P. ... t~~:: ~~·.· ~~; ooq~s .... b8o~saary~~ t6···:~~~ply :·With.~ 1ttvent"ion 
1 .. ~.so.losur~· p~p~!.~iq_ns.-· ot·. the•·::contra9~~: f;~.nie.; .o-o·~·t~· ·6r:·.:~~~r<,hing 

~·-. .r~ ~~e art :in. ~-r.~er .~~· m~k~. in~n~i~o~·. #'so~o&ure:ff, ~d- ·dt''.:Preparing 
;;·~), ·:.: ~sclosur~s · ~~· P.t~ repo~'t:i;·~:~·~a~.·; r:~q~~.fea· .. b'Y:~e ·.~·c:;~n~rao~ are 

t . ~ll.owable. ·:~h~.,~9s~ -ot .. p·re·pariiig :~s~;gmnent: ~d'joth.e~;-;papers · 
[ · ~n connection with the~·filing··of' a· patent applioa~ion:.Q.y ·tb.e:.:.:: 

··>··l ~ · · .. ·~Government~ an~.;.any ··otherj·euG·h .oos~s ... ar~ .. ~llawabteJ-'~tioil:.->t!le: .. J 

·.·. i \\ 'Jt;:::;~~h:~~~!:i~;!:~ev!~k~~:~!:~~~~~i;~2~:~:::s~, - . 
·.,·: \.~' .(SeE;S .a.l~Jo :pararrra-mh.:·l5•204 --. S6' ·.!' ~. ·· ··· · ::·~.~:···~ ·.t.;.~~.,:·:;~.:··, ... , .:- ~: ..... ~· ... :.~. ~ ···. 

• . Q 1:'~·-- ·-· •.. _ ..... !. .. _ .• J.•.- .............. ., .............. - ' . ······ 
".Lj(,G111.4VU v,.; . .,.._,.·....,vvv "V.Ai ·· \iAi~·G\1 ·pcs~~nu8 .. J.1.c·ao~& 1i0 COD'tr&C't '})rOQUQlla u.a.- l'"' v-

assignment and other papers in connection 

e· Qovernment, and arq expenses 

All other-

•': 

.. -~· .... ~.~ .. .;.:,·:·:_..·.·.·-·-_.,, .... · 
····'1. 

I 

·":· 
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~where the Gow'1WaRt has a ljcense or the P:ight to ft•ee use thexeof,. are

tlml1"iowable nnl ea-s e'bherwiee proftdea 1A the contraot~ 'fhe cost ot t esea cl\ and 

lS-204.26 PENSION PLANS. 

a. A pension .Plan as used herein is a plan which is established and 

maintained by a contractor p~ to pro~de s.ystamatically for the p~ent of 

defini tel.y determinable benefits to his employees over a period of years 1 usually' 

for life, after retirement. Such a plan may include disability, withdrawal, in· 

surance or survivorship benefits incidental and directly related to the pension 

benefits. Such benefits generally are measured qy, and bas~ on, such factors as 

years of service and compensation received by the employees. The determination of 

the amount o£ pension beneti ts and the contributions to provide· such benefits are 

not dependent upon pro.ti ts. Beneti ts are not definitely determinable if funds 

·arising from .forfeitures on tennination or services or other reason ~ be used to 

provide increased benefits tor the remaining participants instead or being used to 

reduce the amolD'lt ot contributions by the employer. A plan designed to pro'Vide · 

benefits for emplo,yees or their beneficiaries to be paid upon retirement or·over a 

·period or years after retirement will be considered a pension plan) it, under the 

plan, either the benefits payable to the employee or the required contributions 

by the contractor can be determined actuarlally. (Retirement plans which are based 

on profit-sharing shall be subject to paragraph l$-204.6e). 

b. Pension plans which are subject to the approval ot the Internal 

Revenue Service must have been so approved prior to consideration by the Military 

DepartmentJ however, approval of the plan by the Internal ttevenue Service does not 

necessarily assure the allowance ot the costs or such plan by the Military Depart

ment. Consideration of a plan and the method ot determination of cost thereof will 

be the re.sponsibility ot the Department to which audit cognizance is assigned and 

the subsequent action. taken ~ that Department will genera~ be accepted b.1 the 
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ather Departments. Where pension and retirement plans of non-profit or other tax 

exempt organizations are not required to be·reviewed and approved by the Internal 

_ Revenue Service 1 it will be the responsibility of the Department to which audit 

cognizance is assigned to give consideration to the acceptability. of such plans • 

c. The costs of a pension plan appr~ved by the Militazy Department con

cerned, to the extent such costs are claimed and deductible· for income tax purposes 

(or are determined to be reasonable in the case of_non-profit or tax exempt organi

zations) 1 are allowable except as otherwise determined unallowable under this 

paragraph. Such costs m~ include excess contributions to the 
. ;:::.~~.I fir 

extent such contributions are claimed and allowed foljJ tax purposes in the current 

taxable period. In cases where the Internal Revenue Service withdraws approval of 

a plan, an appropriate adjustment of contract cost will be made for contributions 

disallowed for tax purposes which previously had been allocated to and allowed as 

contract costs. 

d. In determining the net costs allocable to militar,y contracts, con

sideration will be given4to the possibility of future abnormal termination credits 

or gains and the effect such credits or gains would have upon current costs. These 

termination credit~ or gains will arise with respect to ·individuals for whom current 

costs are being incurred by the contractor but whose empl~ent will terminate 

before they acquire a vested right to the benefits purchased or funded by current · 

costs. Hhen such credits or gains are foreseeable and thei~· worth can be evaluated 

with reasonable accurac.y, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 

can be accomplished either by discounting the current costs otherwise allocable or 

by obtaining realistic re.cognition in the actuary's calculation of current costs 

so that the current costs do, in fact, refle_ct the discount for the abnormal ter-

mination credits or gains which are a~ticip~~ed• However, most often S\1Ch abnormal 

credits or gains, it foreseeable at all, are not susceptible of being evaiuated at 
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the time of contracting because neither the timing nor the s~verity of the termina

tion actions will be known. Under these circumstances, the Government's interest 

in such abnormal credits· or ga~s will be prese:r;-ved for retrospective evaluation 

- and accounting.· If a contractor has but one or relatively few Govermnent Contracts, 

an appropriate contractual provision m~ be ·~sed to pr· serve t~e . Gove.rnmen~' s _in:_ A .A . 

' k ~.....v CCMti~~ ~~~~~~· 
terest~ provid~~~ retr~pective ~ceo t~. In other clBes, where a con" ~ 
tractor is not limited to one or few Government contracts or there is reasonable 

.probabUity he .will receive follow-on contracts, a separate contractual "side'' 

agreement will be negotiated. having application to all pension costs allowed under 

contracts with the particular contractor and provide for an accounting of abnor.mal 

credits or gains, as that term is defined in the agreement, arising by rea.son of a 

cutback or cessation or Government contract·work. 

~ ~ The afl~ity ot costs or lump·sum purchases of annuities or of 

lump sum cas~ made~ pension benefits for retiring or retired 
ll 

amplo.yees other than incurred under approved pension plans will be subject to 

consideration on an individual ~ase basis. 

lS-204.27 PLANT PROTECTION EXPENSES. This item includes t~e cost of wages, uni

forms and equipment or personnel .engaged in plant protection, supplies, depreciation 

on plant protection c~pital assets., and n.ecessa.ry expenses to comply with military 

security requirements. These costs are allowable. 

15-204.28 PRECONTRACT COSTS. Precontract costs are those which are incurred prior 

to the effective dat·e of the con~ract and which would have been allowable thereunder 

if' incurred af'ter such date~· S\lch costs will not be allowed ·unless specifically 

se~ ferth in the contract. end llltlf ~~teE! 'bo a perietl et time M veU as te :th1i 

15-204.29 PROFESSIONAL SERVICES - .. LmAL, ACCOUNTING,ENGINBERING AND OTHER. 

a. nus item includes the cost of professional services rendered ·by 

the members ot the particular profession sepa~tely engaged.· These costs generally· 
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rable when reasonable in relation to the services rendered and are not 

1t upon recrNery of the costs from the Government. 

b. Factors to be considere(i (among others) in detennining the allowa-

~ costs in a particular case are: , (l) past pattern or such costs, partie• 

1 the rears prior to the award or Government contracts; ( 2) the impact of 

1t contracts on the contractor's business; (3) the nature and scope of 

11 services expected of the c ontractor1 s own organization; and C 4) whether 

te proportion or Government work to the contractor's total business is 

~o influence the contractor in favor of incurring the cost, particularl1 

! aerr.i.ces rendered are not of a continuing nature and ha~e little Nla-

to work under Government contracts. Retainer. fees to be allowable ;mUst 

l&blf supported by evidence of services rendered. 

c. Th~ .c_<:)sts. of. l~ge:l·,· ·acoo~~ing .. B:nd ·aonsulting services 
·:and.:relat,ci expenses inom-r·e_d. · ~t{'c.onP.eot~~:_.w~_~h:-'organization and 
.l'ebrg~ization~ defense of. anti~t!V.st:. s~it"s ,. ~d:'the prosecution 

··.of el:~~s:. against th~ Governroe:p.·t:·ar~.:~all.owa))le~ · .. The. oos.ts of 
· l~gal~ 'agco\mting. and :cons'lil ting··_serYJ:cEt~··an:d·.;:·r:6lated ·expenses 

inourred 'in connection with· pate.nt ·infringe~ent. li tig~tion ·are 
unallowable ·unless otherwis~ pz:o:vjd~d i:ri. jth~· oc?~1f_ract_. 11

. ·· 

' •• 1 ... ~ ~ '._· ... ·: .= •·• ' : .. : ···: : •.. ~ ~· .•. ~· ·:: ~ -· 

l 
~ PROFITS AND LOSSES ON DISPOSITION OF PLANT, EQUIPMENT OR OTHER CAPITAL 

Included herein are gains or losses · ot any nature arising from the sale or 

at plant, equipment, or other capital assets,· including sale or exchange 

rt short or long term investments. Profits or losses on sale ~r. exchange 

al assets. including investments, wUl be excl.~ecSin computing contract 

! RECONVERSION EXPENSES. Reconversion expenses are tbo~e. incurred in the 

-ion ot the contractor's facilities to approximately the same. peysical 

.ent and condition existing immediately prior to canmencement ot the mUi• 

.~t work an't include the cost of removal of GOVernment proper'ty. Recon

expenses are not al1owable except that the cost ot removing Gover:nment 

· and the restoration costs caus•d by such removal are allowable it speciti-. . 

·ovicled ·for in the contract. 
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l$:..204.32 RECRUITING EXPENSE. ·This item includes the costs ot "help wanted." adver-

tising and tbe operating costs ot an employment ottice necessar, to secure and 

· maintain an adeque.te ~~her includes the costs or operating an 

~monal ed aptitud" testing program, travel expenses of employees while engaged 

in recruiting persamel, and travel expenses of applicants tor interviews for pro

spective employment. These costs are allowable. Where the contractor uses private 

employment agencies, costa not in excess ot standard commercial rates tor such 

services are also allowable.. Costa ot special be.nefits. or emoluments offered to 

prospective employees beyond the standard practices in the industr,y are not allowable. 

15-204.33 RENTALS ·OF PLANT AND ·EQUIPMENT. (Including sale and leas.eback of facili

ties.) This item includes expenses for (1) use ot land, buildings, and equipment 

or other personal property, and (2) rental expenses under sale and ·lease-back 

agreements incUrred by contractors through sale ot plant facilities to investment . 
organiza~ions (such as insurance companies) or to private investors and conc~rently 

leasing back the same facilities.· 

a. Rentals or plant and equipment under (l) above are allowable if the 

rates are reasonable in light ot the type, condition and value or the facilities 

leased, options avai~~!.~~rttu;r provisio~r~ ~~~ 

~~~lease-back agreements under (2) above 
- ~ . 

are allowable only to the ext.ent that such rentals do not excee~.J10rmal costs (such 
. - ~,fw~~. 

as depreciation,.:· taxes 1 insurance and maintenance expenses)~ ihich would have been 

incurred had the contractor retained.legal title to the facilities. 

15-204.34 RESEARCH AND DEVEI~OP1€NT. Research and development expenses (sometimes 

referred to as general engineering expenses) tor the purpose or contract costing 

are divided. into. two major· ca~gories 1 namely: 

a. General research, also referred to as basic. res~arch, fundamental 

research, pure research and blue-s~ research. 
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b. Related reseatch or deve'lopment1 alSo referred to as applied research, 

product research and product line research. 

\ 

~~(i) ·General: research' .is that type tit re-~-~aroh; .whioh 
is. dir~ot~d towards_ in~reas~ ot lalowledge · in' -s.oienoe.--·~ It 
is reae.aroh where the primary-- aim ot· ·the investigator is 
a full~r knowledge or _underatan~ing of the· subject under 
study,_ rather. than a practical application ·thereof'. 'The 
oost ot. Independent ~(Jener_al Researoh (t.hat whioh is ·not 
sponsore.d by a ~ontr9:et · ~r grant ~r ~,o'i;her arrangement) · 

_ s_hall_ be. all~ed to t~e ex.t~~t ·speo.ifioa-lly provided in 
the contract.·· · 

. .· _ (B) .. Ge~erally~ th~· ~~traoto~ shall be ,required 
to di ~clos~ 'tc? the Govermnent the purposes 8l1d :results 
of such independent ,general research. . · · · ·. 

: . · .tn :sp,()_ial:iY,:: ~F,oii;.d:ing =··-~~~~;¥.·::_-~-~:-ti_i~:~~!i~a~~~sh~i 1- ·be .gi ~n · . 
. ·:-\\ · ... ~o .. ~~e. _}'o~~o~"1.~g ·~7~?-.tors·~·:#.~~~ -~-~~~~r.~·;t· ··>·~~·::~T·::~.:~;;~~{-.:: :_:_·-:,_·: ... ::~ > _:·: _--_, ._~<-<·.: .:: ·' · \·-

, '·_... ·' ~~ ~, ::~~~~l~t~~:d ~;~~!!! ~gf i::~: . , ~:.~~h~~1~ :•; 8 
·' ~~p~~~n~ ~. ·_. ·• ·. · 

·. ,._: .. ,::. ~'()··~ ·_, 'The tiap~bili tY . of -the: coritraotor in'' tl:}.~ .:p~~-t~~p.iu. ··:~e~e~roh ' 
field. · 

. : •·· o ~ .. Bef!:~~i ~~ whicl:l ~e.y_ .ao~~ ~o .. ~e }lq:~~~~:~e~~· ·. :-: . ;<:·. __ -.-:. :_ .. ~. :. 
· ~ 'd.-·_ ·Com.par~s.on of. s1.~~ ._~9.:. 9~-~t .ot'.,.·~~~~~~-~o:t"!:s p;en-9~'!.-:Y~~rs' 

· _ ... : · ·: £e.searoh programs.·.- ·- · · . ··· .. ·- .. : -..... ..; .. _/ ... .-:i: : .• ~. ~- · -, . :·.·. 

· ·· · :·e.-·. The- :ptoportion ':oi'::tbe -qq~~e~~-·.'b~s~~a~;··to .. the :cont~actor's 

J 

·.· ·· · ~ .~. ·. · totat business.'*.·. . ~ .· .. - ·. ~··, .. · ;~ ... 4., • 4:~~ J_ :· ...• : ... · 

develo~~t '. • . . . spon$o~d ~ a ~~nt;act. o~ grant or ~uise 
r~ ( ) may 1 it allocated on the basis of all production.. be 

allowed as a cost under any cost type production contract it the research ie re
lated to the contract product or pr·oduct line. No portion ot such research wUl be 

allowable under cost-t,ype researCh and development contracts. 

c. Independent research projects wUl absorb their· appropriate Share ot 

·the indirect expe."lSes ot the department where ·the research work is pertormecl. 

J 

~--·.-' · -~ .-·- ;i d~ ·::.::ftese·ar-oh. ~(}~ ~-:::10: ::~-t:~"~t.a._ ·~( a~~~- -!'t . . ~he nature, which_.,ere 
aan•t 1. ) \.IDyQ r-8" . costs - ··- ":'1 'di .. r t ~-.' ~;a. a. l.Ze, ·d· l'·e·g·ar'_dl· .- - ... -;cl' .. ~--~ •'!•". __ · -~-. ~o·.a.u_ .. ·n"'_ ~~~·.no~ .. ,.·ts ·- ' ·esa o.~. -·the'·..W.tur·· ... -.-. - ... ..,..- . o "'"~"" ~. 

: . :in ··.aocounting·.- pe'· ':r.a'i...;.tt_·: ' .• ;. ' . ·- ·.,...~•i. '-~ ~hi~-li w!-«{~triolirred 
11 - .&.vUJJ prJ.or ·to ·th ·· ·- .. ,. · .. ~ ·· ,, .. - ·· ·· · 

· _ ·, __ Jn -it~·'1oontract --.1-1· .. 1· ,~~t ·b··· .J:,
1
. -1~~-.:~~~~ -~!. ~ . .P~ioular' -unl ~ - .u.u· 8 . a ·o • d ~...;;; -. ' ' -~. ,.· -. 

r . .: ·es.s :.al:lovia.ble ·::a:8·.·--p·r .:>·, .. t . -.· .-.:: ., ~!~$- ., .. ~--:.that· .qo~t·raot .. 
, . , ..... ·. . e o_on r~o~ _.·~~~ts .. ·(~~~-~~-~~·~~~~~.204._28)." 

..... ----~--- ..• ...........,.__._ .... -.!..._ ... •·· 



~~~'· ' :-'This item ·?~vera amou~~~ pil.id or P,a~bf; i'1~~the right to use 
. ~atent~, or,.·i~enti·ona: .•. ::·:~ere· the .. ·.u~·a·.!:or such .a pate:qt or 
'.J.nvent~on. 1.s neoetfS'e.ry ·tor··· :the ··prope:r .:p~rformal1:oe of .. the con- J 
~~a~~h:dr~::~e t:n!:~:~::n:~:e:! :~\:!~::~n~a:e a r!~~~::s, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to oontraot produots or processes are · 
allQ!able to the extent GpTtBflx oroViclecl for eleevhere 1n the 
contract or otherwise autho:rised by the contracting othcer. 
Chal-gee tor the use of patents, where the Government haa a · 

I 
license .or .the right to free use of. the patent.·. are unall .. ovable. f;.>~C:,J 
Charges for the use of patents where a patent baa been adjudi- ~ · · 
cated to be invalid are unallowable unless otherwiae proVided I 

pro, in the contract ... (!!!!!• fh1s provision; ·~upon··reconeideration by .;. 
the ASPR Committee, was changed from the manner 1n which it 1s 

otti, , shown in the minutes ot the .6 Dec. 1955 meeting (which 4.re conect) 
to the form ahown above.) 

15-204.-'o ot.;.ttv.i.u.l!i NUJ ~.:>·.nuwa·l·J.uri J!&Ai'~J:,.-;). uu.~t ~~I& ,.u.., ... \& ___ ~- __ .. ~ :··.r.,-· 

vicing the product insta~ation, and trainin~rsonnel in the use, maintenance and 

operation of the product. Such costs are allowable. 

1S-204o37 . SEVERANCE PAY. · Severance pay, also commonly ref' erred to as dismissal 

wages, is a payment in addition to regular salaries and wages 1 by contractors to 

workers whose employment is being terminated. 

The cost of severance pay is allowable onJ¥ to the extent that,. in each 

case, it is required by (1) law, (2) employer-employee agreements, {3) established 

policy that constitutes, in effect, an implicit agreement on the oontrac_tor's part, 

or (4) the circumstances ot the p~ticular empl01J11ent. 

For contract costing purposes severance P•1 is divided into two cate-

gories as follows: 

a. Honnal 'l'urn~ver Severance P!f• The cost ot severanet paymenta ia 

allowable and. must be allocated to all clas sea of work being performed in the 

contractor's plant at the time ot p~ent. ·However, where the contractor provides 

tor accrual of pay tor normal severances such method will be acceptable it the 

amount of the accrual is reasonable in light ot payments actua.l.l1' made for normal 

severances over a representative paat period. 

b. Mass ~everance Pa,y. The cost ot abnormal or mass severan~e ptq 

actually made upon cessation ot work when there is no reasonable prospect ot 

~~~~~~~··~'' 
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cC>ntinUing employment on other work ot the contractor is allowable. . The amount 

~lowable shall be determined bf assigning the total cost of actual mass severance 

payments to the entire period ot employment w:l. th the contl'actor and equi tabq appor

~ioning such cost to aU business ot the contractor perfomed during that period. 

A reservation in the final release ot claims (See ASPR 7~203 .4.) mq be 

:ude in the case ot completed coat-reimbursement t7pe contracts when it is . reason

-.ble to assume that· severance pq allocable to the contract w1ll be made in the " 
.· ~~~ 
ruture. . . . . ~/(/~ 
l$-204.38 SPECIAL TOOLING. The term "special tooling~ans property of auch .~ 
$pecialized nature that its use, without substantial modification or alteration, is 

~ted to the production ot the particular supplies or to the performance ot the 

particular services tor which acquired or furnished. It includes, but is not 

limited to, jigs, dies, fixtures, molds, patterns, special tapa, special gauges, 

~d special test equipment. The cost ot special tooling, when acquired tor and 

its usefulness is llmited to government contracts, is allowable and will be charged 

¥rectlr to the government contracts. When such special toolina is acquired it 

shall be subject to the provisions ot the contract clause set forth in ASPR 13-SOJ 
I 

~ntitled, "Government PropertJ""• 

l$-204.39 ~· Taxes are charges levied by a government unit. l'he7 do not in

clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
'4 

coJ\tractor is required to pa;y and which u-e paid or accrued in· accordance with 

generalJ.7 accepted accounting principl~ are allowable, except for (l) Federal 

income and excess profits taxes; (2) taxes in Qonnection with financing, retinancinl 

or refunding operations (see paragraph lS-204.16) J (.3) taxes frau which exemptions 

: are available to the contractor ~ or available to the contractor based on 

"'·:m exemption af'forded the Government; ancl (4) special assessments on land which 

represent capital improvements. 
II 

•' goept when \he OODt.rac\!QI 
ottioer deteralnea t.bat \be 
ac!aWet.ra\in lalrdeD 1no1dea\ 
t,o obtalnlng \he u~loa 
CMtt.velgha t.he oorreepondlDc 
Mneti t.s accru1n£ t.o \be 
Dona au-' ' 
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~ ' ' b. Taxes otherwise allowable· under a. above 1 but which may be illegally 

or erroneously assessed may be allowed as a cost of work performed, provided that 

the contractor, prior to payment of ~uch taxes, (l) promptly requests instructions 

from the contracting officer concerning such taxes; (2) agrees to comply with such 

instructions; and {3) if' s.o directed by the contracting officer also agrees to take 

all necessary action in cooperation with and for the benefit of the Government, to 

'determine the legality' of such assessment or, as the case may be, to secure a rerun 

of such taxes and any interest of penalties thereon. Interest and penalties incurr 

b,y a contractor by reason of the nonp~ent at a~ tax at the direction o! the con-

tracting officer, shall be allowable as a cost. Reasonable expenses of any pro

ceeding instituted b,y the contractor at the direction of the co~tracting of£icer 

to dete~e the legality of' such an assessment or to secure a refund of such 

taxes, interest or penalties for the benefit of the Government, shall also be 

allowable as costs. 

c. ~ refund of taxes, penalties or interest thereon shall be credited 

to contract costs in the propo~ion in which contract costs absorbed the costs of 

taxes, interest or penalties. If at the time the refund is received b.Y the con-

tractor, no defense contracts are being perfor.med, the amount otherwise to be 
. . . . 

credited to centract costs shall be. paid directly to the Government. 

15-204o40 · TRADE, BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITIES. 

a. Memberships. This item includes costs ot membership in trade, busi-

ness, technical and professional organizations and such costs are allowablee 

b. Subscriptions. This item includes the cost or subscriptions to 

trade, business, professional., or technical periodicals. · Su~h costs are ~owable. 

c. Meetings and Conferences. Expenses representing the purchase ot 

meals, transportation, rental of facilities f'or meetings, and costs incidental 

thereto, when the primary' purpose or the incurrence or such expenses is the dis

seminatio~ or t~chnical infor.mation or the stimulation ot production, are allowable. 
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·15-204.41 TRAINING EXPENSES. 

a·. This item includes the costs of preparing and maintaining a program 

ot instruction designed to increase the over-all effectiveness of emplo,yee~. In

cluded are the costs of the d~rector or training and starr, tr~ng materials 

and text books when the training program. is controlled by the contra~tor, and tui

. tio~, tees, ~raining materials and text books when the training 1_. in educational 

institutions. 

b. Such costs which are limited to on the job training are allowable 

when properly allocated. 

c. Costs ot training in educational institutions are not allowable 1 

except. to the extent specifically provided in the contract. 

15-204.42 TRANSPORTATION EXPENSES. Transportation expenses include the cost of 

freightJ ex.pressJ cartage and postage relating either to goods purcha~ed~ in 

prqcess, or delivered. 

When such cost~ can readily be identified with the. items involved, they 

may be direct ~osted or added to the cost of such items. (See paragraph 1$-204.21) 

Where identification with the materials received cannot readily be made, inbOund 

transportation expense may be charged to the appropriate indirect expense accounts, 

provided th~ contractor follows a consistent proced~i.Jl t~s respect. Outbound 

freight, if reimbursable under the terms of the contract, should be treated as 

direct charges. 

lS-204.4.3 TRAVEL EXPENSES. This includes costs or transporta~iQn, lodging, sub ... 

sistence and ~cidental expenses incurred b,y contractor personnel 1n a travel 

status while on official camp~ business. 

a. .Travel expenses incurred. in 'the normal course ·Of· o~r-all adminis

tration of the business and applicable to the entire business are allowable when 
' . 
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b. Travel expenses directly attributable to ,cont,ract performance m~ 

be charged to the contract in accordance with the principle of direct costing. 

c. Subsistence and lodging including tips or similar incidental ex-

penses may be reimbursed either on an actual or per di~ basis. The basis selected 

should be consistently followed. 

d. Entertainment expenses are not allowable. 

e. Costs of personnel movement ot a special or ~s nature are allow-

able only when authorized or approved in writing qy·the _Contracting Officer. 
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15-204.2 (aa) 

ASPR Case· 53-44 
8/15/56 

Traininr·· ~"1cl. Educational Costs. 
-------~ ··--- ( 1) Costs .of 

preyaration and ~aintenance of a progran of instruction at non-

college level, designed to increase the vocational effectiveness 

of bona fide employees, including training materials, textbooks, 

salaries or vraces of trainees during re;;-ular working hours, and 

(i) salaries of the director of trainD1g and staff 

'\vhen the traj_ning prozra1l is conducted l1y the 

contrc.ctor; or 

(ii) t1.:.ition and fees Hhen the tra:i.ning is in an 

institd:.ion not o~1ertteC: by the contractor; 

Q.re allouable. 

(2) Costs of part-time technical, er1cineerinz c-.. L"'1c: scie~1tific 

education, r.t an unc:er-:_:rt?,duate or )Ost.-~raduate collee;e level, 

related to ·che job reqnirer:ents of bona fide em)lo~rees, including 

only. 

( . ~ ~~ 

(ii) 

(iii) 

(iv) 

trainine:; materiais; 

textbooks; 

fees charg~d by the educational inst:i.t~~tion; 

straiGht-time comvensation of each employee for 

time spent attending cla.sses du.rins; workinz hours 

not in excess of 156 hours per :rear vrhere circum-

st211ces do not l_')ermit the operati:-n of classes or 

attenc~.=-.nce at classes after rec,t,_lar 1-:orl-:in~:. hours; 

and 

T.:-i.B 1~ 
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(v) (A) tuition chc:.rged by the educationc-.1 institt".tion; or 

(B) in lieu of tuition, instructors' salaries and 

the related share ·or indirect cost of the educa-

tional instit 1.~.tion, to the e~:tent ·::.h2..t the si.un 

thereof is not in e::c;ess of the t.nition l;rhich 

would have been ~;aid ·to the participc.tinG 

educational instit;__,_tion; 

are allowable. 

( ~) Costs of tuition, fees, training materials a.'"ld te:h'tbooks 

(but not subsistence, salary, or any. other emoltunents) in connection 

with full-time scientific and enc;ineering educc?::~.ion at a post-

c;r2~duate (but not ·under-graduate) college level related to the job 

require:~1ents of bona fide ernplo:-:.rees for a total period not to 

In vnust,_al c·ases lJhcl"·e rcc1uired b~r r.:ilitary teclmolo~:r, the period 

rent2.l, on f~.cilitics ovncd or lecsed b3r the contractor lor trr.i.L1inc; 

pur:?oses are allmiable to the e:;~ent set forth in Od, (c) and ( t) 

(5) Grants to education~l or tr~inin: institutions, including 

the donation of facilities or other properties, scholarships or 

fellowships, are considered contributions (see ASPR 15-204.3(c)). 

2 TAB A 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations .. 

15-200 Scope of Part. This Part sets forth principles and standards for the 
determina.tion and allowance of costs in connection with cost-reimbursement 
type contracts and cost-~eimbursement type subcontracts thereunder for pro
curement of supplies, services, and research and development work, with con
tractors or subcontractors other than such contracts and subcontracts to 
which Parts 3, 4, Or 7 apply, 

15-201 Basic Considerations. 

15~20lel. Composition of Total Cost. The total cost of a cost~reimbursement 
~pe contract is (1) the allowable direct costs, plus (ii) the allocable por
tion of allowable indirect costs, less (iii) a~ applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include {i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) sig
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth· 
.in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. · 

15-201~3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to a~ allowed cost shall be credited to the Government either as a reduction 
_in. contract cost or by a cash refund, as appropriate. 

15-202 ~irect Costs. 

15-202"1 General. Items of cost which are readily identifiable with (i) a 
cor1tract, or (ii) other work of the contractor, 6hould be charged directly to 
the contract or other work. with which identified. This principle ~ be 
applied to items of cost, such a5 freight, travel, communications, and en
gine~ring services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs;,. 
may be treated as indirect costs. Each elemen~ of direct cost is subject to 
the limitations of this Part a_s to allowability. 

15-202o2 Direct Material Costs. Direct material costs include the cost of raw 
materials, purchased items, and items supplied from stock, which are directly 
incorporated into or attached to the end product or which are directly con
sumed or expendP.d in the performance of a contract. 

l5-202o3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifical~ identifiable with and properly· chargeable direct~ to the per
formal~e of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
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Direct labor costs m~ also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac
tice or the contractor to treat these items as a part of direct labor costs 

lS-202.4 other Direct Costs. Other items or cost may, in particular cases, 
be charged directlY to the contract where the contractor demonstrates that 
they are specificallY related to the performance of the contract. When, 

. ·however, items ordinariq chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work or the contractor must be eliminated fram indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

l$-203.1 General. (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 1$-202, should be. accumulated for accounting purposes b,y 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the.limitations of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect_costs in an equitable manner. ·The 
method used in connection with Government.contracts shall, in order to be 
acceptable, conform with generallY accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistentlY, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i} any substantial difference occurs between the cost patterns 
or work under the contract and other work of the contrac
tor; or 

(ii) aey significant change occurs in the nature of the business, 
the extent of. subcontracting, fixed asset improvement 
programs, the inventories, the volume ot sales, the 
volume of production, manufacturing processes, the con
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR l$-203.2 through 
lS-203.5. . 

(c) The base period for allocation o£ indirect costs is the period 
during which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficientlY long to avoid in• 
equiiies in the allocation or costs, but nor.ma~ no longer than a yeare 
When the contract is performed over an extended period ot time, as many such 
base periods will be used as will be required to represent the period of 
contract perfor.mance • 

. 15-203.2 Indirect Manufacturing and Production Costs. Indirect manufac
turing and production costs consist of items or cost which are attributable 

2 
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t~ the manufactUring and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a ·time basis, such as direct labor man
hours or machine-hours, is a method which gener~ produces accurae.y and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiwns for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers ma,y be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish
ment of cos~ centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 Indirect .. Engineering Costs. Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en
gineering costs may arise may include product design, tool design, experimental 
development, manufacturing and production development, layout of production 
·lines, determination of machine methods, and related blueprinting and d.ra.f'ting • 
. Indirect engineering costs shall be allocated to.the benefited contract and 
other work. or the contractor (see ASPR 1S-204.2(v)(4)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pay shift, and multi-shift work), or some other 
equitable basis. 

lS-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the·contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Gene~, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR 1S-204.2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and ct.her beneficj.al services, and which 
are for purposes such as application and ad&ptation o! the contractor's pro
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is d~monstrated. Such costs shall be allocated to the 

·contractor's co:mmerc:i.al work and its individ·,,;.:.l Government. cor..t.racts on an 
equitable basis. Be~ause of the special prcblems tho.t a.:r.ise j_!l, this area, the 
contractor shottld identifY in its recorqs, by m~ans of sub-accounts or otherwise 
the items of selling and distribut·ion cost con.sidered properly allocable to · 
Government. contracts. 

15-203.5 General and AdmL~istrative Costs. General and administrative costs 
consist of items of cost attribUtable to the·over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work ef 
the contractor, using ~ recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factor.y overhead, and other 
factor,y production costs exclusive of direct materials); 

(iii) factor, input costs (processing costs plus direct material); 
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'· :· .:(iv:) cost of ~-- . !a c Clll'q)leted; 

\v) cost of sales; and 

(Vi) sales {where -no more satisfactory method is available). 

15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention aQ1 particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether cr 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 items. 

15-204.2 Costs Allowatle.in Whole or in Part. 

(a) Advertising Costs. Advertising cos.ts include the cost of ad
vertising media and co:oliary administrative costs. Advertising media include 
maga.zines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertlsing, dealer cards and window displays, conventions, 
exhibits, free goods a,d samples, and sales literature. The following adver
tising coets are allowable: 

(i) ad"f8rtising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is ?laced in journals which are valuable r·or 
the dissemination of technical information within the con
tractor's industr,y; and 

(ii) help wanted advertising,. as set forth in (t) below. 

All ather advertising costs are unal:.owableo 

(b) Bidding Costs. Biddilg costs are the costs of preparing bids 
or proposals on potential Government and non-Gover~ent contracts or projects, 
incluqing the development of engmee1ing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounti~~ 
period of both successful and unsucctssful bids and proposals no~ally shall 
be treated as indirect costs and allJcated eurrently to all business of the 
contractor, in which event no biddi~ costs of past accounting periods shall 
be allocable in the current period ~o the Government c~ntract; however, the 
contractor 1 s established practice ~y be to treat bidding costs by some 
a.ther recognized method. Regardles: o! the method used, the results obtained 
may bs accepted only if found to bereasonable and equitable. 

(c) Civil Defense Costs. Ci. vil defense costs are those incurred 
in planning for, and the protection of li.t'e and pmperty against, the poosible 
effects of en~ attacko Heasonab4 oost. of ci?il defense measures (in
cluding costs in excess of normal }iant protection costs, first-aid tMining 
and supplies, fire fighting trainit~ aad e~uipmeftt, posting of additioftal 
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. exit notices and directions, and other approved civil defense measures) under
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the cont:ractor. . Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f) below. Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowableo (Sea {e) below). 

(d) Compensation for Personal Services. (1) Compensation is 
allowable subject to the specific limitations se·t, forth hereunder~ The term 
"compensation" includes all amounts paid or set aside, such as pension, re
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here
under, the total compensation of.an individual may be questioned and the 
amount allowed may be limited; and in connection therewith, consideration 
will be given to the relation of the total compensation to the services 
rendered. Compensation to sole proprietors or partners, however, is allowable 
only to the extent specifically provided for in the contract. 

(2) Generally, the amount of compensation established b.Y the 
contractor will be considered commensurate with the services rendered. How
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes ·Where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

r committed to acquire a substantial financial interest in the contractor's 
organization; or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government.contraets when related to 
the contractor's total business is such as to influence the amount of com
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted. to employees is not allowable as an item of cost. 

(4) Subject to the provisinns of (5) below, bonuses to em
ployees, such as production incentives and suggestion or safety awards, rep
resent a part of their total compensation and are allowable when appropriate]¥ 
allocated, if they are: 

{i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services· are rendered or. pursuant to an established 
plan consistently followed b,y the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for current services actually rendered by 
employees. 

5/ 
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(iv) Available.to all employees of the contractor· or to 
all employees within a group or salary classifica
tion whieh is ~ot unreasonably restricted. . 

(v) Allowable as an ordinary or necessary business ex
pense for tax purposes. 

(vi) Not restricted to offieer or other empla,iee stock
holders or are not distributed on the basis of stock
holdings. 

· (S) Profit Sharing Plans. 

(i) As used herein profit sharing is construed to be aqr 
plan (immediate or deferred-regardless of method or 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in a.rsy 
manner measured b,y dependent upon or contingent upon 
profit. · 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable it the plans meet the criteria 
set forth in (4) above. 

(B) Employer contributions incurred under deferred· 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
it the plans meet the reqUirements of the applic
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue-Service. 

( 6) Stock Bonus Plans. Stock bonuses which are not disallowed 
by the provisi,ns of (5) above are acceptable as a fonn of compensation, and 
the costs thereof are allowable· subject to all conditions pertinent under sub
paragraph (4) above and meet the folloWing requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a sound 
basis. 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordina~ be allowed unless 
it can be demonstrated that there exists a bona fide 
ams-length agreement and the values ascr~bed to such 
stock are fair and reasonable. 
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(iv) Claims for accruals of' compensation under a stock· 
bonus arrangement prior to acquisition or stock by 
employees will not be allowable unlea s arrangements 
are .made for appropriate credit adjustment or costs 
in the event such stock is not acquired by employees. 

(1 ) The determination of allowabill ty or the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q}, (bb), 
(o), and (i) respectively. 

(e) Contributions and Donations. Reasonable contributions and 
donations to e~tablished non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly o~ indirectly, the technology of r..is 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 recreational facilities, or (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. 

The propriety of the amount of particular contribu~ions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past contributions, particular~ those made prior to the 
placing of Government eontractso The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justif,y allowability as a· contract cost. 

(r) Depreciation. (1) Depreciation· is a charge to current. opera
tions 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 j~volve a process of valuationo Useful life 
has reference to the prospective period of' economic usefulness in the particu
lar contractor's .operations as distinguished from ph,ysical lifeo 

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

(i) upon the property cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of' the 
Intemal Revenue Coda ~r 1954); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
b.Y the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of incane tax; and in either case 

(iii) by the consistent application to the assets concerned 
of' aqy generally accepted accounting method, including 
those recognized by Section 167 of the Internal · 
Revenue Code of 1954. 
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Depreciation should usual~ be allocated to the contrao~ and other work as 
an indirect cost. The amount or depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, 
var.y with volume of production or use or multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergenc.y 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 or the emergency facility. 
v~re an election is. made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) aboveo 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.mina
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 
computed by distributing tbe remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (4) below); 
provided the remaining undepreciated portion of 
such cost shall not include aey amount of unrecovered 
ntrue depreciation." 

(4) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediatel1 prospective production. 

(.5) Unless otherwise. provided fo.r in the contract, no use 
charge shall be allowed for assets still in use which have been fully de
preciated on the cont~actor•s books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowableo 

(g) 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 emplqyee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industxy or area, for the improvement of working conditions, 
ernployar-emplC'yee :c"elations, employee morale, and employee performance, are 
allowable., Such costs shall be equitably allocated to all work of the 
contractorc Income generated from aqy of these activities shall be 
credited to the costs thereof Unless· such income has been irrevocably 
set over to employee welfare organizations. 

B. 
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(h) Food Service Costs and Credits. Food services include 
operating or furnishing facilities for cafeterias, dining rooms, cantee~ 
lunch wag~ns, vending machines, or similar types of services for the con-· 
tractor's employees at the contractor's facilities or facilities controlled .. 
by the contractor. Profits (except profits irrevocably set over to an 
employee welfare organization of the eontraetor in amounts reasonab~ 
useful for the benefit of the employees at the site or sites of· contract.· 
performance) accruing to the c•ntractor fram the operati~n of these ser
vices, whether operated b.1 the contractor or b,y a coneessi~naire, shall be 
treated as a credit, and allocated, ·to all activities served. Reasonable 
losses fr~m operation of such. services are allowable when it is the po~ 
of the contractor to operate such se~ees at a profit or at cost; provided, 
however, that such losses are allocated to all activities served. When it 
is the policy of the contractor to furnish such services at a loss, losse,; 
on such operation shall not be allowed as a cost unless specifically pro
vided for in the contraet. 

(i) Fringe Benefits. Fringe benefits are allowances and services
provided by the contractor to its empln,yees as compensation in addition t~ 
regular wages and salaries. Costs of fringe benefits,·such as pay for 
vacations, holidays, sick leave, military leave, and empl~yee insuranc~, 
are allowable to the extent required by law, employer-emplQyee agreement, 
or an established poliqy of the contractor (but see (d) above, and (j)(J)(v), 
(o) and (x) below). 
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( j) Insurance and Indenmification. 

( 1) Insurance includes ( i) those types of insurance 'Which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated by ~nsurance or otherwi~e. 

{2) Costs of insurance req~ired or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of. other insurance, not required to be submitted for· approval 
but maintained by the contractor in connection with the performance of the con
tract, are allowable subject to the following limitations: 

(i) types and ext~nt of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circ~~tances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and other items of cost unallowable under 
this Part; 

.(iii) costs of insurance or any reserve cover-ing the risk of 
loss of or damage to Government-owned property are unallow
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance program 
are unallowable unless the program has been. approved by 
the Militar.y Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self-insurance program or otherwise) are unallowable. 

(k)' Labor Relations Costs. Costs incurred in maintaining satisfactory rela
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, employee publications, and other related activities 
are allowable. 

10 



I . 
I • 

(1) 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 allowable (but see ASPR 15-204.3(d)). Expendi
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. · · 

( 2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason. such as abnormal operating conditions or 
lack of funds and are perfonned during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main
tenance and repair nqr.mally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Ivianufacturlng and Production Engineering Costs. Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improve
ment; and. 

(ii) current production proble~~, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production; · 

are allo-vJable • 

(n) Material Costs. 

(1) Costs of direct and indirect ·material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however,. 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

( 2) Costs or· ma.terial shall .be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates,-allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. ·However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis
counts·need not be so credited. 

( 3) 'tr>ihen material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 

11 
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. (4) If material is issued from. stock~ any generally rec..ogniz.ed method 
of pricing such mater·ial is acceptable if that method is consistently. applied 
and the results obtained are equitable. 

(.5) Reasonable charges or credits arising. from a di.iTerence between . 
periodic physical inventory quantities and related nia.terial control records shall. 
be included in arriving at the cost of performance if such charges or credits 
(i) do not include "write-downs" or "write-ups" of value, and (ii) relate to the 
period of performance of .the contract. · 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: · 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
·basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by ~,Y such transferor through commercial chan
nels, a departure from this cost basis is permissible if' the charge to the con
tract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
basis of the transferor's sales price to its most favored customer. 

(o) Overtime, Extra-Pay Shift, and Multi;..Shift Premiums. The premium portion 
of overtime; extra-pay shift, and multi-shift payments to direct labor employees 
shall be separa.tely identified. Costs of such premiums on direct labor are 
allowable only to the extent expressly provided for in the contract or otherwise 
approved by the Government and may be classified as either direct or indirect 
labor. costs. lr.Jhen direct labor cost is the base for distribution of overhead, 
such premi~ns shall not be included in that base. When such premiums are 
charged as indirect costs, the amount allocated to Government contracts 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. The premium 
portion of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. 

12 



. (p) Patent Costs. Costs of preparing disclosures, reports, and other docu
ments required bY the contract and of searching the art to the extent necessar,y 
to make such invention disclosures, are allowable. Upon· the ~itten authoriza
tion of the contracting officer, costs of prePar!Dg~oc~. &n4 any other 
patent costs, in connection with the filing of a patent application where title 
is conveyed to the Gov~rnment, are &.llowa.ble. (See also ( v) a nd ( w) below. ) 

( q) Pension Plans. 

( 1) A pens. ion plan is a plan which is established and maintained by a 
contractor primarily to provide systematically for the p~nt of definitely 
determinable benefits to its employees over a period of years, usually for life, 
after retirement. Such a plan m~ include disability, withdrawal, insurance, 
or survivorship benefits incidental and directly related to the pension benefits. 
Such benefits, general~, are measured by, and based on, such factors as years · 
of service and compensation received by the employees. The determination of the 
amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely determinable if funds 
arising from forfeitures on tennination of services or other reason may be used 
to proVide increased benefits for the remaining participants instead of being 

. used to reduce the amount .of contributions by the employer. A plan designed to 
provide benefits for employees or their beneficiaries to be paid upon retirement 
or over a period of years after retirement shall be considered. a pension plan if, 
under the plan, either the benefits payable ~o the employee or the required con
tributions by the contractor can be determined actuarially. (Retirement plans . 
which are based on profit-sharing shall not be considered to be pension plans 
within this paragraph ( q) • ) • 

(2) Consideration, a~d approval or disapproval, of all pension plans and 
the method of determination of. the costs thereof shall be the responsibility of 
the De-partment to which audit cognizance is assigned and subsequent action taken 
by that Department will, generally, be accepted b.Y the other Departments. Such 
plans must meet the qualification requirements prescribed by Section 401 of the 
Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 2d Sess., 68A Stat. 134}. 
Prior to approval of such plans by the cognizant Department, approval by Internal 
Revenue Service shall be obtained in the case of: 

(i) contractors who are subject to Federal income tax, and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not necessarily 
assure the allowance of the costs of such a plan by the Department concerned. In 
the case of all other plans, compliance with the qualification requirements of 
Section 401 of the Internal Revenue Code of 1954 shall be determined b.y the cog
nizant Department using, insofar as applicable, the regulations, criteria, and 
standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Militar,y 
Department, costs thereof are allowable subject to the following conditions: 

13 
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! ,\ (i) the re~irements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(l)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tai-emempt organizations, the 
amount which could have been claimed and deducted for Fed
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and ~ich --

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-ex'empt organizations, could 
have been disallowed for tax purposes had such organizations 
been subject tc the payment of income tax; and 

(iv) in determining the net pension plan costs allocable to militar.y 
contracts, and in additfon to making a!)?ropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or {B) 
below, to possible future abnormal termination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred b.Y the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits under such plans --

(A) when such abnormal termination credits or gains are fore
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anti~ipated future credits or gains shall be 
made, either ·by reducing the current costs otherwise allo
cable, or b,y obtaining realistic recognition in the actuar.y's 
calculation of current costs, so that the current co.sts do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto; 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when suoh abn~rmal termination oredits or gains, 
whether or not foreseeable --

{I) canno·t:; be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
a.bovel 

pension plan costs incurred under the contract shall be 
subject to retrospective a.ooounting and any necessary 
adjustment for such subsequent termination credits or 
gains llnless the Government and the contractor agree upon 
a method of determinir.t.g suoh adjustment, or agree upon 
an equitable adjustment; any suoh agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separato agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum pu~chases of annuities 
or of lump sum oash pal~ents or perindio cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an in.dividual case 
basiso 

(r) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engage~ in plant protection; depreciation on plant 
protection cap5.tal assets; and necessary expenses to comply with military .. 
security requirements are allowable. · 

(s) Professional Sarvioe Costs - Legal, Accounting~ Engi~eering, and 
Other" 

(1)' Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery· of the costa from the Govern
ment (bu·t see ASPR 15-204o3(f))e 

(2) ·Fao·Go:os to be considered in determining the allowa.bility of· 
costs in a particular case include: 

(i) the past pattern of such oosts 11 particularly in the years 
prior to the award of Government oontraots; 

(ii) the tmpact of Government contracts on the contractor's 
businessJ 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizationn; and 
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(iv) whether the proportion of Government work to the con-

tractor's total business is suoh as to influence the con
tractor in favor of i1ourring the cost~ particularly where 
the services rendered are not a continuing nature and 
have little relationship to work under.Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidenoe of 
services rendered. 

(3) Costs of legal, accounting, and consulting servioes, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs.of legal, accounting, and consulting services, and related 
costs, inourred in oonneotion with patent infringement litigation, are unal
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs. Costs of "help wanted" advertising, operating· 
oosts of an employment office necessary to seoure and maintain an adequate 
labor force, oosts of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the oontraotor uses employment agencies, costs not in excess of standard~ 
commercial rates for suoh services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable. · 

(u) .Rental Costs (Including Sale and Leae~baok of Facilities)~ 

(1) Rental costs of land, buildings, and equipment and other personal · 
property are allowable if the rates are reasonable in light or such factors · .. 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement9 

(2) Charges in the nature or rent between plants, divisions, or 
organizations under common control are unallowable except to the extent such 
charges do not exoeed 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 ·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 exoeed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been incurred had ·the contractor retained legal 
title .to. the facilities. 

(v) Research and Develo£ment Costso 

(1) Research and development costs (sometimes referred to as general 
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engineering costs) are divided into two major oa.tegori.es. for the purpose of 
oontraot costinga (i) general research.· also referred to as basic research# 
fundamental research, pure_ research, and blue-sley- research; and (ii) related 
research or development, also referred to as applied researoh# product research# 
and product line research. · 

(2) General ~esearoh 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 eubject under 
study, rather than a ~~aotioal ap~lication thereof. Costs of independent 
general research (that which is nti'C sponsored by a contract, grant, or other 
arrangement) are all~able to the extent specifically provided in the contract. 

(3) . Related research is that type or research which is directed toward 
practical application of science. Development is the cystematic use of scientific 
knowledge directed toward the production or useful materials, devices, methods~ 
or processes, exc lusi 't'Z3 of das ign, manufacturing, aud. proJ.t~')tion engineering 
(see (m) above). Coei..oJ of a con-=.~~'acto:":":S 1ndep3ndent re~.a·t:3d r~F.9arch and 
development (that whioh is not s~)r.;.nsoreQ. ~)y a oontre.o·~, E;!'Cl.t, ol" other arrange
ment) are allowable under f..:tJ.Y cost-reimbw·sement ty--_.;,5 productio!.i. contract; pro
vided the research and development are related to th~::~ contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern
ment the purposes and.results of the research and developmento Such costs are 
unallowable un(l.~r oor·;: ... ·rei=.b,_L":"sement tJ.'"}i9 resee.:':"oh e.r:. ·1 dsvel Op!llent contracts o 

(4) Independent re.S~aroh and development F-r'ojects shall absorb their 
appropriate share of the indi1·ect costs of the depa.':.,tment where the work is 
performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be-allocated to that contract 
unless allowable as precontract costs (cee ASPR 16-204.3(k)). 

{w) Royalties and Other Costs tor Use of Patents. Royalties on a patent 
or invention, or amortization of the oost of acquiring a patent or invention 
or rights thereto, n€Jcessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent. 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to tree 
use or the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowableo 

(x) Severance Pay~ 

(1) Severance pay, e.lso commonly referred to as dismis~a.l wages~: 
is a payment in addition to regular salaries and wage~, by oontra~tors to 
workers whose employment fs being terminated. Costs of severance pay are 
allowable only to the extent tl)at, 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. 
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f'o!.l~s: 
( 2) Cos~ a C'f seval·anoe pe-.y~e-u·t8 are dl vld..:.~ :i.nbo 'two oatagor ies as 

(i) aotu~l ncr.mal tu~over seTeranos pa~~~nts ehall be 
allo~ated_to all wo~k performed in th3 contractor's 
plan·~; or, where the contractor provides for a-~ or \.tal 
of pay f'or no~m~l severe~ce such method w~ll be 
aooepta.b!3 if the amount of the e.oc::o:ual is res.so~able in 
l; .. gh~~ of paym~nts actually mace !'or normal saveranoes 
ove~ .. a rep:-esent~:ti 7e pa.s-t period, and it amounts a.c~rued 
a~e allocated to all work performed in_the o~tractor:s 
:9lant; and 

abn-:=>rma.l or !Jla~s severance payments actually made upon 
oAssatiou of' work ·when there is no reasonable prospeo~ 
o.~ "ontinuing employment ~n othel· work of the o.:>r..t .. ·ec·iior 
a~ .. all be ass i ;ned tf) . the ~ntire pericd. or t~c emi=loyment 
o..:' the ·~en,~j.na.ted em!'l;;,yeas anC:. equ;.t::thly "-1 "c.c.oa·ced to 
all wc~k performed :;.r.. ·the contraotorrs !Jl~nt du.~i.og th.e.t 
perioC. . ., .1 res~rve.ticn in "'~he f· L"1.al release may be made 
Vlht~n it is t·ae.so't'l.a.ble to assume that severanoe pe.y a.lloeabls 
·co ·the oo1-ttraot will bs made in .. .;h~ fu..!cura.; 

(y) Speoi&.l ~o'1:ing Cost~~ Th.a t.::~rm "sp~oial "l'":oolil'lgr me ana propert-.1 of 
sll~l~ spe~ie.lizeC.. ~:ta.tti'r"e~'ha·~ :t·~·a ust:', w~ th ... >ut ~ub~n .. i.A..~tial moditioe..tion c.r al tera
tion, is limitsd. to ~he pt·ociuo·ci.on of the. ps.rt::ou~.,:;u. .. supr-l!es or tha p~rfm:·mance 
of the particular ~e~vi~es fo~ which ao~ured 0r furnishedo It inoludeR, but 
is not limiteC. to, ji~s .• dies., fL~cu:-es_, II1.~ld9, pe.ttcrns, spsoial taps, special 
gaugec: ~ and E pec.ial te:st ecr.,ipmerr~. Costs of apsai3.l tooling e.oq'..l.ired for 
perfor.n~nce vr the oontr~ot ara all~1able and shall be oharged di~ectly there~?. 

(z) Ta.xe~. 

(l) Te.xl3s are cha~geA l~vie\l by. Fe~.e~·e.l, S-'c;e.te 1 or local go,;·ernments. 
_They do net include f:i.nes eJlci ~nalties exo&pt as cthe~rise prcvided herein •. 
In genEJr~l, taxes (i.noluding S·~ata e.nd !.oc~l ine~me taxes) which the oontraotor 
:.~ r-eq1.4i:~ecl . .!.;o. p~y c!ld wh:i.er1 a.~·e ps.id OJ.· e.:scruet;. in aco.orda.noe with generally 
t ... -: .. ,s--:: :,.C. c-.·- ~"';c,, ... ,·.-:.:~ :1p; principles are al,.owabla, cxoapt f'o:-; · 

(i) Fecl.eral incom~ c,~a. sxcaf:Js prof';.ta tax~s; 

(ii) ta.Jr.es in conr.3otion with f'i!lancinE:;, :raf'inFlnoing or ref•mding 
operations (saG ASPR 15-·1:.04:.3(1') )~ . 

(iii) ta:.;es £r()m which axemptions ar~ amlila.ble to tha c ont:-a.ctc:-r 
diz·eetl~r cr e.vailable to 'the contrg,ctoJ:• based on ~ eJCemption 
afforded the Gover~nt exoept when the oontraoting ofriocr 
datermbee that ·t;he adiD.S.nir.;trative bm-den incident to ob
ta5.ning the exe!Ilption ou'breighs the corresponding bttnetita 
a.ocruing to the GoTernment; and 



I • 
.; 

(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above~ but which may be 
illegally or err~neously assessed, are all~able; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and f~r the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of suoh taxesa 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable. Interest and penalties incurred by 
a contractor by reason of 'the nonpayment of any tax at the direction of the 
contracting cfficer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are alsg allowable. 

(3) Any refund of taxes, interest_, or penalt:!.es, and any payment to 
the contractor of interest the:rec~n, attributable to ta...,--ces.., interest, or penal ties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the ma~~er directed by the Government» provided ~~y interest actually paid 
or credited to a· contractor incident to a refund of tax, interest and 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 re~~bursed by the 
Go~ernment for the taxes, interest, and penalties. 

(aa.) Trade, Business,· Technical, and Professional Activity Costs.o 

(1) Me::nbershipso Ccsts of membership in trade$ business, technical, 
and professional organizations are allcwable. 

(2) Subscriptions o Co·s,ts of subscriptions to trade, business, pro
fessio~al~ ru1d technical peri~dicals .are all~wable. 

(3) Meetings and ConferencesQ Costs 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 in
forffiatio~ or the st~ulation of production, are allmv~bleo 

y~aining and Educational Costs • 

. (l) Co~ts of preparation and maintenance of a program of instruction 
s.t n0ncollege level, desigre.d to increase the vocational e.f'fecti veness of bona 
fide employees, including training materials, textbooks, salaries or wages cf 
train2.es during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(ii) tuition and fees when the training is in an institution 
not operated by the contrao·tor; 

are allowable~~ 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the .job require
ments of bona fide employees, including only: 

(i) 

(ii) 

(iii) 

(iv) 

(v) 

are allowableo 

training materials; 

textbooks; 

fees charged by the educational institution; 

tuition charged by the educational institution, or in 
lieu of tuition, instructors' salaries.· and the related. 
share of indirect cost of the educational institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational inatituti'on·J ... And 

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

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

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (1), (f) and (u) above, respactivelyo 

(5) Grants to educational or training institutions, including the 
donatio~! of facilities or other ~roperties, scholarships or fellowships, are 
considered contributions (see (e) above). . 

(oo) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. h'hen such costs can readily be identified with t.he items in
volved, they may be direct costed as transportation costs or added to the 
cost of suoh items (see (n) above). ~ere identification with the materials 
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received cannot ·readily be made, inbound transportation costs may be charged to 
the appropriate indirect cost accounts it the contractor follows a consistent 
equitable procedure in this respecto Outbound freight, if reimbursable under 
the terms of the.oontract, should be treated as a direct cost. 

(dd) Travel C.ostso 

(1) Travel costs include costs of transportation, ledging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company businesso 

(2) Travel costs incurred in the nor.mal course of over-all adminis
tration of the business and applicable to the entire business are allowableo 
Such costs shall be equitably allocated to all work of the contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are al.lowable either on an actual or per diem basis. The basis 
selected shall be consistently follo~:o d. 

{4) Costs of personnel movement of a special or mass nature are 
allowable only wh~n authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, pro~ solic~tations, preparation and publication 
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 are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR l5-204.3·are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for ~ample: 

(i) ASPR 15-204.3(e) 

(ii) ASPR 15-204.3(i) 

(111) ASPR 15-204.3(k) 

15-204"3 Unallowabl~ Co&tso. 

(a) · Bad Debts •. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs:) and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main
tained to P:r0Vide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even wit~ an assQ~an~e of the;x 
happening, aJ:·e unallowable. (For self-insurance programs, see .ASPR 
15-204. 2 ( j) ), • 

. (c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratui:ties, are unallowable (but see ASPR 
15-204.2(g),{i), and (aa)). 
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(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowable.· The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs. Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
.professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204.2(z) (but see ASPR 
15-204.2(ee)(l)). 

{g) Losses on Other Contracts. An excess of costs over income under 
any other contract {including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 
of the Government contract. 

(h) Organization Costso EXpenditures, 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 (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and. identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of aQY nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchane;e of either short or long term investments, shall be excluded iii 
computing contract costs (but see ASPR 15-204.2(£)(2) as to basis for de
preciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same p~sical arrangement and condition existing immediately prior 
to commencement of the military contr~ct work and inqlude the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General. 

(1) In addition, certain costs discussed in ASPR 15-204~2 are 
stated to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2{a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15·204.2(d)(3) 

(iii) Dep:eeeiation, ASPR 15-204.2(£)(4), and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), first sentence; 

( v) Recr\rl.ting Costs, ASPR 15-204.2 ( t), last sentence; 

('vi) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2(w), both provisos; and 

(vii) Taxes, ASPR 15-204 .• 2(z) (l)(i) through (:tv). 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR 15-204.2(£)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR 15-204.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), and (4); 

{iv) Maintenance and Repair Costs, ASPR 15-204•2(1)(2); 

(v) Overtime, Extra-Pay Shift, and J.viulti-Shift Premiums, 
• ASPR 15-204.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-204.2{p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 1S-2o4.2(s)(3), last sentence; 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204.2(u)(3)J 

(ix) Royalties and Other Costs for Use of Patents, ASPR ~5-
204.2(w); 

(x) Taxes, ASPR _15-204.2(z)(2);. and 

(xi) Travel Costs, ASPR 15-2o4.2(dd)(4). 
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OGC/GWM:lwt 29 March 1956 

Part 2 - S up p 1 y , S e r v i c e , a n d R e s e a r c h a n d D e v e 1 o p -
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and resear·ch and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this 1-art does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro-
vide for the furnishing of industrial facilities. 

'15-201 Basic Considerations. 

.1.5-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowabi.e indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowabi.lity of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) signifi
cant deviations from the establis'hed practices of the contractor which sub
s.tantially increase the contract costs, and (iv) any limitations· set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the. Government either as a reduc
tion in contract cost o:r by a cash refund, as appropriate. 

I 

15-Zd2 Direct Costs . 

.15-202.1 General. Items of cost which ~re readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cos~ such as freight, travel, communic.ations, and engineer
ing services, as well as materials and productive labor, but when used must 
be applied consisten.tly to all work of the contractor. W.hen the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

1~-202.2 Direct Material Costs" Direct material costs include the cost of 
·raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract . 

.15-202.3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
D1rect labor costs may also include other associated costs, such as payroll 
taxes and workmen.'s compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labo:r· costso 

1~-202.4 Other Direct Costs. Other items of cost ma.y~ in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When~ 
however: items ordina:r·ily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the cont:r·actor must be eliminated from indirect costs 
aUoca ted to the Government contract. 

l~-203 Indirect Costs, 

15-203.1 General. (a) Items of cost which are incurred for common or 
joint objectives~ and which are not readily subject to treatment as direct 
costs in accordance with ASPR .l5-202p should be accumulated for·accounting 
pur·pose s by logical cost groupings and charged by a process of 
.a.llocation. Each element of indi!'·ect cost is subject to the limitations of 
this Part as to a.llowability, 
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(b) The method of a.llocation of indirect costs must be based on 
the particular circumstances involved. The objective should be the selec-
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.~. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs~ but in no event longer than the ·contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many &uch base periods will be used as will be required to represent the 
period of contract performance. 

[5-203.2 Indirect Manufactur~ng and P.r:.ocuction Costs. Indirect manufactur
ing and production costs consist of items··.·af cost which are attributable to 
the manufacturing and produ~tive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct lzbor man
hours or machine-hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra-
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirecl costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 

. processes, and relative labor and facility requirements for the various 
products. 

15-203.3 .Jndirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra
tion, and engineering supplies. Direct engineering activities .from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop
ment, layout of production .lines, determination of machine methods, and 
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related blueprinting and draftini. Indirect engineering costs shall be 
allocated to the benefited cont.rac;t and . other work of the contractor (see 
ASPR l5-204.2(v)(4)) on the basis of direct engineering man-hours expended, 
direct engine~ ring labor dollars (exclusive of premiums for overtime, extra
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the contractor's products a.nd include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-~04.2(b)). Ho.wever, subject to the other· 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, whi.ch relate to te.c;:hnical, consulting, and other beneficial 
services, and which are for purposes su.ch as application and adaptation of 
the contractor's products, rather than pure s.e lling, are allowable if a 
reasonabl~ benefit to Gover~m~-nt contracts i:s demonstrated. Such costs 
shall be allo.c~ted to the cont~ac.tor's commercial work and its individual 
Government contracts ·on a~J,· equ.itable basis .. Because of the special problems 
that arise in this area, the co.P~l'\-.c.to.r should id.entify in its records, by means 
of sub-accounts or otherwise, the·items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
aU work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin~ 
ing whether the results are equitable include: 

(i) the ult~mate objec;tive of allo·cating general and administra
tive costs to· the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad
minis~rative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other ·work of the contractor and 
facilities purchased under the contract shall not become· 
part of input cost unless facilities acquired by the con
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the ~ontract (exc.lusive of general and administra-tive 
costs) compared to the corresponding ratios for the con
tra.ctor' s plant or activity as a whole; and. 

(iv) other revelant factors including' those mentioned in ASPR 
15-203.l(b). 

Principles and Standards for Selected Items o.f Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to-all items, whether or not specifically co-:.rt.:red, determinatio-n of allow
ability shall be based on the principles and standards set forth in this Pal~t 
and, where appropriate, the treatment of similar· or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of ad
vertising media and corollary ad-ministrative costs. Advertising media 
include magazines, newspapers, radio and television programs, d_irect 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed injournals which ~re 
valuable· for the dissemination of technical info+mation 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Cos.ts. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contracto.r'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. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and eq\J~ipinerlt: posting of additional exit" 
notices and directions, and other approved civi.i. defense measures) under
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes. 
shall be depreciated in accordance with (f) below. Except as -specifically 
provided for in the contract, contributions to local civil defense funds, or 
to·projects not o~ the contractor's premises, are unallowable. 

(d) ·Compensation for Per-sonal·Services. (Reserved) 

(e) Contributions and Donations. Reasonable contributions and dona
tions to established nonprofit charitable, scientific, and educational organi
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to· the placing of Government contracts. Allowable con
tributions and donations shall be allocated to all work of the contractor . 

. (f). Depreciation.' 

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

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con
cerned of any generally accepted accounting method, includ
ing those recognized by Section 167 of the Internal Revenue 
Code of .1954. 

Deprec,:iation 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 (1). above, vary 
y;it.h volume· of production or use of multi-shift OJ:)erations. 

(3) Where a contractor has received a determination of ''true 
depreciation" from an Eme:rgency·Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may ~lect. to 
use either normal or 'it rue 9 9 depreciation, However, the method e l.ected 
must be followed consistently throughout the life of the eme.rgency facility. 
Where an election is made to use normal depreciation, the amount thereof 

·shall be computed in accordance with (2) above. Where an election is made 
to use ''true depreciation,~~ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
·computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undeprecia ted portion of the 
cost of the eme.rgency facility over the balance of its use .. 
ful life (but see ( 4) be low; provided the remaining undepreci·
a ted portion of such cost shall not include any amount of 
unrecovered '··true depreciation.'' 

(4) Depreciation on idle or excess facili.tiefi) $hall not be allowed 
except on such facilities as are reasonably necess:1ry for curr~nt and 
immediately prospective production. 
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(5) Unless otherwise provided for in the -contract, no use .charge 
shall be.al.lowed for assets still in use which have been_fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor, s books a.re unallc:>wable. 

(g) . Employee Morale, Health, and Welfare Costs and Credits. Reason
able costs of health and welfare activities, such as· house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord
ance with the contractor's established practice or custom in the industry o·r 
area, forth~- improvement of working conditions, employer~employee rela
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income· 
generated from any of these activities shall be credited to the costs thereof 
unless such income h:as been ~rrevocably set over to employee welfare 
organizations. 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining ·rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an emp.loye·e welfare organization of the contractor in amounts 
reasonably use-ful 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 cr·edit, ·and·.allocat.ed, tc all_ activities served. Reason
able lpsses from operation of such services are allowable·when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation sha.l.l not be allowed as a cost unless specifically 
provided for in the contract. 

(i) 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$ and employee insurance, 

·are allo:wable to the extent required by law, employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part {but see (d) above, and (j)(3)(v), 
(q) and {x) below). 
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(j) Insurance and Indemnification. 

(1) Insurance includes (i). those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii} any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen
sated by in sura nee or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu
ant to the contract, are allowable. 

(3} ~ Costs of other insurance, not required to be submitted for 
approva 1 but maintained by the c~ntractor in ·connection with the performance 
of the contract, are allowable su.bj.ect to the following limitations: 

(i) types and extent 9f coverage shall be in accordance with 
sound business practice and the rates shall be reasonabl.e 
under ~h.e circumstances.; · 

(ii) costs .allowed for use and occupancy insurance sh~.ll be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insur~nce or any reserve covering the risk of 
loss of or damage to Government-owned property are un
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve·; 

(iv) costs of providing a reserve for a self-insurance pro
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of in.sur.ance on· the .lives of officers, partners, or 
prpprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated· to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the .contract, actual losses not reim
bursed by insurance ·(through an approved self-insurance program or other
wise) are unallowable~ 

(k) Labor Relations Costs. Costs incur·red in maintaining satisfactory 
relations between the contractor and its· employees, including cos.ts of shop 
stewards, labor management committees, employee publications, and other 
related ·activities are allowable. 

(1) Maintenance and Repc;tir Costs. 

(1) Costs, necessary for the upkeep of property (including Govern
ment property unless otherwise provided for), which neither ad·d to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an ·efficient operating ccnditi,~;~·J, a.~-:-e allowablE -·(l>!t ~J:e _:;sF>}.?. 

l5-204.3(.d)).: Expenditti-res~f~r plant aud equipment .which, according !:-:..

generally accepted accountiug principles; should be capitalized and subjected 
to depreciation a-~&·:oa.Howa'ble only on a depreciation basis. 

(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reasop su~h as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract: Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the co.~tract. 

.. 
(m) Manufacturing and Production Engineering Costs. Costs of manu-

facturing and production engineering, including engineering activities in 
c.onne c tion with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 
for production suitability and component design for. purposes 
of simplifying produc.tion; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, an~ collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of ma·terial S~l\11 be suitably adjusted for applicable 
portions of income and other creciits, including available trad.e discounts, 
refunds, rebates., allow~nce$, and c;:ash discounts, and credits for scrap· 
and salvage and material retU,rn.ed to vendors., ,Such income and other credits 
shall either be cre.dited .dire~cily·.tq cost of the ·inaterial involved .or be allocated 
(as credits) to indirect costs~. Howeve:r, where the contractor can demonstrate 
that failure to take cash disc~un.ts was due to circumstances beyond its con
trol, such lost discounts need not be so credited .. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost. thereof 
should be. charged to tha.t cont.ra.ct. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable c.harges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-dow.ns" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or ·service·s ·sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or subs~ntially ·similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through co.mm.ercial channels, a departure from this 
cost basis is pe.rmissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like ,quantity, or (ii) the prices of other suppliers for the sam·e 
or substantially similar items. 

(o) Overtime, :E}{tra-.Pciy.ShHt·; a~d Mult:i-Shift Premiums .. The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre
miums on direct labor are allowable only t:o the extent expressly provided 
for in the contract or otherwise a~thorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts s.hall be equitable in rela-
tion to (i) the amount of. such premium costs a..i i.ocated to non-Governm.ent 
work being concurrently performec;i in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of ove.rtime, extra-pay shift,.and multi~shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs. Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan nl.ay include disability, with
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are ~eas.ured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to pro.vide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising fromforfeitures 
on termination of servic.es or other. reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after' retirement shall be considered a pensionplan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph ('q).) 

(2} Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirem.ents prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Gong., 
2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Inte·rnal Revenue Service shall be obtained in the. 
case of : 

(i} contractors who are sul;>ject to Federal income tax; and. 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart
ment concerned. In the c~se of all other plans, compliance w-ith the qualifica
tion requirements of Section 40.1 of the Internal Revenu.e Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i} the. requirements of ASPR 15-2.:01.2 shall be satisfied; 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable ·period;. or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current' taxable 
period had such organizations been subject·to the pay
ment of income tax; 

(iii) in cases where the I-nternal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which-

(A) are d~sallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have beer:. disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax~ and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts~ and ~n addition to making appropriate ad
justments for credits or gains arising out qf normal 
employee turnover: consideration shall be given, in accord
ance with (A) or (B) bel.ow_. to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits ·under such plans -

(A) when all such abnormal termination credits or gains 
are fore seeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 

costs to give effect to· such anticipated future credits 
or gaips shall be made~ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the rec;i'L;lction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not fo.reseeable -

(I) cannot be ~~J.rrently evaluated with reasonable 
accuracy; or 

(II.) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces
sary adjustmen.t for such subsequent termination 
cred~ts unl.ess the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree
ment shall be reflected in the contract, in an amend
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to pr..ovide 
pension benefits for retiring or retired employees other than such costs in
curred under approved pension plans shall be subject to consideration on an 
individual case ba.sis, 

(r) Plant Protection Costs. Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
mil.itary security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

(l)" Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not cont'ingent upon recovery of the costs from the Govern
ment (but see ASPR 15-20.4.3(f)) . 

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

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

{iii) the nature and scope of managerial services expected of 
the contractor~ s own organization; and 

(iv) whether the p-roportion of Government work to the con
tractor~s total business is such as to influence the con
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services' re:ndered. 

(3) Costs of legal~ account1ng, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government~ 
are unallowable. Costs of legal, accounting,and consulting services~ and 
re.la ted costs, incur~ed in connection with patent infringement .litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs. Costs of "help wanted?t advertis!ng, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while,,engaged in recruiting~ personnel, and travel 
costs of applicants for inte.rviews for prospective -employment are 
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allowable. Where the cont~a.ctor. uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are un~llowable. 

{u) Rental Costs (Including 'Sale and Leaseback of Facilities). 

(1) Rental costs of land, buildings, and equipm·ent and other personal 
property are allowable if the rates are reasonable .in light of the type; life 
exp~ctancyjl. condition~·~Md :Value.of tli~ facilities leased$. options av.ailabie·.~· 
and other.provisions of the rent2.l 3.i~re·=:ne:1L 

(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 owne.rsliip,. such as d-eprecia
tion,_ taxes, insurance, and maintenance; provided that no part of su·ch coists 
sh~lli duplicate any other allowed costs· ... --·-· ·· ---· ··-

(3) Unless otherwise specifically provided ~n ,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 
faci.litie s, are allowable only to the extent that such rentals do not exceed 
_normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, whi·ch would have. been incurred had the contractor 
retained legal ti t.le to the facilities, · 

(v) Res·earch and Development Costs. 

(.l) Research and development costs (sometimes referred to as 
general'engineering costs) ar~ divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as . 
basic researchJ fundamental research, pure research: and blue-sky research; 
and (ii) related research or development, also referred to as applie~ re
search, product research, and product line· research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science.; ]1) su.ch research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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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 to the extent specifically provided· in the contract. 
L'Generally, the contractor shall be required to disclose to the Government 
the purposes and ;results of such independent general research. In specifically 
providing for such costs, factors to be considered include:. 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business..:.?. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 
use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re-
lated to the contract product line and the costs are allocated to all produc
tion work of the contractor ort .the contract product lineL; an,d provided 
furlher that the contractor discloses to the Government the purposes and 
results of the research and developmen_!7. Such cc;>sts are unallowable 
under cost-reimbursement type 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 accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l5-204.3(i)), 
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{w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper performance of the 
contract and applicable to contract produ.cts or processes, are allowable 
to the extent expressly set forth in the co_ntract or otherwise authorized 
by the contracting officer; provided.that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

{x) Severance Pay. 

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

(2) Costs of seve·rance··payments a·re 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 ~mounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 

. prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
'·pay allocable to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the 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, SJ?ecial 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties exce_pt as otherwise provided herein. 
In general, taxes (including State and locai ;.ncorn.e taxes) which the con
tractor is required to pay and which are paid or accrued in accordance \vith 
generally accepted accounting principles are allowable, 'except for: 

(i) Federal income and exces-s profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
.operations (see ASPR 15-204.3(f)); · 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exe·mp
tion afforded the Government except when the contracting 
officer determines that the administrative burden in~ident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con
tractor prior to payment of such taxes: 
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(i) promptly requests i~~tructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action direct~d by the. contracting officer, including 
cooperation with an~ for the benefit of the Government, to 
(.A) determine the le_gality of such assessment or, (B) secure 
a refund of such taxe $ . 

. Reasonabl'e costs of any such proceeding instituted by the contractor at the 
dir~ctipn of the contracting ~fficer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc
tion of the contracting offic,er are also allowable.· 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attrib'lltab.le to taxes, interest, or 
penalties which vvere allowed as contract costs, shall be credited or paid 
to the Government in the ~nn.er directed by the Government. 

(~a) Trade, Business, Technical, and Professional Activity Costs .. 

(1) Me.~berships. Costs of contractor's membership in trade, 
business, technical, and· professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, 
professional, and technical periodical.s are allowable .. 

(3) Meetinis and Conferences. Costs of meals, transportation, 
rental-of facilities forsmeetings, an4 costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dis Seffi:ina tion of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing.and ~aintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs ofthedirector of training and stafL training materials, 
and text books, and tuition a-nd fees when part-time traini11.g "is ·-CO!\cmcted 
by educational insti-tutions, .a~re allowable when limi~d to on-the-job 
type training and when -prope-rly .. allocated, .. Costs of -~raining in educa
tional.institutiGnls are: unallowable, except.to the extent specifically pro
vided for in the <-contract in- accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to go.cds purchased, in process, 
or delivered. When such costs ·can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where iklentifica·uon with the materials received can-
not readily be made, inbound transportation costs may be charged. to the ap
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursab~e under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs. 

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

(2) Travel costs incurred in the no.'-rn.al course of overa U ad
ministration of the business and applicable to the entire business are 
allowable. Such costs shall_ be equitabl allocated to all work of the con
tractor. 

(3) Subsistence and lodging, including tips or similar incidenta 1 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall. be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(.1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of se.curities 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 committee meetings are allowable. Such costs sha 11 be 
equitably allocated to all wo'rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204.3 are allowable if 
expressly provided for in the contract, or j. in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3{i); and 

(iii) ASPR 15-204.3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Deb.ts. Bad debts, including losses {whether actual or esti
mated) arising from uncollectible customers' accounts and other claims~ 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with.an assurance of their 
happening, are unallowable. {For self -in sura nee programs see ASPR 15-
2 04.2 (j).) 

(c) Entertainment Costs. Costs of amusement, diversion, social 
acti vi ties·, and. incidental costs relating thereto, such as meals, lodging, 
rentals, t!"ansportation, and gratuities." are unallowable (but see ASPR 15-
204.2(g), (iL and (aa)). 

(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for: current and immediately prospective production purposes, are 
u.naHowable. The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) 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. 
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(f) 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 a prospectus, 
costs of preparatic?n and issuance of stock rights, and· costs related thereto 
are unallowable except for interest assessed by State or Local taxing au
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
.l5-204.2(ee)). 

(g) Losses on Other Contracts. An excess of costs over income 
under any other contract (including the con.tractor~s contributed portion 
unaer cost-sharing 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. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attor.neys fees, acco.untants fees, brokers fees, fees to promotors and or.ga.:.· 
.f.z,e::rs~ in conne~ti:G>n ~-t.h (i} . organization or reorganization of a businessl 
or (ii) :raising ~apital._ c:bre ·una'llowable (see (f) ab.qve). 

(i) Precontract Costs. Precontract costs ~re those which are in
curred prior to the effe~tive date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Cap1tal.Assets. Profits or losses of any natu~e ar~~ing from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-204.2(f)(2) as to basis for 
depreciation) .. 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's.facilities to approxi
mately the same physical arrangeme~t and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion cost~ are unallowable 
except that the cost of removing Government property a.nd the restoration 
or rehabilitation costs cause·d by such r~moval are allowable if speaifically 
provided for in the contra ct. 
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(1) General. 

(1)_ In addition, certai11 costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(aL last sentence; 

(ii) Depreciationj ASPR 15-204.2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs -Legal, Accounting, Engineering, 
and Other, ASPR 15-204a2(s.)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204.2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15-
204~2(w)s both provisos; an~ 

(vi) Taxes,- ASPR :l~-2o4~ .. z.{z)(l)(i) :throug·h (ivh 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or. in some cases, if au
thorized or approved by the Government~ .See for example: 

(i) Civil Defense Costs, ASPR 15-204.2(c), last sentence; 

(~i) Depreciations ASPR 15-204.2(f)(5)p first sentence; 

(iil.) Food Se:rv-ic$ Costs and .. Credits, ASPR 15-204.-l(h), 
last sentence; -

(iv) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), .and (4); 

· (v) Maintenance and Repair Costs, ASPR 15-204.2(1)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204.2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204.2(p), second sentence; 

25 
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(viii) Profess.ion.al Service Costs -Legal~> Accounting, Engineering, 
and Other$ ASPR 15-204.2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities}, 
AS PR 15 -2 0 4. 2 ( u )( 3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2{w); 

(xi) Special Tooling Costs, .ASPR 15-204.l.(z)(2); 

(xii) Traini.ng Costsj ASPR .l5-204.2(bb), 
last sentence; and' 

(xiii) Txavel Costs,. ·ASPR.l5-20~.2(dd){4)~ 
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.i.·j-200 SCOPE OF PART. This part sets fo~h principles and standards for the deter-

'mination and allatr1ance of costs in connection wit.h cost-reimbursement type contract, 

and cost-reimbursement. type subcontracts_ thereunder for procurement of supplies, 

services, and research and development work with organiZations having c01nmercial 

type accounting systems. However, this part. (:foes I)Ot apply to contracts for facil
~ 

ities, c~nstruction and architect-engineer services related to construction. 

15-201 i'JASIC PH.INCIPLES AND STANDARDS. 

a. Composition ot ·Total Cost. The total cost ot a cost-reimbursement type 

contract is the net sum ot (i) the allal-table direct· costs,. {ii) the prope.rly 

allocable portion of allowable indirect costs and (iii) applicable income. and other 

credits • 

. b. Facto~s Affecting Allowability_ or Cos~s.. The f'actors to be considered 

in determining the allowability of costs include (i) rea$onableness, (ii} applicatior. 

of generally accepted accounting principles and practices, .(iii) signifi~ant_ devia

tio~s in the established practices of the contractor which substanti~ increase. 

the contract costs, and (iv) arry limitations as to types or amounts or cost itema 

set forth in this Part 2 ot Section XV or otherwise included in the contract. 

. c. Credits. The applicable portion of income and other· credits, ·rebates 1 

and allowances, received b.1 or accruing to the contractor and which are related to 

8l\V allolred cost will be credited to the Government either as a reduction in con.- · 

tra6t·cost or by a cash refund, as appropriate. 

d. Contractor's Ac.coun.ting System.; The requirements conc_erning reco_rd 

keeping and· approval or the contractor1 s accounting procedures and practic·es are 

s~t forth in the ''Records Clause" {See ASPR 7•:203.7 ) •. 

15-202 DIRECT COSTS. Subject to the provisions ot_ paragraph 15-201~ allowable 

direct costs ·are tbose items of cost, or aggregate thereo£1 which can be identified 

s~eciticallY wi~h. any objective, servioe, program~o~Ap;oje~t under the con~~t and 

~ .Ntftla ~ /':'~~. ~ ~aJ()I-~~~d F 
,.~,,~~(~/lo.AY-pu~~ 
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are chargeable directly linereto. ilajor iteins of cost reaaily identi!i~ble with t~~c 

contract or with other work of the contractor should be charged directly thereto. 

This principle may often be applicable to such elements of expense ·~S freight, 

travel, communicat~ons, engineering services, etc .• , as .well as the normal items of 

··materials and productive l~bor. Hm~ever, when·the contractor is engaged in mixed 

production, this principle must be applied consistently to the costing ot both 

defense and non-defense pr~ducts .or services, in order to produce equitable results. 

'J.Ihen the accounting expense of direct costing of minor items would exceed -the 

resulting benefits, individual items, otherwise allowable as direct co.sts1 may be 

treated as indirect expenses • 

. 1.5-202.1 DirlECT ~~TERIALS. The cost of direct materials includes the cost of all 

items purchased, supplied, man\lf'actured or fabricated, which enter directly ::...~.-: :1 

the end product or which are used or consumed directly in·connection with furnishing 

such product. Costs of reasonable overruns, spoilag$, and defective work may also 

be included (as to defective work, see paragraph 1·203,5(c)). 

15-202.2 DIRECT LABOR. The cos~ 6£ direct labor includes salaries and wages speci· 

fically identifiable with and proper~ chargeable directly to the perfo~ance o! 

contract or other work of the contractor. Average rates may be used where it is 

demonstrated by the contractor that the results are equitable. Di_:rect labor may 

8lso include other associated co~ts such as payroll· taxes and workmen's compensation 

insurance, where it iS the established practice of the contractor to treat these 

items as a part of direct labor costs.· 

15-202.3 OTHER DIRECT COSTS. Where Qther items of cost are charged directly to the 

contract consistent :with paragrap·h 1.5-202 above, . the contractor JUUSt de,monstrate 

that they are specifically related to the performance of 'the contract. When, haw

ever 1 i terns ordinarily chargeable as indirect costs are charged to a Govemr~1c:~·~, 

contract as direct costs, the cost of like i.teme applicab~e to other work of the 

contractor must be eliminated from indirect costs allocated to the contract, 
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1$-203 D~DIRECT COSTS •. ,. .• I ., 

-. 
{a) Indirect costs are expenses which are incurred for common· or joint ob

jectives, are accumulated for accounting purposes b,y departmental activity or other 
1 ~;t!itof··· . 

logical cost.grouping and are charged to the contract an~ other work of the con-
. • tractor by a process o£ allooation_. Each element thereof is subject .to the limita

tions of this part as to allow ability. 

(b) No specific rules can be stated as to the method of allocation. of in-

direct costs because the actual condition in each instance must be taken into acc·our~ 

in determining the most suitable method or methods •. The objective should be ·~~.e 

selection of a method or methods which will distribute the indirect costs in a fair 

and equitable manner. The method used in connection with Government contracts must, 

in order to be acceptable, confor.m with generally accepted accounting practices, oe 

applied consistently, and produce equitable results. Any significant change, such 

as in the nature or the business, extent of subcontracting, fixed asset improvement 

programs, the volume of sales, the volume of production, manufactUring processes, 

or the products being produced, may require reconsideration or the methods previously 

in use to· determine whether they continue to be equitable, Further discussion · 

relatiye to allocation of the individual categories or indirect costs will be found 
~, 

in the subparagraphs below. 

lS-203.1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES. ·Indirect manufacturing 

and productiOn expenses consist or costs which are incurred in tne prod~ctive· 

pr~ess· as a whole and are not readily subject to treatment as direct -costs in· 

accordance with paragraph l.S-202. , Allocation of indirect manufacturing and produc

tion expenses on a time basis, -such as direct· labor man-ho.urs or machine-hours, is 

· a. method which generally pl'oduce~ acc_ur~c:y .and ·equity. Other acceptable bases., in 

appropriate circumstances, include .direct labor dollar~ (exclusive or overtime 

. premium), units processed and prime C?O~ts of. unif,s proc~sseci. The ·contractor may 

departmentalize or establish cost centers ip. ord.er to distnbute··equitably the 
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ipdirect costs. The factors to be considered in determining the extent of depart

mentalization or establishment of cost centers include variety ot products, cam-

plexity of processes and relative labor and facility requirements for the _various 

products. 

15-203.2 DIDIRECT ENGDIEERING EXPENSES. Indirect engineering expenses include 

engineering supervision, engineering administrative expense, engineering general 

supplies, and other related expenses. These expenses arise out of engineering 

activities which may include product design, tool desigp, experimental development, 

manufacturing and production development, layout of production lines, determination 

of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should b~ allocated to the benefited -~.c;.. ·.v

i ties, i:e., contract and other work of the contractor (~*~ 
rfs{;~€1~~~~s) on the basis of d~~e~engin~m~ expended, direct 

engineering labor do~~~~ov~e~premi~), or other equitable baE:E. 

Direct costs of engineering activities should be charged QirectlY to the benefited 

activities, i.e., contract and other work of the contractor in accordance with 

paragraph 15-202. 

15~203 .3 SELLING AND DISTRIBuriON EXPENSES. The_ expenses in this group consist of 

ite~ which represent the cost of marketing the contract~r's products and include 

sales promotion, advertising, distribution costs and other related items. uenerally, 

such expenses are not considered to be allowable as a char~e to Government cost

reimb,xrsement type contracts for the reason that marketing, ~ the ordinar.y 

commercial sense, is not necessar~ for doing business with the Government. However, 

dependent upon a reasonable demon~tration of benefits to Government·contracts and 

subject to the other p~ovisions of this part, there may be an allocation to (;,::r:e~-1-, 
' . . 

nent work of those expenses in this categor,y which consist of technical, consulting 

and such other beneficial servic;es (including related supervision and clerical 

expenses) which are for purposes such as applicatiQn ancl· adaptation ot the 
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cqntractor's products rather than pure selling. Such costs should first be allocatee 

between the contractor's commercial line and its Government contracts.· The amount 

allocated to the latter should then be charged to the individual contracts on any 

equitable basis.· Because or the special problems that arise in this area,· it is 
. . . : . 

usually desirable for the contractor to identif,y in its records by means· of sub-

accotmts Ol~ otherwise,; the items of these expenses COnSidered properly allocable to 

Government contracts. 

15-203.4 GE~ERAL AND ADMINISTRATIVE EXPENSES~ General and administrative expenses 
. . . 

consist of costs incurred in the oVer-all management, supervision and conduct of 

the business. Any recognized method or allocating general and administrative ex- · 

pense is acceptable provided equitable results are thereby obtained. Some of the 

. factors that should receive consideration in determining whether the results are 

equitable are (i)· the cost pattern o£ the Government contracts (that is, the ;~~

::en'i::,age of the total cost or the contract,· exclusive or general ·and admiriistrative 

expenses, represented by each of the several coat components thereof) in relation to 

the cost pattern for the plant or activity as a whole,. and (ii) the ultimate objec

tive of distribution o£ these expenses in approximate ratio to the general and ad

ministrative ·effort ~volved in the two· categories of work; ln addition1 considera-

tion should be given to ~·si~ieant variations of inventories between accounting 

periods, ~ariations in the ratio of contract inventor,y levels. to all otber inven~ 

tory levels, and other relevant factors including:· those mentioned in para. 15-203(b).·· 
. ' 

15-203.$ BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES. The base period tor 

allocation of indirect expenses shoul~~ of contract· performance 
. .· -~ . 

.oP shoald ee ll'epPeseatat.i v e er taat p~A.ed~ The 'base perieEl shoulci be sufficiently 

~ ~uities in the ~ocation o! costs1 i-Jt-pW~~~~ 
15-204 APPLICATI~ ~ PRINCIPLES AliD STANDARDS TO SELECTED ITEMS OF COS~ 
This paragraph states, to some detail; applicatiOns of the basic cost princip~es 

c::d stelndards set forth in the preceding pa~agraphs o£ this part to certain selected 
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~tems or cost. The statements herein apply irrespective of whether the particular 

item of cost is treated by the contractor as direct cost or as indirect cost • 

. Failure to mention aey particular item of cost herein is not intended to imply 

that it is -either allowable or unallowable~ \·iith respect to those items not speci

:ically covered, as well as all the subparagraphs below, determination as to allow

ability will be made in the light of' the basic principles and standards herein and, 

where appropriate, the treatment of' similar or related items in this Part, 

15-204.1 ·ADVERTISING. Advertising expenses include the costs ·of advertising media 

and corollary administrati:ve expenses. Advertising media include magazil'les, ... L. ~.-

._)apers,_radio and television programs, direct mail, trade papers, outdoor adver-

"tiising, dealer cards and window displays, conventions, and exhibits, tree goods 

and samples., and sales literature. 

a. The following advertising costs only are allowable: 

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

vertising does not offer speci!ic products or services for sale 

but is placed in journals which are valuable for the dissemina-

tion or technical infonnation within the contractor's industry. ·. 

(2) Help wanted advertising, as set forth in paragraph 1$-204.32. 

15-204.2 BAD DEBTS. Bad debt expenses consist of losses (whether actual or 

estimated) arising fran uncollectible customers' accounts and other elaims1 and 

include related collection ~~enses and related legal expenses. These costs are 

unallowable. 

l.S-264.3 BIDDING EXPENSE. Bidding expenses are the costs o£ preparing bid esti-

~ates on potential contracts or projects, including the development or engineering 

and cost data necessar,y to support the contractor's price proposal or estimated 

cost of work performance. Bidding expenses of the current accounting period of 

both successful and unsuccessful bids normally will be treated as indirect expenses 

and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable ii1 the current period. 

to the Government contract. However, the contractor's established practice ~be 

·to treat bidding expenses by some other recognized method~ Regardless of the 

method used, the res~ts obtained may be accepted only if tound to be reasonable 

and eqt:itable. 

15-204.4 CAFETERIAS, DINING ROOl-'5, AND OTHER FOOD S~ICES. This· class of ex

~enses consists of cost, less revenue, of operating or furnishing facilities for 

cafeterias, dining rooms, canteens, lunch wagons, ven~~g machines, or other types 

of services for cont.ractors employees at the contract·or' s facilities. Profits 

accruing to the contractor from the operation of these services whether operated 

by the contractor or b.1 a concessionaire, will be treated as a credit to costt. 0f 

all production within the contractor's plant in which the services are furnished, 

~·.:~cept i'or serv-ices from which the profits are irrevocably set over to an employee 

welfare organization of the contractor in amounts reasonably useful for the 

benefit or the emplqyees at the site or sites of contract performance.- Reasonable 

losses Of operation from SUCh services are all~Nable When it is the polia,y Of 

the contractor to operate such services at no loss or profit; provided, however, 

that aQY gains or losses from these services must be appropriatelY allocated to 

all activities benefited including Government contracts. \~en it is the policy 

of the contractor to furnish such services at ~ loss, losses on such operation 

will not be allowed as a cost 1 unless authorized by special contract provision. 

15-204.5 CIVIL DEFm~SE. Ci'~ defense costs are those incur~ed in the planning for 
' . 

and the protection of life and property against the possible effects- ot enemJ attack. 

These costs are generally incurred pursuant to plans developed bJ' local and state 

civii defense authorities. Examples ot civil defense costs include· cost in exces~ 

of normal plant protection expenses and ~ consist of first-aid training and 

s"..lp:JliesJ fire fighting training and equipment, posting of ~diti.onal exit notices 

and directions and other approved civil defense measures. Reasonable costs of civil 
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~efense measures undertaken on the contractor'e premises pursuant to suggestions or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

purposes the costs thereof w~ll be depreciated over a reasonable number o! years in 

conforrrdty with generally accepted accounting principles. Except as specifically 
· civil 

provided in the contract, contribut~ons to local/defense funds or projects not on 

the-contractor's premises are unallowable. 

15-204.6 COMPENSATION FOR PERSONAL SERVICES. (To be inserted later on this page 

and pages l$09, l$10 and l$11). 
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!S-204. 7 CONTil~GENCIES • This type of charge results from the creation and main-

tenance of' reserves to provide f'or an event whose occurrence cannot be foretold 

1·d.th certainty as to time, intensity or e-Ven an assurance of its happening. These 

costs are not allowable. (For self-insurance programs see paragraph l$-204.15). 

15-204.8 CONTRIBUTIONS AND DONATIONS. Contributions and donations to established 

nonprofit charitable, scientific and educational organizations are allowable prO-

vided that such costs are reasonable and are properly allocated to all worY.• 

The propriety of the amount of particular co~tributions and donations and 

-~i..te agb:-eti:;;ate thereof for each fiscal period must be judged ordinarily in light of 

'the pattern of' past contributions pa1--ticularly those made prior to the placing o£ 

Government contracts. The amount of each all~rable contribution must be deductible 

for purposes of Federal income tax, but the deductibility of the contribution for 

income tax purposes does not in itself ju.stify its allot-lability as a contract cost. 

15-204.9 DEPRECIATION, 

a. Jepreciation as described herein is a charge to current operations 

intended to distribute the cost of tangible capital assets, less estLnated residual 

value, over their estimated useful life in a systematic and logical manner• It 

involves a process of' allocation, not.of valuation. Useful lite has re!erencf;t to 

the prospective period of' economic usefulness in the particular contractor's opera-

tions as distinguished tram physical life. 

b. Depreciation on a contractor's plantJ equipment and other capital 

facilities is an allow-able element of contract cost, provided· the amount thereof' 

is based upon original acquisition cost. Depreciation will be accounted for b,y con

sistent application to the asset(s) concerned of aQY generally accepted accounting 

principles, including those recognized.by Section 167 of' the Internal Revenue ·code 

of 1954, and should usually be allocated to the contract and· other work as an 

indirect cost. The amount of depreciation charged in any accounting period may 

vary with volume of production or use or multishift operations, provided the method 
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· followed is consistent with oasic objectives set forth in 5uoparagraph a. above. 
! . 

c. Charges for depreciation on idle or excess facilities will not be 

. allawed except on such facilities as are reasonab~ necessary tor standby- purposes. 

d. Unless otherwise provided in the contract, no use charge will be 

allo11ed for assets still in use which have been, in accordance with the contractor's 

consistent accounting practice, fullJ depreciated on the contractor's books ot 

account.· 

e. ~lhere the contractor has· applied for, received, and accepted a deter

mination of •true depreciation• from an Emergenc.y Facilities Board covering an 

emergency facility acquired under a certificate of necessity, the amounts so deter

~ed for "true depreciation" over the emergency !)eriod CS years) will be recognized 

iD lieu of normal depreciation. After the expiration of the emergency period tor 

\ 

tbe fac-ility concerned where a determination of "true depreciation" baa been made, 

the remaining undepreciated portion ot the cost of such facilit,y will be depreci-

ated over its remaining useful life and will the only .amount ~ized aa 
. tN$6 I. 

allowable cost, subject to paragraph lS-264. e contractor may- elect to use 

normal depreciation rather· than the "true depreciation" as determined by the 

Emergency Facilities Board. However, the method chosen after such determination 

of •true depreciation" must be followed consistently throughout the life of the 

emergenc.y f'acili ty •. 

1$-201..10 ~IPLorEE MORALE, HEALTH AND WELFARE. Included in this category are ex

penses of health and welfare activities incurred for the improvement of working 

~onditions· and the improvement of enwployer-employee relations, employee ·morale~ and 

emplo,yee performance. Examples of these activities are house publications, health 

or first-aid clinics 1 am employee counselling services. The8e costa are allowable 

when incurred 1n accordance with the contractor's established practice or custom in 

the industry or area and are reasonable and equitabq allocated to all classes ot 

work performed in the contractor's plant. Income generatecl from any ot these 

.. . 

.. ,. .... 
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itrevocably set over to employee welfare organizations. 

ti.~come has been 
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15-204-.11 ENTERTAINMENT EXPEl\TSE. This item includes the cost of amusement, diver-

·sion, social activities and incidental costs relating thereto, such as meals, lodg-

_ ing, rentals, transportation and gratuities. These costs are unallowable. 

15-204.12 EXCESS FACILITIES. This item includes the cost of maintaining and hous

ing idle and excess facilities, except those reasonably necessary for standby · 

purposes. Thes_~ -~~st~ __ a~~- ~:J..lo~abl_~. The costs. of additional plant capac-ity re

served for defense production shall be the subject of a separate contract. 

15-204.1.3 FINES AND PENALTIES. Included in this item are those costs resulting · 

from violations of, or failure of the contractor to comp~ with, local, state and 

Federal laws and regulations. These expenses are not allowable except when incurred 

as a. result of compliance with specific provisions of the contract or instructions 

in writing from the contracting officer• 

15-204.14 FRINGE BENEFITS. Fringe benefits are allowances and services provided 

by the contractor to its employees as compensation in addition to regular wages 

and salaries. 

a. The determination as to the al1owability of the cost of pension and 

retirement plans, profit sharing and other bonuses, and severance pay will be in.· 

accordance with sub-paragraphs ~S-204.26, 15-204.6 and 1$-204.37 respectively. 

b. The cost of other fringe benef~ts such·as pay for vacations, holidays, 

sick leave, military leave and employee ·insurance (but see subparagraph 204.15e) is 
. . 

allowable to the extent required by lcnr, employer-employee agreement, or established · 

polic.y of the contractor that constitutes, in effect, an implicit agreement on the 

contractor's part. 

15-204.15 INSURANCE AND INDEHNIFICATION. 

/""a; Included·un~this i~) those types 

/ ~A~-- / contr~tor is req~~ea to ea~~er the terms o e contract 

~uctio~ contraetlng officer o 1s authorize 
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(2) any ot~r ins~ance for which the contractor seeks reimbv.rsement under the con-
. ~ ~ . ;.,· ,,; : ..... 

tract. The 19li<f~ of insurance ordinarUy included in ·i»he·:··Cirst category are set 
,/" . ." : ,, 1,.. 

·out in ASp(~0-$01. _ .. /······ ...... ...-'· - . ·. ·. . .· . . · 

// b Costs __ oi Government ~~~red insurance ere allowable withip. t;~ 
)' · o~ " :s ;9/{~e extent ~~ O;;:,erage and premi~ i-at~~ approved by th$ Gove:rnment. · 

Costs of ot~e~,·insurance, ~cept .that applicable to Government-owned pro;:rty, are 
. ,..·"/ . ....-···. . . . . .-~"/ . . . . . , .•. •··. . 

allowabl,'provided (l) yhe insurance has be~_-·,pproved by the military- department 
. / .. .·· . / . 

conc~ed or (2) in ... the absence· ot &uch ~~~il. requirem.e~t, ····the types or coverage, 
/ ./ . .;" .. ·· . . 

fent of cover._ll,~~ and rates are /!U1~~ble under the -~ti'cUIIIStances. · Costs .Uowed 

'tor use and occupancy insurance,,Aiawever, will in p~nciple be 'limited so ·as to .· 
/./ / . .-··' . _,•'/ . 

exclude. e_GV'erage ot profit, ).nterest, federal' _;ne'ome taxes; and &l'J¥ othe~ items ot 
1.: ~-~ .. ' ' 

'._:'· ,··"· . ·' 

expens.e unallowable unde.r· this part. , .. / 

/_.. · c. The }to&{s or insurmce_ .or 81\Y reserve ~overing the ri.sk or loss of or 

d~age to Govern.me~t-own~d property···~e not allowable except to the extent that the. . /r . / ,·· . 
Government~ have required~ contraQtor to car~· such insurance. /.. . . ___ .,.·· _..,....... . 

/' d. Provision _t<ir losses under a se~r·· insurance program &17~· allowabl-e 
/ .· !' -· / / .·· . . .. 

Zo ·aed the· program _}las been approved by ,the MiUtary Departmepts concerned. 

ctual losses sust(~ed under such a J'e~~tnsurance prog~ ·~~ not ailowable. 
,. •• -- .~ .. - I 

,.· ,/ ,.,.. .. 

·e/, ... / The costs of insu~~ce on th• lives 9.t:···o:t'ficers, partne~s or. propri-
/- /._,./ ,./...... . . . .·········· 

etors, /.e· not allowable ~~~pt where suc;h ins ranee is part of ~, .... ~JUPloyee plan. ,,., ... ,-· 

whic_p/is not unduly res~cted. · · · /./-,., . .· - ..... ~ 
/' / . /' _.r "' _, ... 

r. Los~ result~g fr ough self· insur rtfe or 
,/' ... ·: 

otherwise ) are 

pres the contract. 

15-204.16 INTEREST AND OTHER FINANCIAL. EXPENSES. This . item includes interest 

(however represented),_ bond discount ~ expenses, and the cost or financing and 

refinancing operations as well ~s legal ~d profe.ssional f•~s paid in connection 

. ':::'1. 
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with the preparation ot a· prospec\us, eoat ot preparat~~ IUld isauance of stock 
.: , .. , .. .' 

rights and expenses relatecl .. ·thereto. (See also 15-2~Jit,r· These costa are un• 
.. ._. ' .... :~~' 

allowable except tor interest assessed qy St•te or· l~~t.axin~·authorities ·under 

the conditions set forth in subparagraph ·1$-204.39. •••• 
' If 

J$ ... 204•17 LABOR RELATIONS, This item covers· expel\ses incurred~~~ satis~ 
. \ 

factory relations between the contractor and h18 ·einpior.•!•. It includes the cost 

of shop stewards, labor managan~nt committees, em.pl.oye • .-ptiblications ~d other 
. ·=1~·.-: ;:7 . 

. ·- ~· ~r t:l.. ... . 

related activities. Costs incurred tor th•se purposes ~e ~owable. 

~5-204.18 LOSSES ON OTHER CO~TRACTS. Thia·item coV.ra ~ ·exces~ of costs over 

~M~~ whether ~:JE~~~!.K~;;~ 
~~ply,~ rJlJearch and developaent or ot~ Costs ot tid; -;-t-;,r are not . A . 

allowable as a cost or performance ot the Government contract. 

1$-204.19 MAINTENANCE AND REPAIRS. 

a• Thi~ item includee.those costs necess~ tor the upkeep of property 
etherwise . . 

(ihcluding Goverment prOperty unleas/pro'4dM tor) whioh aeither ad~ t.o 'the per-

. manent value of the property nor ~preciabq. prolq• .l*f! intended lite but keeps 
·.' ;! ~J.<; 

it in an efficient operating. condition. These coats ~ ·:~oW&Qle• Expenditures . 
. ·.:: ;·. ,. 

for plant and equipment whi~h, according te gene~ ~,tPted accounting princi• 

plea, should be capitalized and subjected t• deprecia,~Oa\ will be aUowable only · 

on a depreciation basis. Cost ot 1n&intenance and rep~r,e ot excess facilities ana 

of idle facilities {other than reasonable standb, tacilitiee).are not.allowable. 

be Deferred maintenance is defined as maintenance and repairs whicl: .:'or 

some reason such aa abnormal operating conditiQDI or lack ot funds, ia delayed to 

a future period. The coat ot ~tenanc., and repairs which has been deferred fran 

a period prior to the contract is ~t- allowable unles·a ·specifically prOvided for 

1n the contract. Likewise, the estimated QOSt ot m~,~~ce and r,pairS norm~ 

required but not accompU:ahed during the period of the o~ntract will ·no1; be allowed 

as a cost unless specifi~~ provided for· in the contr~ct. 

1 
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±5-204.20 MANUFACTURING AND PRODUCTION ENGINEERING. Manufacturing and production 

engineering includes the cost of engineering activities in connection with (1) 

. current manufacturing proces~es such as motion and time study, methods analysis, 

job analysis, and tool design and improvement and (2) current production problems, 

such as materials analy~is for production suitability and component design for 

purposes o~ simplifying production. These costs are allowable • 

.!?-204. 21 ·MATERIALS AND SUPPLIES. 

a •. This item includes the net costs of such items as raw materials, 

parts, sub-assemblies, components 1 and manufacturing supplies, whether purchased 

outside or manufactured b,y the contractor, and may include such collateral items 

as inbound transportation .and intransit insurance. In computing materials costs .. 

consideration will be given to reasonable overruns, spoilage, or defective work 

(as to defective work, see paragraph 7-203.S(c)). These costs are allowable sub~ 

ject, however, to the provisions or subparagraphs b. through f. below. 

b. Costs or materials and supplies shall be sui tab:cy adjusted for 

applicable portions of incom~ and other credits. Such incame and.other credits 

include trade discounts, refunds, rebates and allowances, cash qiscounts available, 

credits for scrap and salvage and materials returned to vendors• Such discounts, 

rebates, allowances and credits, may be applied directly to the charges for 

materials involved or may be appor1;ioned through credits to ~rect costs. How

ever, where the· contractor ca~ demonstrate that failure to take cash discoUnts was 

due to circums.tances beyond his control, such lost discounts will be allowed. 

c ~ When materiaJ.~ are purchased. specifically for and identifiable 

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

be charged to the contract. 

d. If materials are issued from stock, any generally _recognized method 

or pricing such materials will be acceptable, proVided the method is consistently 

applied and the results obtained are equitable. WBePe mat.ezids 1ft e'bock a:t tae-
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· · COIJlJZleMemeat. dat.e of the -contract haw a pre~able replacement cos t sigllifieentq-

·ltigheF-than book J:Ost, tbe contractQr aDd the Oovemment mq, by C9Rtrect provision,_ 

~agree upon the use 4 a ~ethod of pfic1ng based upon the· taix valae of tbe materiti-s 

· as--et :the date of the contract, h't:lt Dot in excess ot replaceman.t oas'b on such date ... 

Suoh agzeeureRt shoij]:d_.~.clielttde identification at the types or kinds of materia~ 

involved and should: be tuade at the time the eeBtreet is e&teed into am:l pz•ovicie&-

e. Reasonable charges arising from difference between periodic pnysical 

inventor,y quantities and related material control records will be included in 

arriving at the cost ot materials, provided that such charges (1) do .not include 

''write-downs" of values, and (2) relate to the .period or p~rrormance or the con

tract. All credits arising from difterences.between periodic pqysical inventor,y 

quantities and related material control records shall be taken into account. 
. . 

r. Ordinarily sales or .. transfers of materials, services and supplies 

between plants, divisions, or organizations, Wlde.r ·a common control, shall be stated 

on the basis or cost to the transferor. In the case ot aqy item regularlY manu

factured and sold by any such transferor through commercial channels a departure 

·rrom this cost basis is permissible, provided that the price charged to the con

tract does not exceed the lower ot ·(l) the transferor's sales 'price to its most 

favored· customer for the same item in like quantity·, or (2) the prices ·of other 

suppliers tor the same or substantiallr similar items •. 

15-204.22 ·ORGANIZATION EXPENSES. Tbis item consi-sts .or eXpenditures in connection - . . 

with organization or reor,ganiz.ation ·of· a business • · Examples or such costs are in-
~~· . 

corporation fee, attor~qs fee, fees ~ p~oters and organizers and costs of . 1\ . 

raisirig capital. These costs are· unaJ.lowable. .(See paragraph lS-204.16)._ 

15-204. 23 OTHER BUSINESS: EXPENSES • Included 1n this 1 tem are such recurring ex

penses as registry and transfer charges resulting from changes in ownership ot 

securities issued by the· cont.ractor, cost of shareholders• meetings, proxy 

1 
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$olic~tations, preparation and publication of reports to shareholders 1 preparation 

and submission o.t required reports and torms·to taxing and other regulator,y bodies 

and incidental costs or directors and camnittee meetings. The above and similar 

costs are allowable when allocated on an equitable basis to all classes or work. 

15-204.24 OVERTIME, EXTRA PAY SHIFT AND MULTI-SHIFT PREMIUMS. 'l'ftie it• .cel'l~ 

. . . ·~l'hi.s .··it~m ~~n~.t~ ~of~~-)~i#~·:~rti(!n~·:f>:r overtimei- ·.• .~ n 

·· ·· :· , ..... extra pay shift :and mUlti:.:.snJ.tt:··pa~nts;·to:··.~ley~es. . . . . 

. . \~·. . ·. '.· ·1- :~::!:~::~: :::~:~:~::::~~· :;::~i:~;::~~i '1?1 ~ 
When d.ireot iabor eost is the base tor distribution.-./ 
or overhead. ·such p~emiums shall n t be · ino luded · 
therein. Cos't'O? such premi~~ on direct labor are · · 
.allowable only to the extent. ·expressly provided for 
in the contract or otherWise .. au~oriaed by the 
Governme~t. Cost" of such premiums. tor indirect labor 
is allowable without prior approval,,it reasonable. 
and the CO~t .i_s ~lloc.a.ted ·Oil ·a 'pro ·rata basii t0 OOul~ 
meroial as well as GOvernment work. See ASPR 12-102 
tor further information concerl;ling·the policy regarding 
such authorization. The amount of such .pre~ium ·cost 
charged on Government oontraots· sha~ equitable ·ln 
relation to the. amount or such premium costa charged 
on non-Government work being oonourrentiy performed 
in the Contractor'' a plant and· the factors which neces-

-\ ~£5:2:::::-,::;:;~r~~~=a:::::"r:atea t:'_~s~o:,~nses . \ 
/ ,~,s .0:0~~~ ... le~~in.g ·to the lssuahC!J~-o~. ·li~~~~ts;. oosti~'r~cf~!.~ed to . 
I B:~ar~P. ... t~~:: ~~·.· ~~; ooq~s .... b8o~saary~~ t6···:~~~ply :·With.~ 1ttvent"ion 
1 .. ~.so.losur~· p~p~!.~iq_ns.-· ot·. the•·::contra9~~: f;~.nie.; .o-o·~·t~· ·6r:·.:~~~r<,hing 

~·-. .r~ ~~e art :in. ~-r.~er .~~· m~k~. in~n~i~o~·. #'so~o&ure:ff, ~d- ·dt''.:Preparing 
;;·~), ·:.: ~sclosur~s · ~~· P.t~ repo~'t:i;·~:~·~a~.·; r:~q~~.fea· .. b'Y:~e ·.~·c:;~n~rao~ are 

t . ~ll.owable. ·:~h~.,~9s~ -ot .. p·re·pariiig :~s~;gmnent: ~d'joth.e~;-;papers · 
[ · ~n connection with the~·filing··of' a· patent applioa~ion:.Q.y ·tb.e:.:.:: 

··>··l ~ · · .. ·~Government~ an~.;.any ··otherj·euG·h .oos~s ... ar~ .. ~llawabteJ-'~tioil:.->t!le: .. J 

·.·. i \\ 'Jt;:::;~~h:~~~!:i~;!:~ev!~k~~:~!:~~~~~i;~2~:~:::s~, - . 
·.,·: \.~' .(SeE;S .a.l~Jo :pararrra-mh.:·l5•204 --. S6' ·.!' ~. ·· ··· · ::·~.~:···~ ·.t.;.~~.,:·:;~.:··, ... , .:- ~: ..... ~· ... :.~. ~ ···. 

• . Q 1:'~·-- ·-· •.. _ ..... !. .. _ .• J.•.- .............. ., .............. - ' . ······ 
".Lj(,G111.4VU v,.; . .,.._,.·....,vvv "V.Ai ·· \iAi~·G\1 ·pcs~~nu8 .. J.1.c·ao~& 1i0 COD'tr&C't '})rOQUQlla u.a.- l'"' v-

assignment and other papers in connection 

e· Qovernment, and arq expenses 

All other-

•': 

.. -~· .... ~.~ .. .;.:,·:·:_..·.·.·-·-_.,, .... · 
····'1. 

I 

·":· 
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~where the Gow'1WaRt has a ljcense or the P:ight to ft•ee use thexeof,. are

tlml1"iowable nnl ea-s e'bherwiee proftdea 1A the contraot~ 'fhe cost ot t esea cl\ and 

lS-204.26 PENSION PLANS. 

a. A pension .Plan as used herein is a plan which is established and 

maintained by a contractor p~ to pro~de s.ystamatically for the p~ent of 

defini tel.y determinable benefits to his employees over a period of years 1 usually' 

for life, after retirement. Such a plan may include disability, withdrawal, in· 

surance or survivorship benefits incidental and directly related to the pension 

benefits. Such benefits generally are measured qy, and bas~ on, such factors as 

years of service and compensation received by the employees. The determination of 

the amount o£ pension beneti ts and the contributions to provide· such benefits are 

not dependent upon pro.ti ts. Beneti ts are not definitely determinable if funds 

·arising from .forfeitures on tennination or services or other reason ~ be used to 

provide increased benefits tor the remaining participants instead or being used to 

reduce the amolD'lt ot contributions by the employer. A plan designed to pro'Vide · 

benefits for emplo,yees or their beneficiaries to be paid upon retirement or·over a 

·period or years after retirement will be considered a pension plan) it, under the 

plan, either the benefits payable to the employee or the required contributions 

by the contractor can be determined actuarlally. (Retirement plans which are based 

on profit-sharing shall be subject to paragraph l$-204.6e). 

b. Pension plans which are subject to the approval ot the Internal 

Revenue Service must have been so approved prior to consideration by the Military 

DepartmentJ however, approval of the plan by the Internal ttevenue Service does not 

necessarily assure the allowance ot the costs or such plan by the Military Depart

ment. Consideration of a plan and the method ot determination of cost thereof will 

be the re.sponsibility ot the Department to which audit cognizance is assigned and 

the subsequent action. taken ~ that Department will genera~ be accepted b.1 the 
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ather Departments. Where pension and retirement plans of non-profit or other tax 

exempt organizations are not required to be·reviewed and approved by the Internal 

_ Revenue Service 1 it will be the responsibility of the Department to which audit 

cognizance is assigned to give consideration to the acceptability. of such plans • 

c. The costs of a pension plan appr~ved by the Militazy Department con

cerned, to the extent such costs are claimed and deductible· for income tax purposes 

(or are determined to be reasonable in the case of_non-profit or tax exempt organi

zations) 1 are allowable except as otherwise determined unallowable under this 

paragraph. Such costs m~ include excess contributions to the 
. ;:::.~~.I fir 

extent such contributions are claimed and allowed foljJ tax purposes in the current 

taxable period. In cases where the Internal Revenue Service withdraws approval of 

a plan, an appropriate adjustment of contract cost will be made for contributions 

disallowed for tax purposes which previously had been allocated to and allowed as 

contract costs. 

d. In determining the net costs allocable to militar,y contracts, con

sideration will be given4to the possibility of future abnormal termination credits 

or gains and the effect such credits or gains would have upon current costs. These 

termination credit~ or gains will arise with respect to ·individuals for whom current 

costs are being incurred by the contractor but whose empl~ent will terminate 

before they acquire a vested right to the benefits purchased or funded by current · 

costs. Hhen such credits or gains are foreseeable and thei~· worth can be evaluated 

with reasonable accurac.y, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 

can be accomplished either by discounting the current costs otherwise allocable or 

by obtaining realistic re.cognition in the actuary's calculation of current costs 

so that the current costs do, in fact, refle_ct the discount for the abnormal ter-

mination credits or gains which are a~ticip~~ed• However, most often S\1Ch abnormal 

credits or gains, it foreseeable at all, are not susceptible of being evaiuated at 
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the time of contracting because neither the timing nor the s~verity of the termina

tion actions will be known. Under these circumstances, the Government's interest 

in such abnormal credits· or ga~s will be prese:r;-ved for retrospective evaluation 

- and accounting.· If a contractor has but one or relatively few Govermnent Contracts, 

an appropriate contractual provision m~ be ·~sed to pr· serve t~e . Gove.rnmen~' s _in:_ A .A . 

' k ~.....v CCMti~~ ~~~~~~· 
terest~ provid~~~ retr~pective ~ceo t~. In other clBes, where a con" ~ 
tractor is not limited to one or few Government contracts or there is reasonable 

.probabUity he .will receive follow-on contracts, a separate contractual "side'' 

agreement will be negotiated. having application to all pension costs allowed under 

contracts with the particular contractor and provide for an accounting of abnor.mal 

credits or gains, as that term is defined in the agreement, arising by rea.son of a 

cutback or cessation or Government contract·work. 

~ ~ The afl~ity ot costs or lump·sum purchases of annuities or of 

lump sum cas~ made~ pension benefits for retiring or retired 
ll 

amplo.yees other than incurred under approved pension plans will be subject to 

consideration on an individual ~ase basis. 

lS-204.27 PLANT PROTECTION EXPENSES. This item includes t~e cost of wages, uni

forms and equipment or personnel .engaged in plant protection, supplies, depreciation 

on plant protection c~pital assets., and n.ecessa.ry expenses to comply with military 

security requirements. These costs are allowable. 

15-204.28 PRECONTRACT COSTS. Precontract costs are those which are incurred prior 

to the effective dat·e of the con~ract and which would have been allowable thereunder 

if' incurred af'ter such date~· S\lch costs will not be allowed ·unless specifically 

se~ ferth in the contract. end llltlf ~~teE! 'bo a perietl et time M veU as te :th1i 

15-204.29 PROFESSIONAL SERVICES - .. LmAL, ACCOUNTING,ENGINBERING AND OTHER. 

a. nus item includes the cost of professional services rendered ·by 

the members ot the particular profession sepa~tely engaged.· These costs generally· 
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rable when reasonable in relation to the services rendered and are not 

1t upon recrNery of the costs from the Government. 

b. Factors to be considere(i (among others) in detennining the allowa-

~ costs in a particular case are: , (l) past pattern or such costs, partie• 

1 the rears prior to the award or Government contracts; ( 2) the impact of 

1t contracts on the contractor's business; (3) the nature and scope of 

11 services expected of the c ontractor1 s own organization; and C 4) whether 

te proportion or Government work to the contractor's total business is 

~o influence the contractor in favor of incurring the cost, particularl1 

! aerr.i.ces rendered are not of a continuing nature and ha~e little Nla-

to work under Government contracts. Retainer. fees to be allowable ;mUst 

l&blf supported by evidence of services rendered. 

c. Th~ .c_<:)sts. of. l~ge:l·,· ·acoo~~ing .. B:nd ·aonsulting services 
·:and.:relat,ci expenses inom-r·e_d. · ~t{'c.onP.eot~~:_.w~_~h:-'organization and 
.l'ebrg~ization~ defense of. anti~t!V.st:. s~it"s ,. ~d:'the prosecution 

··.of el:~~s:. against th~ Governroe:p.·t:·ar~.:~all.owa))le~ · .. The. oos.ts of 
· l~gal~ 'agco\mting. and :cons'lil ting··_serYJ:cEt~··an:d·.;:·r:6lated ·expenses 

inourred 'in connection with· pate.nt ·infringe~ent. li tig~tion ·are 
unallowable ·unless otherwis~ pz:o:vjd~d i:ri. jth~· oc?~1f_ract_. 11

. ·· 

' •• 1 ... ~ ~ '._· ... ·: .= •·• ' : .. : ···: : •.. ~ ~· .•. ~· ·:: ~ -· 

l 
~ PROFITS AND LOSSES ON DISPOSITION OF PLANT, EQUIPMENT OR OTHER CAPITAL 

Included herein are gains or losses · ot any nature arising from the sale or 

at plant, equipment, or other capital assets,· including sale or exchange 

rt short or long term investments. Profits or losses on sale ~r. exchange 

al assets. including investments, wUl be excl.~ecSin computing contract 

! RECONVERSION EXPENSES. Reconversion expenses are tbo~e. incurred in the 

-ion ot the contractor's facilities to approximately the same. peysical 

.ent and condition existing immediately prior to canmencement ot the mUi• 

.~t work an't include the cost of removal of GOVernment proper'ty. Recon

expenses are not al1owable except that the cost ot removing Gover:nment 

· and the restoration costs caus•d by such removal are allowable it speciti-. . 

·ovicled ·for in the contract. 
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l$:..204.32 RECRUITING EXPENSE. ·This item includes the costs ot "help wanted." adver-

tising and tbe operating costs ot an employment ottice necessar, to secure and 

· maintain an adeque.te ~~her includes the costs or operating an 

~monal ed aptitud" testing program, travel expenses of employees while engaged 

in recruiting persamel, and travel expenses of applicants tor interviews for pro

spective employment. These costs are allowable. Where the contractor uses private 

employment agencies, costa not in excess ot standard commercial rates tor such 

services are also allowable.. Costa ot special be.nefits. or emoluments offered to 

prospective employees beyond the standard practices in the industr,y are not allowable. 

15-204.33 RENTALS ·OF PLANT AND ·EQUIPMENT. (Including sale and leas.eback of facili

ties.) This item includes expenses for (1) use ot land, buildings, and equipment 

or other personal property, and (2) rental expenses under sale and ·lease-back 

agreements incUrred by contractors through sale ot plant facilities to investment . 
organiza~ions (such as insurance companies) or to private investors and conc~rently 

leasing back the same facilities.· 

a. Rentals or plant and equipment under (l) above are allowable if the 

rates are reasonable in light ot the type, condition and value or the facilities 

leased, options avai~~!.~~rttu;r provisio~r~ ~~~ 

~~~lease-back agreements under (2) above 
- ~ . 

are allowable only to the ext.ent that such rentals do not excee~.J10rmal costs (such 
. - ~,fw~~. 

as depreciation,.:· taxes 1 insurance and maintenance expenses)~ ihich would have been 

incurred had the contractor retained.legal title to the facilities. 

15-204.34 RESEARCH AND DEVEI~OP1€NT. Research and development expenses (sometimes 

referred to as general engineering expenses) tor the purpose or contract costing 

are divided. into. two major· ca~gories 1 namely: 

a. General research, also referred to as basic. res~arch, fundamental 

research, pure research and blue-s~ research. 



J:.,. 

' 
tiit.:~ • 1.52.5 

b. Related reseatch or deve'lopment1 alSo referred to as applied research, 

product research and product line research. 

\ 

~~(i) ·General: research' .is that type tit re-~-~aroh; .whioh 
is. dir~ot~d towards_ in~reas~ ot lalowledge · in' -s.oienoe.--·~ It 
is reae.aroh where the primary-- aim ot· ·the investigator is 
a full~r knowledge or _underatan~ing of the· subject under 
study,_ rather. than a practical application ·thereof'. 'The 
oost ot. Independent ~(Jener_al Researoh (t.hat whioh is ·not 
sponsore.d by a ~ontr9:et · ~r grant ~r ~,o'i;her arrangement) · 

_ s_hall_ be. all~ed to t~e ex.t~~t ·speo.ifioa-lly provided in 
the contract.·· · 

. .· _ (B) .. Ge~erally~ th~· ~~traoto~ shall be ,required 
to di ~clos~ 'tc? the Govermnent the purposes 8l1d :results 
of such independent ,general research. . · · · ·. 

: . · .tn :sp,()_ial:iY,:: ~F,oii;.d:ing =··-~~~~;¥.·::_-~-~:-ti_i~:~~!i~a~~~sh~i 1- ·be .gi ~n · . 
. ·:-\\ · ... ~o .. ~~e. _}'o~~o~"1.~g ·~7~?-.tors·~·:#.~~~ -~-~~~~r.~·;t· ··>·~~·::~T·::~.:~;;~~{-.:: :_:_·-:,_·: ... ::~ > _:·: _--_, ._~<-<·.: .:: ·' · \·-

, '·_... ·' ~~ ~, ::~~~~l~t~~:d ~;~~!!! ~gf i::~: . , ~:.~~h~~1~ :•; 8 
·' ~~p~~~n~ ~. ·_. ·• ·. · 

·. ,._: .. ,::. ~'()··~ ·_, 'The tiap~bili tY . of -the: coritraotor in'' tl:}.~ .:p~~-t~~p.iu. ··:~e~e~roh ' 
field. · 

. : •·· o ~ .. Bef!:~~i ~~ whicl:l ~e.y_ .ao~~ ~o .. ~e }lq:~~~~:~e~~· ·. :-: . ;<:·. __ -.-:. :_ .. ~. :. 
· ~ 'd.-·_ ·Com.par~s.on of. s1.~~ ._~9.:. 9~-~t .ot'.,.·~~~~~~-~o:t"!:s p;en-9~'!.-:Y~~rs' 

· _ ... : · ·: £e.searoh programs.·.- ·- · · . ··· .. ·- .. : -..... ..; .. _/ ... .-:i: : .• ~. ~- · -, . :·.·. 

· ·· · :·e.-·. The- :ptoportion ':oi'::tbe -qq~~e~~-·.'b~s~~a~;··to .. the :cont~actor's 

J 

·.· ·· · ~ .~. ·. · totat business.'*.·. . ~ .· .. - ·. ~··, .. · ;~ ... 4., • 4:~~ J_ :· ...• : ... · 

develo~~t '. • . . . spon$o~d ~ a ~~nt;act. o~ grant or ~uise 
r~ ( ) may 1 it allocated on the basis of all production.. be 

allowed as a cost under any cost type production contract it the research ie re
lated to the contract product or pr·oduct line. No portion ot such research wUl be 

allowable under cost-t,ype researCh and development contracts. 

c. Independent research projects wUl absorb their· appropriate Share ot 

·the indirect expe."lSes ot the department where ·the research work is pertormecl. 

J 

~--·.-' · -~ .-·- ;i d~ ·::.::ftese·ar-oh. ~(}~ ~-:::10: ::~-t:~"~t.a._ ·~( a~~~- -!'t . . ~he nature, which_.,ere 
aan•t 1. ) \.IDyQ r-8" . costs - ··- ":'1 'di .. r t ~-.' ~;a. a. l.Ze, ·d· l'·e·g·ar'_dl· .- - ... -;cl' .. ~--~ •'!•". __ · -~-. ~o·.a.u_ .. ·n"'_ ~~~·.no~ .. ,.·ts ·- ' ·esa o.~. -·the'·..W.tur·· ... -.-. - ... ..,..- . o "'"~"" ~. 

: . :in ··.aocounting·.- pe'· ':r.a'i...;.tt_·: ' .• ;. ' . ·- ·.,...~•i. '-~ ~hi~-li w!-«{~triolirred 
11 - .&.vUJJ prJ.or ·to ·th ·· ·- .. ,. · .. ~ ·· ,, .. - ·· ·· · 

· _ ·, __ Jn -it~·'1oontract --.1-1· .. 1· ,~~t ·b··· .J:,
1
. -1~~-.:~~~~ -~!. ~ . .P~ioular' -unl ~ - .u.u· 8 . a ·o • d ~...;;; -. ' ' -~. ,.· -. 

r . .: ·es.s :.al:lovia.ble ·::a:8·.·--p·r .:>·, .. t . -.· .-.:: ., ~!~$- ., .. ~--:.that· .qo~t·raot .. 
, . , ..... ·. . e o_on r~o~ _.·~~~ts .. ·(~~~-~~-~~·~~~~~.204._28)." 

..... ----~--- ..• ...........,.__._ .... -.!..._ ... •·· 



~~~'· ' :-'This item ·?~vera amou~~~ pil.id or P,a~bf; i'1~~the right to use 
. ~atent~, or,.·i~enti·ona: .•. ::·:~ere· the .. ·.u~·a·.!:or such .a pate:qt or 
'.J.nvent~on. 1.s neoetfS'e.ry ·tor··· :the ··prope:r .:p~rformal1:oe of .. the con- J 
~~a~~h:dr~::~e t:n!:~:~::n:~:e:! :~\:!~::~n~a:e a r!~~~::s, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to oontraot produots or processes are · 
allQ!able to the extent GpTtBflx oroViclecl for eleevhere 1n the 
contract or otherwise autho:rised by the contracting othcer. 
Chal-gee tor the use of patents, where the Government haa a · 

I 
license .or .the right to free use of. the patent.·. are unall .. ovable. f;.>~C:,J 
Charges for the use of patents where a patent baa been adjudi- ~ · · 
cated to be invalid are unallowable unless otherwiae proVided I 

pro, in the contract ... (!!!!!• fh1s provision; ·~upon··reconeideration by .;. 
the ASPR Committee, was changed from the manner 1n which it 1s 

otti, , shown in the minutes ot the .6 Dec. 1955 meeting (which 4.re conect) 
to the form ahown above.) 

15-204.-'o ot.;.ttv.i.u.l!i NUJ ~.:>·.nuwa·l·J.uri J!&Ai'~J:,.-;). uu.~t ~~I& ,.u.., ... \& ___ ~- __ .. ~ :··.r.,-· 

vicing the product insta~ation, and trainin~rsonnel in the use, maintenance and 

operation of the product. Such costs are allowable. 

1S-204o37 . SEVERANCE PAY. · Severance pay, also commonly ref' erred to as dismissal 

wages, is a payment in addition to regular salaries and wages 1 by contractors to 

workers whose employment is being terminated. 

The cost of severance pay is allowable onJ¥ to the extent that,. in each 

case, it is required by (1) law, (2) employer-employee agreements, {3) established 

policy that constitutes, in effect, an implicit agreement on the oontrac_tor's part, 

or (4) the circumstances ot the p~ticular empl01J11ent. 

For contract costing purposes severance P•1 is divided into two cate-

gories as follows: 

a. Honnal 'l'urn~ver Severance P!f• The cost ot severanet paymenta ia 

allowable and. must be allocated to all clas sea of work being performed in the 

contractor's plant at the time ot p~ent. ·However, where the contractor provides 

tor accrual of pay tor normal severances such method will be acceptable it the 

amount of the accrual is reasonable in light ot payments actua.l.l1' made for normal 

severances over a representative paat period. 

b. Mass ~everance Pa,y. The cost ot abnormal or mass severan~e ptq 

actually made upon cessation ot work when there is no reasonable prospect ot 

~~~~~~~··~'' 
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cC>ntinUing employment on other work ot the contractor is allowable. . The amount 

~lowable shall be determined bf assigning the total cost of actual mass severance 

payments to the entire period ot employment w:l. th the contl'actor and equi tabq appor

~ioning such cost to aU business ot the contractor perfomed during that period. 

A reservation in the final release ot claims (See ASPR 7~203 .4.) mq be 

:ude in the case ot completed coat-reimbursement t7pe contracts when it is . reason

-.ble to assume that· severance pq allocable to the contract w1ll be made in the " 
.· ~~~ 
ruture. . . . . ~/(/~ 
l$-204.38 SPECIAL TOOLING. The term "special tooling~ans property of auch .~ 
$pecialized nature that its use, without substantial modification or alteration, is 

~ted to the production ot the particular supplies or to the performance ot the 

particular services tor which acquired or furnished. It includes, but is not 

limited to, jigs, dies, fixtures, molds, patterns, special tapa, special gauges, 

~d special test equipment. The cost ot special tooling, when acquired tor and 

its usefulness is llmited to government contracts, is allowable and will be charged 

¥rectlr to the government contracts. When such special toolina is acquired it 

shall be subject to the provisions ot the contract clause set forth in ASPR 13-SOJ 
I 

~ntitled, "Government PropertJ""• 

l$-204.39 ~· Taxes are charges levied by a government unit. l'he7 do not in

clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
'4 

coJ\tractor is required to pa;y and which u-e paid or accrued in· accordance with 

generalJ.7 accepted accounting principl~ are allowable, except for (l) Federal 

income and excess profits taxes; (2) taxes in Qonnection with financing, retinancinl 

or refunding operations (see paragraph lS-204.16) J (.3) taxes frau which exemptions 

: are available to the contractor ~ or available to the contractor based on 

"'·:m exemption af'forded the Government; ancl (4) special assessments on land which 

represent capital improvements. 
II 

•' goept when \he OODt.rac\!QI 
ottioer deteralnea t.bat \be 
ac!aWet.ra\in lalrdeD 1no1dea\ 
t,o obtalnlng \he u~loa 
CMtt.velgha t.he oorreepondlDc 
Mneti t.s accru1n£ t.o \be 
Dona au-' ' 
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~ ' ' b. Taxes otherwise allowable· under a. above 1 but which may be illegally 

or erroneously assessed may be allowed as a cost of work performed, provided that 

the contractor, prior to payment of ~uch taxes, (l) promptly requests instructions 

from the contracting officer concerning such taxes; (2) agrees to comply with such 

instructions; and {3) if' s.o directed by the contracting officer also agrees to take 

all necessary action in cooperation with and for the benefit of the Government, to 

'determine the legality' of such assessment or, as the case may be, to secure a rerun 

of such taxes and any interest of penalties thereon. Interest and penalties incurr 

b,y a contractor by reason of the nonp~ent at a~ tax at the direction o! the con-

tracting officer, shall be allowable as a cost. Reasonable expenses of any pro

ceeding instituted b,y the contractor at the direction of the co~tracting of£icer 

to dete~e the legality of' such an assessment or to secure a refund of such 

taxes, interest or penalties for the benefit of the Government, shall also be 

allowable as costs. 

c. ~ refund of taxes, penalties or interest thereon shall be credited 

to contract costs in the propo~ion in which contract costs absorbed the costs of 

taxes, interest or penalties. If at the time the refund is received b.Y the con-

tractor, no defense contracts are being perfor.med, the amount otherwise to be 
. . . . 

credited to centract costs shall be. paid directly to the Government. 

15-204o40 · TRADE, BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITIES. 

a. Memberships. This item includes costs ot membership in trade, busi-

ness, technical and professional organizations and such costs are allowablee 

b. Subscriptions. This item includes the cost or subscriptions to 

trade, business, professional., or technical periodicals. · Su~h costs are ~owable. 

c. Meetings and Conferences. Expenses representing the purchase ot 

meals, transportation, rental of facilities f'or meetings, and costs incidental 

thereto, when the primary' purpose or the incurrence or such expenses is the dis

seminatio~ or t~chnical infor.mation or the stimulation ot production, are allowable. 
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·15-204.41 TRAINING EXPENSES. 

a·. This item includes the costs of preparing and maintaining a program 

ot instruction designed to increase the over-all effectiveness of emplo,yee~. In

cluded are the costs of the d~rector or training and starr, tr~ng materials 

and text books when the training program. is controlled by the contra~tor, and tui

. tio~, tees, ~raining materials and text books when the training 1_. in educational 

institutions. 

b. Such costs which are limited to on the job training are allowable 

when properly allocated. 

c. Costs ot training in educational institutions are not allowable 1 

except. to the extent specifically provided in the contract. 

15-204.42 TRANSPORTATION EXPENSES. Transportation expenses include the cost of 

freightJ ex.pressJ cartage and postage relating either to goods purcha~ed~ in 

prqcess, or delivered. 

When such cost~ can readily be identified with the. items involved, they 

may be direct ~osted or added to the cost of such items. (See paragraph 1$-204.21) 

Where identification with the materials received cannot readily be made, inbOund 

transportation expense may be charged to the appropriate indirect expense accounts, 

provided th~ contractor follows a consistent proced~i.Jl t~s respect. Outbound 

freight, if reimbursable under the terms of the contract, should be treated as 

direct charges. 

lS-204.4.3 TRAVEL EXPENSES. This includes costs or transporta~iQn, lodging, sub ... 

sistence and ~cidental expenses incurred b,y contractor personnel 1n a travel 

status while on official camp~ business. 

a. .Travel expenses incurred. in 'the normal course ·Of· o~r-all adminis

tration of the business and applicable to the entire business are allowable when 
' . 
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b. Travel expenses directly attributable to ,cont,ract performance m~ 

be charged to the contract in accordance with the principle of direct costing. 

c. Subsistence and lodging including tips or similar incidental ex-

penses may be reimbursed either on an actual or per di~ basis. The basis selected 

should be consistently followed. 

d. Entertainment expenses are not allowable. 

e. Costs of personnel movement ot a special or ~s nature are allow-

able only when authorized or approved in writing qy·the _Contracting Officer. 
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STATEMEM TO ACCOMPANY PUBLICATION 
CP REVISID. CONTRACT COST PRINCIPLES 

IN ASPR FILING INSTRUCTIONS 

DRAFT 
9/27/S6 

The revision ~t Section XV, Part 2, ot the Anned Services 
.Procurement Regulation has been .undertaken to provide. a more equit
able statement of cost principles to reflect the reasonable and 
allocable costs ot performing defense cost reimbursement type con
tracts and.to reflect a contractor's nor.mal cost of· doing business. 
It is the intent that generall7 accepted and approved methods of 
accounting, as presen~ practice& by contractors, which fairl,y and 
equi tabl,y reflect and distribute the cost of doing business are 
acceptable. ~ where the deter.mination of allowability requirss 
a particular accounting treatment to obtain equitable results will 
specific accounting methods be selected. Items of cost listed as 
unallowable ref'lect national or Department of Defense polic7. In 
subsequent revisions, it is the intent that certain procedural 
requirements relating to accounting methods will be separated from 
the cost principle treatment and be included elsewhere in the 
Armed Services Procurement Regulation. In addition, the revised 
principles, which formerly were a mere listing of named items of 
cost as either allowable or unallowable, contain a definition for 
each item, a statement as to the extent ot allowability or unallow
abUity 1 and in many instances provide criteria tor detenni.ning 
the reasonableness of a particular item or cost. 

Furthenuore, this revision has been developed (1) to provide 
polic.y guidL~ce to prospective contractors and subcontractors, 
contracting officers, contract ne1otintors and auditors in areas in 
which such guidance has been lacking, including in·m&ey' instances, 
criteria !or determining the reasonableness ot a partic~ar item 
of' cost, ~r which ~ere subject to special consideration; (2) to 
accommodate changes in Department of Defense polic,y in regard to 
contributions; and (.3) to make iinprovements or an editorial na~ure. 

These regulations should materi~ assist contractors and 
contracting officers to recognize and provide treatment which pre
tecta their respective interests. 

"· 

..•. ·- .. 
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(a)' Competitive price proposalao 
(b) Published market priceso 
(c) Catalog prices (including discounts)o 
(d) Previous procurement exJSrience on the .. same or similar items, 

with comP\lted adjustmnts or the prices paid •re appropriate 
. to make allowance for changes in specification or quantities, or 
changes in ~abor; material and other cost indiceso 

15-102ol Examples Where Reguiredo Examples or situations where cost estimates 
shall ordinaril.J' be · required are as follows: · 

(a} Negotiation or fixed=price contracts Where there is an absence of 
adequate competition, sufficient prior experience, or other adequate 
valid pric;ing criteri&o 

{b) In connection with fixed=price contracts containing price-redeterm- · 
ination or incentive provi$ipns: ' 

(i) Negotiation of tentative or target pricese 

(ii) Negotiation of firm prices.on a forward basiso 

(iii) In combination with historical costs, negotiation of fir.m 
prices for retroactive and prospective applicationo 

(iv) In the case or incentive contracts, negotiation or target 
cost so 

(c) In connec~ion with cost 9 cost sharing and cost- plus=a=fixed-fee 
· contracts: 

(i) Determination or the estimated cost of the ccntract, and in 
the case of cost-plus-•=fixed=fee contract, the negotiation 
of the fixed feeo 

(ii) Negotiation of fixed overhead rateso 

(d) In connec~ion with all types of contracts, negotiation of contract 
chan_ges affecting the contract conside.ration. 

15-103 Use of Historical (Actual) Coste Historical (actual) cost shall be 
used for the following purposes under ·the below listed types of contracts, and 
may be used where appropriate in other situations~ 

(a) Under all cost-reimbursement type contracts (including cost=reimbursement 
subcontracts thereunder),. for the deter,mination of the reimbursability of cost, 
except to the extent predetermined overhead rates are provided for in such contracts 
(see paragraph 15-i05) o The term "cost-reimbursement type contract" 3 as used · 

2 
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throughout this section, includes cost or cost-sharing contracts, cost-plus-a= 
fixed-fee contracts 1 and the cost reimburseme~t portion of time=and materials 
contracts. · · 

(b) Under all fixed-price contracts containing price-redetermination. or 
incentive provisions, for the determination, to the extent required by such 
contracts 1 ot historical . (actual) costs or performance thereof o · · 

(c) Under all types of contracts, for the settlementj to the extent required 
by Section VIIi: hereof, of. contracts terminated in whole or in part tor the con= 
venience or the Gove mment 0 . 

15-104 Contract Provi'sionso. The cost principles and standards set forth 
in Part 2, as implem~nted ·by P'-rt 3, Part 4, '·Part. 5 or Part 6 (whichever im= 
. plementing part u .. applic.able): shall be made 'a part of eveey coat-reimbursement 
type contracu~. e~uted as"·or a date on or af'ter· ... ' ' ' (and every 
COSt reimbursement SUbcontract thereunder) 1 for the purpose Of detennining Of. 
reimbu~sability or costs excep; that such co_ntract may treat any element or cost 
thereunder more specifically than provided by the aforesaid cost Principles and 
standards so long as not inconsistent therewith~ In addition 1 these cost 
principles and standards may be made a part of any other contract for the purpose 
or determination or historical (actual) cost ortor the purpose or preparation 
or estimates or coste 

15-105 Use· of Predetermined Rates in Cos·t=Reimbursement Type Contractso 
Tbe use or a fixed indirect. expense .. rate n.e·gotiated prior ·to the expiration of 
a significant portion of the p3riod. to which· such rate applies may be provided 
for in cost-reimbursement type contr,acts in lieu of the determination or historical 
(actual) indirect ·expense provided that the results· will reasonably approximate·· 
the ·actual rateso Consideration of cost elements in negotiating such rates 
must be consistent ~th the provisions or this section concerning cost allow= 
ability and allocability. When predetermined rates are used» the contract shall 
specificallY stat~ ~he types of items Which are to be treated as direct costso 
Care should be exercised in negotiating these rates to exclude from the listing 
or direct costs any cost element included in predetermined ex~nse rates in 
order to·avoid duplicate charges. 

15-106 Encouragement of Use of Standard Cost Method of Accountingo Con= 
tractors are encouraged to use, where economically feasible i modem standard 
cost methods because they provide an excellent means of cost estimating and cost 
analysis, as well as enable· more effective control of actual costs during 
contract performance o Such methods provide for pricing material costs on the 
basis of bills or materials, labor costs on the basis of studies of time require= 
mentsj and overhead costs on.the basis of budgeted expenses for the expected 
volume and ty~s of production, with reasonable allowance5 for cost variances 

·indicated by experience to be expected for defective work and failure to 
achieve full efficiency. Such methods generallY provide the assurance of accuracy 
of cost estimates, as well as the means of more effective cost control, when 
variances or actual costs from standards are maasured frequently and recorded 
in the formal accounts. 
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PART 2 - GENERAL PRINCIPlES AND STANDARDS 

FOR DETERMINATION OF COSTS 

24 July 1953 

15-200 Scope of Part. This part ·sets forth general principles and stand
ards for determination of costso 

. 15-201 Composition of Total Cost. The total cost of work performed or 
to be performd under a. contract or subcontract to whi~ these pnnci-
ples are applicable ia the net sum of (i) the allowable direct costs 
reasonably incident .to the· performance of the contract or subcontract, 
(ii) the properly allocable ·portion of allowable indirect costs, and 
(iii) less applicable income and other creditso This composition of cost 
shall be tollow·d 'Whether the total costa are stated for an entire contract 
or for individual units of products or services cov;~red b7··.tbe·: .. eontract. 

15-202 Factors in Determining Costs. Factors to be considered in 
determining costs include (a) conformity with the composition of total 
cost outlined in paragraph 15=201; (b) reasonableness in the amounts of 
particular elements of costs; (c) application of generally accepted 
accounting principles and practices; (d) customary practices of absorbing 
certain costs in profit; (e) exclusions of specific elements of costs as a 
matter of pu}:)llc or business policy, as set forth in this section; and (f) 
exercise or good business judgment in incurrence or the costo 

15-203 Contractor's Accounting S7Stemo Subject to the observance of 
the cost principles set forth in this section1 any system of account.s and 
an1 method· of cost accounting or estimating ld.ll be acceptable, if'. they are 
·in accordance with generally accjpted accounting principles and practices 
and if they produce equitable results under the particular circumstances. 

15-204 Direct vao Indirect Costso Ever,y acceptable method or cost 
accounting or estimating embodies the principle of direct costing ot certain 
materials and subcontract wrko. Dire·ct costing of' productive labor is general 
practiceo Other expenses may be coated directly1 but generally are allocated 
to products, job orders 1 or contracts, etco . on an arithmetical basis in ratio 
to appropriate measures of performance. Such allocated expenses are. termed 
"indirect costso" 

15-205 Direct Costs. There are no absolute rules to detenidne which items 
or elements of cost should be direct costae However, direct costs should, in 
general, comprise every major item of cost (aC. tual or estimated) llhich can be 
identified with t~e unit being coated, ~ether the unit is product, job order 
or contract, uril.ess such item of cost 1 in . fact, has substanti&l. proportionate 
applicability to. more than one class of worko When of major consequence, 
travel, commissions, advertising, engineering services and other expenses 
should also be so treated. Unless inequitable, the contractor must follow a 
consistent pa..ttem of costing, and must follow: the same pattem in co.stins both 
defense and non defense products and services llben engage~~ion. 

·~~~ 



.. 
'· 

~ ' I 

15-206 Indirect Costs o Indirect costs~ which have the character of common 
or joint coets.i usliall.y. consi.s~ or indirect materials jl indirect labor, 
and other items of indirect expanse o These costs generally are grouped in 
classes as follows~ 

(a) Manufacturing (shopjl laboratory) exptnses (often termed "manufacturing . 
overhead" or "burden")~ which are incurred in fabricating the article 
or service rendered; 

(b) Engineering ex~nses to extent not included in (a) or (c); 
(c) Selling and distribution expenses, incurred in marketing the products· 

manufactured; · . . 
(d) General and administrative expenses incurred in the overall management, 

supervision, and conduct of the business; 
(e) Financial and other ex~nseso 

15-206ol Methods of Allocation. No general rules regarding allocation 
of indirect costs to productsjl job orders~ or contracts can be stated for all 
cases, because the nature of the particular operations and the actual conditions 
in each instance determine the most suitable method or methods to be employedo 
Any method of allocation of imirect costs will be acceptable if it is 1n· 
accord with generally accepted accounting principles and practices and if it 
produces equitable results under the particular circumstanceso 

15-207 Use of Standard Costs in Determining Historical (Actual) Costso 
Where contractors have satisfaetor.y cost systemsB standard costs of products, 
or parts thereof 9 with appropriate ·adjustment~ for variances from actual 
costs, may be considered to represent historical (actual) costs~ provided 
such costs reasonably' reflect the application, of the principles and standards 
set forth in this sectiono · 

15-208 Cost Estimates 

15=208ol Use of Historical Costae Regardless of the method used (standard., 
job-order or process) 9 unmodified historical cost data 9 when used in the pre
paration of cost estimates» do not provide a satisfactor,y standard of future 
performance and should not be use do Where DO more·· satisfactory cost data 
are available» historical costs may be used in~ the ~paration of estimates 
provided they are adjusted to eliminate nonrecurr:i.ilg· cost·s and to reflect 
new conditions 1 if aey~ which may be applicable to future production. 

15-208o2 Use ·or .. Predetermined Rates. for Indirect Expenses (Overhead 
Costs) o Indirect expenses must $lways be predicted tor purposes of 
cost· ·~stimates. This involves determination of expense rates in accordance· 
with whatever reasonable method or methods of expense allocation are followd 
by the contractoro \-Jhere budgeting based upon distinguishing bet~en fixed 
and variable expense~ and upon estimating variable expenses in proportion to 
ant.icipa.ted levels of.. productimL.or .. WD.rlc.loads are used, such budgets provide 
the best means tor estima1dng expense. ratese · Historical indirect expenses, or 
expense rates 9 are not to be used as the equivalent of budgeted rates tor this 
pruposeo · 
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15-204.2 (aa) 

ASPR Case· 53-44 
8/15/56 

Traininr·· ~"1cl. Educational Costs. 
-------~ ··--- ( 1) Costs .of 

preyaration and ~aintenance of a progran of instruction at non-

college level, designed to increase the vocational effectiveness 

of bona fide employees, including training materials, textbooks, 

salaries or vraces of trainees during re;;-ular working hours, and 

(i) salaries of the director of trainD1g and staff 

'\vhen the traj_ning prozra1l is conducted l1y the 

contrc.ctor; or 

(ii) t1.:.ition and fees Hhen the tra:i.ning is in an 

institd:.ion not o~1ertteC: by the contractor; 

Q.re allouable. 

(2) Costs of part-time technical, er1cineerinz c-.. L"'1c: scie~1tific 

education, r.t an unc:er-:_:rt?,duate or )Ost.-~raduate collee;e level, 

related to ·che job reqnirer:ents of bona fide em)lo~rees, including 

only. 

( . ~ ~~ 

(ii) 

(iii) 

(iv) 

trainine:; materiais; 

textbooks; 

fees charg~d by the educational inst:i.t~~tion; 

straiGht-time comvensation of each employee for 

time spent attending cla.sses du.rins; workinz hours 

not in excess of 156 hours per :rear vrhere circum-

st211ces do not l_')ermit the operati:-n of classes or 

attenc~.=-.nce at classes after rec,t,_lar 1-:orl-:in~:. hours; 

and 

T.:-i.B 1~ 
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ASPR Cnse 53-44 
8/15/56 

(v) (A) tuition chc:.rged by the educationc-.1 institt".tion; or 

(B) in lieu of tuition, instructors' salaries and 

the related share ·or indirect cost of the educa-

tional instit 1.~.tion, to the e~:tent ·::.h2..t the si.un 

thereof is not in e::c;ess of the t.nition l;rhich 

would have been ~;aid ·to the participc.tinG 

educational instit;__,_tion; 

are allowable. 

( ~) Costs of tuition, fees, training materials a.'"ld te:h'tbooks 

(but not subsistence, salary, or any. other emoltunents) in connection 

with full-time scientific and enc;ineering educc?::~.ion at a post-

c;r2~duate (but not ·under-graduate) college level related to the job 

require:~1ents of bona fide ernplo:-:.rees for a total period not to 

In vnust,_al c·ases lJhcl"·e rcc1uired b~r r.:ilitary teclmolo~:r, the period 

rent2.l, on f~.cilitics ovncd or lecsed b3r the contractor lor trr.i.L1inc; 

pur:?oses are allmiable to the e:;~ent set forth in Od, (c) and ( t) 

(5) Grants to education~l or tr~inin: institutions, including 

the donation of facilities or other properties, scholarships or 

fellowships, are considered contributions (see ASPR 15-204.3(c)). 

2 TAB A 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations .. 

15-200 Scope of Part. This Part sets forth principles and standards for the 
determina.tion and allowance of costs in connection with cost-reimbursement 
type contracts and cost-~eimbursement type subcontracts thereunder for pro
curement of supplies, services, and research and development work, with con
tractors or subcontractors other than such contracts and subcontracts to 
which Parts 3, 4, Or 7 apply, 

15-201 Basic Considerations. 

15~20lel. Composition of Total Cost. The total cost of a cost~reimbursement 
~pe contract is (1) the allowable direct costs, plus (ii) the allocable por
tion of allowable indirect costs, less (iii) a~ applicable credits. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include {i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) sig
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth· 
.in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. · 

15-201~3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to a~ allowed cost shall be credited to the Government either as a reduction 
_in. contract cost or by a cash refund, as appropriate. 

15-202 ~irect Costs. 

15-202"1 General. Items of cost which are readily identifiable with (i) a 
cor1tract, or (ii) other work of the contractor, 6hould be charged directly to 
the contract or other work. with which identified. This principle ~ be 
applied to items of cost, such a5 freight, travel, communications, and en
gine~ring services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs;,. 
may be treated as indirect costs. Each elemen~ of direct cost is subject to 
the limitations of this Part a_s to allowability. 

15-202o2 Direct Material Costs. Direct material costs include the cost of raw 
materials, purchased items, and items supplied from stock, which are directly 
incorporated into or attached to the end product or which are directly con
sumed or expendP.d in the performance of a contract. 

l5-202o3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifical~ identifiable with and properly· chargeable direct~ to the per
formal~e of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
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Direct labor costs m~ also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac
tice or the contractor to treat these items as a part of direct labor costs 

lS-202.4 other Direct Costs. Other items or cost may, in particular cases, 
be charged directlY to the contract where the contractor demonstrates that 
they are specificallY related to the performance of the contract. When, 

. ·however, items ordinariq chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work or the contractor must be eliminated fram indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

l$-203.1 General. (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 1$-202, should be. accumulated for accounting purposes b,y 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the.limitations of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect_costs in an equitable manner. ·The 
method used in connection with Government.contracts shall, in order to be 
acceptable, conform with generallY accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistentlY, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i} any substantial difference occurs between the cost patterns 
or work under the contract and other work of the contrac
tor; or 

(ii) aey significant change occurs in the nature of the business, 
the extent of. subcontracting, fixed asset improvement 
programs, the inventories, the volume ot sales, the 
volume of production, manufacturing processes, the con
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR l$-203.2 through 
lS-203.5. . 

(c) The base period for allocation o£ indirect costs is the period 
during which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficientlY long to avoid in• 
equiiies in the allocation or costs, but nor.ma~ no longer than a yeare 
When the contract is performed over an extended period ot time, as many such 
base periods will be used as will be required to represent the period of 
contract perfor.mance • 

. 15-203.2 Indirect Manufacturing and Production Costs. Indirect manufac
turing and production costs consist of items or cost which are attributable 
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t~ the manufactUring and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a ·time basis, such as direct labor man
hours or machine-hours, is a method which gener~ produces accurae.y and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiwns for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers ma,y be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish
ment of cos~ centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 Indirect .. Engineering Costs. Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en
gineering costs may arise may include product design, tool design, experimental 
development, manufacturing and production development, layout of production 
·lines, determination of machine methods, and related blueprinting and d.ra.f'ting • 
. Indirect engineering costs shall be allocated to.the benefited contract and 
other work. or the contractor (see ASPR 1S-204.2(v)(4)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pay shift, and multi-shift work), or some other 
equitable basis. 

lS-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the·contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Gene~, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR 1S-204.2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and ct.her beneficj.al services, and which 
are for purposes such as application and ad&ptation o! the contractor's pro
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is d~monstrated. Such costs shall be allocated to the 

·contractor's co:mmerc:i.al work and its individ·,,;.:.l Government. cor..t.racts on an 
equitable basis. Be~ause of the special prcblems tho.t a.:r.ise j_!l, this area, the 
contractor shottld identifY in its recorqs, by m~ans of sub-accounts or otherwise 
the items of selling and distribut·ion cost con.sidered properly allocable to · 
Government. contracts. 

15-203.5 General and AdmL~istrative Costs. General and administrative costs 
consist of items of cost attribUtable to the·over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work ef 
the contractor, using ~ recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factor.y overhead, and other 
factor,y production costs exclusive of direct materials); 

(iii) factor, input costs (processing costs plus direct material); 
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'· :· .:(iv:) cost of ~-- . !a c Clll'q)leted; 

\v) cost of sales; and 

(Vi) sales {where -no more satisfactory method is available). 

15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention aQ1 particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether cr 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 items. 

15-204.2 Costs Allowatle.in Whole or in Part. 

(a) Advertising Costs. Advertising cos.ts include the cost of ad
vertising media and co:oliary administrative costs. Advertising media include 
maga.zines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertlsing, dealer cards and window displays, conventions, 
exhibits, free goods a,d samples, and sales literature. The following adver
tising coets are allowable: 

(i) ad"f8rtising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is ?laced in journals which are valuable r·or 
the dissemination of technical information within the con
tractor's industr,y; and 

(ii) help wanted advertising,. as set forth in (t) below. 

All ather advertising costs are unal:.owableo 

(b) Bidding Costs. Biddilg costs are the costs of preparing bids 
or proposals on potential Government and non-Gover~ent contracts or projects, 
incluqing the development of engmee1ing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounti~~ 
period of both successful and unsucctssful bids and proposals no~ally shall 
be treated as indirect costs and allJcated eurrently to all business of the 
contractor, in which event no biddi~ costs of past accounting periods shall 
be allocable in the current period ~o the Government c~ntract; however, the 
contractor 1 s established practice ~y be to treat bidding costs by some 
a.ther recognized method. Regardles: o! the method used, the results obtained 
may bs accepted only if found to bereasonable and equitable. 

(c) Civil Defense Costs. Ci. vil defense costs are those incurred 
in planning for, and the protection of li.t'e and pmperty against, the poosible 
effects of en~ attacko Heasonab4 oost. of ci?il defense measures (in
cluding costs in excess of normal }iant protection costs, first-aid tMining 
and supplies, fire fighting trainit~ aad e~uipmeftt, posting of additioftal 
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. exit notices and directions, and other approved civil defense measures) under
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the cont:ractor. . Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f) below. Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowableo (Sea {e) below). 

(d) Compensation for Personal Services. (1) Compensation is 
allowable subject to the specific limitations se·t, forth hereunder~ The term 
"compensation" includes all amounts paid or set aside, such as pension, re
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here
under, the total compensation of.an individual may be questioned and the 
amount allowed may be limited; and in connection therewith, consideration 
will be given to the relation of the total compensation to the services 
rendered. Compensation to sole proprietors or partners, however, is allowable 
only to the extent specifically provided for in the contract. 

(2) Generally, the amount of compensation established b.Y the 
contractor will be considered commensurate with the services rendered. How
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes ·Where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

r committed to acquire a substantial financial interest in the contractor's 
organization; or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government.contraets when related to 
the contractor's total business is such as to influence the amount of com
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted. to employees is not allowable as an item of cost. 

(4) Subject to the provisinns of (5) below, bonuses to em
ployees, such as production incentives and suggestion or safety awards, rep
resent a part of their total compensation and are allowable when appropriate]¥ 
allocated, if they are: 

{i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services· are rendered or. pursuant to an established 
plan consistently followed b,y the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for current services actually rendered by 
employees. 
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(iv) Available.to all employees of the contractor· or to 
all employees within a group or salary classifica
tion whieh is ~ot unreasonably restricted. . 

(v) Allowable as an ordinary or necessary business ex
pense for tax purposes. 

(vi) Not restricted to offieer or other empla,iee stock
holders or are not distributed on the basis of stock
holdings. 

· (S) Profit Sharing Plans. 

(i) As used herein profit sharing is construed to be aqr 
plan (immediate or deferred-regardless of method or 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in a.rsy 
manner measured b,y dependent upon or contingent upon 
profit. · 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable it the plans meet the criteria 
set forth in (4) above. 

(B) Employer contributions incurred under deferred· 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
it the plans meet the reqUirements of the applic
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue-Service. 

( 6) Stock Bonus Plans. Stock bonuses which are not disallowed 
by the provisi,ns of (5) above are acceptable as a fonn of compensation, and 
the costs thereof are allowable· subject to all conditions pertinent under sub
paragraph (4) above and meet the folloWing requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a sound 
basis. 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordina~ be allowed unless 
it can be demonstrated that there exists a bona fide 
ams-length agreement and the values ascr~bed to such 
stock are fair and reasonable. 
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(iv) Claims for accruals of' compensation under a stock· 
bonus arrangement prior to acquisition or stock by 
employees will not be allowable unlea s arrangements 
are .made for appropriate credit adjustment or costs 
in the event such stock is not acquired by employees. 

(1 ) The determination of allowabill ty or the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q}, (bb), 
(o), and (i) respectively. 

(e) Contributions and Donations. Reasonable contributions and 
donations to e~tablished non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly o~ indirectly, the technology of r..is 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 recreational facilities, or (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. 

The propriety of the amount of particular contribu~ions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past contributions, particular~ those made prior to the 
placing of Government eontractso The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justif,y allowability as a· contract cost. 

(r) Depreciation. (1) Depreciation· is a charge to current. opera
tions 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 j~volve a process of valuationo Useful life 
has reference to the prospective period of' economic usefulness in the particu
lar contractor's .operations as distinguished from ph,ysical lifeo 

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

(i) upon the property cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of' the 
Intemal Revenue Coda ~r 1954); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
b.Y the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of incane tax; and in either case 

(iii) by the consistent application to the assets concerned 
of' aqy generally accepted accounting method, including 
those recognized by Section 167 of the Internal · 
Revenue Code of 1954. 
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Depreciation should usual~ be allocated to the contrao~ and other work as 
an indirect cost. The amount or depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, 
var.y with volume of production or use or multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergenc.y 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 or the emergency facility. 
v~re an election is. made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) aboveo 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.mina
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 
computed by distributing tbe remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (4) below); 
provided the remaining undepreciated portion of 
such cost shall not include aey amount of unrecovered 
ntrue depreciation." 

(4) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediatel1 prospective production. 

(.5) Unless otherwise. provided fo.r in the contract, no use 
charge shall be allowed for assets still in use which have been fully de
preciated on the cont~actor•s books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowableo 

(g) 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 emplqyee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industxy or area, for the improvement of working conditions, 
ernployar-emplC'yee :c"elations, employee morale, and employee performance, are 
allowable., Such costs shall be equitably allocated to all work of the 
contractorc Income generated from aqy of these activities shall be 
credited to the costs thereof Unless· such income has been irrevocably 
set over to employee welfare organizations. 

B. 
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(h) Food Service Costs and Credits. Food services include 
operating or furnishing facilities for cafeterias, dining rooms, cantee~ 
lunch wag~ns, vending machines, or similar types of services for the con-· 
tractor's employees at the contractor's facilities or facilities controlled .. 
by the contractor. Profits (except profits irrevocably set over to an 
employee welfare organization of the eontraetor in amounts reasonab~ 
useful for the benefit of the employees at the site or sites of· contract.· 
performance) accruing to the c•ntractor fram the operati~n of these ser
vices, whether operated b.1 the contractor or b,y a coneessi~naire, shall be 
treated as a credit, and allocated, ·to all activities served. Reasonable 
losses fr~m operation of such. services are allowable when it is the po~ 
of the contractor to operate such se~ees at a profit or at cost; provided, 
however, that such losses are allocated to all activities served. When it 
is the policy of the contractor to furnish such services at a loss, losse,; 
on such operation shall not be allowed as a cost unless specifically pro
vided for in the contraet. 

(i) Fringe Benefits. Fringe benefits are allowances and services
provided by the contractor to its empln,yees as compensation in addition t~ 
regular wages and salaries. Costs of fringe benefits,·such as pay for 
vacations, holidays, sick leave, military leave, and empl~yee insuranc~, 
are allowable to the extent required by law, employer-emplQyee agreement, 
or an established poliqy of the contractor (but see (d) above, and (j)(J)(v), 
(o) and (x) below). 
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( j) Insurance and Indenmification. 

( 1) Insurance includes ( i) those types of insurance 'Which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated by ~nsurance or otherwi~e. 

{2) Costs of insurance req~ired or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of. other insurance, not required to be submitted for· approval 
but maintained by the contractor in connection with the performance of the con
tract, are allowable subject to the following limitations: 

(i) types and ext~nt of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circ~~tances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and other items of cost unallowable under 
this Part; 

.(iii) costs of insurance or any reserve cover-ing the risk of 
loss of or damage to Government-owned property are unallow
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance program 
are unallowable unless the program has been. approved by 
the Militar.y Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self-insurance program or otherwise) are unallowable. 

(k)' Labor Relations Costs. Costs incurred in maintaining satisfactory rela
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, employee publications, and other related activities 
are allowable. 
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(1) 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 allowable (but see ASPR 15-204.3(d)). Expendi
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. · · 

( 2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason. such as abnormal operating conditions or 
lack of funds and are perfonned during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main
tenance and repair nqr.mally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Ivianufacturlng and Production Engineering Costs. Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improve
ment; and. 

(ii) current production proble~~, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production; · 

are allo-vJable • 

(n) Material Costs. 

(1) Costs of direct and indirect ·material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however,. 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

( 2) Costs or· ma.terial shall .be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates,-allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. ·However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis
counts·need not be so credited. 

( 3) 'tr>ihen material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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. (4) If material is issued from. stock~ any generally rec..ogniz.ed method 
of pricing such mater·ial is acceptable if that method is consistently. applied 
and the results obtained are equitable. 

(.5) Reasonable charges or credits arising. from a di.iTerence between . 
periodic physical inventory quantities and related nia.terial control records shall. 
be included in arriving at the cost of performance if such charges or credits 
(i) do not include "write-downs" or "write-ups" of value, and (ii) relate to the 
period of performance of .the contract. · 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: · 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
·basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by ~,Y such transferor through commercial chan
nels, a departure from this cost basis is permissible if' the charge to the con
tract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on the 
basis of the transferor's sales price to its most favored customer. 

(o) Overtime, Extra-Pay Shift, and Multi;..Shift Premiums. The premium portion 
of overtime; extra-pay shift, and multi-shift payments to direct labor employees 
shall be separa.tely identified. Costs of such premiums on direct labor are 
allowable only to the extent expressly provided for in the contract or otherwise 
approved by the Government and may be classified as either direct or indirect 
labor. costs. lr.Jhen direct labor cost is the base for distribution of overhead, 
such premi~ns shall not be included in that base. When such premiums are 
charged as indirect costs, the amount allocated to Government contracts 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. The premium 
portion of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. 
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. (p) Patent Costs. Costs of preparing disclosures, reports, and other docu
ments required bY the contract and of searching the art to the extent necessar,y 
to make such invention disclosures, are allowable. Upon· the ~itten authoriza
tion of the contracting officer, costs of prePar!Dg~oc~. &n4 any other 
patent costs, in connection with the filing of a patent application where title 
is conveyed to the Gov~rnment, are &.llowa.ble. (See also ( v) a nd ( w) below. ) 

( q) Pension Plans. 

( 1) A pens. ion plan is a plan which is established and maintained by a 
contractor primarily to provide systematically for the p~nt of definitely 
determinable benefits to its employees over a period of years, usually for life, 
after retirement. Such a plan m~ include disability, withdrawal, insurance, 
or survivorship benefits incidental and directly related to the pension benefits. 
Such benefits, general~, are measured by, and based on, such factors as years · 
of service and compensation received by the employees. The determination of the 
amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely determinable if funds 
arising from forfeitures on tennination of services or other reason may be used 
to proVide increased benefits for the remaining participants instead of being 

. used to reduce the amount .of contributions by the employer. A plan designed to 
provide benefits for employees or their beneficiaries to be paid upon retirement 
or over a period of years after retirement shall be considered. a pension plan if, 
under the plan, either the benefits payable ~o the employee or the required con
tributions by the contractor can be determined actuarially. (Retirement plans . 
which are based on profit-sharing shall not be considered to be pension plans 
within this paragraph ( q) • ) • 

(2) Consideration, a~d approval or disapproval, of all pension plans and 
the method of determination of. the costs thereof shall be the responsibility of 
the De-partment to which audit cognizance is assigned and subsequent action taken 
by that Department will, generally, be accepted b.Y the other Departments. Such 
plans must meet the qualification requirements prescribed by Section 401 of the 
Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 2d Sess., 68A Stat. 134}. 
Prior to approval of such plans by the cognizant Department, approval by Internal 
Revenue Service shall be obtained in the case of: 

(i) contractors who are subject to Federal income tax, and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not necessarily 
assure the allowance of the costs of such a plan by the Department concerned. In 
the case of all other plans, compliance with the qualification requirements of 
Section 401 of the Internal Revenue Code of 1954 shall be determined b.y the cog
nizant Department using, insofar as applicable, the regulations, criteria, and 
standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Militar,y 
Department, costs thereof are allowable subject to the following conditions: 

13 



I , .. 
! ,\ (i) the re~irements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(l)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tai-emempt organizations, the 
amount which could have been claimed and deducted for Fed
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and ~ich --

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-ex'empt organizations, could 
have been disallowed for tax purposes had such organizations 
been subject tc the payment of income tax; and 

(iv) in determining the net pension plan costs allocable to militar.y 
contracts, and in additfon to making a!)?ropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or {B) 
below, to possible future abnormal termination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred b.Y the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits under such plans --

(A) when such abnormal termination credits or gains are fore
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anti~ipated future credits or gains shall be 
made, either ·by reducing the current costs otherwise allo
cable, or b,y obtaining realistic recognition in the actuar.y's 
calculation of current costs, so that the current co.sts do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto; 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when suoh abn~rmal termination oredits or gains, 
whether or not foreseeable --

{I) canno·t:; be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
a.bovel 

pension plan costs incurred under the contract shall be 
subject to retrospective a.ooounting and any necessary 
adjustment for such subsequent termination credits or 
gains llnless the Government and the contractor agree upon 
a method of determinir.t.g suoh adjustment, or agree upon 
an equitable adjustment; any suoh agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separato agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum pu~chases of annuities 
or of lump sum oash pal~ents or perindio cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an in.dividual case 
basiso 

(r) Plant Protection Costs. Costs of items such as wages, uniforms 
and equipment of personnel engage~ in plant protection; depreciation on plant 
protection cap5.tal assets; and necessary expenses to comply with military .. 
security requirements are allowable. · 

(s) Professional Sarvioe Costs - Legal, Accounting~ Engi~eering, and 
Other" 

(1)' Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery· of the costa from the Govern
ment (bu·t see ASPR 15-204o3(f))e 

(2) ·Fao·Go:os to be considered in determining the allowa.bility of· 
costs in a particular case include: 

(i) the past pattern of such oosts 11 particularly in the years 
prior to the award of Government oontraots; 

(ii) the tmpact of Government contracts on the contractor's 
businessJ 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizationn; and 
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(iv) whether the proportion of Government work to the con-

tractor's total business is suoh as to influence the con
tractor in favor of i1ourring the cost~ particularly where 
the services rendered are not a continuing nature and 
have little relationship to work under.Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidenoe of 
services rendered. 

(3) Costs of legal, accounting, and consulting servioes, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs.of legal, accounting, and consulting services, and related 
costs, inourred in oonneotion with patent infringement litigation, are unal
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs. Costs of "help wanted" advertising, operating· 
oosts of an employment office necessary to seoure and maintain an adequate 
labor force, oosts of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the oontraotor uses employment agencies, costs not in excess of standard~ 
commercial rates for suoh services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable. · 

(u) .Rental Costs (Including Sale and Leae~baok of Facilities)~ 

(1) Rental costs of land, buildings, and equipment and other personal · 
property are allowable if the rates are reasonable in light or such factors · .. 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement9 

(2) Charges in the nature or rent between plants, divisions, or 
organizations under common control are unallowable except to the extent such 
charges do not exoeed 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 ·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 exoeed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been incurred had ·the contractor retained legal 
title .to. the facilities. 

(v) Research and Develo£ment Costso 

(1) Research and development costs (sometimes referred to as general 

16 
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engineering costs) are divided into two major oa.tegori.es. for the purpose of 
oontraot costinga (i) general research.· also referred to as basic research# 
fundamental research, pure_ research, and blue-sley- research; and (ii) related 
research or development, also referred to as applied researoh# product research# 
and product line research. · 

(2) General ~esearoh 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 eubject under 
study, rather than a ~~aotioal ap~lication thereof. Costs of independent 
general research (that which is nti'C sponsored by a contract, grant, or other 
arrangement) are all~able to the extent specifically provided in the contract. 

(3) . Related research is that type or research which is directed toward 
practical application of science. Development is the cystematic use of scientific 
knowledge directed toward the production or useful materials, devices, methods~ 
or processes, exc lusi 't'Z3 of das ign, manufacturing, aud. proJ.t~')tion engineering 
(see (m) above). Coei..oJ of a con-=.~~'acto:":":S 1ndep3ndent re~.a·t:3d r~F.9arch and 
development (that whioh is not s~)r.;.nsoreQ. ~)y a oontre.o·~, E;!'Cl.t, ol" other arrange
ment) are allowable under f..:tJ.Y cost-reimbw·sement ty--_.;,5 productio!.i. contract; pro
vided the research and development are related to th~::~ contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern
ment the purposes and.results of the research and developmento Such costs are 
unallowable un(l.~r oor·;: ... ·rei=.b,_L":"sement tJ.'"}i9 resee.:':"oh e.r:. ·1 dsvel Op!llent contracts o 

(4) Independent re.S~aroh and development F-r'ojects shall absorb their 
appropriate share of the indi1·ect costs of the depa.':.,tment where the work is 
performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be-allocated to that contract 
unless allowable as precontract costs (cee ASPR 16-204.3(k)). 

{w) Royalties and Other Costs tor Use of Patents. Royalties on a patent 
or invention, or amortization of the oost of acquiring a patent or invention 
or rights thereto, n€Jcessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent. 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to tree 
use or the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowableo 

(x) Severance Pay~ 

(1) Severance pay, e.lso commonly referred to as dismis~a.l wages~: 
is a payment in addition to regular salaries and wage~, by oontra~tors to 
workers whose employment fs being terminated. Costs of severance pay are 
allowable only to the extent tl)at, 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. 

17 
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f'o!.l~s: 
( 2) Cos~ a C'f seval·anoe pe-.y~e-u·t8 are dl vld..:.~ :i.nbo 'two oatagor ies as 

(i) aotu~l ncr.mal tu~over seTeranos pa~~~nts ehall be 
allo~ated_to all wo~k performed in th3 contractor's 
plan·~; or, where the contractor provides for a-~ or \.tal 
of pay f'or no~m~l severe~ce such method w~ll be 
aooepta.b!3 if the amount of the e.oc::o:ual is res.so~able in 
l; .. gh~~ of paym~nts actually mace !'or normal saveranoes 
ove~ .. a rep:-esent~:ti 7e pa.s-t period, and it amounts a.c~rued 
a~e allocated to all work performed in_the o~tractor:s 
:9lant; and 

abn-:=>rma.l or !Jla~s severance payments actually made upon 
oAssatiou of' work ·when there is no reasonable prospeo~ 
o.~ "ontinuing employment ~n othel· work of the o.:>r..t .. ·ec·iior 
a~ .. all be ass i ;ned tf) . the ~ntire pericd. or t~c emi=loyment 
o..:' the ·~en,~j.na.ted em!'l;;,yeas anC:. equ;.t::thly "-1 "c.c.oa·ced to 
all wc~k performed :;.r.. ·the contraotorrs !Jl~nt du.~i.og th.e.t 
perioC. . ., .1 res~rve.ticn in "'~he f· L"1.al release may be made 
Vlht~n it is t·ae.so't'l.a.ble to assume that severanoe pe.y a.lloeabls 
·co ·the oo1-ttraot will bs made in .. .;h~ fu..!cura.; 

(y) Speoi&.l ~o'1:ing Cost~~ Th.a t.::~rm "sp~oial "l'":oolil'lgr me ana propert-.1 of 
sll~l~ spe~ie.lizeC.. ~:ta.tti'r"e~'ha·~ :t·~·a ust:', w~ th ... >ut ~ub~n .. i.A..~tial moditioe..tion c.r al tera
tion, is limitsd. to ~he pt·ociuo·ci.on of the. ps.rt::ou~.,:;u. .. supr-l!es or tha p~rfm:·mance 
of the particular ~e~vi~es fo~ which ao~ured 0r furnishedo It inoludeR, but 
is not limiteC. to, ji~s .• dies., fL~cu:-es_, II1.~ld9, pe.ttcrns, spsoial taps, special 
gaugec: ~ and E pec.ial te:st ecr.,ipmerr~. Costs of apsai3.l tooling e.oq'..l.ired for 
perfor.n~nce vr the oontr~ot ara all~1able and shall be oharged di~ectly there~?. 

(z) Ta.xe~. 

(l) Te.xl3s are cha~geA l~vie\l by. Fe~.e~·e.l, S-'c;e.te 1 or local go,;·ernments. 
_They do net include f:i.nes eJlci ~nalties exo&pt as cthe~rise prcvided herein •. 
In genEJr~l, taxes (i.noluding S·~ata e.nd !.oc~l ine~me taxes) which the oontraotor 
:.~ r-eq1.4i:~ecl . .!.;o. p~y c!ld wh:i.er1 a.~·e ps.id OJ.· e.:scruet;. in aco.orda.noe with generally 
t ... -: .. ,s--:: :,.C. c-.·- ~"';c,, ... ,·.-:.:~ :1p; principles are al,.owabla, cxoapt f'o:-; · 

(i) Fecl.eral incom~ c,~a. sxcaf:Js prof';.ta tax~s; 

(ii) ta.Jr.es in conr.3otion with f'i!lancinE:;, :raf'inFlnoing or ref•mding 
operations (saG ASPR 15-·1:.04:.3(1') )~ . 

(iii) ta:.;es £r()m which axemptions ar~ amlila.ble to tha c ont:-a.ctc:-r 
diz·eetl~r cr e.vailable to 'the contrg,ctoJ:• based on ~ eJCemption 
afforded the Gover~nt exoept when the oontraoting ofriocr 
datermbee that ·t;he adiD.S.nir.;trative bm-den incident to ob
ta5.ning the exe!Ilption ou'breighs the corresponding bttnetita 
a.ocruing to the GoTernment; and 
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(iv) special assessments on land which represent capital im
provementso 

(2) Taxes otherwise allowable under (1) above~ but which may be 
illegally or err~neously assessed, are all~able; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and f~r the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of suoh taxesa 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable. Interest and penalties incurred by 
a contractor by reason of 'the nonpayment of any tax at the direction of the 
contracting cfficer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are alsg allowable. 

(3) Any refund of taxes, interest_, or penalt:!.es, and any payment to 
the contractor of interest the:rec~n, attributable to ta...,--ces.., interest, or penal ties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the ma~~er directed by the Government» provided ~~y interest actually paid 
or credited to a· contractor incident to a refund of tax, interest and 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 re~~bursed by the 
Go~ernment for the taxes, interest, and penalties. 

(aa.) Trade, Business,· Technical, and Professional Activity Costs.o 

(1) Me::nbershipso Ccsts of membership in trade$ business, technical, 
and professional organizations are allcwable. 

(2) Subscriptions o Co·s,ts of subscriptions to trade, business, pro
fessio~al~ ru1d technical peri~dicals .are all~wable. 

(3) Meetings and ConferencesQ Costs 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 in
forffiatio~ or the st~ulation of production, are allmv~bleo 

y~aining and Educational Costs • 

. (l) Co~ts of preparation and maintenance of a program of instruction 
s.t n0ncollege level, desigre.d to increase the vocational e.f'fecti veness of bona 
fide employees, including training materials, textbooks, salaries or wages cf 
train2.es during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(ii) tuition and fees when the training is in an institution 
not operated by the contrao·tor; 

are allowable~~ 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the .job require
ments of bona fide employees, including only: 

(i) 

(ii) 

(iii) 

(iv) 

(v) 

are allowableo 

training materials; 

textbooks; 

fees charged by the educational institution; 

tuition charged by the educational institution, or in 
lieu of tuition, instructors' salaries.· and the related. 
share of indirect cost of the educational institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational inatituti'on·J ... And 

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

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

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (1), (f) and (u) above, respactivelyo 

(5) Grants to educational or training institutions, including the 
donatio~! of facilities or other ~roperties, scholarships or fellowships, are 
considered contributions (see (e) above). . 

(oo) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. h'hen such costs can readily be identified with t.he items in
volved, they may be direct costed as transportation costs or added to the 
cost of suoh items (see (n) above). ~ere identification with the materials 
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received cannot ·readily be made, inbound transportation costs may be charged to 
the appropriate indirect cost accounts it the contractor follows a consistent 
equitable procedure in this respecto Outbound freight, if reimbursable under 
the terms of the.oontract, should be treated as a direct cost. 

(dd) Travel C.ostso 

(1) Travel costs include costs of transportation, ledging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company businesso 

(2) Travel costs incurred in the nor.mal course of over-all adminis
tration of the business and applicable to the entire business are allowableo 
Such costs shall be equitably allocated to all work of the contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are al.lowable either on an actual or per diem basis. The basis 
selected shall be consistently follo~:o d. 

{4) Costs of personnel movement of a special or mass nature are 
allowable only wh~n authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, pro~ solic~tations, preparation and publication 
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 are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR l5-204.3·are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for ~ample: 

(i) ASPR 15-204.3(e) 

(ii) ASPR 15-204.3(i) 

(111) ASPR 15-204.3(k) 

15-204"3 Unallowabl~ Co&tso. 

(a) · Bad Debts •. Bad debts, including losses (whether actual or esti
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs:) and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main
tained to P:r0Vide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even wit~ an assQ~an~e of the;x 
happening, aJ:·e unallowable. (For self-insurance programs, see .ASPR 
15-204. 2 ( j) ), • 

. (c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratui:ties, are unallowable (but see ASPR 
15-204.2(g),{i), and (aa)). 
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(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for current and immediately prospective production purposes, are 
unallowable.· The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs. Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
.professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au
thorities under the conditions set forth in ASPR 15-204.2(z) (but see ASPR 
15-204.2(ee)(l)). 

{g) Losses on Other Contracts. An excess of costs over income under 
any other contract {including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 
of the Government contract. 

(h) Organization Costso EXpenditures, 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 (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and. identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of aQY nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchane;e of either short or long term investments, shall be excluded iii 
computing contract costs (but see ASPR 15-204.2(£)(2) as to basis for de
preciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same p~sical arrangement and condition existing immediately prior 
to commencement of the military contr~ct work and inqlude the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General. 

(1) In addition, certain costs discussed in ASPR 15-204~2 are 
stated to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2{a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15·204.2(d)(3) 

(iii) Dep:eeeiation, ASPR 15-204.2(£)(4), and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), first sentence; 

( v) Recr\rl.ting Costs, ASPR 15-204.2 ( t), last sentence; 

('vi) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2(w), both provisos; and 

(vii) Taxes, ASPR 15-204 .• 2(z) (l)(i) through (:tv). 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR 15-204.2(£)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR 15-204.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), and (4); 

{iv) Maintenance and Repair Costs, ASPR 15-204•2(1)(2); 

(v) Overtime, Extra-Pay Shift, and J.viulti-Shift Premiums, 
• ASPR 15-204.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-204.2{p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 1S-2o4.2(s)(3), last sentence; 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204.2(u)(3)J 

(ix) Royalties and Other Costs for Use of Patents, ASPR ~5-
204.2(w); 

(x) Taxes, ASPR _15-204.2(z)(2);. and 

(xi) Travel Costs, ASPR 15-2o4.2(dd)(4). 
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OGC/GWM:lwt 29 March 1956 

Part 2 - S up p 1 y , S e r v i c e , a n d R e s e a r c h a n d D e v e 1 o p -
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and resear·ch and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this 1-art does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro-
vide for the furnishing of industrial facilities. 

'15-201 Basic Considerations. 

.1.5-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowabi.e indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowabi.lity of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli
cation of generally accepted accounting principles and practices, (iii) signifi
cant deviations from the establis'hed practices of the contractor which sub
s.tantially increase the contract costs, and (iv) any limitations· set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the. Government either as a reduc
tion in contract cost o:r by a cash refund, as appropriate. 

I 

15-Zd2 Direct Costs . 

.15-202.1 General. Items of cost which ~re readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cos~ such as freight, travel, communic.ations, and engineer
ing services, as well as materials and productive labor, but when used must 
be applied consisten.tly to all work of the contractor. W.hen the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

1~-202.2 Direct Material Costs" Direct material costs include the cost of 
·raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract . 

.15-202.3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
D1rect labor costs may also include other associated costs, such as payroll 
taxes and workmen.'s compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labo:r· costso 

1~-202.4 Other Direct Costs. Other items of cost ma.y~ in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When~ 
however: items ordina:r·ily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the cont:r·actor must be eliminated from indirect costs 
aUoca ted to the Government contract. 

l~-203 Indirect Costs, 

15-203.1 General. (a) Items of cost which are incurred for common or 
joint objectives~ and which are not readily subject to treatment as direct 
costs in accordance with ASPR .l5-202p should be accumulated for·accounting 
pur·pose s by logical cost groupings and charged by a process of 
.a.llocation. Each element of indi!'·ect cost is subject to the limitations of 
this Part as to a.llowability, 
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(b) The method of a.llocation of indirect costs must be based on 
the particular circumstances involved. The objective should be the selec-
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro
cesses, the contractor's products, or other factors may require reconsidera
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.~. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs~ but in no event longer than the ·contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many &uch base periods will be used as will be required to represent the 
period of contract performance. 

[5-203.2 Indirect Manufactur~ng and P.r:.ocuction Costs. Indirect manufactur
ing and production costs consist of items··.·af cost which are attributable to 
the manufacturing and produ~tive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct lzbor man
hours or machine-hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra-
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirecl costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 

. processes, and relative labor and facility requirements for the various 
products. 

15-203.3 .Jndirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra
tion, and engineering supplies. Direct engineering activities .from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop
ment, layout of production .lines, determination of machine methods, and 

3 



•·. 
'· 

' . 
~ 'I 

... 

related blueprinting and draftini. Indirect engineering costs shall be 
allocated to the benefited cont.rac;t and . other work of the contractor (see 
ASPR l5-204.2(v)(4)) on the basis of direct engineering man-hours expended, 
direct engine~ ring labor dollars (exclusive of premiums for overtime, extra
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the contractor's products a.nd include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-~04.2(b)). Ho.wever, subject to the other· 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, whi.ch relate to te.c;:hnical, consulting, and other beneficial 
services, and which are for purposes su.ch as application and adaptation of 
the contractor's products, rather than pure s.e lling, are allowable if a 
reasonabl~ benefit to Gover~m~-nt contracts i:s demonstrated. Such costs 
shall be allo.c~ted to the cont~ac.tor's commercial work and its individual 
Government contracts ·on a~J,· equ.itable basis .. Because of the special problems 
that arise in this area, the co.P~l'\-.c.to.r should id.entify in its records, by means 
of sub-accounts or otherwise, the·items of selling and distribution cost con
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
aU work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin~ 
ing whether the results are equitable include: 

(i) the ult~mate objec;tive of allo·cating general and administra
tive costs to· the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad
minis~rative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other ·work of the contractor and 
facilities purchased under the contract shall not become· 
part of input cost unless facilities acquired by the con
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the ~ontract (exc.lusive of general and administra-tive 
costs) compared to the corresponding ratios for the con
tra.ctor' s plant or activity as a whole; and. 

(iv) other revelant factors including' those mentioned in ASPR 
15-203.l(b). 

Principles and Standards for Selected Items o.f Cost. 

15-204.1 General. Applications of the above basic cost principles and stand
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to-all items, whether or not specifically co-:.rt.:red, determinatio-n of allow
ability shall be based on the principles and standards set forth in this Pal~t 
and, where appropriate, the treatment of similar· or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of ad
vertising media and corollary ad-ministrative costs. Advertising media 
include magazines, newspapers, radio and television programs, d_irect 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed injournals which ~re 
valuable· for the dissemination of technical info+mation 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Cos.ts. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro
jects, 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 costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contracto.r'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. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and eq\J~ipinerlt: posting of additional exit" 
notices and directions, and other approved civi.i. defense measures) under
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes. 
shall be depreciated in accordance with (f) below. Except as -specifically 
provided for in the contract, contributions to local civil defense funds, or 
to·projects not o~ the contractor's premises, are unallowable. 

(d) ·Compensation for Per-sonal·Services. (Reserved) 

(e) Contributions and Donations. Reasonable contributions and dona
tions to established nonprofit charitable, scientific, and educational organi
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to· the placing of Government contracts. Allowable con
tributions and donations shall be allocated to all work of the contractor . 

. (f). Depreciation.' 

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

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con
cerned of any generally accepted accounting method, includ
ing those recognized by Section 167 of the Internal Revenue 
Code of .1954. 

Deprec,:iation 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 (1). above, vary 
y;it.h volume· of production or use of multi-shift OJ:)erations. 

(3) Where a contractor has received a determination of ''true 
depreciation" from an Eme:rgency·Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may ~lect. to 
use either normal or 'it rue 9 9 depreciation, However, the method e l.ected 
must be followed consistently throughout the life of the eme.rgency facility. 
Where an election is made to use normal depreciation, the amount thereof 

·shall be computed in accordance with (2) above. Where an election is made 
to use ''true depreciation,~~ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
·computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undeprecia ted portion of the 
cost of the eme.rgency facility over the balance of its use .. 
ful life (but see ( 4) be low; provided the remaining undepreci·
a ted portion of such cost shall not include any amount of 
unrecovered '··true depreciation.'' 

(4) Depreciation on idle or excess facili.tiefi) $hall not be allowed 
except on such facilities as are reasonably necess:1ry for curr~nt and 
immediately prospective production. 

7 



' '· 
:. ,I 

(5) Unless otherwise provided for in the -contract, no use .charge 
shall be.al.lowed for assets still in use which have been_fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor, s books a.re unallc:>wable. 

(g) . Employee Morale, Health, and Welfare Costs and Credits. Reason
able costs of health and welfare activities, such as· house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord
ance with the contractor's established practice or custom in the industry o·r 
area, forth~- improvement of working conditions, employer~employee rela
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income· 
generated from any of these activities shall be credited to the costs thereof 
unless such income h:as been ~rrevocably set over to employee welfare 
organizations. 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining ·rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an emp.loye·e welfare organization of the contractor in amounts 
reasonably use-ful 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 cr·edit, ·and·.allocat.ed, tc all_ activities served. Reason
able lpsses from operation of such services are allowable·when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation sha.l.l not be allowed as a cost unless specifically 
provided for in the contract. 

(i) 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$ and employee insurance, 

·are allo:wable to the extent required by law, employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part {but see (d) above, and (j)(3)(v), 
(q) and {x) below). 
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(j) Insurance and Indemnification. 

(1) Insurance includes (i). those types of insurance which the con
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii} any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen
sated by in sura nee or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu
ant to the contract, are allowable. 

(3} ~ Costs of other insurance, not required to be submitted for 
approva 1 but maintained by the c~ntractor in ·connection with the performance 
of the contract, are allowable su.bj.ect to the following limitations: 

(i) types and extent 9f coverage shall be in accordance with 
sound business practice and the rates shall be reasonabl.e 
under ~h.e circumstances.; · 

(ii) costs .allowed for use and occupancy insurance sh~.ll be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insur~nce or any reserve covering the risk of 
loss of or damage to Government-owned property are un
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve·; 

(iv) costs of providing a reserve for a self-insurance pro
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of in.sur.ance on· the .lives of officers, partners, or 
prpprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated· to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the .contract, actual losses not reim
bursed by insurance ·(through an approved self-insurance program or other
wise) are unallowable~ 

(k) Labor Relations Costs. Costs incur·red in maintaining satisfactory 
relations between the contractor and its· employees, including cos.ts of shop 
stewards, labor management committees, employee publications, and other 
related ·activities are allowable. 

(1) Maintenance and Repc;tir Costs. 

(1) Costs, necessary for the upkeep of property (including Govern
ment property unless otherwise provided for), which neither ad·d to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an ·efficient operating ccnditi,~;~·J, a.~-:-e allowablE -·(l>!t ~J:e _:;sF>}.?. 

l5-204.3(.d)).: Expenditti-res~f~r plant aud equipment .which, according !:-:..

generally accepted accountiug principles; should be capitalized and subjected 
to depreciation a-~&·:oa.Howa'ble only on a depreciation basis. 

(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reasop su~h as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract: Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the co.~tract. 

.. 
(m) Manufacturing and Production Engineering Costs. Costs of manu-

facturing and production engineering, including engineering activities in 
c.onne c tion with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 
for production suitability and component design for. purposes 
of simplifying produc.tion; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, an~ collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of ma·terial S~l\11 be suitably adjusted for applicable 
portions of income and other creciits, including available trad.e discounts, 
refunds, rebates., allow~nce$, and c;:ash discounts, and credits for scrap· 
and salvage and material retU,rn.ed to vendors., ,Such income and other credits 
shall either be cre.dited .dire~cily·.tq cost of the ·inaterial involved .or be allocated 
(as credits) to indirect costs~. Howeve:r, where the contractor can demonstrate 
that failure to take cash disc~un.ts was due to circumstances beyond its con
trol, such lost discounts need not be so credited .. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost. thereof 
should be. charged to tha.t cont.ra.ct. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable c.harges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-dow.ns" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or ·service·s ·sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or subs~ntially ·similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through co.mm.ercial channels, a departure from this 
cost basis is pe.rmissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like ,quantity, or (ii) the prices of other suppliers for the sam·e 
or substantially similar items. 

(o) Overtime, :E}{tra-.Pciy.ShHt·; a~d Mult:i-Shift Premiums .. The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre
miums on direct labor are allowable only t:o the extent expressly provided 
for in the contract or otherwise a~thorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts s.hall be equitable in rela-
tion to (i) the amount of. such premium costs a..i i.ocated to non-Governm.ent 
work being concurrently performec;i in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of ove.rtime, extra-pay shift,.and multi~shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs. Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan nl.ay include disability, with
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are ~eas.ured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to pro.vide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising fromforfeitures 
on termination of servic.es or other. reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after' retirement shall be considered a pensionplan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph ('q).) 

(2} Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirem.ents prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Gong., 
2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Inte·rnal Revenue Service shall be obtained in the. 
case of : 

(i} contractors who are sul;>ject to Federal income tax; and. 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart
ment concerned. In the c~se of all other plans, compliance w-ith the qualifica
tion requirements of Section 40.1 of the Internal Revenu.e Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i} the. requirements of ASPR 15-2.:01.2 shall be satisfied; 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed-

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable ·period;. or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current' taxable 
period had such organizations been subject·to the pay
ment of income tax; 

(iii) in cases where the I-nternal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which-

(A) are d~sallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have beer:. disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax~ and 

(iv) in determining the net pension plan costs allocable to mili
tary contracts~ and ~n addition to making appropriate ad
justments for credits or gains arising out qf normal 
employee turnover: consideration shall be given, in accord
ance with (A) or (B) bel.ow_. to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits ·under such plans -

(A) when all such abnormal termination credits or gains 
are fore seeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 

costs to give effect to· such anticipated future credits 
or gaips shall be made~ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the rec;i'L;lction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not fo.reseeable -

(I) cannot be ~~J.rrently evaluated with reasonable 
accuracy; or 

(II.) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces
sary adjustmen.t for such subsequent termination 
cred~ts unl.ess the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree
ment shall be reflected in the contract, in an amend
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to pr..ovide 
pension benefits for retiring or retired employees other than such costs in
curred under approved pension plans shall be subject to consideration on an 
individual case ba.sis, 

(r) Plant Protection Costs. Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
mil.itary security requirements are allowable. 

15 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

(l)" Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not cont'ingent upon recovery of the costs from the Govern
ment (but see ASPR 15-20.4.3(f)) . 

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

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

{iii) the nature and scope of managerial services expected of 
the contractor~ s own organization; and 

(iv) whether the p-roportion of Government work to the con
tractor~s total business is such as to influence the con
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services' re:ndered. 

(3) Costs of legal~ account1ng, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government~ 
are unallowable. Costs of legal, accounting,and consulting services~ and 
re.la ted costs, incur~ed in connection with patent infringement .litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs. Costs of "help wanted?t advertis!ng, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while,,engaged in recruiting~ personnel, and travel 
costs of applicants for inte.rviews for prospective -employment are 
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allowable. Where the cont~a.ctor. uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are un~llowable. 

{u) Rental Costs (Including 'Sale and Leaseback of Facilities). 

(1) Rental costs of land, buildings, and equipm·ent and other personal 
property are allowable if the rates are reasonable .in light of the type; life 
exp~ctancyjl. condition~·~Md :Value.of tli~ facilities leased$. options av.ailabie·.~· 
and other.provisions of the rent2.l 3.i~re·=:ne:1L 

(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 owne.rsliip,. such as d-eprecia
tion,_ taxes, insurance, and maintenance; provided that no part of su·ch coists 
sh~lli duplicate any other allowed costs· ... --·-· ·· ---· ··-

(3) Unless otherwise specifically provided ~n ,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 
faci.litie s, are allowable only to the extent that such rentals do not exceed 
_normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, whi·ch would have. been incurred had the contractor 
retained legal ti t.le to the facilities, · 

(v) Res·earch and Development Costs. 

(.l) Research and development costs (sometimes referred to as 
general'engineering costs) ar~ divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as . 
basic researchJ fundamental research, pure research: and blue-sky research; 
and (ii) related research or development, also referred to as applie~ re
search, product research, and product line· research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science.; ]1) su.ch research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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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 to the extent specifically provided· in the contract. 
L'Generally, the contractor shall be required to disclose to the Government 
the purposes and ;results of such independent general research. In specifically 
providing for such costs, factors to be considered include:. 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business..:.?. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 
use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re-
lated to the contract product line and the costs are allocated to all produc
tion work of the contractor ort .the contract product lineL; an,d provided 
furlher that the contractor discloses to the Government the purposes and 
results of the research and developmen_!7. Such cc;>sts are unallowable 
under cost-reimbursement type 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 accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l5-204.3(i)), 
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{w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper performance of the 
contract and applicable to contract produ.cts or processes, are allowable 
to the extent expressly set forth in the co_ntract or otherwise authorized 
by the contracting officer; provided.that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

{x) Severance Pay. 

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

(2) Costs of seve·rance··payments a·re 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 ~mounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 

. prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
'·pay allocable to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the 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, SJ?ecial 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties exce_pt as otherwise provided herein. 
In general, taxes (including State and locai ;.ncorn.e taxes) which the con
tractor is required to pay and which are paid or accrued in accordance \vith 
generally accepted accounting principles are allowable, 'except for: 

(i) Federal income and exces-s profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
.operations (see ASPR 15-204.3(f)); · 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exe·mp
tion afforded the Government except when the contracting 
officer determines that the administrative burden in~ident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con
tractor prior to payment of such taxes: 
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(i) promptly requests i~~tructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action direct~d by the. contracting officer, including 
cooperation with an~ for the benefit of the Government, to 
(.A) determine the le_gality of such assessment or, (B) secure 
a refund of such taxe $ . 

. Reasonabl'e costs of any such proceeding instituted by the contractor at the 
dir~ctipn of the contracting ~fficer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc
tion of the contracting offic,er are also allowable.· 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attrib'lltab.le to taxes, interest, or 
penalties which vvere allowed as contract costs, shall be credited or paid 
to the Government in the ~nn.er directed by the Government. 

(~a) Trade, Business, Technical, and Professional Activity Costs .. 

(1) Me.~berships. Costs of contractor's membership in trade, 
business, technical, and· professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, 
professional, and technical periodical.s are allowable .. 

(3) Meetinis and Conferences. Costs of meals, transportation, 
rental-of facilities forsmeetings, an4 costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dis Seffi:ina tion of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing.and ~aintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs ofthedirector of training and stafL training materials, 
and text books, and tuition a-nd fees when part-time traini11.g "is ·-CO!\cmcted 
by educational insti-tutions, .a~re allowable when limi~d to on-the-job 
type training and when -prope-rly .. allocated, .. Costs of -~raining in educa
tional.institutiGnls are: unallowable, except.to the extent specifically pro
vided for in the <-contract in- accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to go.cds purchased, in process, 
or delivered. When such costs ·can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where iklentifica·uon with the materials received can-
not readily be made, inbound transportation costs may be charged. to the ap
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursab~e under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs. 

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

(2) Travel costs incurred in the no.'-rn.al course of overa U ad
ministration of the business and applicable to the entire business are 
allowable. Such costs shall_ be equitabl allocated to all work of the con
tractor. 

(3) Subsistence and lodging, including tips or similar incidenta 1 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall. be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(.1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of se.curities 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 committee meetings are allowable. Such costs sha 11 be 
equitably allocated to all wo'rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204.3 are allowable if 
expressly provided for in the contract, or j. in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204.3{i); and 

(iii) ASPR 15-204.3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Deb.ts. Bad debts, including losses {whether actual or esti
mated) arising from uncollectible customers' accounts and other claims~ 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with.an assurance of their 
happening, are unallowable. {For self -in sura nee programs see ASPR 15-
2 04.2 (j).) 

(c) Entertainment Costs. Costs of amusement, diversion, social 
acti vi ties·, and. incidental costs relating thereto, such as meals, lodging, 
rentals, t!"ansportation, and gratuities." are unallowable (but see ASPR 15-
204.2(g), (iL and (aa)). 

(d) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces
sary for: current and immediately prospective production purposes, are 
u.naHowable. The costs of excess plant capacity reserved for defense mobili
zation production shall be the subject of a separate contract. 

(e) 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. 

23 

·; 



I • 

'· 

, 

(f) 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 a prospectus, 
costs of preparatic?n and issuance of stock rights, and· costs related thereto 
are unallowable except for interest assessed by State or Local taxing au
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
.l5-204.2(ee)). 

(g) Losses on Other Contracts. An excess of costs over income 
under any other contract (including the con.tractor~s contributed portion 
unaer cost-sharing 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. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attor.neys fees, acco.untants fees, brokers fees, fees to promotors and or.ga.:.· 
.f.z,e::rs~ in conne~ti:G>n ~-t.h (i} . organization or reorganization of a businessl 
or (ii) :raising ~apital._ c:bre ·una'llowable (see (f) ab.qve). 

(i) Precontract Costs. Precontract costs ~re those which are in
curred prior to the effe~tive date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Cap1tal.Assets. Profits or losses of any natu~e ar~~ing from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-204.2(f)(2) as to basis for 
depreciation) .. 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's.facilities to approxi
mately the same physical arrangeme~t and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion cost~ are unallowable 
except that the cost of removing Government property a.nd the restoration 
or rehabilitation costs cause·d by such r~moval are allowable if speaifically 
provided for in the contra ct. 
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(1) General. 

(1)_ In addition, certai11 costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(aL last sentence; 

(ii) Depreciationj ASPR 15-204.2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs -Legal, Accounting, Engineering, 
and Other, ASPR 15-204a2(s.)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204.2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15-
204~2(w)s both provisos; an~ 

(vi) Taxes,- ASPR :l~-2o4~ .. z.{z)(l)(i) :throug·h (ivh 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or. in some cases, if au
thorized or approved by the Government~ .See for example: 

(i) Civil Defense Costs, ASPR 15-204.2(c), last sentence; 

(~i) Depreciations ASPR 15-204.2(f)(5)p first sentence; 

(iil.) Food Se:rv-ic$ Costs and .. Credits, ASPR 15-204.-l(h), 
last sentence; -

(iv) Insurance and Indemnification, ASPR 15-204.2(j)(3)(iii) and 
(iv), .and (4); 

· (v) Maintenance and Repair Costs, ASPR 15-204.2(1)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204.2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204.2(p), second sentence; 
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(viii) Profess.ion.al Service Costs -Legal~> Accounting, Engineering, 
and Other$ ASPR 15-204.2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities}, 
AS PR 15 -2 0 4. 2 ( u )( 3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15-
204.2{w); 

(xi) Special Tooling Costs, .ASPR 15-204.l.(z)(2); 

(xii) Traini.ng Costsj ASPR .l5-204.2(bb), 
last sentence; and' 

(xiii) Txavel Costs,. ·ASPR.l5-20~.2(dd){4)~ 
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.i.·j-200 SCOPE OF PART. This part sets fo~h principles and standards for the deter-

'mination and allatr1ance of costs in connection wit.h cost-reimbursement type contract, 

and cost-reimbursement. type subcontracts_ thereunder for procurement of supplies, 

services, and research and development work with organiZations having c01nmercial 

type accounting systems. However, this part. (:foes I)Ot apply to contracts for facil
~ 

ities, c~nstruction and architect-engineer services related to construction. 

15-201 i'JASIC PH.INCIPLES AND STANDARDS. 

a. Composition ot ·Total Cost. The total cost ot a cost-reimbursement type 

contract is the net sum ot (i) the allal-table direct· costs,. {ii) the prope.rly 

allocable portion of allowable indirect costs and (iii) applicable income. and other 

credits • 

. b. Facto~s Affecting Allowability_ or Cos~s.. The f'actors to be considered 

in determining the allowability of costs include (i) rea$onableness, (ii} applicatior. 

of generally accepted accounting principles and practices, .(iii) signifi~ant_ devia

tio~s in the established practices of the contractor which substanti~ increase. 

the contract costs, and (iv) arry limitations as to types or amounts or cost itema 

set forth in this Part 2 ot Section XV or otherwise included in the contract. 

. c. Credits. The applicable portion of income and other· credits, ·rebates 1 

and allowances, received b.1 or accruing to the contractor and which are related to 

8l\V allolred cost will be credited to the Government either as a reduction in con.- · 

tra6t·cost or by a cash refund, as appropriate. 

d. Contractor's Ac.coun.ting System.; The requirements conc_erning reco_rd 

keeping and· approval or the contractor1 s accounting procedures and practic·es are 

s~t forth in the ''Records Clause" {See ASPR 7•:203.7 ) •. 

15-202 DIRECT COSTS. Subject to the provisions ot_ paragraph 15-201~ allowable 

direct costs ·are tbose items of cost, or aggregate thereo£1 which can be identified 

s~eciticallY wi~h. any objective, servioe, program~o~Ap;oje~t under the con~~t and 

~ .Ntftla ~ /':'~~. ~ ~aJ()I-~~~d F 
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are chargeable directly linereto. ilajor iteins of cost reaaily identi!i~ble with t~~c 

contract or with other work of the contractor should be charged directly thereto. 

This principle may often be applicable to such elements of expense ·~S freight, 

travel, communicat~ons, engineering services, etc .• , as .well as the normal items of 

··materials and productive l~bor. Hm~ever, when·the contractor is engaged in mixed 

production, this principle must be applied consistently to the costing ot both 

defense and non-defense pr~ducts .or services, in order to produce equitable results. 

'J.Ihen the accounting expense of direct costing of minor items would exceed -the 

resulting benefits, individual items, otherwise allowable as direct co.sts1 may be 

treated as indirect expenses • 

. 1.5-202.1 DirlECT ~~TERIALS. The cost of direct materials includes the cost of all 

items purchased, supplied, man\lf'actured or fabricated, which enter directly ::...~.-: :1 

the end product or which are used or consumed directly in·connection with furnishing 

such product. Costs of reasonable overruns, spoilag$, and defective work may also 

be included (as to defective work, see paragraph 1·203,5(c)). 

15-202.2 DIRECT LABOR. The cos~ 6£ direct labor includes salaries and wages speci· 

fically identifiable with and proper~ chargeable directly to the perfo~ance o! 

contract or other work of the contractor. Average rates may be used where it is 

demonstrated by the contractor that the results are equitable. Di_:rect labor may 

8lso include other associated co~ts such as payroll· taxes and workmen's compensation 

insurance, where it iS the established practice of the contractor to treat these 

items as a part of direct labor costs.· 

15-202.3 OTHER DIRECT COSTS. Where Qther items of cost are charged directly to the 

contract consistent :with paragrap·h 1.5-202 above, . the contractor JUUSt de,monstrate 

that they are specifically related to the performance of 'the contract. When, haw

ever 1 i terns ordinarily chargeable as indirect costs are charged to a Govemr~1c:~·~, 

contract as direct costs, the cost of like i.teme applicab~e to other work of the 

contractor must be eliminated from indirect costs allocated to the contract, 
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1$-203 D~DIRECT COSTS •. ,. .• I ., 

-. 
{a) Indirect costs are expenses which are incurred for common· or joint ob

jectives, are accumulated for accounting purposes b,y departmental activity or other 
1 ~;t!itof··· . 

logical cost.grouping and are charged to the contract an~ other work of the con-
. • tractor by a process o£ allooation_. Each element thereof is subject .to the limita

tions of this part as to allow ability. 

(b) No specific rules can be stated as to the method of allocation. of in-

direct costs because the actual condition in each instance must be taken into acc·our~ 

in determining the most suitable method or methods •. The objective should be ·~~.e 

selection of a method or methods which will distribute the indirect costs in a fair 

and equitable manner. The method used in connection with Government contracts must, 

in order to be acceptable, confor.m with generally accepted accounting practices, oe 

applied consistently, and produce equitable results. Any significant change, such 

as in the nature or the business, extent of subcontracting, fixed asset improvement 

programs, the volume of sales, the volume of production, manufactUring processes, 

or the products being produced, may require reconsideration or the methods previously 

in use to· determine whether they continue to be equitable, Further discussion · 

relatiye to allocation of the individual categories or indirect costs will be found 
~, 

in the subparagraphs below. 

lS-203.1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES. ·Indirect manufacturing 

and productiOn expenses consist or costs which are incurred in tne prod~ctive· 

pr~ess· as a whole and are not readily subject to treatment as direct -costs in· 

accordance with paragraph l.S-202. , Allocation of indirect manufacturing and produc

tion expenses on a time basis, -such as direct· labor man-ho.urs or machine-hours, is 

· a. method which generally pl'oduce~ acc_ur~c:y .and ·equity. Other acceptable bases., in 

appropriate circumstances, include .direct labor dollar~ (exclusive or overtime 

. premium), units processed and prime C?O~ts of. unif,s proc~sseci. The ·contractor may 

departmentalize or establish cost centers ip. ord.er to distnbute··equitably the 
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ipdirect costs. The factors to be considered in determining the extent of depart

mentalization or establishment of cost centers include variety ot products, cam-

plexity of processes and relative labor and facility requirements for the _various 

products. 

15-203.2 DIDIRECT ENGDIEERING EXPENSES. Indirect engineering expenses include 

engineering supervision, engineering administrative expense, engineering general 

supplies, and other related expenses. These expenses arise out of engineering 

activities which may include product design, tool desigp, experimental development, 

manufacturing and production development, layout of production lines, determination 

of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should b~ allocated to the benefited -~.c;.. ·.v

i ties, i:e., contract and other work of the contractor (~*~ 
rfs{;~€1~~~~s) on the basis of d~~e~engin~m~ expended, direct 

engineering labor do~~~~ov~e~premi~), or other equitable baE:E. 

Direct costs of engineering activities should be charged QirectlY to the benefited 

activities, i.e., contract and other work of the contractor in accordance with 

paragraph 15-202. 

15~203 .3 SELLING AND DISTRIBuriON EXPENSES. The_ expenses in this group consist of 

ite~ which represent the cost of marketing the contract~r's products and include 

sales promotion, advertising, distribution costs and other related items. uenerally, 

such expenses are not considered to be allowable as a char~e to Government cost

reimb,xrsement type contracts for the reason that marketing, ~ the ordinar.y 

commercial sense, is not necessar~ for doing business with the Government. However, 

dependent upon a reasonable demon~tration of benefits to Government·contracts and 

subject to the other p~ovisions of this part, there may be an allocation to (;,::r:e~-1-, 
' . . 

nent work of those expenses in this categor,y which consist of technical, consulting 

and such other beneficial servic;es (including related supervision and clerical 

expenses) which are for purposes such as applicatiQn ancl· adaptation ot the 
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cqntractor's products rather than pure selling. Such costs should first be allocatee 

between the contractor's commercial line and its Government contracts.· The amount 

allocated to the latter should then be charged to the individual contracts on any 

equitable basis.· Because or the special problems that arise in this area,· it is 
. . . : . 

usually desirable for the contractor to identif,y in its records by means· of sub-

accotmts Ol~ otherwise,; the items of these expenses COnSidered properly allocable to 

Government contracts. 

15-203.4 GE~ERAL AND ADMINISTRATIVE EXPENSES~ General and administrative expenses 
. . . 

consist of costs incurred in the oVer-all management, supervision and conduct of 

the business. Any recognized method or allocating general and administrative ex- · 

pense is acceptable provided equitable results are thereby obtained. Some of the 

. factors that should receive consideration in determining whether the results are 

equitable are (i)· the cost pattern o£ the Government contracts (that is, the ;~~

::en'i::,age of the total cost or the contract,· exclusive or general ·and admiriistrative 

expenses, represented by each of the several coat components thereof) in relation to 

the cost pattern for the plant or activity as a whole,. and (ii) the ultimate objec

tive of distribution o£ these expenses in approximate ratio to the general and ad

ministrative ·effort ~volved in the two· categories of work; ln addition1 considera-

tion should be given to ~·si~ieant variations of inventories between accounting 

periods, ~ariations in the ratio of contract inventor,y levels. to all otber inven~ 

tory levels, and other relevant factors including:· those mentioned in para. 15-203(b).·· 
. ' 

15-203.$ BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES. The base period tor 

allocation of indirect expenses shoul~~ of contract· performance 
. .· -~ . 

.oP shoald ee ll'epPeseatat.i v e er taat p~A.ed~ The 'base perieEl shoulci be sufficiently 

~ ~uities in the ~ocation o! costs1 i-Jt-pW~~~~ 
15-204 APPLICATI~ ~ PRINCIPLES AliD STANDARDS TO SELECTED ITEMS OF COS~ 
This paragraph states, to some detail; applicatiOns of the basic cost princip~es 

c::d stelndards set forth in the preceding pa~agraphs o£ this part to certain selected 
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~tems or cost. The statements herein apply irrespective of whether the particular 

item of cost is treated by the contractor as direct cost or as indirect cost • 

. Failure to mention aey particular item of cost herein is not intended to imply 

that it is -either allowable or unallowable~ \·iith respect to those items not speci

:ically covered, as well as all the subparagraphs below, determination as to allow

ability will be made in the light of' the basic principles and standards herein and, 

where appropriate, the treatment of' similar or related items in this Part, 

15-204.1 ·ADVERTISING. Advertising expenses include the costs ·of advertising media 

and corollary administrati:ve expenses. Advertising media include magazil'les, ... L. ~.-

._)apers,_radio and television programs, direct mail, trade papers, outdoor adver-

"tiising, dealer cards and window displays, conventions, and exhibits, tree goods 

and samples., and sales literature. 

a. The following advertising costs only are allowable: 

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

vertising does not offer speci!ic products or services for sale 

but is placed in journals which are valuable for the dissemina-

tion or technical infonnation within the contractor's industry. ·. 

(2) Help wanted advertising, as set forth in paragraph 1$-204.32. 

15-204.2 BAD DEBTS. Bad debt expenses consist of losses (whether actual or 

estimated) arising fran uncollectible customers' accounts and other elaims1 and 

include related collection ~~enses and related legal expenses. These costs are 

unallowable. 

l.S-264.3 BIDDING EXPENSE. Bidding expenses are the costs o£ preparing bid esti-

~ates on potential contracts or projects, including the development or engineering 

and cost data necessar,y to support the contractor's price proposal or estimated 

cost of work performance. Bidding expenses of the current accounting period of 

both successful and unsuccessful bids normally will be treated as indirect expenses 

and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable ii1 the current period. 

to the Government contract. However, the contractor's established practice ~be 

·to treat bidding expenses by some other recognized method~ Regardless of the 

method used, the res~ts obtained may be accepted only if tound to be reasonable 

and eqt:itable. 

15-204.4 CAFETERIAS, DINING ROOl-'5, AND OTHER FOOD S~ICES. This· class of ex

~enses consists of cost, less revenue, of operating or furnishing facilities for 

cafeterias, dining rooms, canteens, lunch wagons, ven~~g machines, or other types 

of services for cont.ractors employees at the contract·or' s facilities. Profits 

accruing to the contractor from the operation of these services whether operated 

by the contractor or b.1 a concessionaire, will be treated as a credit to costt. 0f 

all production within the contractor's plant in which the services are furnished, 

~·.:~cept i'or serv-ices from which the profits are irrevocably set over to an employee 

welfare organization of the contractor in amounts reasonably useful for the 

benefit or the emplqyees at the site or sites of contract performance.- Reasonable 

losses Of operation from SUCh services are all~Nable When it is the polia,y Of 

the contractor to operate such services at no loss or profit; provided, however, 

that aQY gains or losses from these services must be appropriatelY allocated to 

all activities benefited including Government contracts. \~en it is the policy 

of the contractor to furnish such services at ~ loss, losses on such operation 

will not be allowed as a cost 1 unless authorized by special contract provision. 

15-204.5 CIVIL DEFm~SE. Ci'~ defense costs are those incur~ed in the planning for 
' . 

and the protection of life and property against the possible effects- ot enemJ attack. 

These costs are generally incurred pursuant to plans developed bJ' local and state 

civii defense authorities. Examples ot civil defense costs include· cost in exces~ 

of normal plant protection expenses and ~ consist of first-aid training and 

s"..lp:JliesJ fire fighting training and equipment, posting of ~diti.onal exit notices 

and directions and other approved civil defense measures. Reasonable costs of civil 
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~efense measures undertaken on the contractor'e premises pursuant to suggestions or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

purposes the costs thereof w~ll be depreciated over a reasonable number o! years in 

conforrrdty with generally accepted accounting principles. Except as specifically 
· civil 

provided in the contract, contribut~ons to local/defense funds or projects not on 

the-contractor's premises are unallowable. 

15-204.6 COMPENSATION FOR PERSONAL SERVICES. (To be inserted later on this page 

and pages l$09, l$10 and l$11). 
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!S-204. 7 CONTil~GENCIES • This type of charge results from the creation and main-

tenance of' reserves to provide f'or an event whose occurrence cannot be foretold 

1·d.th certainty as to time, intensity or e-Ven an assurance of its happening. These 

costs are not allowable. (For self-insurance programs see paragraph l$-204.15). 

15-204.8 CONTRIBUTIONS AND DONATIONS. Contributions and donations to established 

nonprofit charitable, scientific and educational organizations are allowable prO-

vided that such costs are reasonable and are properly allocated to all worY.• 

The propriety of the amount of particular co~tributions and donations and 

-~i..te agb:-eti:;;ate thereof for each fiscal period must be judged ordinarily in light of 

'the pattern of' past contributions pa1--ticularly those made prior to the placing o£ 

Government contracts. The amount of each all~rable contribution must be deductible 

for purposes of Federal income tax, but the deductibility of the contribution for 

income tax purposes does not in itself ju.stify its allot-lability as a contract cost. 

15-204.9 DEPRECIATION, 

a. Jepreciation as described herein is a charge to current operations 

intended to distribute the cost of tangible capital assets, less estLnated residual 

value, over their estimated useful life in a systematic and logical manner• It 

involves a process of' allocation, not.of valuation. Useful lite has re!erencf;t to 

the prospective period of' economic usefulness in the particular contractor's opera-

tions as distinguished tram physical life. 

b. Depreciation on a contractor's plantJ equipment and other capital 

facilities is an allow-able element of contract cost, provided· the amount thereof' 

is based upon original acquisition cost. Depreciation will be accounted for b,y con

sistent application to the asset(s) concerned of aQY generally accepted accounting 

principles, including those recognized.by Section 167 of' the Internal Revenue ·code 

of 1954, and should usually be allocated to the contract and· other work as an 

indirect cost. The amount of depreciation charged in any accounting period may 

vary with volume of production or use or multishift operations, provided the method 
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· followed is consistent with oasic objectives set forth in 5uoparagraph a. above. 
! . 

c. Charges for depreciation on idle or excess facilities will not be 

. allawed except on such facilities as are reasonab~ necessary tor standby- purposes. 

d. Unless otherwise provided in the contract, no use charge will be 

allo11ed for assets still in use which have been, in accordance with the contractor's 

consistent accounting practice, fullJ depreciated on the contractor's books ot 

account.· 

e. ~lhere the contractor has· applied for, received, and accepted a deter

mination of •true depreciation• from an Emergenc.y Facilities Board covering an 

emergency facility acquired under a certificate of necessity, the amounts so deter

~ed for "true depreciation" over the emergency !)eriod CS years) will be recognized 

iD lieu of normal depreciation. After the expiration of the emergency period tor 

\ 

tbe fac-ility concerned where a determination of "true depreciation" baa been made, 

the remaining undepreciated portion ot the cost of such facilit,y will be depreci-

ated over its remaining useful life and will the only .amount ~ized aa 
. tN$6 I. 

allowable cost, subject to paragraph lS-264. e contractor may- elect to use 

normal depreciation rather· than the "true depreciation" as determined by the 

Emergency Facilities Board. However, the method chosen after such determination 

of •true depreciation" must be followed consistently throughout the life of the 

emergenc.y f'acili ty •. 

1$-201..10 ~IPLorEE MORALE, HEALTH AND WELFARE. Included in this category are ex

penses of health and welfare activities incurred for the improvement of working 

~onditions· and the improvement of enwployer-employee relations, employee ·morale~ and 

emplo,yee performance. Examples of these activities are house publications, health 

or first-aid clinics 1 am employee counselling services. The8e costa are allowable 

when incurred 1n accordance with the contractor's established practice or custom in 

the industry or area and are reasonable and equitabq allocated to all classes ot 

work performed in the contractor's plant. Income generatecl from any ot these 

.. . 

.. ,. .... 



' -. 
I; 

· ·activities will be credi.. __ ~ -. .; ... o the costs thereof unless , ... . ~.-~ 

itrevocably set over to employee welfare organizations. 

ti.~come has been 
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15-204-.11 ENTERTAINMENT EXPEl\TSE. This item includes the cost of amusement, diver-

·sion, social activities and incidental costs relating thereto, such as meals, lodg-

_ ing, rentals, transportation and gratuities. These costs are unallowable. 

15-204.12 EXCESS FACILITIES. This item includes the cost of maintaining and hous

ing idle and excess facilities, except those reasonably necessary for standby · 

purposes. Thes_~ -~~st~ __ a~~- ~:J..lo~abl_~. The costs. of additional plant capac-ity re

served for defense production shall be the subject of a separate contract. 

15-204.1.3 FINES AND PENALTIES. Included in this item are those costs resulting · 

from violations of, or failure of the contractor to comp~ with, local, state and 

Federal laws and regulations. These expenses are not allowable except when incurred 

as a. result of compliance with specific provisions of the contract or instructions 

in writing from the contracting officer• 

15-204.14 FRINGE BENEFITS. Fringe benefits are allowances and services provided 

by the contractor to its employees as compensation in addition to regular wages 

and salaries. 

a. The determination as to the al1owability of the cost of pension and 

retirement plans, profit sharing and other bonuses, and severance pay will be in.· 

accordance with sub-paragraphs ~S-204.26, 15-204.6 and 1$-204.37 respectively. 

b. The cost of other fringe benef~ts such·as pay for vacations, holidays, 

sick leave, military leave and employee ·insurance (but see subparagraph 204.15e) is 
. . 

allowable to the extent required by lcnr, employer-employee agreement, or established · 

polic.y of the contractor that constitutes, in effect, an implicit agreement on the 

contractor's part. 

15-204.15 INSURANCE AND INDEHNIFICATION. 

/""a; Included·un~this i~) those types 

/ ~A~-- / contr~tor is req~~ea to ea~~er the terms o e contract 

~uctio~ contraetlng officer o 1s authorize 
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(2) any ot~r ins~ance for which the contractor seeks reimbv.rsement under the con-
. ~ ~ . ;.,· ,,; : ..... 

tract. The 19li<f~ of insurance ordinarUy included in ·i»he·:··Cirst category are set 
,/" . ." : ,, 1,.. 

·out in ASp(~0-$01. _ .. /······ ...... ...-'· - . ·. ·. . .· . . · 

// b Costs __ oi Government ~~~red insurance ere allowable withip. t;~ 
)' · o~ " :s ;9/{~e extent ~~ O;;:,erage and premi~ i-at~~ approved by th$ Gove:rnment. · 

Costs of ot~e~,·insurance, ~cept .that applicable to Government-owned pro;:rty, are 
. ,..·"/ . ....-···. . . . . .-~"/ . . . . . , .•. •··. . 

allowabl,'provided (l) yhe insurance has be~_-·,pproved by the military- department 
. / .. .·· . / . 

conc~ed or (2) in ... the absence· ot &uch ~~~il. requirem.e~t, ····the types or coverage, 
/ ./ . .;" .. ·· . . 

fent of cover._ll,~~ and rates are /!U1~~ble under the -~ti'cUIIIStances. · Costs .Uowed 

'tor use and occupancy insurance,,Aiawever, will in p~nciple be 'limited so ·as to .· 
/./ / . .-··' . _,•'/ . 

exclude. e_GV'erage ot profit, ).nterest, federal' _;ne'ome taxes; and &l'J¥ othe~ items ot 
1.: ~-~ .. ' ' 

'._:'· ,··"· . ·' 

expens.e unallowable unde.r· this part. , .. / 

/_.. · c. The }to&{s or insurmce_ .or 81\Y reserve ~overing the ri.sk or loss of or 

d~age to Govern.me~t-own~d property···~e not allowable except to the extent that the. . /r . / ,·· . 
Government~ have required~ contraQtor to car~· such insurance. /.. . . ___ .,.·· _..,....... . 

/' d. Provision _t<ir losses under a se~r·· insurance program &17~· allowabl-e 
/ .· !' -· / / .·· . . .. 

Zo ·aed the· program _}las been approved by ,the MiUtary Departmepts concerned. 

ctual losses sust(~ed under such a J'e~~tnsurance prog~ ·~~ not ailowable. 
,. •• -- .~ .. - I 

,.· ,/ ,.,.. .. 

·e/, ... / The costs of insu~~ce on th• lives 9.t:···o:t'ficers, partne~s or. propri-
/- /._,./ ,./...... . . . .·········· 

etors, /.e· not allowable ~~~pt where suc;h ins ranee is part of ~, .... ~JUPloyee plan. ,,., ... ,-· 

whic_p/is not unduly res~cted. · · · /./-,., . .· - ..... ~ 
/' / . /' _.r "' _, ... 

r. Los~ result~g fr ough self· insur rtfe or 
,/' ... ·: 

otherwise ) are 

pres the contract. 

15-204.16 INTEREST AND OTHER FINANCIAL. EXPENSES. This . item includes interest 

(however represented),_ bond discount ~ expenses, and the cost or financing and 

refinancing operations as well ~s legal ~d profe.ssional f•~s paid in connection 

. ':::'1. 
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with the preparation ot a· prospec\us, eoat ot preparat~~ IUld isauance of stock 
.: , .. , .. .' 

rights and expenses relatecl .. ·thereto. (See also 15-2~Jit,r· These costa are un• 
.. ._. ' .... :~~' 

allowable except tor interest assessed qy St•te or· l~~t.axin~·authorities ·under 

the conditions set forth in subparagraph ·1$-204.39. •••• 
' If 

J$ ... 204•17 LABOR RELATIONS, This item covers· expel\ses incurred~~~ satis~ 
. \ 

factory relations between the contractor and h18 ·einpior.•!•. It includes the cost 

of shop stewards, labor managan~nt committees, em.pl.oye • .-ptiblications ~d other 
. ·=1~·.-: ;:7 . 

. ·- ~· ~r t:l.. ... . 

related activities. Costs incurred tor th•se purposes ~e ~owable. 

~5-204.18 LOSSES ON OTHER CO~TRACTS. Thia·item coV.ra ~ ·exces~ of costs over 

~M~~ whether ~:JE~~~!.K~;;~ 
~~ply,~ rJlJearch and developaent or ot~ Costs ot tid; -;-t-;,r are not . A . 

allowable as a cost or performance ot the Government contract. 

1$-204.19 MAINTENANCE AND REPAIRS. 

a• Thi~ item includee.those costs necess~ tor the upkeep of property 
etherwise . . 

(ihcluding Goverment prOperty unleas/pro'4dM tor) whioh aeither ad~ t.o 'the per-

. manent value of the property nor ~preciabq. prolq• .l*f! intended lite but keeps 
·.' ;! ~J.<; 

it in an efficient operating. condition. These coats ~ ·:~oW&Qle• Expenditures . 
. ·.:: ;·. ,. 

for plant and equipment whi~h, according te gene~ ~,tPted accounting princi• 

plea, should be capitalized and subjected t• deprecia,~Oa\ will be aUowable only · 

on a depreciation basis. Cost ot 1n&intenance and rep~r,e ot excess facilities ana 

of idle facilities {other than reasonable standb, tacilitiee).are not.allowable. 

be Deferred maintenance is defined as maintenance and repairs whicl: .:'or 

some reason such aa abnormal operating conditiQDI or lack ot funds, ia delayed to 

a future period. The coat ot ~tenanc., and repairs which has been deferred fran 

a period prior to the contract is ~t- allowable unles·a ·specifically prOvided for 

1n the contract. Likewise, the estimated QOSt ot m~,~~ce and r,pairS norm~ 

required but not accompU:ahed during the period of the o~ntract will ·no1; be allowed 

as a cost unless specifi~~ provided for· in the contr~ct. 

1 
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±5-204.20 MANUFACTURING AND PRODUCTION ENGINEERING. Manufacturing and production 

engineering includes the cost of engineering activities in connection with (1) 

. current manufacturing proces~es such as motion and time study, methods analysis, 

job analysis, and tool design and improvement and (2) current production problems, 

such as materials analy~is for production suitability and component design for 

purposes o~ simplifying production. These costs are allowable • 

.!?-204. 21 ·MATERIALS AND SUPPLIES. 

a •. This item includes the net costs of such items as raw materials, 

parts, sub-assemblies, components 1 and manufacturing supplies, whether purchased 

outside or manufactured b,y the contractor, and may include such collateral items 

as inbound transportation .and intransit insurance. In computing materials costs .. 

consideration will be given to reasonable overruns, spoilage, or defective work 

(as to defective work, see paragraph 7-203.S(c)). These costs are allowable sub~ 

ject, however, to the provisions or subparagraphs b. through f. below. 

b. Costs or materials and supplies shall be sui tab:cy adjusted for 

applicable portions of incom~ and other credits. Such incame and.other credits 

include trade discounts, refunds, rebates and allowances, cash qiscounts available, 

credits for scrap and salvage and materials returned to vendors• Such discounts, 

rebates, allowances and credits, may be applied directly to the charges for 

materials involved or may be appor1;ioned through credits to ~rect costs. How

ever, where the· contractor ca~ demonstrate that failure to take cash discoUnts was 

due to circums.tances beyond his control, such lost discounts will be allowed. 

c ~ When materiaJ.~ are purchased. specifically for and identifiable 

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

be charged to the contract. 

d. If materials are issued from stock, any generally _recognized method 

or pricing such materials will be acceptable, proVided the method is consistently 

applied and the results obtained are equitable. WBePe mat.ezids 1ft e'bock a:t tae-
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· · COIJlJZleMemeat. dat.e of the -contract haw a pre~able replacement cos t sigllifieentq-

·ltigheF-than book J:Ost, tbe contractQr aDd the Oovemment mq, by C9Rtrect provision,_ 

~agree upon the use 4 a ~ethod of pfic1ng based upon the· taix valae of tbe materiti-s 

· as--et :the date of the contract, h't:lt Dot in excess ot replaceman.t oas'b on such date ... 

Suoh agzeeureRt shoij]:d_.~.clielttde identification at the types or kinds of materia~ 

involved and should: be tuade at the time the eeBtreet is e&teed into am:l pz•ovicie&-

e. Reasonable charges arising from difference between periodic pnysical 

inventor,y quantities and related material control records will be included in 

arriving at the cost ot materials, provided that such charges (1) do .not include 

''write-downs" of values, and (2) relate to the .period or p~rrormance or the con

tract. All credits arising from difterences.between periodic pqysical inventor,y 

quantities and related material control records shall be taken into account. 
. . 

r. Ordinarily sales or .. transfers of materials, services and supplies 

between plants, divisions, or organizations, Wlde.r ·a common control, shall be stated 

on the basis or cost to the transferor. In the case ot aqy item regularlY manu

factured and sold by any such transferor through commercial channels a departure 

·rrom this cost basis is permissible, provided that the price charged to the con

tract does not exceed the lower ot ·(l) the transferor's sales 'price to its most 

favored· customer for the same item in like quantity·, or (2) the prices ·of other 

suppliers tor the same or substantiallr similar items •. 

15-204.22 ·ORGANIZATION EXPENSES. Tbis item consi-sts .or eXpenditures in connection - . . 

with organization or reor,ganiz.ation ·of· a business • · Examples or such costs are in-
~~· . 

corporation fee, attor~qs fee, fees ~ p~oters and organizers and costs of . 1\ . 

raisirig capital. These costs are· unaJ.lowable. .(See paragraph lS-204.16)._ 

15-204. 23 OTHER BUSINESS: EXPENSES • Included 1n this 1 tem are such recurring ex

penses as registry and transfer charges resulting from changes in ownership ot 

securities issued by the· cont.ractor, cost of shareholders• meetings, proxy 

1 
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$olic~tations, preparation and publication of reports to shareholders 1 preparation 

and submission o.t required reports and torms·to taxing and other regulator,y bodies 

and incidental costs or directors and camnittee meetings. The above and similar 

costs are allowable when allocated on an equitable basis to all classes or work. 

15-204.24 OVERTIME, EXTRA PAY SHIFT AND MULTI-SHIFT PREMIUMS. 'l'ftie it• .cel'l~ 

. . . ·~l'hi.s .··it~m ~~n~.t~ ~of~~-)~i#~·:~rti(!n~·:f>:r overtimei- ·.• .~ n 

·· ·· :· , ..... extra pay shift :and mUlti:.:.snJ.tt:··pa~nts;·to:··.~ley~es. . . . . 

. . \~·. . ·. '.· ·1- :~::!:~::~: :::~:~:~::::~~· :;::~i:~;::~~i '1?1 ~ 
When d.ireot iabor eost is the base tor distribution.-./ 
or overhead. ·such p~emiums shall n t be · ino luded · 
therein. Cos't'O? such premi~~ on direct labor are · · 
.allowable only to the extent. ·expressly provided for 
in the contract or otherWise .. au~oriaed by the 
Governme~t. Cost" of such premiums. tor indirect labor 
is allowable without prior approval,,it reasonable. 
and the CO~t .i_s ~lloc.a.ted ·Oil ·a 'pro ·rata basii t0 OOul~ 
meroial as well as GOvernment work. See ASPR 12-102 
tor further information concerl;ling·the policy regarding 
such authorization. The amount of such .pre~ium ·cost 
charged on Government oontraots· sha~ equitable ·ln 
relation to the. amount or such premium costa charged 
on non-Government work being oonourrentiy performed 
in the Contractor'' a plant and· the factors which neces-

-\ ~£5:2:::::-,::;:;~r~~~=a:::::"r:atea t:'_~s~o:,~nses . \ 
/ ,~,s .0:0~~~ ... le~~in.g ·to the lssuahC!J~-o~. ·li~~~~ts;. oosti~'r~cf~!.~ed to . 
I B:~ar~P. ... t~~:: ~~·.· ~~; ooq~s .... b8o~saary~~ t6···:~~~ply :·With.~ 1ttvent"ion 
1 .. ~.so.losur~· p~p~!.~iq_ns.-· ot·. the•·::contra9~~: f;~.nie.; .o-o·~·t~· ·6r:·.:~~~r<,hing 

~·-. .r~ ~~e art :in. ~-r.~er .~~· m~k~. in~n~i~o~·. #'so~o&ure:ff, ~d- ·dt''.:Preparing 
;;·~), ·:.: ~sclosur~s · ~~· P.t~ repo~'t:i;·~:~·~a~.·; r:~q~~.fea· .. b'Y:~e ·.~·c:;~n~rao~ are 

t . ~ll.owable. ·:~h~.,~9s~ -ot .. p·re·pariiig :~s~;gmnent: ~d'joth.e~;-;papers · 
[ · ~n connection with the~·filing··of' a· patent applioa~ion:.Q.y ·tb.e:.:.:: 

··>··l ~ · · .. ·~Government~ an~.;.any ··otherj·euG·h .oos~s ... ar~ .. ~llawabteJ-'~tioil:.->t!le: .. J 

·.·. i \\ 'Jt;:::;~~h:~~~!:i~;!:~ev!~k~~:~!:~~~~~i;~2~:~:::s~, - . 
·.,·: \.~' .(SeE;S .a.l~Jo :pararrra-mh.:·l5•204 --. S6' ·.!' ~. ·· ··· · ::·~.~:···~ ·.t.;.~~.,:·:;~.:··, ... , .:- ~: ..... ~· ... :.~. ~ ···. 

• . Q 1:'~·-- ·-· •.. _ ..... !. .. _ .• J.•.- .............. ., .............. - ' . ······ 
".Lj(,G111.4VU v,.; . .,.._,.·....,vvv "V.Ai ·· \iAi~·G\1 ·pcs~~nu8 .. J.1.c·ao~& 1i0 COD'tr&C't '})rOQUQlla u.a.- l'"' v-

assignment and other papers in connection 

e· Qovernment, and arq expenses 

All other-

•': 

.. -~· .... ~.~ .. .;.:,·:·:_..·.·.·-·-_.,, .... · 
····'1. 

I 

·":· 
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~where the Gow'1WaRt has a ljcense or the P:ight to ft•ee use thexeof,. are

tlml1"iowable nnl ea-s e'bherwiee proftdea 1A the contraot~ 'fhe cost ot t esea cl\ and 

lS-204.26 PENSION PLANS. 

a. A pension .Plan as used herein is a plan which is established and 

maintained by a contractor p~ to pro~de s.ystamatically for the p~ent of 

defini tel.y determinable benefits to his employees over a period of years 1 usually' 

for life, after retirement. Such a plan may include disability, withdrawal, in· 

surance or survivorship benefits incidental and directly related to the pension 

benefits. Such benefits generally are measured qy, and bas~ on, such factors as 

years of service and compensation received by the employees. The determination of 

the amount o£ pension beneti ts and the contributions to provide· such benefits are 

not dependent upon pro.ti ts. Beneti ts are not definitely determinable if funds 

·arising from .forfeitures on tennination or services or other reason ~ be used to 

provide increased benefits tor the remaining participants instead or being used to 

reduce the amolD'lt ot contributions by the employer. A plan designed to pro'Vide · 

benefits for emplo,yees or their beneficiaries to be paid upon retirement or·over a 

·period or years after retirement will be considered a pension plan) it, under the 

plan, either the benefits payable to the employee or the required contributions 

by the contractor can be determined actuarlally. (Retirement plans which are based 

on profit-sharing shall be subject to paragraph l$-204.6e). 

b. Pension plans which are subject to the approval ot the Internal 

Revenue Service must have been so approved prior to consideration by the Military 

DepartmentJ however, approval of the plan by the Internal ttevenue Service does not 

necessarily assure the allowance ot the costs or such plan by the Military Depart

ment. Consideration of a plan and the method ot determination of cost thereof will 

be the re.sponsibility ot the Department to which audit cognizance is assigned and 

the subsequent action. taken ~ that Department will genera~ be accepted b.1 the 
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ather Departments. Where pension and retirement plans of non-profit or other tax 

exempt organizations are not required to be·reviewed and approved by the Internal 

_ Revenue Service 1 it will be the responsibility of the Department to which audit 

cognizance is assigned to give consideration to the acceptability. of such plans • 

c. The costs of a pension plan appr~ved by the Militazy Department con

cerned, to the extent such costs are claimed and deductible· for income tax purposes 

(or are determined to be reasonable in the case of_non-profit or tax exempt organi

zations) 1 are allowable except as otherwise determined unallowable under this 

paragraph. Such costs m~ include excess contributions to the 
. ;:::.~~.I fir 

extent such contributions are claimed and allowed foljJ tax purposes in the current 

taxable period. In cases where the Internal Revenue Service withdraws approval of 

a plan, an appropriate adjustment of contract cost will be made for contributions 

disallowed for tax purposes which previously had been allocated to and allowed as 

contract costs. 

d. In determining the net costs allocable to militar,y contracts, con

sideration will be given4to the possibility of future abnormal termination credits 

or gains and the effect such credits or gains would have upon current costs. These 

termination credit~ or gains will arise with respect to ·individuals for whom current 

costs are being incurred by the contractor but whose empl~ent will terminate 

before they acquire a vested right to the benefits purchased or funded by current · 

costs. Hhen such credits or gains are foreseeable and thei~· worth can be evaluated 

with reasonable accurac.y, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 

can be accomplished either by discounting the current costs otherwise allocable or 

by obtaining realistic re.cognition in the actuary's calculation of current costs 

so that the current costs do, in fact, refle_ct the discount for the abnormal ter-

mination credits or gains which are a~ticip~~ed• However, most often S\1Ch abnormal 

credits or gains, it foreseeable at all, are not susceptible of being evaiuated at 
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the time of contracting because neither the timing nor the s~verity of the termina

tion actions will be known. Under these circumstances, the Government's interest 

in such abnormal credits· or ga~s will be prese:r;-ved for retrospective evaluation 

- and accounting.· If a contractor has but one or relatively few Govermnent Contracts, 

an appropriate contractual provision m~ be ·~sed to pr· serve t~e . Gove.rnmen~' s _in:_ A .A . 

' k ~.....v CCMti~~ ~~~~~~· 
terest~ provid~~~ retr~pective ~ceo t~. In other clBes, where a con" ~ 
tractor is not limited to one or few Government contracts or there is reasonable 

.probabUity he .will receive follow-on contracts, a separate contractual "side'' 

agreement will be negotiated. having application to all pension costs allowed under 

contracts with the particular contractor and provide for an accounting of abnor.mal 

credits or gains, as that term is defined in the agreement, arising by rea.son of a 

cutback or cessation or Government contract·work. 

~ ~ The afl~ity ot costs or lump·sum purchases of annuities or of 

lump sum cas~ made~ pension benefits for retiring or retired 
ll 

amplo.yees other than incurred under approved pension plans will be subject to 

consideration on an individual ~ase basis. 

lS-204.27 PLANT PROTECTION EXPENSES. This item includes t~e cost of wages, uni

forms and equipment or personnel .engaged in plant protection, supplies, depreciation 

on plant protection c~pital assets., and n.ecessa.ry expenses to comply with military 

security requirements. These costs are allowable. 

15-204.28 PRECONTRACT COSTS. Precontract costs are those which are incurred prior 

to the effective dat·e of the con~ract and which would have been allowable thereunder 

if' incurred af'ter such date~· S\lch costs will not be allowed ·unless specifically 

se~ ferth in the contract. end llltlf ~~teE! 'bo a perietl et time M veU as te :th1i 

15-204.29 PROFESSIONAL SERVICES - .. LmAL, ACCOUNTING,ENGINBERING AND OTHER. 

a. nus item includes the cost of professional services rendered ·by 

the members ot the particular profession sepa~tely engaged.· These costs generally· 
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rable when reasonable in relation to the services rendered and are not 

1t upon recrNery of the costs from the Government. 

b. Factors to be considere(i (among others) in detennining the allowa-

~ costs in a particular case are: , (l) past pattern or such costs, partie• 

1 the rears prior to the award or Government contracts; ( 2) the impact of 

1t contracts on the contractor's business; (3) the nature and scope of 

11 services expected of the c ontractor1 s own organization; and C 4) whether 

te proportion or Government work to the contractor's total business is 

~o influence the contractor in favor of incurring the cost, particularl1 

! aerr.i.ces rendered are not of a continuing nature and ha~e little Nla-

to work under Government contracts. Retainer. fees to be allowable ;mUst 

l&blf supported by evidence of services rendered. 

c. Th~ .c_<:)sts. of. l~ge:l·,· ·acoo~~ing .. B:nd ·aonsulting services 
·:and.:relat,ci expenses inom-r·e_d. · ~t{'c.onP.eot~~:_.w~_~h:-'organization and 
.l'ebrg~ization~ defense of. anti~t!V.st:. s~it"s ,. ~d:'the prosecution 

··.of el:~~s:. against th~ Governroe:p.·t:·ar~.:~all.owa))le~ · .. The. oos.ts of 
· l~gal~ 'agco\mting. and :cons'lil ting··_serYJ:cEt~··an:d·.;:·r:6lated ·expenses 

inourred 'in connection with· pate.nt ·infringe~ent. li tig~tion ·are 
unallowable ·unless otherwis~ pz:o:vjd~d i:ri. jth~· oc?~1f_ract_. 11

. ·· 

' •• 1 ... ~ ~ '._· ... ·: .= •·• ' : .. : ···: : •.. ~ ~· .•. ~· ·:: ~ -· 

l 
~ PROFITS AND LOSSES ON DISPOSITION OF PLANT, EQUIPMENT OR OTHER CAPITAL 

Included herein are gains or losses · ot any nature arising from the sale or 

at plant, equipment, or other capital assets,· including sale or exchange 

rt short or long term investments. Profits or losses on sale ~r. exchange 

al assets. including investments, wUl be excl.~ecSin computing contract 

! RECONVERSION EXPENSES. Reconversion expenses are tbo~e. incurred in the 

-ion ot the contractor's facilities to approximately the same. peysical 

.ent and condition existing immediately prior to canmencement ot the mUi• 

.~t work an't include the cost of removal of GOVernment proper'ty. Recon

expenses are not al1owable except that the cost ot removing Gover:nment 

· and the restoration costs caus•d by such removal are allowable it speciti-. . 

·ovicled ·for in the contract. 
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l$:..204.32 RECRUITING EXPENSE. ·This item includes the costs ot "help wanted." adver-

tising and tbe operating costs ot an employment ottice necessar, to secure and 

· maintain an adeque.te ~~her includes the costs or operating an 

~monal ed aptitud" testing program, travel expenses of employees while engaged 

in recruiting persamel, and travel expenses of applicants tor interviews for pro

spective employment. These costs are allowable. Where the contractor uses private 

employment agencies, costa not in excess ot standard commercial rates tor such 

services are also allowable.. Costa ot special be.nefits. or emoluments offered to 

prospective employees beyond the standard practices in the industr,y are not allowable. 

15-204.33 RENTALS ·OF PLANT AND ·EQUIPMENT. (Including sale and leas.eback of facili

ties.) This item includes expenses for (1) use ot land, buildings, and equipment 

or other personal property, and (2) rental expenses under sale and ·lease-back 

agreements incUrred by contractors through sale ot plant facilities to investment . 
organiza~ions (such as insurance companies) or to private investors and conc~rently 

leasing back the same facilities.· 

a. Rentals or plant and equipment under (l) above are allowable if the 

rates are reasonable in light ot the type, condition and value or the facilities 

leased, options avai~~!.~~rttu;r provisio~r~ ~~~ 

~~~lease-back agreements under (2) above 
- ~ . 

are allowable only to the ext.ent that such rentals do not excee~.J10rmal costs (such 
. - ~,fw~~. 

as depreciation,.:· taxes 1 insurance and maintenance expenses)~ ihich would have been 

incurred had the contractor retained.legal title to the facilities. 

15-204.34 RESEARCH AND DEVEI~OP1€NT. Research and development expenses (sometimes 

referred to as general engineering expenses) tor the purpose or contract costing 

are divided. into. two major· ca~gories 1 namely: 

a. General research, also referred to as basic. res~arch, fundamental 

research, pure research and blue-s~ research. 
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b. Related reseatch or deve'lopment1 alSo referred to as applied research, 

product research and product line research. 

\ 

~~(i) ·General: research' .is that type tit re-~-~aroh; .whioh 
is. dir~ot~d towards_ in~reas~ ot lalowledge · in' -s.oienoe.--·~ It 
is reae.aroh where the primary-- aim ot· ·the investigator is 
a full~r knowledge or _underatan~ing of the· subject under 
study,_ rather. than a practical application ·thereof'. 'The 
oost ot. Independent ~(Jener_al Researoh (t.hat whioh is ·not 
sponsore.d by a ~ontr9:et · ~r grant ~r ~,o'i;her arrangement) · 

_ s_hall_ be. all~ed to t~e ex.t~~t ·speo.ifioa-lly provided in 
the contract.·· · 

. .· _ (B) .. Ge~erally~ th~· ~~traoto~ shall be ,required 
to di ~clos~ 'tc? the Govermnent the purposes 8l1d :results 
of such independent ,general research. . · · · ·. 

: . · .tn :sp,()_ial:iY,:: ~F,oii;.d:ing =··-~~~~;¥.·::_-~-~:-ti_i~:~~!i~a~~~sh~i 1- ·be .gi ~n · . 
. ·:-\\ · ... ~o .. ~~e. _}'o~~o~"1.~g ·~7~?-.tors·~·:#.~~~ -~-~~~~r.~·;t· ··>·~~·::~T·::~.:~;;~~{-.:: :_:_·-:,_·: ... ::~ > _:·: _--_, ._~<-<·.: .:: ·' · \·-

, '·_... ·' ~~ ~, ::~~~~l~t~~:d ~;~~!!! ~gf i::~: . , ~:.~~h~~1~ :•; 8 
·' ~~p~~~n~ ~. ·_. ·• ·. · 

·. ,._: .. ,::. ~'()··~ ·_, 'The tiap~bili tY . of -the: coritraotor in'' tl:}.~ .:p~~-t~~p.iu. ··:~e~e~roh ' 
field. · 

. : •·· o ~ .. Bef!:~~i ~~ whicl:l ~e.y_ .ao~~ ~o .. ~e }lq:~~~~:~e~~· ·. :-: . ;<:·. __ -.-:. :_ .. ~. :. 
· ~ 'd.-·_ ·Com.par~s.on of. s1.~~ ._~9.:. 9~-~t .ot'.,.·~~~~~~-~o:t"!:s p;en-9~'!.-:Y~~rs' 

· _ ... : · ·: £e.searoh programs.·.- ·- · · . ··· .. ·- .. : -..... ..; .. _/ ... .-:i: : .• ~. ~- · -, . :·.·. 

· ·· · :·e.-·. The- :ptoportion ':oi'::tbe -qq~~e~~-·.'b~s~~a~;··to .. the :cont~actor's 

J 

·.· ·· · ~ .~. ·. · totat business.'*.·. . ~ .· .. - ·. ~··, .. · ;~ ... 4., • 4:~~ J_ :· ...• : ... · 

develo~~t '. • . . . spon$o~d ~ a ~~nt;act. o~ grant or ~uise 
r~ ( ) may 1 it allocated on the basis of all production.. be 

allowed as a cost under any cost type production contract it the research ie re
lated to the contract product or pr·oduct line. No portion ot such research wUl be 

allowable under cost-t,ype researCh and development contracts. 

c. Independent research projects wUl absorb their· appropriate Share ot 

·the indirect expe."lSes ot the department where ·the research work is pertormecl. 

J 

~--·.-' · -~ .-·- ;i d~ ·::.::ftese·ar-oh. ~(}~ ~-:::10: ::~-t:~"~t.a._ ·~( a~~~- -!'t . . ~he nature, which_.,ere 
aan•t 1. ) \.IDyQ r-8" . costs - ··- ":'1 'di .. r t ~-.' ~;a. a. l.Ze, ·d· l'·e·g·ar'_dl· .- - ... -;cl' .. ~--~ •'!•". __ · -~-. ~o·.a.u_ .. ·n"'_ ~~~·.no~ .. ,.·ts ·- ' ·esa o.~. -·the'·..W.tur·· ... -.-. - ... ..,..- . o "'"~"" ~. 

: . :in ··.aocounting·.- pe'· ':r.a'i...;.tt_·: ' .• ;. ' . ·- ·.,...~•i. '-~ ~hi~-li w!-«{~triolirred 
11 - .&.vUJJ prJ.or ·to ·th ·· ·- .. ,. · .. ~ ·· ,, .. - ·· ·· · 

· _ ·, __ Jn -it~·'1oontract --.1-1· .. 1· ,~~t ·b··· .J:,
1
. -1~~-.:~~~~ -~!. ~ . .P~ioular' -unl ~ - .u.u· 8 . a ·o • d ~...;;; -. ' ' -~. ,.· -. 

r . .: ·es.s :.al:lovia.ble ·::a:8·.·--p·r .:>·, .. t . -.· .-.:: ., ~!~$- ., .. ~--:.that· .qo~t·raot .. 
, . , ..... ·. . e o_on r~o~ _.·~~~ts .. ·(~~~-~~-~~·~~~~~.204._28)." 

..... ----~--- ..• ...........,.__._ .... -.!..._ ... •·· 



~~~'· ' :-'This item ·?~vera amou~~~ pil.id or P,a~bf; i'1~~the right to use 
. ~atent~, or,.·i~enti·ona: .•. ::·:~ere· the .. ·.u~·a·.!:or such .a pate:qt or 
'.J.nvent~on. 1.s neoetfS'e.ry ·tor··· :the ··prope:r .:p~rformal1:oe of .. the con- J 
~~a~~h:dr~::~e t:n!:~:~::n:~:e:! :~\:!~::~n~a:e a r!~~~::s, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to oontraot produots or processes are · 
allQ!able to the extent GpTtBflx oroViclecl for eleevhere 1n the 
contract or otherwise autho:rised by the contracting othcer. 
Chal-gee tor the use of patents, where the Government haa a · 

I 
license .or .the right to free use of. the patent.·. are unall .. ovable. f;.>~C:,J 
Charges for the use of patents where a patent baa been adjudi- ~ · · 
cated to be invalid are unallowable unless otherwiae proVided I 

pro, in the contract ... (!!!!!• fh1s provision; ·~upon··reconeideration by .;. 
the ASPR Committee, was changed from the manner 1n which it 1s 

otti, , shown in the minutes ot the .6 Dec. 1955 meeting (which 4.re conect) 
to the form ahown above.) 

15-204.-'o ot.;.ttv.i.u.l!i NUJ ~.:>·.nuwa·l·J.uri J!&Ai'~J:,.-;). uu.~t ~~I& ,.u.., ... \& ___ ~- __ .. ~ :··.r.,-· 

vicing the product insta~ation, and trainin~rsonnel in the use, maintenance and 

operation of the product. Such costs are allowable. 

1S-204o37 . SEVERANCE PAY. · Severance pay, also commonly ref' erred to as dismissal 

wages, is a payment in addition to regular salaries and wages 1 by contractors to 

workers whose employment is being terminated. 

The cost of severance pay is allowable onJ¥ to the extent that,. in each 

case, it is required by (1) law, (2) employer-employee agreements, {3) established 

policy that constitutes, in effect, an implicit agreement on the oontrac_tor's part, 

or (4) the circumstances ot the p~ticular empl01J11ent. 

For contract costing purposes severance P•1 is divided into two cate-

gories as follows: 

a. Honnal 'l'urn~ver Severance P!f• The cost ot severanet paymenta ia 

allowable and. must be allocated to all clas sea of work being performed in the 

contractor's plant at the time ot p~ent. ·However, where the contractor provides 

tor accrual of pay tor normal severances such method will be acceptable it the 

amount of the accrual is reasonable in light ot payments actua.l.l1' made for normal 

severances over a representative paat period. 

b. Mass ~everance Pa,y. The cost ot abnormal or mass severan~e ptq 

actually made upon cessation ot work when there is no reasonable prospect ot 

~~~~~~~··~'' 
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cC>ntinUing employment on other work ot the contractor is allowable. . The amount 

~lowable shall be determined bf assigning the total cost of actual mass severance 

payments to the entire period ot employment w:l. th the contl'actor and equi tabq appor

~ioning such cost to aU business ot the contractor perfomed during that period. 

A reservation in the final release ot claims (See ASPR 7~203 .4.) mq be 

:ude in the case ot completed coat-reimbursement t7pe contracts when it is . reason

-.ble to assume that· severance pq allocable to the contract w1ll be made in the " 
.· ~~~ 
ruture. . . . . ~/(/~ 
l$-204.38 SPECIAL TOOLING. The term "special tooling~ans property of auch .~ 
$pecialized nature that its use, without substantial modification or alteration, is 

~ted to the production ot the particular supplies or to the performance ot the 

particular services tor which acquired or furnished. It includes, but is not 

limited to, jigs, dies, fixtures, molds, patterns, special tapa, special gauges, 

~d special test equipment. The cost ot special tooling, when acquired tor and 

its usefulness is llmited to government contracts, is allowable and will be charged 

¥rectlr to the government contracts. When such special toolina is acquired it 

shall be subject to the provisions ot the contract clause set forth in ASPR 13-SOJ 
I 

~ntitled, "Government PropertJ""• 

l$-204.39 ~· Taxes are charges levied by a government unit. l'he7 do not in

clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
'4 

coJ\tractor is required to pa;y and which u-e paid or accrued in· accordance with 

generalJ.7 accepted accounting principl~ are allowable, except for (l) Federal 

income and excess profits taxes; (2) taxes in Qonnection with financing, retinancinl 

or refunding operations (see paragraph lS-204.16) J (.3) taxes frau which exemptions 

: are available to the contractor ~ or available to the contractor based on 

"'·:m exemption af'forded the Government; ancl (4) special assessments on land which 

represent capital improvements. 
II 

•' goept when \he OODt.rac\!QI 
ottioer deteralnea t.bat \be 
ac!aWet.ra\in lalrdeD 1no1dea\ 
t,o obtalnlng \he u~loa 
CMtt.velgha t.he oorreepondlDc 
Mneti t.s accru1n£ t.o \be 
Dona au-' ' 
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~ ' ' b. Taxes otherwise allowable· under a. above 1 but which may be illegally 

or erroneously assessed may be allowed as a cost of work performed, provided that 

the contractor, prior to payment of ~uch taxes, (l) promptly requests instructions 

from the contracting officer concerning such taxes; (2) agrees to comply with such 

instructions; and {3) if' s.o directed by the contracting officer also agrees to take 

all necessary action in cooperation with and for the benefit of the Government, to 

'determine the legality' of such assessment or, as the case may be, to secure a rerun 

of such taxes and any interest of penalties thereon. Interest and penalties incurr 

b,y a contractor by reason of the nonp~ent at a~ tax at the direction o! the con-

tracting officer, shall be allowable as a cost. Reasonable expenses of any pro

ceeding instituted b,y the contractor at the direction of the co~tracting of£icer 

to dete~e the legality of' such an assessment or to secure a refund of such 

taxes, interest or penalties for the benefit of the Government, shall also be 

allowable as costs. 

c. ~ refund of taxes, penalties or interest thereon shall be credited 

to contract costs in the propo~ion in which contract costs absorbed the costs of 

taxes, interest or penalties. If at the time the refund is received b.Y the con-

tractor, no defense contracts are being perfor.med, the amount otherwise to be 
. . . . 

credited to centract costs shall be. paid directly to the Government. 

15-204o40 · TRADE, BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITIES. 

a. Memberships. This item includes costs ot membership in trade, busi-

ness, technical and professional organizations and such costs are allowablee 

b. Subscriptions. This item includes the cost or subscriptions to 

trade, business, professional., or technical periodicals. · Su~h costs are ~owable. 

c. Meetings and Conferences. Expenses representing the purchase ot 

meals, transportation, rental of facilities f'or meetings, and costs incidental 

thereto, when the primary' purpose or the incurrence or such expenses is the dis

seminatio~ or t~chnical infor.mation or the stimulation ot production, are allowable. 
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·15-204.41 TRAINING EXPENSES. 

a·. This item includes the costs of preparing and maintaining a program 

ot instruction designed to increase the over-all effectiveness of emplo,yee~. In

cluded are the costs of the d~rector or training and starr, tr~ng materials 

and text books when the training program. is controlled by the contra~tor, and tui

. tio~, tees, ~raining materials and text books when the training 1_. in educational 

institutions. 

b. Such costs which are limited to on the job training are allowable 

when properly allocated. 

c. Costs ot training in educational institutions are not allowable 1 

except. to the extent specifically provided in the contract. 

15-204.42 TRANSPORTATION EXPENSES. Transportation expenses include the cost of 

freightJ ex.pressJ cartage and postage relating either to goods purcha~ed~ in 

prqcess, or delivered. 

When such cost~ can readily be identified with the. items involved, they 

may be direct ~osted or added to the cost of such items. (See paragraph 1$-204.21) 

Where identification with the materials received cannot readily be made, inbOund 

transportation expense may be charged to the appropriate indirect expense accounts, 

provided th~ contractor follows a consistent proced~i.Jl t~s respect. Outbound 

freight, if reimbursable under the terms of the contract, should be treated as 

direct charges. 

lS-204.4.3 TRAVEL EXPENSES. This includes costs or transporta~iQn, lodging, sub ... 

sistence and ~cidental expenses incurred b,y contractor personnel 1n a travel 

status while on official camp~ business. 

a. .Travel expenses incurred. in 'the normal course ·Of· o~r-all adminis

tration of the business and applicable to the entire business are allowable when 
' . 
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b. Travel expenses directly attributable to ,cont,ract performance m~ 

be charged to the contract in accordance with the principle of direct costing. 

c. Subsistence and lodging including tips or similar incidental ex-

penses may be reimbursed either on an actual or per di~ basis. The basis selected 

should be consistently followed. 

d. Entertainment expenses are not allowable. 

e. Costs of personnel movement ot a special or ~s nature are allow-

able only when authorized or approved in writing qy·the _Contracting Officer. 
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STATEMEM TO ACCOMPANY PUBLICATION 
CP REVISID. CONTRACT COST PRINCIPLES 

IN ASPR FILING INSTRUCTIONS 

DRAFT 
9/27/S6 

The revision ~t Section XV, Part 2, ot the Anned Services 
.Procurement Regulation has been .undertaken to provide. a more equit
able statement of cost principles to reflect the reasonable and 
allocable costs ot performing defense cost reimbursement type con
tracts and.to reflect a contractor's nor.mal cost of· doing business. 
It is the intent that generall7 accepted and approved methods of 
accounting, as presen~ practice& by contractors, which fairl,y and 
equi tabl,y reflect and distribute the cost of doing business are 
acceptable. ~ where the deter.mination of allowability requirss 
a particular accounting treatment to obtain equitable results will 
specific accounting methods be selected. Items of cost listed as 
unallowable ref'lect national or Department of Defense polic7. In 
subsequent revisions, it is the intent that certain procedural 
requirements relating to accounting methods will be separated from 
the cost principle treatment and be included elsewhere in the 
Armed Services Procurement Regulation. In addition, the revised 
principles, which formerly were a mere listing of named items of 
cost as either allowable or unallowable, contain a definition for 
each item, a statement as to the extent ot allowability or unallow
abUity 1 and in many instances provide criteria tor detenni.ning 
the reasonableness of a particular item or cost. 

Furthenuore, this revision has been developed (1) to provide 
polic.y guidL~ce to prospective contractors and subcontractors, 
contracting officers, contract ne1otintors and auditors in areas in 
which such guidance has been lacking, including in·m&ey' instances, 
criteria !or determining the reasonableness ot a partic~ar item 
of' cost, ~r which ~ere subject to special consideration; (2) to 
accommodate changes in Department of Defense polic,y in regard to 
contributions; and (.3) to make iinprovements or an editorial na~ure. 

These regulations should materi~ assist contractors and 
contracting officers to recognize and provide treatment which pre
tecta their respective interests. 

"· 

..•. ·- .. 
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(a)' Competitive price proposalao 
(b) Published market priceso 
(c) Catalog prices (including discounts)o 
(d) Previous procurement exJSrience on the .. same or similar items, 

with comP\lted adjustmnts or the prices paid •re appropriate 
. to make allowance for changes in specification or quantities, or 
changes in ~abor; material and other cost indiceso 

15-102ol Examples Where Reguiredo Examples or situations where cost estimates 
shall ordinaril.J' be · required are as follows: · 

(a} Negotiation or fixed=price contracts Where there is an absence of 
adequate competition, sufficient prior experience, or other adequate 
valid pric;ing criteri&o 

{b) In connection with fixed=price contracts containing price-redeterm- · 
ination or incentive provi$ipns: ' 

(i) Negotiation of tentative or target pricese 

(ii) Negotiation of firm prices.on a forward basiso 

(iii) In combination with historical costs, negotiation of fir.m 
prices for retroactive and prospective applicationo 

(iv) In the case or incentive contracts, negotiation or target 
cost so 

(c) In connec~ion with cost 9 cost sharing and cost- plus=a=fixed-fee 
· contracts: 

(i) Determination or the estimated cost of the ccntract, and in 
the case of cost-plus-•=fixed=fee contract, the negotiation 
of the fixed feeo 

(ii) Negotiation of fixed overhead rateso 

(d) In connec~ion with all types of contracts, negotiation of contract 
chan_ges affecting the contract conside.ration. 

15-103 Use of Historical (Actual) Coste Historical (actual) cost shall be 
used for the following purposes under ·the below listed types of contracts, and 
may be used where appropriate in other situations~ 

(a) Under all cost-reimbursement type contracts (including cost=reimbursement 
subcontracts thereunder),. for the deter,mination of the reimbursability of cost, 
except to the extent predetermined overhead rates are provided for in such contracts 
(see paragraph 15-i05) o The term "cost-reimbursement type contract" 3 as used · 

2 
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throughout this section, includes cost or cost-sharing contracts, cost-plus-a= 
fixed-fee contracts 1 and the cost reimburseme~t portion of time=and materials 
contracts. · · 

(b) Under all fixed-price contracts containing price-redetermination. or 
incentive provisions, for the determination, to the extent required by such 
contracts 1 ot historical . (actual) costs or performance thereof o · · 

(c) Under all types of contracts, for the settlementj to the extent required 
by Section VIIi: hereof, of. contracts terminated in whole or in part tor the con= 
venience or the Gove mment 0 . 

15-104 Contract Provi'sionso. The cost principles and standards set forth 
in Part 2, as implem~nted ·by P'-rt 3, Part 4, '·Part. 5 or Part 6 (whichever im= 
. plementing part u .. applic.able): shall be made 'a part of eveey coat-reimbursement 
type contracu~. e~uted as"·or a date on or af'ter· ... ' ' ' (and every 
COSt reimbursement SUbcontract thereunder) 1 for the purpose Of detennining Of. 
reimbu~sability or costs excep; that such co_ntract may treat any element or cost 
thereunder more specifically than provided by the aforesaid cost Principles and 
standards so long as not inconsistent therewith~ In addition 1 these cost 
principles and standards may be made a part of any other contract for the purpose 
or determination or historical (actual) cost ortor the purpose or preparation 
or estimates or coste 

15-105 Use· of Predetermined Rates in Cos·t=Reimbursement Type Contractso 
Tbe use or a fixed indirect. expense .. rate n.e·gotiated prior ·to the expiration of 
a significant portion of the p3riod. to which· such rate applies may be provided 
for in cost-reimbursement type contr,acts in lieu of the determination or historical 
(actual) indirect ·expense provided that the results· will reasonably approximate·· 
the ·actual rateso Consideration of cost elements in negotiating such rates 
must be consistent ~th the provisions or this section concerning cost allow= 
ability and allocability. When predetermined rates are used» the contract shall 
specificallY stat~ ~he types of items Which are to be treated as direct costso 
Care should be exercised in negotiating these rates to exclude from the listing 
or direct costs any cost element included in predetermined ex~nse rates in 
order to·avoid duplicate charges. 

15-106 Encouragement of Use of Standard Cost Method of Accountingo Con= 
tractors are encouraged to use, where economically feasible i modem standard 
cost methods because they provide an excellent means of cost estimating and cost 
analysis, as well as enable· more effective control of actual costs during 
contract performance o Such methods provide for pricing material costs on the 
basis of bills or materials, labor costs on the basis of studies of time require= 
mentsj and overhead costs on.the basis of budgeted expenses for the expected 
volume and ty~s of production, with reasonable allowance5 for cost variances 

·indicated by experience to be expected for defective work and failure to 
achieve full efficiency. Such methods generallY provide the assurance of accuracy 
of cost estimates, as well as the means of more effective cost control, when 
variances or actual costs from standards are maasured frequently and recorded 
in the formal accounts. 
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PART 2 - GENERAL PRINCIPlES AND STANDARDS 

FOR DETERMINATION OF COSTS 

24 July 1953 

15-200 Scope of Part. This part ·sets forth general principles and stand
ards for determination of costso 

. 15-201 Composition of Total Cost. The total cost of work performed or 
to be performd under a. contract or subcontract to whi~ these pnnci-
ples are applicable ia the net sum of (i) the allowable direct costs 
reasonably incident .to the· performance of the contract or subcontract, 
(ii) the properly allocable ·portion of allowable indirect costs, and 
(iii) less applicable income and other creditso This composition of cost 
shall be tollow·d 'Whether the total costa are stated for an entire contract 
or for individual units of products or services cov;~red b7··.tbe·: .. eontract. 

15-202 Factors in Determining Costs. Factors to be considered in 
determining costs include (a) conformity with the composition of total 
cost outlined in paragraph 15=201; (b) reasonableness in the amounts of 
particular elements of costs; (c) application of generally accepted 
accounting principles and practices; (d) customary practices of absorbing 
certain costs in profit; (e) exclusions of specific elements of costs as a 
matter of pu}:)llc or business policy, as set forth in this section; and (f) 
exercise or good business judgment in incurrence or the costo 

15-203 Contractor's Accounting S7Stemo Subject to the observance of 
the cost principles set forth in this section1 any system of account.s and 
an1 method· of cost accounting or estimating ld.ll be acceptable, if'. they are 
·in accordance with generally accjpted accounting principles and practices 
and if they produce equitable results under the particular circumstances. 

15-204 Direct vao Indirect Costso Ever,y acceptable method or cost 
accounting or estimating embodies the principle of direct costing ot certain 
materials and subcontract wrko. Dire·ct costing of' productive labor is general 
practiceo Other expenses may be coated directly1 but generally are allocated 
to products, job orders 1 or contracts, etco . on an arithmetical basis in ratio 
to appropriate measures of performance. Such allocated expenses are. termed 
"indirect costso" 

15-205 Direct Costs. There are no absolute rules to detenidne which items 
or elements of cost should be direct costae However, direct costs should, in 
general, comprise every major item of cost (aC. tual or estimated) llhich can be 
identified with t~e unit being coated, ~ether the unit is product, job order 
or contract, uril.ess such item of cost 1 in . fact, has substanti&l. proportionate 
applicability to. more than one class of worko When of major consequence, 
travel, commissions, advertising, engineering services and other expenses 
should also be so treated. Unless inequitable, the contractor must follow a 
consistent pa..ttem of costing, and must follow: the same pattem in co.stins both 
defense and non defense products and services llben engage~~ion. 

·~~~ 



.. 
'· 

~ ' I 

15-206 Indirect Costs o Indirect costs~ which have the character of common 
or joint coets.i usliall.y. consi.s~ or indirect materials jl indirect labor, 
and other items of indirect expanse o These costs generally are grouped in 
classes as follows~ 

(a) Manufacturing (shopjl laboratory) exptnses (often termed "manufacturing . 
overhead" or "burden")~ which are incurred in fabricating the article 
or service rendered; 

(b) Engineering ex~nses to extent not included in (a) or (c); 
(c) Selling and distribution expenses, incurred in marketing the products· 

manufactured; · . . 
(d) General and administrative expenses incurred in the overall management, 

supervision, and conduct of the business; 
(e) Financial and other ex~nseso 

15-206ol Methods of Allocation. No general rules regarding allocation 
of indirect costs to productsjl job orders~ or contracts can be stated for all 
cases, because the nature of the particular operations and the actual conditions 
in each instance determine the most suitable method or methods to be employedo 
Any method of allocation of imirect costs will be acceptable if it is 1n· 
accord with generally accepted accounting principles and practices and if it 
produces equitable results under the particular circumstanceso 

15-207 Use of Standard Costs in Determining Historical (Actual) Costso 
Where contractors have satisfaetor.y cost systemsB standard costs of products, 
or parts thereof 9 with appropriate ·adjustment~ for variances from actual 
costs, may be considered to represent historical (actual) costs~ provided 
such costs reasonably' reflect the application, of the principles and standards 
set forth in this sectiono · 

15-208 Cost Estimates 

15=208ol Use of Historical Costae Regardless of the method used (standard., 
job-order or process) 9 unmodified historical cost data 9 when used in the pre
paration of cost estimates» do not provide a satisfactor,y standard of future 
performance and should not be use do Where DO more·· satisfactory cost data 
are available» historical costs may be used in~ the ~paration of estimates 
provided they are adjusted to eliminate nonrecurr:i.ilg· cost·s and to reflect 
new conditions 1 if aey~ which may be applicable to future production. 

15-208o2 Use ·or .. Predetermined Rates. for Indirect Expenses (Overhead 
Costs) o Indirect expenses must $lways be predicted tor purposes of 
cost· ·~stimates. This involves determination of expense rates in accordance· 
with whatever reasonable method or methods of expense allocation are followd 
by the contractoro \-Jhere budgeting based upon distinguishing bet~en fixed 
and variable expense~ and upon estimating variable expenses in proportion to 
ant.icipa.ted levels of.. productimL.or .. WD.rlc.loads are used, such budgets provide 
the best means tor estima1dng expense. ratese · Historical indirect expenses, or 
expense rates 9 are not to be used as the equivalent of budgeted rates tor this 
pruposeo · 
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PROPOSED. REVIS!O~T .;·-:·..: ·~ ~ · ·. 1501 
OF 

... :SECTLON XV ·· 

·cON'lRACT COST PRINCIPLES AND STANDARDS 

15-ooo Scope of Section. This section se~ forth, in general, prin
ciples and standards to be applied uniformly (except as expressly. quali
fied herein) in the determination of historical costs, the preparation and 
presentation of cost ~stimates by contractors, arid: the ··review or _audi t 1 
fror.1 a cost standpoint 1 of contractors • pricing· proposals· of pri~·le contracts 
and those subcon·tracts which are subject to negot~ation, approval;. review 
or audit within the Department of Defense. · 

15-001 Effective Date of Section. This seot~o9·shall become effec-
tive 1954 with respect to contracts executed on· or after that· 
date although use is authorized from the ·date of issuance. ·Existing con-· 
tracts rlill not be amended to incorporate this Section unless in the 
opinion of the· Contracting Officer the intere.sts ·of the Governr.1ent justify 
a contract arnendment incorporating this Section. 

PART l • APPLICABILITY AND PURPOSE · 
.15-101 ApplicatJ.on. 

'· . 

(a) General. These cost principles are to be used by procurenent 
~'1d audit personnel of the ·Department of D~fense _whe.rever c.oet data are 
to bG considered in the-negotiation and administration of contracts as 
indicated in paragraphs (b) 1 (c) and (d) below. ~ere incorporated in a 
contract (as indicated below) the contract may treat any element of cost 
more specifically than provided in this Section, so·~ong as there is no 
inconsistency therewith. Horeove~, basic agreements may be negotiated 
With individual contractors specifying'in·more· detail uniform procedures 
or practices to be followed by the contractor provided such agreeraent is · 
consistent with the provisions of this Sect~on;J . ·. · .. 

(b) Cost-Reimbursement e Contracts• Cost estimates. shall· be 
developed and eva uated1 rein ursements ~o the· contractor for costs 
incurred shall be d0termined, through the appli'cp.tiQ.n :P! the$e .... cof3t prin
ciples and standards·. Therefore, Part 2 and :·either Part 3, 4, 5, or 6 
(rlhichevcr is appropriate to the type· of ·work 'cSl.led for by the contract) 
shall be incorporated by reference in every .cos~reiraburser:lent 'type· prime 
contract and every cost-reimbursement type subcontract thereunder~ · 

/Jc) Fixed.Price Type· Contracts. :'Cost· i~. but o~e .of ... se.ve.ral·-factors 
to be considered in the negotiation of prices .. or~ .in. negotiating· s.ettlements · 
in the·evcnt.of termination for the conVenience of· the Gavernraent. When 
considering cost. data as a basis for riegotia~ion ·('as·· required by paragraphs 
15-103 and 15~104), the cost ·principles· ~~d :·staridards contained in this 
Section shall be used as criteria for the .evaluation. of cost data subnutted 
by contractors. •· · 
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~ applies to pre-award negotiations, negoti~~ions during or upon complep 
tion of the contract, and negotiations in the event of tennination for the· 

.. convenience of the Government. Accordingly, Part 2 and either Part ·.3, 4, 
.; S, or 6 (whichever is appropriate to the type of work called for by the 

contract) rdll be incorporated by reference in the clause of every contrac~ 
entitled Termination for the Convenience of the GovernLlente Similarly, 
where future pricing actions are cqntemplated1 the price redetermination 
or incentive clause shall incorporate by reference the same Parts included 
in the clause of the contract entitled Termination for the Convenience of 
the Governr.1ent.J · . 

. (c) Fixed-Price Contracts~ · Cost is but one of several factors which 
which may be considered in the .negotiation of price or in negotiating 
settlements in the event of termination for the convenience of the Govern .. 
ment. To the extent that cost data s~bmitted by contractors are considered 
in connection with such negotiations; pursuant to~aragraphs 15-103 and 
1)-104, the cost principles and standards .contained in this Section shall 
be used as criteria for the guidance of the Conti-acting Officers ··in the 
evaluation of such co~t data. This applies to pre-contract negotiations, 
negotiations during or upon completion of the contract, and negotiations . 
in the event of termination for the convenience of the Goverm;lent. Part 2 
and either Part 31 4, 5. or 6 (whichev~r is appropriate to the t,ype of work 
called for by the contract) will only be incorporated by reference in the 
cla~se of every contract entitled Termination for the Convenience of the 
Gover.muent for mandatory use in formula determinations• 

(d). Tirtle';._· and Materials Contracts. Th€ cost principles and standards 
contained in this Section shall be used as criteria to guide the contract
ing officer in the evaluation of oos~ data subraitted by contractors for 
purposes of negotiating hourly rates and estima.ting.c:osts of m~teri:Us• 
Reimbursements to contractors for costs incurred tor Jna. terials shall be 
determined through the applications of these cost principles and stand
ards. Accordingly, Parts 2 and 3 of this Section shall be incorpo~ated 
by reference in all time and materials contracts for the purposes of 
(i) requiring the submission of·c;:ost data by contra~tors.in conformity 
therewith and. (ii) deternd.ning the reimbursabili ty of any· items to be 
reiriliursed on a cost basis• 

15-102 Historical and Estimated Costs. ·costs used.in negotiating 
contracts; or in making settlementS thereunder~ may be either of a histor• 
ical nature (actual costs) or may be estimates of future costs, in whole 
or in part, whichever is appropriate for the specific type of procurement 
action as indicated in paragi;3:phs 15-103 and 15-104. .. 

15-102e:~ .. Applicability of Cost Principles tO the Preparation of Cost 
Estimates as Well as to the Determination of Actual Costs, In general, 
the same .cost. principles apply to ·preparing cost :estimates as to deterniina
tion of actual costs. Therefore, this Section will consider the cost 
principles set forth herein as applicable. interchangeably to e.i ther cost 
est.ima tes or actual co~ts 1 e~ept as may be indica ted specifically to the 
contrary. 

., \ 
.. ' .. 
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15-102.·2 Use of Standard Costs in Cost Estimates. 1rJherever future 
cost estimates are required, the u·se, where eoonomiciilly feasible,· of 
modern standard cost methods should be encouraged, because they provide 
an excellent means of cost estimating and· cost analysis, as well as enable 
more effective control of actual costs during contract performance. Such 
metl1ods provide for pricing raaterial costs on the basis of bills. of mate
rials, labor costs on the basis.of studies·of time requirements, and over
head costs on the basis of budgeted expenses for the expected yolume and 
types of production, with reasonable allowances for cost variances indica
ted by experience to be expected for defective work and failure to achieve 
full efficiency. Such methods generally provide· the assurance of accuracy 
of.cost estuuates, as well as the means of more effective cost control, 
when variances of actual costs from- standards are me·asured frequently and 
recorded in the formal accounts. 

15•102.3 Use of Standard Costs in Deterrmuning Historical Costs. 
vlherever contract price negotiations or settlements depend upon historical· 
costs 1 and contractors have satisfactory standard cost systems 1 stand.:.trd 
costs of products or components appropriately adjusted for variances·from 
actual costs, rnay be considered .to represent actual costs, provided such 
costs reasonably reflect the application of the··principles and standards. 
govvrnin~ the n.llowa.bili ty and allocability of cost as set forth in this 
section. LNormally 1 where adequate standard costs are available for com
plete end-products, fir.m fixed-price contracts should be used~ 

15-102.4 Use of Job-Order or Process Cost-Accounting Hethod in 
Determining F.istOrical Costs. The use of either the job-order .. or process 
cost-accounting method in determining· ·historical costs of contract per
formance is acceptable. In any pricing negotiations which require consi
deration of work in process at·an inten~ediate point in the period of 
contl~3.ct performance, special care must be exercised to segregate. any 
part of the work in process costs which is not applicable to the com-
pleted portion to the cut-of'f point. · 

15·102.5 Use of Historical Costs for Purposes of Cost Estimating. 
Regnrdless of t~ method used (standard, job-order ar process), unmodified 
historical cost data, when used·tn the preparation.of cost. estin~tes, may 
not provide a satisfactory standard of future· performance. In. this .. event 
their use would be undesirable. ~Vhere .no· more satisfactory cos·t data are 
available, historical costs may be used ,in' .the -preparation of' estimates 
provided they are adjusted to eliminate nonrecurring costs, and to reflect 
new conditions, if any, which may be applicable to futu.re production. 

1.5-103 Use of Cost Esti.Illatcs. 'lhe proper use of cost estimates re
quires the exercise of judgment and discrirrdnation. ~t is impractical to 
l~y dotm hard and fast rules which would be completely comprehensive in 
this area. In general, cost estimates shall be obtained from .contractors 
except 1-1here other valid and adequate pricing· crl teria ens t or: the esti
mctes would not material~ assist the Contracting Officer in negotia~ng 
prices. 
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(a) Examples. of va.iid;, ·but._.t~ot_::necessari·ly-·adequate in a par~i.cular 
case, pri·cing criteria to be consi9-ered for tpe purpose of determining 
whether cost estimates will be of· mate~al aSsistance include, but are 
not limited to, . the following: 

(1) Calpetitive price proposals •. 

( 2) Published market price~. 

( 3) Catalog prices 1 including . dis coun~s •. 

(4) Previous· procurement. price ·experience on the Sai"ile or 
. similar items, with computed adjustments of the prices- paid where 

appropriate to make allowance for changes in specification or 
quantities, or changes in labor, material and other cost indic~s. 

(b) Examples of -situations where ·cost estimates should normally be 
utilized ·are as follows: 

(1) Negotiation of firm fixed~price contracts when there is 
an absence of valid pricing criteria as illustrated above. 

· (2) Under fixed-price contracts containing price-redeter- . 
r1lina tion provisions 1 

:r:· :a. Negotiation of tentative initial ·prices, 
b. Negotiation of firm prices on. a forwardbasis • 

. c. In combination with historical costs to arrive 
at firm prices for both retroactive and prospective appli
cation. 

(3) Under incentive-type contracts: 

a• To establish billing prices for.use until target 
prices are negotia tede : · 
_ · b. Negotiation of ·tentative ta.rget· costs when· firm 
targets cannot be initi~ deterriuned. 

c. In combination ~th historical ·.costs to negotiate 
firm target prices and target costs, including those cases 
where the targets are set during the course of the contract. 

(4) Under cost-~eimbursement type contracts: 

_. a. . Initial estima. tes as ~- ba:si·s .for negotiation of 
fixed fees • 

. b. Negotiation of fixed overhead rates •. '(See also 
paragraph 15-l04(a)(2).) 

(5) Under time and materials contracts: 

a. Negotiation of hourly rates. 
b.. Estimating costs. 

.. ....... : 
• ' & 1 
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( 6) _Und~r all the al;>qye type.s ·.or· contracts for· negotiation 

a~ ·coritr~ct price ~eilings. · · 
. ·b. G9ntract changes affect~ng t~e contrc:Lct .. corisi· .. 

deration.· · · ·. · .. ·· . .! 
. : •. 

15-164 Use·· o£ Historical (Actual.)· Cost. His~rlcal ( actualr cbst _; ·.· ,·:: . .. : ·.· . · ·. 
shall be used for the. following pl.lrposes (where price 'is ~o. be negotiate~_;·:·.· ... ·. : 
cost is not a rigid fueasure of ptice): ' ·· . . : 

· ... 

(~) Under cost-reimbursement type cbntracts: 
. . ~ . 

(1) De:termination of allowable cost. .: ..... 

(2) In· combination with c~st estiiuate to negotiate fixed 
overhead rates (where the contract provides .for use or such rates) .• . ., 

· {b) Under· fixed~prlce contracts, wit,h retroactive price-redeterm;ina~. 
tion: ~egotiation of retroactive fixed~prices. 

(c) Under _·incen:t,i ve-type contracts: 

. . (i} In combination wi. th cost ~stimates, to negotiate· 
·r~rm ·targe~ prices and target costs. 

·.·.: ... . .. •;: .· ... 

(2) :· .. netemination of final prices after contract cornple-. 
tion;· ·· 

. : ·.: . . ' ".; '.:~ :·,:: .. ~ 
·. ,: ' . . . 

(d) Under contracts terminated for the convenience of the Govern-..: 
ment: as required.by Section VIII hereof. 

. . 

(e)··. Under time .and materials c·ontracts: · the determination of: allow
able costs.· .... 

• 
In addition to· the above listing of purposes for which Jise ·or· h:ls.torical · , 
cost is indicated, such cost data may be useful in other-circumstance~ 
and should be applied 't-rhere appropriate. · ·· 

15 .. 105 Basis of Application of Principles and Standards to Pricing 
of Standard Conm1ercial Products. Standard commercial products are those 
t-rhich are normally manufactured and sold in volume .to customers who are 
neither prime ·contractors nor subcontractors for defense work, notwith
st.~"1ding the fact, that· substantial quanti ties may be sold to defense con
tr~ctors or the Government with relativ~ly little. or no change in specifi
cations. · ~n general, it will be expected that standard ·commercial 
products -will b~S purchased under fixed-price contracts 1 and that prices 
will be established without-primary reference to the respective qontrac• 
tor's costs. The use of escalation clauses gener~ should take care of 
major contingencies t~hich should .not be added to estimated costs in con
tract pricing of such products. However;! In th~se .inst~es where cost 

. .. ! 
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analyses for standard commercial products are required in fil;"ln price nego
tiations under fixed-price contracts 1 these principles and starrlardff will . 
be applicable to the extent appropriate. Care must be used in such cases 
in order not to impose impractical requirements on contractors for cost 
estir.mtes - to meet which requirements: might result in work ~ntirely dis
proportionate to the .. amounts involved. [Cost analyses in such cases m.a.y: ( 
sor.-1etimes be based· upon other data than current cost estimates - ... for ·· ·· 
example, When a manufacturer has no cost data .io~ ~a specific ste..ndard COlil

m(;;rcial product, he may have available ro:r··analysis, 'historical.sales, costs 
ru1d profit data on aJroup of products, including the specific one·subject 
to price negotiation. . . . · . . . ·. . . . . .. _ · ;· 

. .. . . . . ··' . . . .. . . . . . . -~ ... 
15~106 Applicat:lon of Gene~ally ·A~c~p.ted. Accounting Principles, .. It. · ·· .:· -:; 

is to be underst~ood that generally accepted accounting principles with re
spect to product or contract costs are nowher~ codified or reduced to rigid 
formulae. Such principles permit the use of a!ternative pract~ces or con~. 
ventions, particularly in differ~nt types of.business activitiesj yet in 
the main there are generally accepted lirnits.in principle regarding accoun~ 
ing practices, the violation of which would not: b~ condoned by the accounting . 
profession. . To the extent there is a twilight zan~ between accepted and .... 
non~accepted practices, it is desirable that ·definite understandings be ·. 
reached bet1-1~en the contracting pa,rti~~-• . C~s :-aeqtion cQvers a nurllber .. ~f 
subjects_ of this nature, so far a~ .. _they c~_<l?.~ ~oy~;r.~¢1. for general. _applica.,
tion. Yet inevitably there will be many occasions where specific contrac- · 
tual provisions.or supplementary interpr.et~t~o~ of .the contract terms ~n 

·· · .. the applicatioii'~of cost principles wili 'be needed. ··(see paragraphs 1$-105 
and l5-llo.l7 

X 

·'· 

~5-1Q6i Relation of GenerallY Accepted-Accounting Principles to 
Internal -Revenue Code. Generally accepted accounting principles are. 
observed,·in the main, in the Internal Revenue Code and T.reasur.y regula--: 
tions governing deductions !or busines·s costs in deterndning income sU.bjeC:t 
to Feder~. income tax. For this reason the Internal Revenue Code and~ ; . · 
TreasUIJr regulations may provide. some guidance as to whether the contrac~ · . : . . 
tor• s costs are set forth in accordance with generally accepted accounting.. · ·. ·: 
princ:i:ples~ ·.However, provisions of the Internal Revenue Code and 'J.reasur,y 
regulations shall not be controlling for. this purpose; in fact, Part 3 q.t.;.. : . 
this Section contains a nm:tber of examples of deviations therefrom required ..... . 
or· perrrrl: tted .. to .. be. observe_d · i? determining contrac~ costsJ · ..... ; ;_.. . ... . 

15-107 . 'Relation of C~nt~act Costs and Profits •.. ·The use ·of actu~. ~r. 
esti:uatcd costs in procurelll€:nt ·pricing is only one phase .or' establishing . 
the total price or monetary consideration under a contract. 'lhe deterrilj.na
tion of reasonable profit · (or ·fee) is another important phase. These .two 
phases of pric~g are mutually dependent· to the extent tha.t· certain "£act.ors 
lilay be considereq in-determining either costs or profit ·(or fee). .Najor 
factors to be considered in this respect_include prolonged·delivery sched
ules, unstable market qonditions .for· material or labor, or- uncertainty as 
to cost ·of performance. Depending upop the type of contract, either .th~ 
contractor or the Governlilent may assume:. such risks. Hhere the Government 

.. 
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assuiaes' all the rislc ·of cqst increases or addi tion~l unknoWn costs, or .a :·: .. ; 
substantial sh2.re thereof· {as it gene-rally does· when these r~sks are I¢.~ a~} 
th~ough the use of cost-reimbursement type ·contracts, escalation or -price- .. : 
rede·te·r~nation clauses 1 Or incentive-type contracts, the profit allot-lane;@·:·~ 
f'or contingencies should be reduc:ed to the extent appropriate. In.negotiq.~ 
tion of. prices under firm fixed-price contracts, 'risks of' loss or ·other.·· .... 
cos-£· increases, other than those reasonably certain and determinable, · ·· · 
should be recognized in proii t margins ra. ther · than in· allowances for con-.· : 
.tingent increases in cost. However, no hard and fast line may be drawn. 
here, bttt· it is important that such allowances not be dupli.cated. .'F'or 
eY .. ¥-Lmp+e, a contractort.s cost estima tea may properly include reasonable 
estin~t0s of cost ~pplicable to normally experienced defective work i~ 
ma.nu':fac·turing processes. \'~here reasonably certain ·and determinable 'contin• 
g.e~cios · are· recO'griized in cost es.timates, such contingencies should not. b.e .. · 
·eo!:~sidered as eleraents · o£ risk in determining· the allowable prof'i t. · Ther~ . 
are" other factors having a similar bearing on cost and profit determin,a~ .. i 
tion; for example 1 in contracting for construction under cost-r~imburpeme~t 

. tJ-"Pe ·contracts, it is customary practice· to exclude gener.al;,. adliiinistrative 
a~d ·'ct3.ntral· oi'fice expenses from costs 1 ·but to allow instead f.~r these .. 
f~cto1.;~ as a part of the fixed fee. · 

·; 

... 15-10~ Special ProVisions . Rela tinp.:: to.: Cost, Determinations, Includi~·g· 
Limitatior.s. Because ·or· the.: need· for: :standards·. :of ,~.eas.onapleness in de.-. 
term~ning either estiJ.lated <or· .. actuaJ. ·.costs .of perfo!!mance. of specific con~ 
tra·cts, including the applica'tion of::.businvss.·, and .publi:c·: policies, a con-,.; 
sfaer~ble portion of this·~·Section,·: namely .Part-..,3 1.· .is·-devo;ted to stand3.rds : 
of allowabili ty ·of· spec-ifid .elemetrta .. o.f.: costs: .mtder· supply c·ontracts and,:.~· 
research and development contracts with commercial organizations. iioreovcr, 
because· of unusual· aC:counti,ng.>pr·a.cti:e·est or.;.pr.oblems:~~involveq. in detel':lilioing 
co~ts under fo.cilit:i'e:s: eontrac.ts., ·research :antt development -contracte 'in th . 
nori-.profit institutions·· and cori:st.ruction·contrac·ts, Parts 4, 5,. and .. 6.re~ .· 
~_pcctive~y,· are devoted thereto.· · · : ... 

.. . ~f. 

· · .. ·15-109 Use of Predetermined Rates for '.Indirect Expenses ( Overhe.ad : .. ; 
C'O's·hs). . .... 

.. (a). Indirect expenses must always be predicted for purposes of cost 
··es·llihate~. Contractors· should ·.be encouraged to· use nethods of cost esti
mating:.:based upon distiriguishing between f.ixe'd ·and: variable expense~· ~<;i :.· 
upor1 es.timating vnriable expenses .,by cost centers in proportion to antici~ 
po:&cd :levels of ·production or ·vrork =loadsj such methods provide the best 
means for estimating (;xpense rates. Historical indirect expenses, or 
CAJ.Jense rates, should not be used ind.iscriuinately as the equivalent of 
budge:t,ed rates .fDr this purpose l'f:i:.:tifl:9.~~. ~a~j~.s.~~~~ .. f~?.: .. nonrecurring ex
penses and adjustment of the portion of thE?·. rates representing fixed 
expt:nses uhen substantial ·changes in producti-on or work lo[1,ds are ex• 
pee ted• .. 

(b) The use of a fixed indirect expense rate negotiated prior to the 
expiration of a significant portion of the period tQ which such rate ap
plies in lieu of' the detenid.nation of historical indirect expense is ac
ceptable where mutually. agreeable to the .. c<;>ntracting parties provided · ..... • , . . -
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the contractor is able to forecast ind~rect expenses and levels or output 
within a reasonable.degree of accuracy. Consideration of co~t element~· 
in negotiating such rates must be consistent with the provisions of "this 
Section con.cerning cost allow.abili ty and allocability. · · vJhen predetennined 
expense-rates are used the contract should.specific~. ~tate ~e· types 
of:items which ar~ to be treated as dir~ct costs. The contractor must 
exclude from direct costs arry cost.e;l.ement included. in predetermined·ex
pense rates in order to avoid duplicate charges~ . 

LI5-110 Hodification or ExPansion by tru~ Nilitary Departments.· 

.. .{[a) This statement of contract cost principl~~ and standards shall· .. 
be foilo1·1ed in procurement and audit ·operations wi thii1 the Department of 

·Defense without modification or expansion in any way except. for: (i) the.··· 
more specifi~ treatment of particular iten1s of cost authorized·in paragraph 
15·1011 and (ii) interim interpretations authorized by (c) of this para- · 
grqph. The cost prinqiples and standards contained in this Section are · 
expressed in broad terms in order that they be sufficiently flexible to · .· 
meet the r~quirements qf the wide variety of circumstances and conditions. 
prevailing ·in different ind~stries• Being expressed in broad terms there 
is considerable latitude for the application of good business judgment to. 
the facts of a particular case by procurement and audit personnel. In ·. 

·order that this latitude not be restricted, any interpretation of tbose ,· · 
principles and standards made in the course. of contract negotiation' and 
administration shall be on a case-by-case basis in light of the specific 

··facts thereof~".~- no system of written interpretations (other than author-
ized in (c) hereof) to be followed generally ·Win be. permitted. · . · 

Lfc;) I:Jhere considered essential by major procurement and audit activ
ities -y of the military depa.rt:r.terits, temporary interpretations of these : <. 
cost .principles and standards may be issued by such activities. Any such 
interpretation is subject to the following circumstances, conditions, and 
instructions: 

CY~ 
AC of S o-4 

Heads of Procuring 
Activities 
Hq. AAA 

NAVY 

Ol~H 

Busanda (CIS) 

AIR FORCE 

DCS-H Director of Procurement 
and Production Engi
neering· 

AHC 

.. DCS-c Auditor General 
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(l) Its iss·~~ce mUSt b~·· considered . essentiru. by the issuing 
authority. In other words, the problera could not have been met 
adequately by interpretations made on a cas~_-t>y-case basis prior· 
to consideration by the Office of the Secretary. of Def~nse under 
(b) hereof • ' 

(2) It li11lSt be consistent with these cost· principles and 
sta~dards. · 

(3) It will expire by ·it-s terms ·not ·more than .six months 
after issuance and, in any event, upon the issuance of an amend• 
ment to these cost principles and standards covering the subject 
matter of the interpretatio~ 

(4) ~o copies of each interpretation will be forwarded 
upon-issuance to the Office of the Secretar.y of Defense to be 
co~sidered as a recommendation of the issuing authority for re
vis.1#1 in this Section in accordance ui th. (b) hereof~ The Office 
of the Secretar.y of Defense will consider the recommendation and 
will take appropriate action· within the six months specified in 
(c)(3) hereof. 

(5) Any such interpretation deemed by the Office of the 
Secretary of Defense to be unnecessary or inconsistent with 
this Section 'tdll be rescinded by the issuing authority upon 
receipt of notice to that effect~ · , . 

.. L!5-lll ·,Deviations. The authorit;y to deviate,. as provided in para• 
graph 1-108 of this Regulation, is further restricted in respect to this. 
Section 15, to pernut such deviations o~ on a specific contract basisL7 
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PART 2 GENERAL PRir ?LES AND STAND.tUIDS FOR DETERHil )[ON OF COSTS 

15-201 · Composition of·· Total Cost, The total cost ot work performed 
or to be performed under a contract or subcontraot to which.these principles 
are applicable is the net sum of the allowable direct costs incident to the 
perfar.mancc of the contract or subcontract, plus the properly allocable 
portion of allowable indirect costs, less applicable income and other cred
.its. According to the circumstances, these costs may be stated either in 
terns of the aggregate for an entire contract or major portions thereof 
in. tenlS of individual units of products or services covered by the con
tract with equal application of these prinqiples and standards. 

1.5-202 Factors Determining Allowabili t of Costs. · Factors to be con~ 
sidered in deterra:i:.ning the owabili ty of costs include (a) conformi. ty 
with the meaning of total cost outlined in paragraph 15-201; (b) reason
ableness in the amounts of particular elem~nts of costs; (c) L0eleted7; 
(d) application of generally accepted accounting principles and practices; 
(e) avoidance of duplication of allowances for tije same price component in 
both cost and profitj (f) exclusions of specific elements of costs as a 
mattGr.of public policy, as set forth in this section; and (g) exercise 
of good business judgment in incurrence of the cost. However, any specific 
contract provision relating to cost will be controlling •. 

15-203 Contractor's Accounting Syster:~ Subject to the observance of 
the cost principles and standards set forth in this section, aQY system of 
accounts and any method of cost accounting or estimating will be ·acceptable, 
if they are.in accord with gener~ accepted accounting principles and 
practices and if they produce equitable results under the particUlar cir
cums tonces. 

' 15-204 Direct vs. Indirect Costs. Every acceptable metho4.·of cost 
accounting or estimating embOdies the principle of direct costidg of cer
tain materials and subcontract work. Direct costing of productive labor 
is nlso general practice. .Other expenses may be casted directly sometimes, 
but generally many of them arc allocated to products, job orders, or con
tracts, etc., on an nrithmetical basis in ratio to appropriate measures 

· of performance - for this reason., such allocated expenses are termed 
flindirect costs. 11 · 

15--205 Principle of Direct Costing. Every major iter11 of cost (actual 
or estimated) should be identified with the unit being casted, whether it 
be the product, a job order, or a contract, when such items of cost do.not, 
in fact, have substantially proportionate applicability to more than one 
class of 't'll'ork. This principle may often be applicable to such elements 
of e.xpense (when of major consequence), as travel, commissions, adver
tising, engineering services, etc., as well as the normal items of mate• 
ri.n1c t;tr!d productive lnbor. This principle should be applied equally to 
~1e costing of both defense and nondefense products or services by any 
contractor who is engaged in 1nixed production. There are no absolute 
rul0s by which to determine which items or elements of cost should be 
direct casted. In applying the principle 1 any contractor must follow a 



-. .;_ .. ·. 

I 

'· 

•.• l 

I· 

1511 

co:1sistent pat~ern of costing if the results ar·e to be equitable·. In sor11e 
instances 1 this principle may be applied by direct costing only the major 
itc~~ of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

15-206 Indirect Costs. Indirect costs, 1vhich have the character of 
cor;unon or joint costs, usually consist of indirect materials, indirect 
labor, &1d other ite~s. These costs generally are grouped in classes, as 
.follows: 

(a) Hanufacturing (shop, laboratory) eA-"Penses (often termed "manu
facturing overhead" or "burden"), ·vrhich ·arc incurred in fabricating the· 
article or performing the service; 

(b) Engineering expenses to extent not included in (a) or (c}; 

(c) · Selling and ~atribution expenses. incurred in marketing the 
products manufactureQ; 

(d) General arJ.d administrative expenses incurred in the over-all man
agenent, supervision, and conduct of the businessJ 

(e) Financial and other expenses. 

15-207 iictl1ods of Allocation of Ind:Lrec·G Costs. !·!o general rules re
gm'cling allocation of indirect costs. to products, job orders, or contracts 
car1 be stoted for all individual cases, because the nature of the particu
lar operations an:d the actual conditions in each instance deternine the 
most suitable method or methods to be employed. The method of allocation 
of indirect costs will be acceptable if it is in accord with genere:.l1y 
accepted accounting principles and practices and if it produces equi tablo 
results under the particular circumstances. (See also paragraphs 15-313 .. 1, 
15-313.2, 15-320.1 and 15-330.1.) · ·· 
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co:1sistent pat~ern of costing if the results ar·e to be equitable·. In sor11e 
instances 1 this principle may be applied by direct costing only the major 
itc~~ of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

15-206 Indirect Costs. Indirect costs, 1vhich have the character of 
cor;unon or joint costs, usually consist of indirect materials, indirect 
labor, &1d other ite~s. These costs generally are grouped in classes, as 
.follows: 

(a) Hanufacturing (shop, laboratory) eA-"Penses (often termed "manu
facturing overhead" or "burden"), ·vrhich ·arc incurred in fabricating the· 
article or performing the service; 

(b) Engineering expenses to extent not included in (a) or (c}; 

(c) · Selling and ~atribution expenses. incurred in marketing the 
products manufactureQ; 

(d) General arJ.d administrative expenses incurred in the over-all man
agenent, supervision, and conduct of the businessJ 

(e) Financial and other expenses. 

15-207 iictl1ods of Allocation of Ind:Lrec·G Costs. !·!o general rules re
gm'cling allocation of indirect costs. to products, job orders, or contracts 
car1 be stoted for all individual cases, because the nature of the particu
lar operations an:d the actual conditions in each instance deternine the 
most suitable method or methods to be employed. The method of allocation 
of indirect costs will be acceptable if it is in accord with genere:.l1y 
accepted accounting principles and practices and if it produces equi tablo 
results under the particular circumstances. (See also paragraphs 15-313 .. 1, 
15-313.2, 15-320.1 and 15-330.1.) · ·· 
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(a) Cash discounts taken. However, if the contractor does not exer-

cise reasona~;Le_precautions in taking advantage. of_ cash ~scounts available, 

all cash discounts lost may be deducted in: dete-nnining allot-rable cost_~; 

(b) .. Trade discounts, rebates, reflL""lds 1 and allm.Jances on material 

purchased; 

(c) Credits for.scrap and salvage and materials returned to vendors; 

. (d)_ . Credits arising _from differences between book ~n9- physical inven-

tories. 

·15'-311. 2 : Priqing:, i. 

(a) In detenninin8· historical q9sts 1 any. generally·· recognized method 

of pricins materials issued from stock may be employed for_ determioing actual 

: cqst, provided it ha~ .been: consistently used by _the. con~I;'actor, is .. acceptable 
. .. . . . ~ . 

.. _.for .. internal revenue pur.p.qs~s,: and _do~·s not discr~n~:t;,e .against the. 

Government •. When m~terial~-.in inv~ntory at_ the _CC?mmenc~J11ent c;iate of a . 

qov~rnment qont~act :hav~_:,a provablE7 .rep~q.qe_ment :cost sign~fica~~ly ~iffe~ent 

from. book .cost 1. eit-her t,he __ qontractqr or_ .the G~ver~ent may el~ct ~o use 

such :replacemf3nt cost J .. l} ·l~eu._ of:·;boo~. cost ~- priqing .. mnteri~l~ iss.~ed __ Jrom 

suqi .iny~ntary •. Hqwever1 _S1}C,h ~l~etiqn ipcl~ldi.ng ide!lt~ficat.i~n of the _types 

or, kinds- of' materials invol\,'ed should be: made at ~he time i the. co_ntract is 
,, - . - -- - - ._ - . . . - . ' - ' - . - . . --

entered into! and _urovided for in the .. contract. When materials ~e- purchased 
.... .· .. . . . . ; •. . . .. ·• . - . 

apec~iealiy for and i~~n~if~aql~ :sol,ely ~th.perfo,rm~nc~ under a.co~tra9t1 

the actual purchase cost· thereof .should be .changed to_ the ._contract. Costs - . . . ' . . . . ,·. . . .. .. . . : ·...... . 

of subcontracts fo.r .-components sho~~d be dr~7~~.~e~.:.~-~~7-~ly~ .Pr<:>yided that, 

when. subcontJ;.?acts are._·pe:r.-~·ormed. ·.Uz;lder :· qontr~.qt .pricing -~~az:lge.rnents :otl:ler ... 
- . . - . . .. -- . --- . ... ··- ... ·- -

than firm fixed prices 1 the neg~ti~tion of pr?-c:e~ __ ;<?r .determina~io!l :of:_ costs 
- . . 

shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost 1 ei.ther current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS 
ll~D RESFJ.RGH AND DEVELOPNFJTT CONTRACTS WITH COl-'TI1ERCIAL 

ORGANIZATIONS 

.. 
1.512 

1.5-300 Scope of Part• This part states; in. some detail, applica

tions of the general cost principles ahd standards set forth in Part 2 of 

this Section to supply contracts and research and development contracts 

with commercial organizations. It :is i..~practicable'· ~~d ·unnecessary to 

cover every element of ·cost or possit-.le ·s·ituati6n that might arise in a 

particular case. However, when this part does ~ot furnish specific guidance, 

the philosophy expressed or implied in .. t))~:.prin·c.iple·s' ·an~ standards com-. 

prising Part 2 of this Section and the more 'detailed·discussions of similar 

or related iter.lS in this .Part 3 should: be followed. 

1.5-310 Manufacturing Costs: 

15-311 Materials. The net costs of materials '{including components), 

both direct ~~'!and indirect., used or consumed in performanc~· of Goverrunent con-

tracts are allowable on the·basis.hereinafter outlined. Cost may include 

such collateral items as transportation, insurance, purchasing, receiving, 

storage, warehousinf- and ~djustments of inventory accoUnts 'reasonably re

lated to the period of contrac.t performance resulting from variations at 

cost between book and physical inventories. '(See paragraph 1.5-311.2 for 

basis of ma~eria~s pricing.) If ·the cost of collateral items is included in 

material costs 1 no additional allowance· therefor·: may.; be · ~ade . in the detennina-

tion o.f manufacturing burden. If such items are not included in material 

costs, ·.they are . properly included in overhead• · 

15-311.1 Material Credits. In establishing ·::iaterial cost, effect 
.. 

shall be given, as .appropr~ate, directly, ·or indirectly' as a reduction of 

total ma~ufacturing costs, to such items as: 
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L(iii) The prices .. of other .~uppliers for the same or sub

st~~tiaily similar iteMs ca~_be ~stablished·through quotatio~s, 
I "• 

correspondence, or by other ~eans. ~ 

~(2) In case the transferor is a separate corporation or 

partnership in· which nonaffiliat~d. parti~s. hold· a minority. interest of 

10 percent or more, a reasonable margin: of pr.o.fit on such sale·~ in 

recognition of the minority int~rest may be pemitted by agreement not

withstanding inability to determine ~rket pric~s ·in accordance with 

parngraph (1) above. 

Under special circwns·canc~s 1 inter-company or inter-
• I ~ ·, ' 

divisional sales or transfers may:~e.priced ~9 include a profit.to the 

transferor when no. evidence exists ~~ ·.~P market. prices, provided,· iri· 

the opinion of the contracti~~. ?ff~cer., .~h~ .. ;t~tal.- price paid by the 

Governm-ent for work performed ~d~l" ~he .. c,o~z:1tract .of. the tra~sferee 

is not increased by such pricing,_.pr9~edures. :This· ·departure from the 

basis of pricing such sales or trans~fJ.rs .~-~ marl_(e~ pric~s determined 

in accordance with paragraph {1)· above. :or cost :to th0 transferor·: : ; :. ·. . 

should be authorized only_ ~hert3, all ~t. the, .f~lloyrl.n·g· 'c~rc~tances 

exist: 

C(i) The management of the.tr~nsferrine:unit is.-signifi

cantly independent (tho~gh not .n.ece_s.sarUY·:au~on~ril~~s) of the 

acqu:i.ring: unit; 

·. L(ii) It is the contractor's long establishe~ practice to 

price inter-compaQY trar~fers at other ·than.cost and to apply 

such practice to transfers of commercial work as well; 

£"(iii) Routing of WJrk through the integrated unit is not 

affected by de:ra rture from the cost basis with consequent in-

crease in total actual production costs of the 'K> rk. 
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prices or anticipated ·acquisition cost may b.e used, but t·he basis of pricing 

must be disclosed. In order to avoid the· allowance of contingencies in 

firm f?n-7ard pricing actions in m ich the ... anticipated replacement cost may be 

expected to be substantially greater. than current ~ket, materi~ls escalation 

provisions may be made a part of the contract. However, situations involving 

changes in material costs which are reasonably certain and.determina~le 1 or 

relatively· minor in amount, may warrant recognition being given thereto in 

making estimates. 

L(c) In cases in which a contractor has integrated operations invol~nng 

inter-company or inter-divisional sales gr tran'sfers of mat.erials, such ma-

terials may be prj_ced to include a profit to the transferor coml:>any or divi-

~ion under appropriate circumsta.nces outlined' below. .~!1 such event, such 
. ·. 

sales or transfers shall be treated as subcontracts in d~_~ermining the profit 

or fee for vnrk performed under the contract.of ·the transferee. In other 

cases, where the condj_tions outlined below do. not exist' inter ... company or 

inter-divisional sales·or transfers of materials shall be stated, at· cost 

to the transferor for purposes of contract pricing of the transferee. 

L (1) \rJhen inter-company or inter-eli vis·ione.l sales or transfers 

of materials are priced in excess of cost, they shall b~ priced; inso-

. far as possible, upon th~ basis of the lo"t-1est 1narket price dete.rmined 

in consideration of the ~ollow.ing: 

/:(i) The price is the transferor's loHest sa;Les. price to 

nonaffiliated customers for the sa11e or a·· similar item, quantity 

and quality considered; 

L(ii) The price for the same or substantially similar items 

is quoted at reasonable intervals in financial or trade_publica-

tions; 

. . 
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the basic salary or wage and all fringe benefits Ydll be considered in 

determining the reasonableness of t~e earnings of an individual in rela-

tion to services rendered. Direct labor cost consists of salaries and 

wages identified specifically with the performance of a contract, job, or 

product. Labor services utibized for joint objectives may be treated as 

3 indirect.costs if specific identification is impractical or uneconomical 
. 

and the results of allocation are equitable. 

(b) ·In determining his:torical .. costs 1 ·labor will generally be charged 

at actual rates paid by, the contractor. However, if it is the contractor's 

consistent practice to charge for performance of groups of 
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Determination of the foregoing facts in any case may require sub

mission of cost data of the transferor~ 

(c) Inter-company or inter-divisional sales or transfers of ma• 

~erials shall ordinarily be stated on the basis of cost to the trans-

feror. However, under some circumstances, departure from the cost basis 

may be appropriate but such depc.rture .. is permissible only if specifically 

authorized by the contracting officer. Examples of circumstances which 

may justify departure from -t;.he: cost basis. are as follow: 

(1) · Cases where th.e tr~feror is an affilia:ted or subsidiary 

corpor-atio~ ·in which no~-a.ffiliated ·parties hold a minority interest 

of 10 ·percent or more. 

(2) Transactions involving ·items regularly manufactured and 

sold by the contractor. through commercial channels. In these cases, 

·.h;~ever, the price must not exceed the lo"t-rer of ( i) · the transferor's 

sales price to· its most favored customer for the same or a similar 

item, quantity and qu~lity considered, or (ii) the prices of other 

suppliers f~:r,. the .. srune. or· substantially similar items. 

Departures pursuant to the foregoing, should be authorized at the time 

contract is entered into, should include identification of the types or 

kinds of materials involved and the names of the suppliers, and should 

be provided for in the contract. Also L~ such event where such sales or 

transfers are authorized· they shall be treated as subcontracts in 

negotiating the profit or fee for work performed under the contract of 

the transferee. 

15-312 Labor: · 

(a) The cost of obtaining the services of anY individual includes the 

base salary or wage, plus the cost of all fringe benefits. Therefore, both 

... ...... ... ......... . ......... 
.. ·-·· 
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{a) Each class .of. compensation is preferably ·to be accru .. ed as a 

cost over t.he period iri which it is earned~·· 

(b) Hhere it is the contractor 1 s established practice to record the 

costs C~.t ~1e time of p9.yment; such practice may be acceptable. This is 

the mcs t commonly used met}lod of· accounting for 11fringe benefits," but 

its use mi;ht result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during l-T~1ich 

most of the contractor's employees ·took.vacations or military leaves, 

recoJ,ni tion of tl1e cost ~t time of payment: would be inequitable to the 

Government. On the other hand, if the .contract or .contracts extended 

over approxim-?. tely one y~D-r and ·the ·proportion of Government 'tvork to the 

contractor's com..rncrcial 'tvork renw.ined stable, this method might be equitable. 

(c) \Jhen the costs of any of the elements of fringe benefits are 

gre~ter or lesser 1ri th respect to defense business as compared Hi th non-

defense business, sucl1 costs ~l:o,:Ild .. ~e. ~;!.).~~~~~~·d_,_ so_ .far as feasible. and 

appropriPte, b€tween the two -classes··.·?~ ·bus~nes~.-.:.b~f.9r.:~.~fV.-:I'"t4.·er alloca·

tion of such costs to individ·i..'!.al .contre:cts or products • · · If ·this method 

of cost allocation is used,. it= shm .. ud b'e. i..1sed consistentiy for .all elements 

of fringe benefits hav~ng a di~fferent: cost relationship of defense business 

c?.s compared ~·r.i. th nondefcns.e business .• · 

(d) It may be practicable' to negotiate. an' equitable· rate for fringe 

benefits based upon experience for a representative !_1eri'Od in·lieu of 

individual consideration for each item.-. Changed ·conditions ··and circum-

stances 't'ITOuld have to be Considered in-.. making Such: a determination. The 

experience rate would then .be applied to the. more· direct la.bor t~o.sts to 

determine the allo1.;able costs. The use of s·uch rate should be· subject 
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labor at an average rate~ or to use standard. labor rates, with consequent 

savings in cleric~l expense or improve~ent in labor control, ~~ch .methods 

may be used, provided labor groupings. and the ·adjustment for cost vari-

ances result in a reasonably accurate assessment of tot3l charges. 

(c) ~vhen labor costs are re.quired for. making cost estimates, the 

use of standard. labor rates .and stanclarrl time allowances (appropriatel~r 

adjusted ior experience Yar~a~c·es.) or reliable ·engineering estiriw.tes is 

acceptable.-·· Ordinarily the use of wag~ rates highe·r than current going-

rq,tes vri.ll not be permitted for. estimating purposes. In order to avoid 

substantial allovmnces for: .labor rate contingencies, labor escalation clauses 

may be utilized in fixed-price ~ype· contracts. · However, situations involv-

inG incree.ses in w2.g~ rates t.;h,ich are. reasonably cert~.in and determinable 

or relatively ininor in amount may 1-rarrant recognition being given thereto 

in making estimates. 

15--.312.1 Fringe Benefits~Va.c.ation$, .Holidays, Sick Leave, Ni~itary 

Leave, and :Zmployee Ins~u-ance.. ..Cornpens~tion of these types is allO't-rable 

to the extent that, in each indiviqual, case., it is required by (i) law, . . . . .. 

(ii) employer-employee agreement, (iii) .es·tablished policy that consti-

tutes, in effect, an impl~cit agreem.ent on the contractor's part, or (iv) 

circumstances of the_ partict1lar. ernployn1ent. 

The cost of ":fringe benef~ts 11 ·ts part of the· cost of the work per

formed by the employ~~ while on the job; and .. mus·t be considered as having 

a direct re~atio}fship to such .1~ork.: However, in recognition ·of the dif-

ferent acco-unting treatments aC?c()rdeq.fringe .benefits by different con

tractors, the cost thereof may be a.llocated to Government contracts on 

any of the following bases, provided equitable results are achieved: 
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unreason:-~ble or other1vise unalio1.mble under this paragraph; and are 

allocable to all classes of 'tvor!,. Costs of such plcns · establis~1ed by 

nonprofit or other organ.i·.zatlons not subject to payment o,t' Fcceral income 
I • ,,• ....... ·· 

taxes arc. also allouaple e~c.ept .to the· est.ent d.et~rr.linec.: to bG unreasonable 

or otl1oruise una.llo'I/J"ablc under this paragraph, .. a11d are alloca:)lc to all 

cl2sses of 'trork. 

{b) Pension or retirement plans of a contr::tctpr vrhich C~.rc subject 

to approval of the. Bureau of Intornal i1cvenue must ;.1ave bcei1 so approved 

before costs under the plC~.ns may be ·allovrcd as che.rgcs under defense. con-

tracts. l'iany pl1.ns of nonprofit ·or other tax exempt. orgai1izn tions are. 

also i .. c::,ricwed. and approved by the Bu·rcau of Internal Revenue· - 'tvhen not so 
. \ 

rcvic't·:cd and approved, each such plan ~dll be reviewed, and ·approved or 

dis~pproved, by the Department to 1-1hich audit cognizance is ~.ssigned, 

using, insofar· as a9plicable, tl1e ·criteria and standards ·or the Interne.! .. 

Revcnae Code and the regulations of the Bureau of Internal R·e-~en:ue. In 

~ · any ce.sc wh8re the Bureau of ~ntcrnal Revenue withdraws approval of ~. 

; . 

plan, approval of amo~L~ts alloc~tcd to contract costs or estimates 1v.ill 

be withdra.vm accordingly. 

(c) The approvn.l of a pension ·or retirement pl.~n by the B\u-ecu of 

Intern~l Revenue will gcnerally.be the only approval required by the 

Departments; ho1-mvcr, the ri.;ht is reserved to require su·~~iss:Lon of 

anysuch plan for considcrat~on by a Dep-9.rtment and to disapprove such 

plan in its entirety or any feature· thereof vThenever the circumstances 

in a particular case are deemed to warrant such action. Such considera-

tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions. 

15-312.2 Fringe Benefits- Bonuses. Bonuses to-employees, such as 

pr~ductio~ incentives and $Uglcstion or saf6ty awards, represent a part 

of their total compensation e.nd are an allowable cost under Government 

cont1~cts when approprirrtely allocated to all classes of wor~, if they 

arc: (l) reasonable in amount, {2) paid in connection w·ith an estab-

lishcd. plan 1-.rhich 1\ras in effect before the avm.rd of the Government con-

tract under considerntion, and the plan is consistently follo-vred by tho. 

contractor, (3) oaid for current services rendered by the employee, 

(4) av~ilablc to all employees of the contr9.ctor, or to all employees 

tdtb.i~1 a [::roup or sa.lar~r classification, provided such group or salary 

cl~ssificat.ion is not unreasoaably restricted, and (5) represented by 

current expenditm:-cs of funds rather than by accrucl of expenses or 

issuance of stock. 

Donuses will.not be ~llowed. as :~ cost on Government contracts uhen 

they arc contingent upon profits :1nd constitute a distribution of profit 

rather thc.n rce.son8.ble compeasation for serYices. Bonuses will not be 

allm·red 't·rhen they are restricted to officer or other employee stock-

holders or are distributed in relC~.tion to stockholdihgs. 

15-312 .. 3 Fringe Benefits - Pension and netirement Plans. 

(a) The.costs of pension and r~tir~ment plans, inclu~ng reasonable 

incidental ben~fits, such as disability, withdrawal, insurance or sur

vivorship allowances which are deductible from taxable income in accord-

ance 1vi th the Internal Reven"J.e Code and tho regulations of the Bureau of 

Internal Revenue, are allowable c:~copt to the extent determined to be 
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(h) Credits uhich arise from· various sources, su.ch as dividends 

and cancolle1tion of employee benefits, ,rhich hC'.vo not vested at tl1e time 

of tcrmine. tion of tl1cir employment, .must be t.:'lkcr~ into account in an 

eqt'.it2.ble m~nner in nn-iving at pension anc~ ret.ircmcnt costs. Special 

provision for these credits is ust,.ally neccss~u .. y when the· c·ontr9.ctor 1 s 

organization hns subst~ntiall:r cxpnndcd for t~1c perforniP.!1co of· dcfohs:b 

·contracts anc~ there is rcasonD-ble expectation· th:J.t tho·· omploy{ncrit·. of a 

·large: number of the a.ddi tiona}. GD}l1loyces will· be : tcrmina ted. up6n curt:J.il-

mcnt of defense work. Under these circumstances, ·it 1·rill be CArpcctcd that 
·. . .· .. . ' 

an arrangement will be made ~-1:1ich ,.;ill result, as nonrly as· may be prac-
. .. . 

ticablc, in the Government's receiving the benefit ·or those credits to· 

the same cxtGnt as it origin-3.lly participe.tod in the related costs. Tnerc 

arc tvro · g€nera1 methods whic11 m~cy be used, individually or fn · co'mbi1-iati6n, 

in mru~ing such-arr~ngemonts: 

(i) A lump sum or percentage discount (of cur:!:·cnt pension co.st) 

allo't·.TC~.nco· negotiated and agrecc.~ upon in advance. Deterlnina.'tion of· 

such all01~ancc is not often an ~.ctuarinl problem involving a c·a:lcula:..· 

tion bc.scd upon kno"t-m f~ctors, but rather is c:.n attempt to rcacr.1 a 

negotiated agreement as to vnrious uncertain or variable fac~oors in 

a conrplex situation. Mass lay-off of employees v1hich m:~y result in 

the incurrence of severance payments costs should·generally l0ad to 

a reduction in pension costs through an increase in pension credits • 

. (ii) A rctros!_)ective dctcr;·~unation at some time in t.he future when 

.. ·a more accurate cstimatc'cm1 be made by virtue of exporience .which. 

may !lave developed. Until such d.eterT.ilination, current costs'nia~/ be .. 



1522 

is assigned, and the subsequent action taken by· that Dep~.rtment t-ti.ll 

generally be accepted by the· other Dcpartments. 

(d) Approval of a pension or retirement plan by the Bureau· of 

Internal Revenue or by· the Depo.rtrnents does not imply that the cost tl1ereof 

. for any ?articu..l2.r year 'tvill be alloNable for apportionment to contract 

costs or estimntos, except to tho extent costs for that year meet all 

other rcq~1.ircmcnts Qf the Bureau of Internal Revenue as a deduction for 

income tnx purposes, and are allownl;>le under the provisions of t:1is para

grnph and the other provisions of this section. 

(c) Pcnsion-~nd retirement costs constitute a'part of the total 

compensation b~r a contractor to any. inqi vidual cove1'od by the plan, and 

. accordingly arc s-:.1.bjcct to the provisions of this section 't-Tith respect 

to reasonableness of the total compensation pnic~ to the inJ.i ...... idual for 

the services rendered (soc ASPR 15-312 and ASPR 15-33o.2). 

(f) ~pn1ore contributions to pension or retirement pians t:~re based 

on profits, providinG that provisions of t;_lc Intcrnc.l Revenue Code and 

regul2.tions .of tho Bureau of Internal Revenue have been met,-the amount 

allowable for apportionment to contrr.cts in ~Y one year s~~all be· the 

amount contributed to tho porision trust(s) for that year, but not to 

exceed 15 percent of the total compensation othen·rl.se paicl or accrued 

in that year to the individuals covered under the plan(s). 

,.. (g) The allo't-Jabili ty of costs of lump sum purchases of annuities 

or of pGrioclic cash payments nEde to provide pension-or rctircn~nt bene

fits for retiring or retired employees, other than incur~ed under approved 

pension or retircrocnt plans, vTill be subject to consideration on an indiv

idual case basis. 
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sentative past period. In determining historical costs, such recurring 

nominal severance payments actually made are allowable. Where the Contrac-

tor provides for accruals of severance payments in lieu of recording the 

cost thereof at the time of payment, such. method .will be acceptable if the 

amount of the accrual· is reasonable in light of payments actually made over 

a representative past period. Generally, the cost of severance payments 

made during the performance of defense contracts should be allocated to all 
. . 

classes of work being performed at the time of payment since it is a reduc-

tion of total t-Tork which causes the severance. The following paragraphs are 

devoted to the treatr.lent of severance payments·anticipated td be· necessary 

upon the completion or ten.una tion of defense production. 

(b) Hass severances. 

(1) Fixed-price type contrac·ts. The considerable uncertainty 

as to whether mass severance· paj1llents will .ever. have to be made is 

such that no consideration will be given thereto in making cost 

estimates or in determining historical c.os~s. This risk is one which 

tt~ contractor must assume and for·wltich he is compensated in the 

profit. However, where,·· because of termination o.f the contract for 

convenience of the Government,.the Contractor does_not have the op

portunity to earn the profit contemplated by the contracting parties 

at the inception of the contract, ·costs of sever:ance payments 

actually zaade and .which are allocable to the terminated contract 

are allowable. In allocating costs to the terndnated contract(s) 

the costs shall be assigned to the period .. in. whi~h the severance pay 

was actually earned and. apportioned to all business of the Contractor 

performed during that period• 'Ihe cost apportioned to the·period of 

of production of the tenninated contract(s) should then be allocated 
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allo\-rcc~ provided an appropric?.te contr2.ctual arrangement can be agreed 

upor: Nhich reserves the Government's riGht to these crcdi ts. Snch re-
... 

capture provisions '!..rill VG~.ry in the <.:xtcnt and du.ration of applico.tion · 

an:::~. time of dcte;;rmination. !?or cxamp~c::, such provisions mt.y be contract-

-vridc or contractor-wide nne: the dctcrr.lination may be made n.t termination 

of r~ defense contract .. or defense. contracts, at mass lny-off of con·-
:.-.. 

tro.ctor 's employeos qr at t1.1e time: of. substantial decline in proportion 
. .. : . . 

of contractor's t()ta.l sales under dcfcnso contracts. 

15-312.4 ·Fringe. Benefits - Severance Pay. The cost of severance pay 
·-:.:.::.-~~~· ...... - ... . ·. 

will be considered onl~r. to the extent thu.t, in each indivich .. lal Cc'l.sc, .it 
. : ~· . .. .. ·" . . . 

is rcqnircd by (i) l~w, ·(ii) employer-employee agreement, (iii) cst~blishod 
. . . . ~: . . . , . . . . ·. . . . . . . 

policy th~. t consti tutcs, in effect, an implicit agreement on the contractor's 

part, or ( i Y) cireumstanccs of the particular cmploymo:nt.. ..Thoqrot'ically, 

the ri~ht tq, sovei~ance·: p9.y is. cari'led' duri'ng ·'the entire period ·of employ-

mcnt of tho indiV'ial or:;. whch:· base.cF\l.p·on specified years of s0rvicc; is 

earned d:.,.rin6 thos.c ye~rs. · Ii1 thoory,. the ·cost· of· severance payments should 

be recorded in tho contra'ctor·' s:· accbttrits' during "the. periods in 1vhich the 

employee earned the: right to ·such payments •.. Ho'i-icvcr ~ few contractors acc!Ue 

sever.?.ncc p.9.ymcnts because (1) the ·clci"'ical c--xpcriso ·involved in ·identifying 

anc~ recording the' c'ost· for bach employe'C is·.rtot: Justified; ·.and (2) ·there 

is consiclorablc doubt that any;· substaht-iat paYmci1ts '1dll have .to ·be made 

since pC\.ymcn t is solely: contil'igent up6n. f-uture events. 

(a) B;.ecurring1. nonti.n~ severance payttents. The cost of severance 

payment~ arising from r~gular ~mploye~ severances as clistinc;:t from mass 
.. ··, .·· .. ·.·.· '. ':' . '•. ' ... ·. 

layoffs i-,u~y. be included in cost cstir:1.1.tes or.J.y to the extent thr~ t such 
' . . 

estimates are based upon severance paytilents actually ma~e over a repre-
. ·. ~ •. : .. 

-r./• 
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15-312.5 Fringe Benefits --:Prerni~ P~ents for Overtime .and Extra-

Shift Work. Costs of this nature consist ~of. only the premium portion of . . . . . . . 

overtime and extr~-shift, payments or ~cruals ~9. employees, not -the straight

time portion. Thus,. if the. rate fox; _overt~e work is. time-and-one-half of 

the regular rate, the prenQ.~.·portion .iis .the. additional. one-half'. Similarly, 

if .the wage rate. for a second shift is twen:ty .cents an hour above the regular 

.,: rate, this addi ti.onal amount is t~~ l?~e~um._ 

Overtime and shift premi~ ~~ ,a~l9w~b+e _if authorized or approved pur

suant to the requirements of paragraph 12-102. 
4 . . . . • . 

Such premiums may be classified as ·either direct ·Or indirect labor cost, 
,:. 

but ove.rtime premiums should be sep~~tely. stated in either event ..... When 

· tre.ated as direct labor cost,· overtime .. premiUmS shou_ld not be included in 

the base for distribution of -overhead •. · nle 'a.Inount .. of. overtiine and shift 
~.. 0 • . . ' . · .. · ... 

·~f~ ·· premium cost charged on Government contracts shall not be disproportionate 
i .... .. . ... : ·:.: ... . · .. .. . 

. to the amount of such costs charged on non-Govermnent work being concurrently 
. . . . . . .· 

performed·in the contractor's plant.-

15-312.6 Fringe B-enefits -- Unclai~ed 1~1ages. Costs under cost-reim-
. . .. ~ ; .. : . . . . . . . 

bursement type contracts should reflect a credit for unclaimed wages based 
.-

upon agreement as to the amount thereof reasonably .eXpected not to be' paid 
.· .• · 'i.' :.: • ,I 

subsequent to· the date of completion or s~ttleme.nt. in this event, all 

unc~aimed wage liabiiity rests ~th :the. contractor. When such an 'agreement 

cannot be reached, the Government will assume liability for payme~t of 
.... 

unclaimed wages and eliminate i ali ··allowances therefor from· reimburseme~t to 
..._. .r. 

the contractor. 
. : .... . . . 
·--···:---.--. -- . ---.. , --:·,...·~.;:::=;;; 

·~,~ 
---·-----·------·-

-----~-- . 

-~-=--------·---··--·-----

... 
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between. :.th~ terrni~a~~ contra.c1i{s) ~d all other business o£ the 
• • ... __ •• ·~-~.· .• ~· .. ~.:.. .... ~·~:...:.~· ·: ; . . • . . . .. . . i'' 

Contractor. If _the termination cla:im··is~:pr~-p~'d: .. ,;on: the total cost 
. ·: . .' .. : (-.-· .. :. .. . :- .-· . .. .......... •.. . . ' . ·' . . ... · . : ~ . ~ ~- .. ·; 

·-basi.s.-. the; ?Jnount ~o allocated is properlY allowable-. If the claim 
• ·:.: . '-': :,.:_·~--~ ! . .. :·~: .. ~ •' 

is.'.pr-epaJ:ed C?r. the ipventory basis 1 ·the cimount/,'#lloca~Q. .to .. ~~ 
.. ; .. ::.::: . ;. ··: .. 

. ..... : . . :.: ·.·: 

... . :.: ·. :" ,_,; 

··termiriated. contract ·must be further subdivicieid'•·between ~h.at portion 
• • : ·•. • > - •• !...~~-: :~- ~-.. ~: ;- :' _~ . . . • : ... :: . 

of produet:J.on billed.~ ;~~pleted 'uirl:tS 'artd the Portion to. be inven':" . 
... 

toried. Only the severance pay costs- applicable to the .latter portion 
•. . :.:, 

·is:includible in the termination claim. 

_ {2) Cost-reimbursement typ~. c~~t.racts. Mass severance pay' cos·ts· 

will not be considered in· the .eyaluati9n ot co.st estimates; nor will -_·-, · ..... ,·: 

any allowanc~ be: made. -on: an· estimate.d basis in determining historical 

costs. Likewise, 'the eontinge!lcy' of 'severanc~ pa~nts will not be 
• • ·: - •• : • !, • • ~- • • • • ; •• 

·!. .. 

c~nsidered to.·b~ a ri:sk.; assume~ by the contractor i~ determining the 
.. .. . ~. .; l ' .. i .. :· ";' .. : ? _; : •. ; 

fee sinc·e ·t.he · Gove~ent ass~es .. the r~sk. The cost of se-verance 
. '• .·: .. . , .... . :.'·:: .. :. 

~ . : ... ·: .. ~-, . 

payments a6ttial.iy:made·upori.ce~sq.t~on. of G~vernment work.~here there 
. .. .. ; _...... . . . . .. : ': · .... _: :-. : :·~ .: : .. · ;· ~: -:: . . ~-. : . ; .. : . ~ . - . ' 

is no reasonable prospect of continui.ng employment on other·' work of . 
. ... ·~. . . ~· ·. . •/lt' .. r •••• "·;i ... ! .,;~•., .. : ·.: . . j· -~·.::··.: , • '' .. : • •• _:_ 

the o0ntradt6:I- ·~e ·hlJ.owable.-. -~· _alloWable cost --~k.ii be deterinined 
•. .. . . .. .:· ..... ~ . . ... . . . . : .'; ~ . 

by assi~ning·the.total cost· to, the_ period i~--which· the sev~rance pay 
. . .. ·. .. . . , . 

was actually earned·' and appor_t~oning_ su~h cost to cost-re~bursement' 

type contracts_ arid all ~ther business . . of. t~e contractor performed 

during that period.· 

A reser-Vation in the final releas~ of claims ( s_~e ASPR 7-203.4) 

may be made in the case of completed cost-reimbursement type contracts 

where ~ t is reasonable to assume that severance payments allOc.able 

• to the contract will have to be made at·some fu;ture date. 
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co:1sistent pat~ern of costing if the results ar·e to be equitable·. In sor11e 
instances 1 this principle may be applied by direct costing only the major 
itc~~ of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

15-206 Indirect Costs. Indirect costs, 1vhich have the character of 
cor;unon or joint costs, usually consist of indirect materials, indirect 
labor, &1d other ite~s. These costs generally are grouped in classes, as 
.follows: 

(a) Hanufacturing (shop, laboratory) eA-"Penses (often termed "manu
facturing overhead" or "burden"), ·vrhich ·arc incurred in fabricating the· 
article or performing the service; 

(b) Engineering expenses to extent not included in (a) or (c}; 

(c) · Selling and ~atribution expenses. incurred in marketing the 
products manufactureQ; 

(d) General arJ.d administrative expenses incurred in the over-all man
agenent, supervision, and conduct of the businessJ 

(e) Financial and other expenses. 

15-207 iictl1ods of Allocation of Ind:Lrec·G Costs. !·!o general rules re
gm'cling allocation of indirect costs. to products, job orders, or contracts 
car1 be stoted for all individual cases, because the nature of the particu
lar operations an:d the actual conditions in each instance deternine the 
most suitable method or methods to be employed. The method of allocation 
of indirect costs will be acceptable if it is in accord with genere:.l1y 
accepted accounting principles and practices and if it produces equi tablo 
results under the particular circumstances. (See also paragraphs 15-313 .. 1, 
15-313.2, 15-320.1 and 15-330.1.) · ·· 
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(a) Cash discounts taken. However, if the contractor does not exer-

cise reasona~;Le_precautions in taking advantage. of_ cash ~scounts available, 

all cash discounts lost may be deducted in: dete-nnining allot-rable cost_~; 

(b) .. Trade discounts, rebates, reflL""lds 1 and allm.Jances on material 

purchased; 

(c) Credits for.scrap and salvage and materials returned to vendors; 

. (d)_ . Credits arising _from differences between book ~n9- physical inven-

tories. 

·15'-311. 2 : Priqing:, i. 

(a) In detenninin8· historical q9sts 1 any. generally·· recognized method 

of pricins materials issued from stock may be employed for_ determioing actual 

: cqst, provided it ha~ .been: consistently used by _the. con~I;'actor, is .. acceptable 
. .. . . . ~ . 

.. _.for .. internal revenue pur.p.qs~s,: and _do~·s not discr~n~:t;,e .against the. 

Government •. When m~terial~-.in inv~ntory at_ the _CC?mmenc~J11ent c;iate of a . 

qov~rnment qont~act :hav~_:,a provablE7 .rep~q.qe_ment :cost sign~fica~~ly ~iffe~ent 

from. book .cost 1. eit-her t,he __ qontractqr or_ .the G~ver~ent may el~ct ~o use 

such :replacemf3nt cost J .. l} ·l~eu._ of:·;boo~. cost ~- priqing .. mnteri~l~ iss.~ed __ Jrom 

suqi .iny~ntary •. Hqwever1 _S1}C,h ~l~etiqn ipcl~ldi.ng ide!lt~ficat.i~n of the _types 

or, kinds- of' materials invol\,'ed should be: made at ~he time i the. co_ntract is 
,, - . - -- - - ._ - . . . - . ' - ' - . - . . --

entered into! and _urovided for in the .. contract. When materials ~e- purchased 
.... .· .. . . . . ; •. . . .. ·• . - . 

apec~iealiy for and i~~n~if~aql~ :sol,ely ~th.perfo,rm~nc~ under a.co~tra9t1 

the actual purchase cost· thereof .should be .changed to_ the ._contract. Costs - . . . ' . . . . ,·. . . .. .. . . : ·...... . 

of subcontracts fo.r .-components sho~~d be dr~7~~.~e~.:.~-~~7-~ly~ .Pr<:>yided that, 

when. subcontJ;.?acts are._·pe:r.-~·ormed. ·.Uz;lder :· qontr~.qt .pricing -~~az:lge.rnents :otl:ler ... 
- . . - . . .. -- . --- . ... ··- ... ·- -

than firm fixed prices 1 the neg~ti~tion of pr?-c:e~ __ ;<?r .determina~io!l :of:_ costs 
- . . 

shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost 1 ei.ther current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS 
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ORGANIZATIONS 

.. 
1.512 

1.5-300 Scope of Part• This part states; in. some detail, applica

tions of the general cost principles ahd standards set forth in Part 2 of 

this Section to supply contracts and research and development contracts 

with commercial organizations. It :is i..~practicable'· ~~d ·unnecessary to 

cover every element of ·cost or possit-.le ·s·ituati6n that might arise in a 

particular case. However, when this part does ~ot furnish specific guidance, 

the philosophy expressed or implied in .. t))~:.prin·c.iple·s' ·an~ standards com-. 

prising Part 2 of this Section and the more 'detailed·discussions of similar 

or related iter.lS in this .Part 3 should: be followed. 

1.5-310 Manufacturing Costs: 

15-311 Materials. The net costs of materials '{including components), 

both direct ~~'!and indirect., used or consumed in performanc~· of Goverrunent con-

tracts are allowable on the·basis.hereinafter outlined. Cost may include 

such collateral items as transportation, insurance, purchasing, receiving, 

storage, warehousinf- and ~djustments of inventory accoUnts 'reasonably re

lated to the period of contrac.t performance resulting from variations at 

cost between book and physical inventories. '(See paragraph 1.5-311.2 for 

basis of ma~eria~s pricing.) If ·the cost of collateral items is included in 

material costs 1 no additional allowance· therefor·: may.; be · ~ade . in the detennina-

tion o.f manufacturing burden. If such items are not included in material 

costs, ·.they are . properly included in overhead• · 

15-311.1 Material Credits. In establishing ·::iaterial cost, effect 
.. 

shall be given, as .appropr~ate, directly, ·or indirectly' as a reduction of 

total ma~ufacturing costs, to such items as: 
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L(iii) The prices .. of other .~uppliers for the same or sub

st~~tiaily similar iteMs ca~_be ~stablished·through quotatio~s, 
I "• 

correspondence, or by other ~eans. ~ 

~(2) In case the transferor is a separate corporation or 

partnership in· which nonaffiliat~d. parti~s. hold· a minority. interest of 

10 percent or more, a reasonable margin: of pr.o.fit on such sale·~ in 

recognition of the minority int~rest may be pemitted by agreement not

withstanding inability to determine ~rket pric~s ·in accordance with 

parngraph (1) above. 

Under special circwns·canc~s 1 inter-company or inter-
• I ~ ·, ' 

divisional sales or transfers may:~e.priced ~9 include a profit.to the 

transferor when no. evidence exists ~~ ·.~P market. prices, provided,· iri· 

the opinion of the contracti~~. ?ff~cer., .~h~ .. ;t~tal.- price paid by the 

Governm-ent for work performed ~d~l" ~he .. c,o~z:1tract .of. the tra~sferee 

is not increased by such pricing,_.pr9~edures. :This· ·departure from the 

basis of pricing such sales or trans~fJ.rs .~-~ marl_(e~ pric~s determined 

in accordance with paragraph {1)· above. :or cost :to th0 transferor·: : ; :. ·. . 

should be authorized only_ ~hert3, all ~t. the, .f~lloyrl.n·g· 'c~rc~tances 

exist: 

C(i) The management of the.tr~nsferrine:unit is.-signifi

cantly independent (tho~gh not .n.ece_s.sarUY·:au~on~ril~~s) of the 

acqu:i.ring: unit; 

·. L(ii) It is the contractor's long establishe~ practice to 

price inter-compaQY trar~fers at other ·than.cost and to apply 

such practice to transfers of commercial work as well; 

£"(iii) Routing of WJrk through the integrated unit is not 

affected by de:ra rture from the cost basis with consequent in-

crease in total actual production costs of the 'K> rk. 
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prices or anticipated ·acquisition cost may b.e used, but t·he basis of pricing 

must be disclosed. In order to avoid the· allowance of contingencies in 

firm f?n-7ard pricing actions in m ich the ... anticipated replacement cost may be 

expected to be substantially greater. than current ~ket, materi~ls escalation 

provisions may be made a part of the contract. However, situations involving 

changes in material costs which are reasonably certain and.determina~le 1 or 

relatively· minor in amount, may warrant recognition being given thereto in 

making estimates. 

L(c) In cases in which a contractor has integrated operations invol~nng 

inter-company or inter-divisional sales gr tran'sfers of mat.erials, such ma-

terials may be prj_ced to include a profit to the transferor coml:>any or divi-

~ion under appropriate circumsta.nces outlined' below. .~!1 such event, such 
. ·. 

sales or transfers shall be treated as subcontracts in d~_~ermining the profit 

or fee for vnrk performed under the contract.of ·the transferee. In other 

cases, where the condj_tions outlined below do. not exist' inter ... company or 

inter-divisional sales·or transfers of materials shall be stated, at· cost 

to the transferor for purposes of contract pricing of the transferee. 

L (1) \rJhen inter-company or inter-eli vis·ione.l sales or transfers 

of materials are priced in excess of cost, they shall b~ priced; inso-

. far as possible, upon th~ basis of the lo"t-1est 1narket price dete.rmined 

in consideration of the ~ollow.ing: 

/:(i) The price is the transferor's loHest sa;Les. price to 

nonaffiliated customers for the sa11e or a·· similar item, quantity 

and quality considered; 

L(ii) The price for the same or substantially similar items 

is quoted at reasonable intervals in financial or trade_publica-

tions; 

. . 
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the basic salary or wage and all fringe benefits Ydll be considered in 

determining the reasonableness of t~e earnings of an individual in rela-

tion to services rendered. Direct labor cost consists of salaries and 

wages identified specifically with the performance of a contract, job, or 

product. Labor services utibized for joint objectives may be treated as 

3 indirect.costs if specific identification is impractical or uneconomical 
. 

and the results of allocation are equitable. 

(b) ·In determining his:torical .. costs 1 ·labor will generally be charged 

at actual rates paid by, the contractor. However, if it is the contractor's 

consistent practice to charge for performance of groups of 

·I 
/ 
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Determination of the foregoing facts in any case may require sub

mission of cost data of the transferor~ 

(c) Inter-company or inter-divisional sales or transfers of ma• 

~erials shall ordinarily be stated on the basis of cost to the trans-

feror. However, under some circumstances, departure from the cost basis 

may be appropriate but such depc.rture .. is permissible only if specifically 

authorized by the contracting officer. Examples of circumstances which 

may justify departure from -t;.he: cost basis. are as follow: 

(1) · Cases where th.e tr~feror is an affilia:ted or subsidiary 

corpor-atio~ ·in which no~-a.ffiliated ·parties hold a minority interest 

of 10 ·percent or more. 

(2) Transactions involving ·items regularly manufactured and 

sold by the contractor. through commercial channels. In these cases, 

·.h;~ever, the price must not exceed the lo"t-rer of ( i) · the transferor's 

sales price to· its most favored customer for the same or a similar 

item, quantity and qu~lity considered, or (ii) the prices of other 

suppliers f~:r,. the .. srune. or· substantially similar items. 

Departures pursuant to the foregoing, should be authorized at the time 

contract is entered into, should include identification of the types or 

kinds of materials involved and the names of the suppliers, and should 

be provided for in the contract. Also L~ such event where such sales or 

transfers are authorized· they shall be treated as subcontracts in 

negotiating the profit or fee for work performed under the contract of 

the transferee. 

15-312 Labor: · 

(a) The cost of obtaining the services of anY individual includes the 

base salary or wage, plus the cost of all fringe benefits. Therefore, both 

... ...... ... ......... . ......... 
.. ·-·· 
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{a) Each class .of. compensation is preferably ·to be accru .. ed as a 

cost over t.he period iri which it is earned~·· 

(b) Hhere it is the contractor 1 s established practice to record the 

costs C~.t ~1e time of p9.yment; such practice may be acceptable. This is 

the mcs t commonly used met}lod of· accounting for 11fringe benefits," but 

its use mi;ht result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during l-T~1ich 

most of the contractor's employees ·took.vacations or military leaves, 

recoJ,ni tion of tl1e cost ~t time of payment: would be inequitable to the 

Government. On the other hand, if the .contract or .contracts extended 

over approxim-?. tely one y~D-r and ·the ·proportion of Government 'tvork to the 

contractor's com..rncrcial 'tvork renw.ined stable, this method might be equitable. 

(c) \Jhen the costs of any of the elements of fringe benefits are 

gre~ter or lesser 1ri th respect to defense business as compared Hi th non-

defense business, sucl1 costs ~l:o,:Ild .. ~e. ~;!.).~~~~~~·d_,_ so_ .far as feasible. and 

appropriPte, b€tween the two -classes··.·?~ ·bus~nes~.-.:.b~f.9r.:~.~fV.-:I'"t4.·er alloca·

tion of such costs to individ·i..'!.al .contre:cts or products • · · If ·this method 

of cost allocation is used,. it= shm .. ud b'e. i..1sed consistentiy for .all elements 

of fringe benefits hav~ng a di~fferent: cost relationship of defense business 

c?.s compared ~·r.i. th nondefcns.e business .• · 

(d) It may be practicable' to negotiate. an' equitable· rate for fringe 

benefits based upon experience for a representative !_1eri'Od in·lieu of 

individual consideration for each item.-. Changed ·conditions ··and circum-

stances 't'ITOuld have to be Considered in-.. making Such: a determination. The 

experience rate would then .be applied to the. more· direct la.bor t~o.sts to 

determine the allo1.;able costs. The use of s·uch rate should be· subject 
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labor at an average rate~ or to use standard. labor rates, with consequent 

savings in cleric~l expense or improve~ent in labor control, ~~ch .methods 

may be used, provided labor groupings. and the ·adjustment for cost vari-

ances result in a reasonably accurate assessment of tot3l charges. 

(c) ~vhen labor costs are re.quired for. making cost estimates, the 

use of standard. labor rates .and stanclarrl time allowances (appropriatel~r 

adjusted ior experience Yar~a~c·es.) or reliable ·engineering estiriw.tes is 

acceptable.-·· Ordinarily the use of wag~ rates highe·r than current going-

rq,tes vri.ll not be permitted for. estimating purposes. In order to avoid 

substantial allovmnces for: .labor rate contingencies, labor escalation clauses 

may be utilized in fixed-price ~ype· contracts. · However, situations involv-

inG incree.ses in w2.g~ rates t.;h,ich are. reasonably cert~.in and determinable 

or relatively ininor in amount may 1-rarrant recognition being given thereto 

in making estimates. 

15--.312.1 Fringe Benefits~Va.c.ation$, .Holidays, Sick Leave, Ni~itary 

Leave, and :Zmployee Ins~u-ance.. ..Cornpens~tion of these types is allO't-rable 

to the extent that, in each indiviqual, case., it is required by (i) law, . . . . .. 

(ii) employer-employee agreement, (iii) .es·tablished policy that consti-

tutes, in effect, an impl~cit agreem.ent on the contractor's part, or (iv) 

circumstances of the_ partict1lar. ernployn1ent. 

The cost of ":fringe benef~ts 11 ·ts part of the· cost of the work per

formed by the employ~~ while on the job; and .. mus·t be considered as having 

a direct re~atio}fship to such .1~ork.: However, in recognition ·of the dif-

ferent acco-unting treatments aC?c()rdeq.fringe .benefits by different con

tractors, the cost thereof may be a.llocated to Government contracts on 

any of the following bases, provided equitable results are achieved: 
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unreason:-~ble or other1vise unalio1.mble under this paragraph; and are 

allocable to all classes of 'tvor!,. Costs of such plcns · establis~1ed by 

nonprofit or other organ.i·.zatlons not subject to payment o,t' Fcceral income 
I • ,,• ....... ·· 

taxes arc. also allouaple e~c.ept .to the· est.ent d.et~rr.linec.: to bG unreasonable 

or otl1oruise una.llo'I/J"ablc under this paragraph, .. a11d are alloca:)lc to all 

cl2sses of 'trork. 

{b) Pension or retirement plans of a contr::tctpr vrhich C~.rc subject 

to approval of the. Bureau of Intornal i1cvenue must ;.1ave bcei1 so approved 

before costs under the plC~.ns may be ·allovrcd as che.rgcs under defense. con-

tracts. l'iany pl1.ns of nonprofit ·or other tax exempt. orgai1izn tions are. 

also i .. c::,ricwed. and approved by the Bu·rcau of Internal Revenue· - 'tvhen not so 
. \ 

rcvic't·:cd and approved, each such plan ~dll be reviewed, and ·approved or 

dis~pproved, by the Department to 1-1hich audit cognizance is ~.ssigned, 

using, insofar· as a9plicable, tl1e ·criteria and standards ·or the Interne.! .. 

Revcnae Code and the regulations of the Bureau of Internal R·e-~en:ue. In 

~ · any ce.sc wh8re the Bureau of ~ntcrnal Revenue withdraws approval of ~. 

; . 

plan, approval of amo~L~ts alloc~tcd to contract costs or estimates 1v.ill 

be withdra.vm accordingly. 

(c) The approvn.l of a pension ·or retirement pl.~n by the B\u-ecu of 

Intern~l Revenue will gcnerally.be the only approval required by the 

Departments; ho1-mvcr, the ri.;ht is reserved to require su·~~iss:Lon of 

anysuch plan for considcrat~on by a Dep-9.rtment and to disapprove such 

plan in its entirety or any feature· thereof vThenever the circumstances 

in a particular case are deemed to warrant such action. Such considera-

tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions. 

15-312.2 Fringe Benefits- Bonuses. Bonuses to-employees, such as 

pr~ductio~ incentives and $Uglcstion or saf6ty awards, represent a part 

of their total compensation e.nd are an allowable cost under Government 

cont1~cts when approprirrtely allocated to all classes of wor~, if they 

arc: (l) reasonable in amount, {2) paid in connection w·ith an estab-

lishcd. plan 1-.rhich 1\ras in effect before the avm.rd of the Government con-

tract under considerntion, and the plan is consistently follo-vred by tho. 

contractor, (3) oaid for current services rendered by the employee, 

(4) av~ilablc to all employees of the contr9.ctor, or to all employees 

tdtb.i~1 a [::roup or sa.lar~r classification, provided such group or salary 

cl~ssificat.ion is not unreasoaably restricted, and (5) represented by 

current expenditm:-cs of funds rather than by accrucl of expenses or 

issuance of stock. 

Donuses will.not be ~llowed. as :~ cost on Government contracts uhen 

they arc contingent upon profits :1nd constitute a distribution of profit 

rather thc.n rce.son8.ble compeasation for serYices. Bonuses will not be 

allm·red 't·rhen they are restricted to officer or other employee stock-

holders or are distributed in relC~.tion to stockholdihgs. 

15-312 .. 3 Fringe Benefits - Pension and netirement Plans. 

(a) The.costs of pension and r~tir~ment plans, inclu~ng reasonable 

incidental ben~fits, such as disability, withdrawal, insurance or sur

vivorship allowances which are deductible from taxable income in accord-

ance 1vi th the Internal Reven"J.e Code and tho regulations of the Bureau of 

Internal Revenue, are allowable c:~copt to the extent determined to be 
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(h) Credits uhich arise from· various sources, su.ch as dividends 

and cancolle1tion of employee benefits, ,rhich hC'.vo not vested at tl1e time 

of tcrmine. tion of tl1cir employment, .must be t.:'lkcr~ into account in an 

eqt'.it2.ble m~nner in nn-iving at pension anc~ ret.ircmcnt costs. Special 

provision for these credits is ust,.ally neccss~u .. y when the· c·ontr9.ctor 1 s 

organization hns subst~ntiall:r cxpnndcd for t~1c perforniP.!1co of· dcfohs:b 

·contracts anc~ there is rcasonD-ble expectation· th:J.t tho·· omploy{ncrit·. of a 

·large: number of the a.ddi tiona}. GD}l1loyces will· be : tcrmina ted. up6n curt:J.il-

mcnt of defense work. Under these circumstances, ·it 1·rill be CArpcctcd that 
·. . .· .. . ' 

an arrangement will be made ~-1:1ich ,.;ill result, as nonrly as· may be prac-
. .. . 

ticablc, in the Government's receiving the benefit ·or those credits to· 

the same cxtGnt as it origin-3.lly participe.tod in the related costs. Tnerc 

arc tvro · g€nera1 methods whic11 m~cy be used, individually or fn · co'mbi1-iati6n, 

in mru~ing such-arr~ngemonts: 

(i) A lump sum or percentage discount (of cur:!:·cnt pension co.st) 

allo't·.TC~.nco· negotiated and agrecc.~ upon in advance. Deterlnina.'tion of· 

such all01~ancc is not often an ~.ctuarinl problem involving a c·a:lcula:..· 

tion bc.scd upon kno"t-m f~ctors, but rather is c:.n attempt to rcacr.1 a 

negotiated agreement as to vnrious uncertain or variable fac~oors in 

a conrplex situation. Mass lay-off of employees v1hich m:~y result in 

the incurrence of severance payments costs should·generally l0ad to 

a reduction in pension costs through an increase in pension credits • 

. (ii) A rctros!_)ective dctcr;·~unation at some time in t.he future when 

.. ·a more accurate cstimatc'cm1 be made by virtue of exporience .which. 

may !lave developed. Until such d.eterT.ilination, current costs'nia~/ be .. 
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is assigned, and the subsequent action taken by· that Dep~.rtment t-ti.ll 

generally be accepted by the· other Dcpartments. 

(d) Approval of a pension or retirement plan by the Bureau· of 

Internal Revenue or by· the Depo.rtrnents does not imply that the cost tl1ereof 

. for any ?articu..l2.r year 'tvill be alloNable for apportionment to contract 

costs or estimntos, except to tho extent costs for that year meet all 

other rcq~1.ircmcnts Qf the Bureau of Internal Revenue as a deduction for 

income tnx purposes, and are allownl;>le under the provisions of t:1is para

grnph and the other provisions of this section. 

(c) Pcnsion-~nd retirement costs constitute a'part of the total 

compensation b~r a contractor to any. inqi vidual cove1'od by the plan, and 

. accordingly arc s-:.1.bjcct to the provisions of this section 't-Tith respect 

to reasonableness of the total compensation pnic~ to the inJ.i ...... idual for 

the services rendered (soc ASPR 15-312 and ASPR 15-33o.2). 

(f) ~pn1ore contributions to pension or retirement pians t:~re based 

on profits, providinG that provisions of t;_lc Intcrnc.l Revenue Code and 

regul2.tions .of tho Bureau of Internal Revenue have been met,-the amount 

allowable for apportionment to contrr.cts in ~Y one year s~~all be· the 

amount contributed to tho porision trust(s) for that year, but not to 

exceed 15 percent of the total compensation othen·rl.se paicl or accrued 

in that year to the individuals covered under the plan(s). 

,.. (g) The allo't-Jabili ty of costs of lump sum purchases of annuities 

or of pGrioclic cash payments nEde to provide pension-or rctircn~nt bene

fits for retiring or retired employees, other than incur~ed under approved 

pension or retircrocnt plans, vTill be subject to consideration on an indiv

idual case basis. 
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sentative past period. In determining historical costs, such recurring 

nominal severance payments actually made are allowable. Where the Contrac-

tor provides for accruals of severance payments in lieu of recording the 

cost thereof at the time of payment, such. method .will be acceptable if the 

amount of the accrual· is reasonable in light of payments actually made over 

a representative past period. Generally, the cost of severance payments 

made during the performance of defense contracts should be allocated to all 
. . 

classes of work being performed at the time of payment since it is a reduc-

tion of total t-Tork which causes the severance. The following paragraphs are 

devoted to the treatr.lent of severance payments·anticipated td be· necessary 

upon the completion or ten.una tion of defense production. 

(b) Hass severances. 

(1) Fixed-price type contrac·ts. The considerable uncertainty 

as to whether mass severance· paj1llents will .ever. have to be made is 

such that no consideration will be given thereto in making cost 

estimates or in determining historical c.os~s. This risk is one which 

tt~ contractor must assume and for·wltich he is compensated in the 

profit. However, where,·· because of termination o.f the contract for 

convenience of the Government,.the Contractor does_not have the op

portunity to earn the profit contemplated by the contracting parties 

at the inception of the contract, ·costs of sever:ance payments 

actually zaade and .which are allocable to the terminated contract 

are allowable. In allocating costs to the terndnated contract(s) 

the costs shall be assigned to the period .. in. whi~h the severance pay 

was actually earned and. apportioned to all business of the Contractor 

performed during that period• 'Ihe cost apportioned to the·period of 

of production of the tenninated contract(s) should then be allocated 
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allo\-rcc~ provided an appropric?.te contr2.ctual arrangement can be agreed 

upor: Nhich reserves the Government's riGht to these crcdi ts. Snch re-
... 

capture provisions '!..rill VG~.ry in the <.:xtcnt and du.ration of applico.tion · 

an:::~. time of dcte;;rmination. !?or cxamp~c::, such provisions mt.y be contract-

-vridc or contractor-wide nne: the dctcrr.lination may be made n.t termination 

of r~ defense contract .. or defense. contracts, at mass lny-off of con·-
:.-.. 

tro.ctor 's employeos qr at t1.1e time: of. substantial decline in proportion 
. .. : . . 

of contractor's t()ta.l sales under dcfcnso contracts. 

15-312.4 ·Fringe. Benefits - Severance Pay. The cost of severance pay 
·-:.:.::.-~~~· ...... - ... . ·. 

will be considered onl~r. to the extent thu.t, in each indivich .. lal Cc'l.sc, .it 
. : ~· . .. .. ·" . . . 

is rcqnircd by (i) l~w, ·(ii) employer-employee agreement, (iii) cst~blishod 
. . . . ~: . . . , . . . . ·. . . . . . . 

policy th~. t consti tutcs, in effect, an implicit agreement on the contractor's 

part, or ( i Y) cireumstanccs of the particular cmploymo:nt.. ..Thoqrot'ically, 

the ri~ht tq, sovei~ance·: p9.y is. cari'led' duri'ng ·'the entire period ·of employ-

mcnt of tho indiV'ial or:;. whch:· base.cF\l.p·on specified years of s0rvicc; is 

earned d:.,.rin6 thos.c ye~rs. · Ii1 thoory,. the ·cost· of· severance payments should 

be recorded in tho contra'ctor·' s:· accbttrits' during "the. periods in 1vhich the 

employee earned the: right to ·such payments •.. Ho'i-icvcr ~ few contractors acc!Ue 

sever.?.ncc p.9.ymcnts because (1) the ·clci"'ical c--xpcriso ·involved in ·identifying 

anc~ recording the' c'ost· for bach employe'C is·.rtot: Justified; ·.and (2) ·there 

is consiclorablc doubt that any;· substaht-iat paYmci1ts '1dll have .to ·be made 

since pC\.ymcn t is solely: contil'igent up6n. f-uture events. 

(a) B;.ecurring1. nonti.n~ severance payttents. The cost of severance 

payment~ arising from r~gular ~mploye~ severances as clistinc;:t from mass 
.. ··, .·· .. ·.·.· '. ':' . '•. ' ... ·. 

layoffs i-,u~y. be included in cost cstir:1.1.tes or.J.y to the extent thr~ t such 
' . . 

estimates are based upon severance paytilents actually ma~e over a repre-
. ·. ~ •. : .. 

-r./• 
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15-312.5 Fringe Benefits --:Prerni~ P~ents for Overtime .and Extra-

Shift Work. Costs of this nature consist ~of. only the premium portion of . . . . . . . 

overtime and extr~-shift, payments or ~cruals ~9. employees, not -the straight

time portion. Thus,. if the. rate fox; _overt~e work is. time-and-one-half of 

the regular rate, the prenQ.~.·portion .iis .the. additional. one-half'. Similarly, 

if .the wage rate. for a second shift is twen:ty .cents an hour above the regular 

.,: rate, this addi ti.onal amount is t~~ l?~e~um._ 

Overtime and shift premi~ ~~ ,a~l9w~b+e _if authorized or approved pur

suant to the requirements of paragraph 12-102. 
4 . . . . • . 

Such premiums may be classified as ·either direct ·Or indirect labor cost, 
,:. 

but ove.rtime premiums should be sep~~tely. stated in either event ..... When 

· tre.ated as direct labor cost,· overtime .. premiUmS shou_ld not be included in 

the base for distribution of -overhead •. · nle 'a.Inount .. of. overtiine and shift 
~.. 0 • . . ' . · .. · ... 

·~f~ ·· premium cost charged on Government contracts shall not be disproportionate 
i .... .. . ... : ·:.: ... . · .. .. . 

. to the amount of such costs charged on non-Govermnent work being concurrently 
. . . . . . .· 

performed·in the contractor's plant.-

15-312.6 Fringe B-enefits -- Unclai~ed 1~1ages. Costs under cost-reim-
. . .. ~ ; .. : . . . . . . . 

bursement type contracts should reflect a credit for unclaimed wages based 
.-

upon agreement as to the amount thereof reasonably .eXpected not to be' paid 
.· .• · 'i.' :.: • ,I 

subsequent to· the date of completion or s~ttleme.nt. in this event, all 

unc~aimed wage liabiiity rests ~th :the. contractor. When such an 'agreement 

cannot be reached, the Government will assume liability for payme~t of 
.... 

unclaimed wages and eliminate i ali ··allowances therefor from· reimburseme~t to 
..._. .r. 

the contractor. 
. : .... . . . 
·--···:---.--. -- . ---.. , --:·,...·~.;:::=;;; 

·~,~ 
---·-----·------·-

-----~-- . 

-~-=--------·---··--·-----

... 
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between. :.th~ terrni~a~~ contra.c1i{s) ~d all other business o£ the 
• • ... __ •• ·~-~.· .• ~· .. ~.:.. .... ~·~:...:.~· ·: ; . . • . . . .. . . i'' 

Contractor. If _the termination cla:im··is~:pr~-p~'d: .. ,;on: the total cost 
. ·: . .' .. : (-.-· .. :. .. . :- .-· . .. .......... •.. . . ' . ·' . . ... · . : ~ . ~ ~- .. ·; 

·-basi.s.-. the; ?Jnount ~o allocated is properlY allowable-. If the claim 
• ·:.: . '-': :,.:_·~--~ ! . .. :·~: .. ~ •' 

is.'.pr-epaJ:ed C?r. the ipventory basis 1 ·the cimount/,'#lloca~Q. .to .. ~~ 
.. ; .. ::.::: . ;. ··: .. 

. ..... : . . :.: ·.·: 

... . :.: ·. :" ,_,; 

··termiriated. contract ·must be further subdivicieid'•·between ~h.at portion 
• • : ·•. • > - •• !...~~-: :~- ~-.. ~: ;- :' _~ . . . • : ... :: . 

of produet:J.on billed.~ ;~~pleted 'uirl:tS 'artd the Portion to. be inven':" . 
... 

toried. Only the severance pay costs- applicable to the .latter portion 
•. . :.:, 

·is:includible in the termination claim. 

_ {2) Cost-reimbursement typ~. c~~t.racts. Mass severance pay' cos·ts· 

will not be considered in· the .eyaluati9n ot co.st estimates; nor will -_·-, · ..... ,·: 

any allowanc~ be: made. -on: an· estimate.d basis in determining historical 

costs. Likewise, 'the eontinge!lcy' of 'severanc~ pa~nts will not be 
• • ·: - •• : • !, • • ~- • • • • ; •• 

·!. .. 

c~nsidered to.·b~ a ri:sk.; assume~ by the contractor i~ determining the 
.. .. . ~. .; l ' .. i .. :· ";' .. : ? _; : •. ; 

fee sinc·e ·t.he · Gove~ent ass~es .. the r~sk. The cost of se-verance 
. '• .·: .. . , .... . :.'·:: .. :. 

~ . : ... ·: .. ~-, . 

payments a6ttial.iy:made·upori.ce~sq.t~on. of G~vernment work.~here there 
. .. .. ; _...... . . . . .. : ': · .... _: :-. : :·~ .: : .. · ;· ~: -:: . . ~-. : . ; .. : . ~ . - . ' 

is no reasonable prospect of continui.ng employment on other·' work of . 
. ... ·~. . . ~· ·. . •/lt' .. r •••• "·;i ... ! .,;~•., .. : ·.: . . j· -~·.::··.: , • '' .. : • •• _:_ 

the o0ntradt6:I- ·~e ·hlJ.owable.-. -~· _alloWable cost --~k.ii be deterinined 
•. .. . . .. .:· ..... ~ . . ... . . . . : .'; ~ . 

by assi~ning·the.total cost· to, the_ period i~--which· the sev~rance pay 
. . .. ·. .. . . , . 

was actually earned·' and appor_t~oning_ su~h cost to cost-re~bursement' 

type contracts_ arid all ~ther business . . of. t~e contractor performed 

during that period.· 

A reser-Vation in the final releas~ of claims ( s_~e ASPR 7-203.4) 

may be made in the case of completed cost-reimbursement type contracts 

where ~ t is reasonable to assume that severance payments allOc.able 

• to the contract will have to be made at·some fu;ture date. 
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15-313 Other 1-'lanufacturing Expenses: 

.lS-)13.1 .. Allo9ation .. of<Indireet fianufa6turi.ng ~e~ses •. Among the 
.• i .... • ~ . .; • 

acceptable. ~.s~s 1. ~e.p.e~ding :upon cir.cUDStarice·s~·· ~for .,~·llocati..ng indirect man-
• : • .: -~ ••• ••• • 0. • 

ufacturing . expense~ .. ar;e di.rect-.labor~ost 1 direct-labor-hours 1 machine-hours 1 
.:· . · .......... ··.·· . ·' ,.. . . . . . ; . 

and units p:rocess~cl~ .In mor~· complex·manufacturl.ng' plants, it. is appro-
-:.·~- .... ' •. • =. •• • • .. •• ~- . ••. ,! • ••• • • • • 

priate to dep~tnl~~taliz.e. ·.the plant for pUrpos~s ··or ·a~counti.~g. for. rnanufac• 
;~~ . . . ·. .' ... -t " . • . . ··-.. . . . ... . . . ~ . 

turing expense~· whe~ -~ .given· ·type ···of :''defense· production is ··concentrated . . . . . .... 
' ' : ·. , I : • ,. • .l. •' .. •• 

in depar_tr.:_en~~: }}~yin~ .. a.·. much ~-~h~_~' ... 9:r .l.ower :expense:·~rate than the avcrat_:e. 
• ,• ' • • • ' .. ·, •: ·. ,; : .'. i ,· o o • " •• • • • •' •· • .,A'""~ • • o•, .• •• :. ::'," • ," ," ; • :.· :! ·, • 

Expense departJJtent~lizatiP:n. is· :~So de·si.rable iri lar.ger and more complex 
. . •.. ,·: . '· •. t. . . ... .' -.· ...•.. ··. 
p~an:S ~or. ~Uf.~ose~ C?.f·,._expense ... qudget:Lng a.na· ~orttrol· by' the resp~ns~ble 

... ,_._. 

foreman, : r.~gardless of . t}.'le.: need ·for a more ·r~fitieci. me-thod. of expense illo-
.. '.: , • , • : ; ! • • ' • •' '. I ~ • .' , ' • ~ 

cat~9n., . Whe;n .. ~u.fac:tu~g .expenses= .are' ·depar~tnie~ta.J.iz.ed,,' it is necessary 
• : : • • ~ • a .: • :. •,. .: • • • ~ • • • • • • -~ • • 

to ~harge se:rvice-depar.trnent expenses ·'{su'ch:. as' ·'the'· .powe'r plant) and factory 
:. :. . . . ~ . .. . . .. . 

... 
genera..l e~penses (such .. as :taxes, .. insurance;, ~·tc.) .:to the.' productive depart-

·!, 0 .: .:. •• ;: ':. • J. • .. ' ... 

ments on appropriate .. bas~·.~ before a.lloc'atirig· the·· respecti v~ pro.ductive 
' . . \_ . . . ~ . :. ·. . . ,. . . ' ; , ... ~ 

departme~t. expenses. to. products. ·(or· parts thereo.f') o:r·· to contracts or job 
·' :· · ... ··,· .: :: . .. ... . . . ... . · .. 

orders for product~.: Appropr:late .bases ··should be ·selected for service

department and other. exp~nse (iistributions.to productive ·departments- e.g., 

kilowatts of conne~ted P.PW~r·load or·metered power consumption, in the case 

or electric power •. 

Dir~ct-labor-hours may be preferable for use as a basis for distribu-

tion. of indirect manuf_acturing expenses when, fqr example, wage rates vary 
. , ·.. , 

.. 
widely Within a given cost center or department. vJhen. direct-labor dollars 

expended fairly reflect machine effort, as well as labor· effort, in any pro

ductive department, it is most simple, as well as· appropriate, to use that 

basis of expense allocation in preference to a direct-labor~hour or machine

hour basis. When there is much automatic or semiautomatic machinery in a 
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productive department, the use o.f·.· .. a. -~c;i~hine~hour-rat~ is. genera.ily 'more appro-
······"· ...... . 

priate for expense allocation~ "The "u.P.i ts,.proc~ss.ed-:-}?asi-~ --~f . aiio'ca t'ioh' is •' ... 

generally'.appropriate when a gtv~ri -proouctive q.~part,r.lentprocesses only one 
. '.. . . . .. . ~ ---.. 

item, or the several items .. are'- so· Asimilfar. as :tO: be . susceptible to measure-
. . . . . . . . ~ . . . •. . ~ . 

,. " 
ment of units processed in terms ·of a ·common-,d~nonti.n~tqr - ~.g.,. steel 

sheets of various gauges processed· .. · through ~ .;rolling mill, 

1$-313~2 Allocat:l.on· of· En[Lneerlng Expenses. _Engineering expenses are 

included in such items as the .'cost·:or produ·ct·4~s.ign, -~-00~ design, experi

mental development, manufacturing and productiOI'l: development, iay-out of. · 

production lines, determination ·of ·niachine·.mej,l~9ds .a.nd ~elated blueprinting 

and drafting. The principle . of direct ·costing .i(.s~:e _l?~agraph .15-211) would 

indicate the desirability Of charging .di-rectly ,to the benefited activities .. - ·... . . . . 

(such as production, facilities~ ·and· research .an.F'l d.~v.~.~~_:pment) all engineer

ing costs which can be directly. identified. wit~ .~ch activities. OnlY a 
•• • • • t ~ 

relative~y minor amount of engiriee~ing· co:sts. (con~~sting chiefly of engineer-
.. .t'• 

ing administrative expenses) ·should remain ·to .. be.:_a.llocated to ·the actiVities 

on an indirect basis. All engineering. c·ost~. charged dire_ctly or allocated 

should in turn be assigned to products, product ).ines, job orders, contracts, 

etc. For further treatment of the costing of research and development, 

special tooling, manufacturing and production engineering ·and preProduction 

expenses, eee parngraphs 15-313.7, 15-313.10, 15-313.11 and 15-3i3.l2; 

facilities contracts arc included ±n Part 4 of this Section. 

15-313.3 Depreciation. 

(a) Depreciation accounting is a syst~. ~f accounting which aims to 

distribute the cost of tangible capital assets, less estimated salvage value 

(if any), ov~ their estimated useful life in a sy~tEm13,tic and rational man

ner., ·It is a process of allocation, not of valuation. Depreciation for the 
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co:1sistent pat~ern of costing if the results ar·e to be equitable·. In sor11e 
instances 1 this principle may be applied by direct costing only the major 
itc~~ of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

15-206 Indirect Costs. Indirect costs, 1vhich have the character of 
cor;unon or joint costs, usually consist of indirect materials, indirect 
labor, &1d other ite~s. These costs generally are grouped in classes, as 
.follows: 

(a) Hanufacturing (shop, laboratory) eA-"Penses (often termed "manu
facturing overhead" or "burden"), ·vrhich ·arc incurred in fabricating the· 
article or performing the service; 

(b) Engineering expenses to extent not included in (a) or (c}; 

(c) · Selling and ~atribution expenses. incurred in marketing the 
products manufactureQ; 

(d) General arJ.d administrative expenses incurred in the over-all man
agenent, supervision, and conduct of the businessJ 

(e) Financial and other expenses. 

15-207 iictl1ods of Allocation of Ind:Lrec·G Costs. !·!o general rules re
gm'cling allocation of indirect costs. to products, job orders, or contracts 
car1 be stoted for all individual cases, because the nature of the particu
lar operations an:d the actual conditions in each instance deternine the 
most suitable method or methods to be employed. The method of allocation 
of indirect costs will be acceptable if it is in accord with genere:.l1y 
accepted accounting principles and practices and if it produces equi tablo 
results under the particular circumstances. (See also paragraphs 15-313 .. 1, 
15-313.2, 15-320.1 and 15-330.1.) · ·· 
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(a) Cash discounts taken. However, if the contractor does not exer-

cise reasona~;Le_precautions in taking advantage. of_ cash ~scounts available, 

all cash discounts lost may be deducted in: dete-nnining allot-rable cost_~; 

(b) .. Trade discounts, rebates, reflL""lds 1 and allm.Jances on material 

purchased; 

(c) Credits for.scrap and salvage and materials returned to vendors; 

. (d)_ . Credits arising _from differences between book ~n9- physical inven-

tories. 

·15'-311. 2 : Priqing:, i. 

(a) In detenninin8· historical q9sts 1 any. generally·· recognized method 

of pricins materials issued from stock may be employed for_ determioing actual 

: cqst, provided it ha~ .been: consistently used by _the. con~I;'actor, is .. acceptable 
. .. . . . ~ . 

.. _.for .. internal revenue pur.p.qs~s,: and _do~·s not discr~n~:t;,e .against the. 

Government •. When m~terial~-.in inv~ntory at_ the _CC?mmenc~J11ent c;iate of a . 

qov~rnment qont~act :hav~_:,a provablE7 .rep~q.qe_ment :cost sign~fica~~ly ~iffe~ent 

from. book .cost 1. eit-her t,he __ qontractqr or_ .the G~ver~ent may el~ct ~o use 

such :replacemf3nt cost J .. l} ·l~eu._ of:·;boo~. cost ~- priqing .. mnteri~l~ iss.~ed __ Jrom 

suqi .iny~ntary •. Hqwever1 _S1}C,h ~l~etiqn ipcl~ldi.ng ide!lt~ficat.i~n of the _types 

or, kinds- of' materials invol\,'ed should be: made at ~he time i the. co_ntract is 
,, - . - -- - - ._ - . . . - . ' - ' - . - . . --

entered into! and _urovided for in the .. contract. When materials ~e- purchased 
.... .· .. . . . . ; •. . . .. ·• . - . 

apec~iealiy for and i~~n~if~aql~ :sol,ely ~th.perfo,rm~nc~ under a.co~tra9t1 

the actual purchase cost· thereof .should be .changed to_ the ._contract. Costs - . . . ' . . . . ,·. . . .. .. . . : ·...... . 

of subcontracts fo.r .-components sho~~d be dr~7~~.~e~.:.~-~~7-~ly~ .Pr<:>yided that, 

when. subcontJ;.?acts are._·pe:r.-~·ormed. ·.Uz;lder :· qontr~.qt .pricing -~~az:lge.rnents :otl:ler ... 
- . . - . . .. -- . --- . ... ··- ... ·- -

than firm fixed prices 1 the neg~ti~tion of pr?-c:e~ __ ;<?r .determina~io!l :of:_ costs 
- . . 

shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost 1 ei.ther current market 
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1.5-300 Scope of Part• This part states; in. some detail, applica

tions of the general cost principles ahd standards set forth in Part 2 of 

this Section to supply contracts and research and development contracts 

with commercial organizations. It :is i..~practicable'· ~~d ·unnecessary to 

cover every element of ·cost or possit-.le ·s·ituati6n that might arise in a 

particular case. However, when this part does ~ot furnish specific guidance, 

the philosophy expressed or implied in .. t))~:.prin·c.iple·s' ·an~ standards com-. 

prising Part 2 of this Section and the more 'detailed·discussions of similar 

or related iter.lS in this .Part 3 should: be followed. 

1.5-310 Manufacturing Costs: 

15-311 Materials. The net costs of materials '{including components), 

both direct ~~'!and indirect., used or consumed in performanc~· of Goverrunent con-

tracts are allowable on the·basis.hereinafter outlined. Cost may include 

such collateral items as transportation, insurance, purchasing, receiving, 

storage, warehousinf- and ~djustments of inventory accoUnts 'reasonably re

lated to the period of contrac.t performance resulting from variations at 

cost between book and physical inventories. '(See paragraph 1.5-311.2 for 

basis of ma~eria~s pricing.) If ·the cost of collateral items is included in 

material costs 1 no additional allowance· therefor·: may.; be · ~ade . in the detennina-

tion o.f manufacturing burden. If such items are not included in material 

costs, ·.they are . properly included in overhead• · 

15-311.1 Material Credits. In establishing ·::iaterial cost, effect 
.. 

shall be given, as .appropr~ate, directly, ·or indirectly' as a reduction of 

total ma~ufacturing costs, to such items as: 
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L(iii) The prices .. of other .~uppliers for the same or sub

st~~tiaily similar iteMs ca~_be ~stablished·through quotatio~s, 
I "• 

correspondence, or by other ~eans. ~ 

~(2) In case the transferor is a separate corporation or 

partnership in· which nonaffiliat~d. parti~s. hold· a minority. interest of 

10 percent or more, a reasonable margin: of pr.o.fit on such sale·~ in 

recognition of the minority int~rest may be pemitted by agreement not

withstanding inability to determine ~rket pric~s ·in accordance with 

parngraph (1) above. 

Under special circwns·canc~s 1 inter-company or inter-
• I ~ ·, ' 

divisional sales or transfers may:~e.priced ~9 include a profit.to the 

transferor when no. evidence exists ~~ ·.~P market. prices, provided,· iri· 

the opinion of the contracti~~. ?ff~cer., .~h~ .. ;t~tal.- price paid by the 

Governm-ent for work performed ~d~l" ~he .. c,o~z:1tract .of. the tra~sferee 

is not increased by such pricing,_.pr9~edures. :This· ·departure from the 

basis of pricing such sales or trans~fJ.rs .~-~ marl_(e~ pric~s determined 

in accordance with paragraph {1)· above. :or cost :to th0 transferor·: : ; :. ·. . 

should be authorized only_ ~hert3, all ~t. the, .f~lloyrl.n·g· 'c~rc~tances 

exist: 

C(i) The management of the.tr~nsferrine:unit is.-signifi

cantly independent (tho~gh not .n.ece_s.sarUY·:au~on~ril~~s) of the 

acqu:i.ring: unit; 

·. L(ii) It is the contractor's long establishe~ practice to 

price inter-compaQY trar~fers at other ·than.cost and to apply 

such practice to transfers of commercial work as well; 

£"(iii) Routing of WJrk through the integrated unit is not 

affected by de:ra rture from the cost basis with consequent in-

crease in total actual production costs of the 'K> rk. 



I . 
I; 

1514 

prices or anticipated ·acquisition cost may b.e used, but t·he basis of pricing 

must be disclosed. In order to avoid the· allowance of contingencies in 

firm f?n-7ard pricing actions in m ich the ... anticipated replacement cost may be 

expected to be substantially greater. than current ~ket, materi~ls escalation 

provisions may be made a part of the contract. However, situations involving 

changes in material costs which are reasonably certain and.determina~le 1 or 

relatively· minor in amount, may warrant recognition being given thereto in 

making estimates. 

L(c) In cases in which a contractor has integrated operations invol~nng 

inter-company or inter-divisional sales gr tran'sfers of mat.erials, such ma-

terials may be prj_ced to include a profit to the transferor coml:>any or divi-

~ion under appropriate circumsta.nces outlined' below. .~!1 such event, such 
. ·. 

sales or transfers shall be treated as subcontracts in d~_~ermining the profit 

or fee for vnrk performed under the contract.of ·the transferee. In other 

cases, where the condj_tions outlined below do. not exist' inter ... company or 

inter-divisional sales·or transfers of materials shall be stated, at· cost 

to the transferor for purposes of contract pricing of the transferee. 

L (1) \rJhen inter-company or inter-eli vis·ione.l sales or transfers 

of materials are priced in excess of cost, they shall b~ priced; inso-

. far as possible, upon th~ basis of the lo"t-1est 1narket price dete.rmined 

in consideration of the ~ollow.ing: 

/:(i) The price is the transferor's loHest sa;Les. price to 

nonaffiliated customers for the sa11e or a·· similar item, quantity 

and quality considered; 

L(ii) The price for the same or substantially similar items 

is quoted at reasonable intervals in financial or trade_publica-

tions; 

. . 
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the basic salary or wage and all fringe benefits Ydll be considered in 

determining the reasonableness of t~e earnings of an individual in rela-

tion to services rendered. Direct labor cost consists of salaries and 

wages identified specifically with the performance of a contract, job, or 

product. Labor services utibized for joint objectives may be treated as 

3 indirect.costs if specific identification is impractical or uneconomical 
. 

and the results of allocation are equitable. 

(b) ·In determining his:torical .. costs 1 ·labor will generally be charged 

at actual rates paid by, the contractor. However, if it is the contractor's 

consistent practice to charge for performance of groups of 

·I 
/ 

/' 
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Determination of the foregoing facts in any case may require sub

mission of cost data of the transferor~ 

(c) Inter-company or inter-divisional sales or transfers of ma• 

~erials shall ordinarily be stated on the basis of cost to the trans-

feror. However, under some circumstances, departure from the cost basis 

may be appropriate but such depc.rture .. is permissible only if specifically 

authorized by the contracting officer. Examples of circumstances which 

may justify departure from -t;.he: cost basis. are as follow: 

(1) · Cases where th.e tr~feror is an affilia:ted or subsidiary 

corpor-atio~ ·in which no~-a.ffiliated ·parties hold a minority interest 

of 10 ·percent or more. 

(2) Transactions involving ·items regularly manufactured and 

sold by the contractor. through commercial channels. In these cases, 

·.h;~ever, the price must not exceed the lo"t-rer of ( i) · the transferor's 

sales price to· its most favored customer for the same or a similar 

item, quantity and qu~lity considered, or (ii) the prices of other 

suppliers f~:r,. the .. srune. or· substantially similar items. 

Departures pursuant to the foregoing, should be authorized at the time 

contract is entered into, should include identification of the types or 

kinds of materials involved and the names of the suppliers, and should 

be provided for in the contract. Also L~ such event where such sales or 

transfers are authorized· they shall be treated as subcontracts in 

negotiating the profit or fee for work performed under the contract of 

the transferee. 

15-312 Labor: · 

(a) The cost of obtaining the services of anY individual includes the 

base salary or wage, plus the cost of all fringe benefits. Therefore, both 

... ...... ... ......... . ......... 
.. ·-·· 
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{a) Each class .of. compensation is preferably ·to be accru .. ed as a 

cost over t.he period iri which it is earned~·· 

(b) Hhere it is the contractor 1 s established practice to record the 

costs C~.t ~1e time of p9.yment; such practice may be acceptable. This is 

the mcs t commonly used met}lod of· accounting for 11fringe benefits," but 

its use mi;ht result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during l-T~1ich 

most of the contractor's employees ·took.vacations or military leaves, 

recoJ,ni tion of tl1e cost ~t time of payment: would be inequitable to the 

Government. On the other hand, if the .contract or .contracts extended 

over approxim-?. tely one y~D-r and ·the ·proportion of Government 'tvork to the 

contractor's com..rncrcial 'tvork renw.ined stable, this method might be equitable. 

(c) \Jhen the costs of any of the elements of fringe benefits are 

gre~ter or lesser 1ri th respect to defense business as compared Hi th non-

defense business, sucl1 costs ~l:o,:Ild .. ~e. ~;!.).~~~~~~·d_,_ so_ .far as feasible. and 

appropriPte, b€tween the two -classes··.·?~ ·bus~nes~.-.:.b~f.9r.:~.~fV.-:I'"t4.·er alloca·

tion of such costs to individ·i..'!.al .contre:cts or products • · · If ·this method 

of cost allocation is used,. it= shm .. ud b'e. i..1sed consistentiy for .all elements 

of fringe benefits hav~ng a di~fferent: cost relationship of defense business 

c?.s compared ~·r.i. th nondefcns.e business .• · 

(d) It may be practicable' to negotiate. an' equitable· rate for fringe 

benefits based upon experience for a representative !_1eri'Od in·lieu of 

individual consideration for each item.-. Changed ·conditions ··and circum-

stances 't'ITOuld have to be Considered in-.. making Such: a determination. The 

experience rate would then .be applied to the. more· direct la.bor t~o.sts to 

determine the allo1.;able costs. The use of s·uch rate should be· subject 
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labor at an average rate~ or to use standard. labor rates, with consequent 

savings in cleric~l expense or improve~ent in labor control, ~~ch .methods 

may be used, provided labor groupings. and the ·adjustment for cost vari-

ances result in a reasonably accurate assessment of tot3l charges. 

(c) ~vhen labor costs are re.quired for. making cost estimates, the 

use of standard. labor rates .and stanclarrl time allowances (appropriatel~r 

adjusted ior experience Yar~a~c·es.) or reliable ·engineering estiriw.tes is 

acceptable.-·· Ordinarily the use of wag~ rates highe·r than current going-

rq,tes vri.ll not be permitted for. estimating purposes. In order to avoid 

substantial allovmnces for: .labor rate contingencies, labor escalation clauses 

may be utilized in fixed-price ~ype· contracts. · However, situations involv-

inG incree.ses in w2.g~ rates t.;h,ich are. reasonably cert~.in and determinable 

or relatively ininor in amount may 1-rarrant recognition being given thereto 

in making estimates. 

15--.312.1 Fringe Benefits~Va.c.ation$, .Holidays, Sick Leave, Ni~itary 

Leave, and :Zmployee Ins~u-ance.. ..Cornpens~tion of these types is allO't-rable 

to the extent that, in each indiviqual, case., it is required by (i) law, . . . . .. 

(ii) employer-employee agreement, (iii) .es·tablished policy that consti-

tutes, in effect, an impl~cit agreem.ent on the contractor's part, or (iv) 

circumstances of the_ partict1lar. ernployn1ent. 

The cost of ":fringe benef~ts 11 ·ts part of the· cost of the work per

formed by the employ~~ while on the job; and .. mus·t be considered as having 

a direct re~atio}fship to such .1~ork.: However, in recognition ·of the dif-

ferent acco-unting treatments aC?c()rdeq.fringe .benefits by different con

tractors, the cost thereof may be a.llocated to Government contracts on 

any of the following bases, provided equitable results are achieved: 
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unreason:-~ble or other1vise unalio1.mble under this paragraph; and are 

allocable to all classes of 'tvor!,. Costs of such plcns · establis~1ed by 

nonprofit or other organ.i·.zatlons not subject to payment o,t' Fcceral income 
I • ,,• ....... ·· 

taxes arc. also allouaple e~c.ept .to the· est.ent d.et~rr.linec.: to bG unreasonable 

or otl1oruise una.llo'I/J"ablc under this paragraph, .. a11d are alloca:)lc to all 

cl2sses of 'trork. 

{b) Pension or retirement plans of a contr::tctpr vrhich C~.rc subject 

to approval of the. Bureau of Intornal i1cvenue must ;.1ave bcei1 so approved 

before costs under the plC~.ns may be ·allovrcd as che.rgcs under defense. con-

tracts. l'iany pl1.ns of nonprofit ·or other tax exempt. orgai1izn tions are. 

also i .. c::,ricwed. and approved by the Bu·rcau of Internal Revenue· - 'tvhen not so 
. \ 

rcvic't·:cd and approved, each such plan ~dll be reviewed, and ·approved or 

dis~pproved, by the Department to 1-1hich audit cognizance is ~.ssigned, 

using, insofar· as a9plicable, tl1e ·criteria and standards ·or the Interne.! .. 

Revcnae Code and the regulations of the Bureau of Internal R·e-~en:ue. In 

~ · any ce.sc wh8re the Bureau of ~ntcrnal Revenue withdraws approval of ~. 

; . 

plan, approval of amo~L~ts alloc~tcd to contract costs or estimates 1v.ill 

be withdra.vm accordingly. 

(c) The approvn.l of a pension ·or retirement pl.~n by the B\u-ecu of 

Intern~l Revenue will gcnerally.be the only approval required by the 

Departments; ho1-mvcr, the ri.;ht is reserved to require su·~~iss:Lon of 

anysuch plan for considcrat~on by a Dep-9.rtment and to disapprove such 

plan in its entirety or any feature· thereof vThenever the circumstances 

in a particular case are deemed to warrant such action. Such considera-

tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions. 

15-312.2 Fringe Benefits- Bonuses. Bonuses to-employees, such as 

pr~ductio~ incentives and $Uglcstion or saf6ty awards, represent a part 

of their total compensation e.nd are an allowable cost under Government 

cont1~cts when approprirrtely allocated to all classes of wor~, if they 

arc: (l) reasonable in amount, {2) paid in connection w·ith an estab-

lishcd. plan 1-.rhich 1\ras in effect before the avm.rd of the Government con-

tract under considerntion, and the plan is consistently follo-vred by tho. 

contractor, (3) oaid for current services rendered by the employee, 

(4) av~ilablc to all employees of the contr9.ctor, or to all employees 

tdtb.i~1 a [::roup or sa.lar~r classification, provided such group or salary 

cl~ssificat.ion is not unreasoaably restricted, and (5) represented by 

current expenditm:-cs of funds rather than by accrucl of expenses or 

issuance of stock. 

Donuses will.not be ~llowed. as :~ cost on Government contracts uhen 

they arc contingent upon profits :1nd constitute a distribution of profit 

rather thc.n rce.son8.ble compeasation for serYices. Bonuses will not be 

allm·red 't·rhen they are restricted to officer or other employee stock-

holders or are distributed in relC~.tion to stockholdihgs. 

15-312 .. 3 Fringe Benefits - Pension and netirement Plans. 

(a) The.costs of pension and r~tir~ment plans, inclu~ng reasonable 

incidental ben~fits, such as disability, withdrawal, insurance or sur

vivorship allowances which are deductible from taxable income in accord-

ance 1vi th the Internal Reven"J.e Code and tho regulations of the Bureau of 

Internal Revenue, are allowable c:~copt to the extent determined to be 
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(h) Credits uhich arise from· various sources, su.ch as dividends 

and cancolle1tion of employee benefits, ,rhich hC'.vo not vested at tl1e time 

of tcrmine. tion of tl1cir employment, .must be t.:'lkcr~ into account in an 

eqt'.it2.ble m~nner in nn-iving at pension anc~ ret.ircmcnt costs. Special 

provision for these credits is ust,.ally neccss~u .. y when the· c·ontr9.ctor 1 s 

organization hns subst~ntiall:r cxpnndcd for t~1c perforniP.!1co of· dcfohs:b 

·contracts anc~ there is rcasonD-ble expectation· th:J.t tho·· omploy{ncrit·. of a 

·large: number of the a.ddi tiona}. GD}l1loyces will· be : tcrmina ted. up6n curt:J.il-

mcnt of defense work. Under these circumstances, ·it 1·rill be CArpcctcd that 
·. . .· .. . ' 

an arrangement will be made ~-1:1ich ,.;ill result, as nonrly as· may be prac-
. .. . 

ticablc, in the Government's receiving the benefit ·or those credits to· 

the same cxtGnt as it origin-3.lly participe.tod in the related costs. Tnerc 

arc tvro · g€nera1 methods whic11 m~cy be used, individually or fn · co'mbi1-iati6n, 

in mru~ing such-arr~ngemonts: 

(i) A lump sum or percentage discount (of cur:!:·cnt pension co.st) 

allo't·.TC~.nco· negotiated and agrecc.~ upon in advance. Deterlnina.'tion of· 

such all01~ancc is not often an ~.ctuarinl problem involving a c·a:lcula:..· 

tion bc.scd upon kno"t-m f~ctors, but rather is c:.n attempt to rcacr.1 a 

negotiated agreement as to vnrious uncertain or variable fac~oors in 

a conrplex situation. Mass lay-off of employees v1hich m:~y result in 

the incurrence of severance payments costs should·generally l0ad to 

a reduction in pension costs through an increase in pension credits • 

. (ii) A rctros!_)ective dctcr;·~unation at some time in t.he future when 

.. ·a more accurate cstimatc'cm1 be made by virtue of exporience .which. 

may !lave developed. Until such d.eterT.ilination, current costs'nia~/ be .. 
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is assigned, and the subsequent action taken by· that Dep~.rtment t-ti.ll 

generally be accepted by the· other Dcpartments. 

(d) Approval of a pension or retirement plan by the Bureau· of 

Internal Revenue or by· the Depo.rtrnents does not imply that the cost tl1ereof 

. for any ?articu..l2.r year 'tvill be alloNable for apportionment to contract 

costs or estimntos, except to tho extent costs for that year meet all 

other rcq~1.ircmcnts Qf the Bureau of Internal Revenue as a deduction for 

income tnx purposes, and are allownl;>le under the provisions of t:1is para

grnph and the other provisions of this section. 

(c) Pcnsion-~nd retirement costs constitute a'part of the total 

compensation b~r a contractor to any. inqi vidual cove1'od by the plan, and 

. accordingly arc s-:.1.bjcct to the provisions of this section 't-Tith respect 

to reasonableness of the total compensation pnic~ to the inJ.i ...... idual for 

the services rendered (soc ASPR 15-312 and ASPR 15-33o.2). 

(f) ~pn1ore contributions to pension or retirement pians t:~re based 

on profits, providinG that provisions of t;_lc Intcrnc.l Revenue Code and 

regul2.tions .of tho Bureau of Internal Revenue have been met,-the amount 

allowable for apportionment to contrr.cts in ~Y one year s~~all be· the 

amount contributed to tho porision trust(s) for that year, but not to 

exceed 15 percent of the total compensation othen·rl.se paicl or accrued 

in that year to the individuals covered under the plan(s). 

,.. (g) The allo't-Jabili ty of costs of lump sum purchases of annuities 

or of pGrioclic cash payments nEde to provide pension-or rctircn~nt bene

fits for retiring or retired employees, other than incur~ed under approved 

pension or retircrocnt plans, vTill be subject to consideration on an indiv

idual case basis. 
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sentative past period. In determining historical costs, such recurring 

nominal severance payments actually made are allowable. Where the Contrac-

tor provides for accruals of severance payments in lieu of recording the 

cost thereof at the time of payment, such. method .will be acceptable if the 

amount of the accrual· is reasonable in light of payments actually made over 

a representative past period. Generally, the cost of severance payments 

made during the performance of defense contracts should be allocated to all 
. . 

classes of work being performed at the time of payment since it is a reduc-

tion of total t-Tork which causes the severance. The following paragraphs are 

devoted to the treatr.lent of severance payments·anticipated td be· necessary 

upon the completion or ten.una tion of defense production. 

(b) Hass severances. 

(1) Fixed-price type contrac·ts. The considerable uncertainty 

as to whether mass severance· paj1llents will .ever. have to be made is 

such that no consideration will be given thereto in making cost 

estimates or in determining historical c.os~s. This risk is one which 

tt~ contractor must assume and for·wltich he is compensated in the 

profit. However, where,·· because of termination o.f the contract for 

convenience of the Government,.the Contractor does_not have the op

portunity to earn the profit contemplated by the contracting parties 

at the inception of the contract, ·costs of sever:ance payments 

actually zaade and .which are allocable to the terminated contract 

are allowable. In allocating costs to the terndnated contract(s) 

the costs shall be assigned to the period .. in. whi~h the severance pay 

was actually earned and. apportioned to all business of the Contractor 

performed during that period• 'Ihe cost apportioned to the·period of 

of production of the tenninated contract(s) should then be allocated 
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allo\-rcc~ provided an appropric?.te contr2.ctual arrangement can be agreed 

upor: Nhich reserves the Government's riGht to these crcdi ts. Snch re-
... 

capture provisions '!..rill VG~.ry in the <.:xtcnt and du.ration of applico.tion · 

an:::~. time of dcte;;rmination. !?or cxamp~c::, such provisions mt.y be contract-

-vridc or contractor-wide nne: the dctcrr.lination may be made n.t termination 

of r~ defense contract .. or defense. contracts, at mass lny-off of con·-
:.-.. 

tro.ctor 's employeos qr at t1.1e time: of. substantial decline in proportion 
. .. : . . 

of contractor's t()ta.l sales under dcfcnso contracts. 

15-312.4 ·Fringe. Benefits - Severance Pay. The cost of severance pay 
·-:.:.::.-~~~· ...... - ... . ·. 

will be considered onl~r. to the extent thu.t, in each indivich .. lal Cc'l.sc, .it 
. : ~· . .. .. ·" . . . 

is rcqnircd by (i) l~w, ·(ii) employer-employee agreement, (iii) cst~blishod 
. . . . ~: . . . , . . . . ·. . . . . . . 

policy th~. t consti tutcs, in effect, an implicit agreement on the contractor's 

part, or ( i Y) cireumstanccs of the particular cmploymo:nt.. ..Thoqrot'ically, 

the ri~ht tq, sovei~ance·: p9.y is. cari'led' duri'ng ·'the entire period ·of employ-

mcnt of tho indiV'ial or:;. whch:· base.cF\l.p·on specified years of s0rvicc; is 

earned d:.,.rin6 thos.c ye~rs. · Ii1 thoory,. the ·cost· of· severance payments should 

be recorded in tho contra'ctor·' s:· accbttrits' during "the. periods in 1vhich the 

employee earned the: right to ·such payments •.. Ho'i-icvcr ~ few contractors acc!Ue 

sever.?.ncc p.9.ymcnts because (1) the ·clci"'ical c--xpcriso ·involved in ·identifying 

anc~ recording the' c'ost· for bach employe'C is·.rtot: Justified; ·.and (2) ·there 

is consiclorablc doubt that any;· substaht-iat paYmci1ts '1dll have .to ·be made 

since pC\.ymcn t is solely: contil'igent up6n. f-uture events. 

(a) B;.ecurring1. nonti.n~ severance payttents. The cost of severance 

payment~ arising from r~gular ~mploye~ severances as clistinc;:t from mass 
.. ··, .·· .. ·.·.· '. ':' . '•. ' ... ·. 

layoffs i-,u~y. be included in cost cstir:1.1.tes or.J.y to the extent thr~ t such 
' . . 

estimates are based upon severance paytilents actually ma~e over a repre-
. ·. ~ •. : .. 

-r./• 
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15-312.5 Fringe Benefits --:Prerni~ P~ents for Overtime .and Extra-

Shift Work. Costs of this nature consist ~of. only the premium portion of . . . . . . . 

overtime and extr~-shift, payments or ~cruals ~9. employees, not -the straight

time portion. Thus,. if the. rate fox; _overt~e work is. time-and-one-half of 

the regular rate, the prenQ.~.·portion .iis .the. additional. one-half'. Similarly, 

if .the wage rate. for a second shift is twen:ty .cents an hour above the regular 

.,: rate, this addi ti.onal amount is t~~ l?~e~um._ 

Overtime and shift premi~ ~~ ,a~l9w~b+e _if authorized or approved pur

suant to the requirements of paragraph 12-102. 
4 . . . . • . 

Such premiums may be classified as ·either direct ·Or indirect labor cost, 
,:. 

but ove.rtime premiums should be sep~~tely. stated in either event ..... When 

· tre.ated as direct labor cost,· overtime .. premiUmS shou_ld not be included in 

the base for distribution of -overhead •. · nle 'a.Inount .. of. overtiine and shift 
~.. 0 • . . ' . · .. · ... 

·~f~ ·· premium cost charged on Government contracts shall not be disproportionate 
i .... .. . ... : ·:.: ... . · .. .. . 

. to the amount of such costs charged on non-Govermnent work being concurrently 
. . . . . . .· 

performed·in the contractor's plant.-

15-312.6 Fringe B-enefits -- Unclai~ed 1~1ages. Costs under cost-reim-
. . .. ~ ; .. : . . . . . . . 

bursement type contracts should reflect a credit for unclaimed wages based 
.-

upon agreement as to the amount thereof reasonably .eXpected not to be' paid 
.· .• · 'i.' :.: • ,I 

subsequent to· the date of completion or s~ttleme.nt. in this event, all 

unc~aimed wage liabiiity rests ~th :the. contractor. When such an 'agreement 

cannot be reached, the Government will assume liability for payme~t of 
.... 

unclaimed wages and eliminate i ali ··allowances therefor from· reimburseme~t to 
..._. .r. 

the contractor. 
. : .... . . . 
·--···:---.--. -- . ---.. , --:·,...·~.;:::=;;; 

·~,~ 
---·-----·------·-

-----~-- . 

-~-=--------·---··--·-----

... 
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between. :.th~ terrni~a~~ contra.c1i{s) ~d all other business o£ the 
• • ... __ •• ·~-~.· .• ~· .. ~.:.. .... ~·~:...:.~· ·: ; . . • . . . .. . . i'' 

Contractor. If _the termination cla:im··is~:pr~-p~'d: .. ,;on: the total cost 
. ·: . .' .. : (-.-· .. :. .. . :- .-· . .. .......... •.. . . ' . ·' . . ... · . : ~ . ~ ~- .. ·; 

·-basi.s.-. the; ?Jnount ~o allocated is properlY allowable-. If the claim 
• ·:.: . '-': :,.:_·~--~ ! . .. :·~: .. ~ •' 

is.'.pr-epaJ:ed C?r. the ipventory basis 1 ·the cimount/,'#lloca~Q. .to .. ~~ 
.. ; .. ::.::: . ;. ··: .. 

. ..... : . . :.: ·.·: 

... . :.: ·. :" ,_,; 

··termiriated. contract ·must be further subdivicieid'•·between ~h.at portion 
• • : ·•. • > - •• !...~~-: :~- ~-.. ~: ;- :' _~ . . . • : ... :: . 

of produet:J.on billed.~ ;~~pleted 'uirl:tS 'artd the Portion to. be inven':" . 
... 

toried. Only the severance pay costs- applicable to the .latter portion 
•. . :.:, 

·is:includible in the termination claim. 

_ {2) Cost-reimbursement typ~. c~~t.racts. Mass severance pay' cos·ts· 

will not be considered in· the .eyaluati9n ot co.st estimates; nor will -_·-, · ..... ,·: 

any allowanc~ be: made. -on: an· estimate.d basis in determining historical 

costs. Likewise, 'the eontinge!lcy' of 'severanc~ pa~nts will not be 
• • ·: - •• : • !, • • ~- • • • • ; •• 

·!. .. 

c~nsidered to.·b~ a ri:sk.; assume~ by the contractor i~ determining the 
.. .. . ~. .; l ' .. i .. :· ";' .. : ? _; : •. ; 

fee sinc·e ·t.he · Gove~ent ass~es .. the r~sk. The cost of se-verance 
. '• .·: .. . , .... . :.'·:: .. :. 

~ . : ... ·: .. ~-, . 

payments a6ttial.iy:made·upori.ce~sq.t~on. of G~vernment work.~here there 
. .. .. ; _...... . . . . .. : ': · .... _: :-. : :·~ .: : .. · ;· ~: -:: . . ~-. : . ; .. : . ~ . - . ' 

is no reasonable prospect of continui.ng employment on other·' work of . 
. ... ·~. . . ~· ·. . •/lt' .. r •••• "·;i ... ! .,;~•., .. : ·.: . . j· -~·.::··.: , • '' .. : • •• _:_ 

the o0ntradt6:I- ·~e ·hlJ.owable.-. -~· _alloWable cost --~k.ii be deterinined 
•. .. . . .. .:· ..... ~ . . ... . . . . : .'; ~ . 

by assi~ning·the.total cost· to, the_ period i~--which· the sev~rance pay 
. . .. ·. .. . . , . 

was actually earned·' and appor_t~oning_ su~h cost to cost-re~bursement' 

type contracts_ arid all ~ther business . . of. t~e contractor performed 

during that period.· 

A reser-Vation in the final releas~ of claims ( s_~e ASPR 7-203.4) 

may be made in the case of completed cost-reimbursement type contracts 

where ~ t is reasonable to assume that severance payments allOc.able 

• to the contract will have to be made at·some fu;ture date. 
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15-313 Other 1-'lanufacturing Expenses: 

.lS-)13.1 .. Allo9ation .. of<Indireet fianufa6turi.ng ~e~ses •. Among the 
.• i .... • ~ . .; • 

acceptable. ~.s~s 1. ~e.p.e~ding :upon cir.cUDStarice·s~·· ~for .,~·llocati..ng indirect man-
• : • .: -~ ••• ••• • 0. • 

ufacturing . expense~ .. ar;e di.rect-.labor~ost 1 direct-labor-hours 1 machine-hours 1 
.:· . · .......... ··.·· . ·' ,.. . . . . . ; . 

and units p:rocess~cl~ .In mor~· complex·manufacturl.ng' plants, it. is appro-
-:.·~- .... ' •. • =. •• • • .. •• ~- . ••. ,! • ••• • • • • 

priate to dep~tnl~~taliz.e. ·.the plant for pUrpos~s ··or ·a~counti.~g. for. rnanufac• 
;~~ . . . ·. .' ... -t " . • . . ··-.. . . . ... . . . ~ . 

turing expense~· whe~ -~ .given· ·type ···of :''defense· production is ··concentrated . . . . . .... 
' ' : ·. , I : • ,. • .l. •' .. •• 

in depar_tr.:_en~~: }}~yin~ .. a.·. much ~-~h~_~' ... 9:r .l.ower :expense:·~rate than the avcrat_:e. 
• ,• ' • • • ' .. ·, •: ·. ,; : .'. i ,· o o • " •• • • • •' •· • .,A'""~ • • o•, .• •• :. ::'," • ," ," ; • :.· :! ·, • 

Expense departJJtent~lizatiP:n. is· :~So de·si.rable iri lar.ger and more complex 
. . •.. ,·: . '· •. t. . . ... .' -.· ...•.. ··. 
p~an:S ~or. ~Uf.~ose~ C?.f·,._expense ... qudget:Lng a.na· ~orttrol· by' the resp~ns~ble 

... ,_._. 

foreman, : r.~gardless of . t}.'le.: need ·for a more ·r~fitieci. me-thod. of expense illo-
.. '.: , • , • : ; ! • • ' • •' '. I ~ • .' , ' • ~ 

cat~9n., . Whe;n .. ~u.fac:tu~g .expenses= .are' ·depar~tnie~ta.J.iz.ed,,' it is necessary 
• : : • • ~ • a .: • :. •,. .: • • • ~ • • • • • • -~ • • 

to ~harge se:rvice-depar.trnent expenses ·'{su'ch:. as' ·'the'· .powe'r plant) and factory 
:. :. . . . ~ . .. . . .. . 

... 
genera..l e~penses (such .. as :taxes, .. insurance;, ~·tc.) .:to the.' productive depart-

·!, 0 .: .:. •• ;: ':. • J. • .. ' ... 

ments on appropriate .. bas~·.~ before a.lloc'atirig· the·· respecti v~ pro.ductive 
' . . \_ . . . ~ . :. ·. . . ,. . . ' ; , ... ~ 

departme~t. expenses. to. products. ·(or· parts thereo.f') o:r·· to contracts or job 
·' :· · ... ··,· .: :: . .. ... . . . ... . · .. 

orders for product~.: Appropr:late .bases ··should be ·selected for service

department and other. exp~nse (iistributions.to productive ·departments- e.g., 

kilowatts of conne~ted P.PW~r·load or·metered power consumption, in the case 

or electric power •. 

Dir~ct-labor-hours may be preferable for use as a basis for distribu-

tion. of indirect manuf_acturing expenses when, fqr example, wage rates vary 
. , ·.. , 

.. 
widely Within a given cost center or department. vJhen. direct-labor dollars 

expended fairly reflect machine effort, as well as labor· effort, in any pro

ductive department, it is most simple, as well as· appropriate, to use that 

basis of expense allocation in preference to a direct-labor~hour or machine

hour basis. When there is much automatic or semiautomatic machinery in a 
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productive department, the use o.f·.· .. a. -~c;i~hine~hour-rat~ is. genera.ily 'more appro-
······"· ...... . 

priate for expense allocation~ "The "u.P.i ts,.proc~ss.ed-:-}?asi-~ --~f . aiio'ca t'ioh' is •' ... 

generally'.appropriate when a gtv~ri -proouctive q.~part,r.lentprocesses only one 
. '.. . . . .. . ~ ---.. 

item, or the several items .. are'- so· Asimilfar. as :tO: be . susceptible to measure-
. . . . . . . . ~ . . . •. . ~ . 

,. " 
ment of units processed in terms ·of a ·common-,d~nonti.n~tqr - ~.g.,. steel 

sheets of various gauges processed· .. · through ~ .;rolling mill, 

1$-313~2 Allocat:l.on· of· En[Lneerlng Expenses. _Engineering expenses are 

included in such items as the .'cost·:or produ·ct·4~s.ign, -~-00~ design, experi

mental development, manufacturing and productiOI'l: development, iay-out of. · 

production lines, determination ·of ·niachine·.mej,l~9ds .a.nd ~elated blueprinting 

and drafting. The principle . of direct ·costing .i(.s~:e _l?~agraph .15-211) would 

indicate the desirability Of charging .di-rectly ,to the benefited activities .. - ·... . . . . 

(such as production, facilities~ ·and· research .an.F'l d.~v.~.~~_:pment) all engineer

ing costs which can be directly. identified. wit~ .~ch activities. OnlY a 
•• • • • t ~ 

relative~y minor amount of engiriee~ing· co:sts. (con~~sting chiefly of engineer-
.. .t'• 

ing administrative expenses) ·should remain ·to .. be.:_a.llocated to ·the actiVities 

on an indirect basis. All engineering. c·ost~. charged dire_ctly or allocated 

should in turn be assigned to products, product ).ines, job orders, contracts, 

etc. For further treatment of the costing of research and development, 

special tooling, manufacturing and production engineering ·and preProduction 

expenses, eee parngraphs 15-313.7, 15-313.10, 15-313.11 and 15-3i3.l2; 

facilities contracts arc included ±n Part 4 of this Section. 

15-313.3 Depreciation. 

(a) Depreciation accounting is a syst~. ~f accounting which aims to 

distribute the cost of tangible capital assets, less estimated salvage value 

(if any), ov~ their estimated useful life in a sy~tEm13,tic and rational man

ner., ·It is a process of allocation, not of valuation. Depreciation for the 
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genera~ be deter.nuned by groups of facilities for which the factors bear-
' • : I ~ . 

ing on estimated useful life are simila~~ The amotint of- depreciation written 

off in any fiscal_ period may v~y with:· v6iuine. of p~oduction or be increased 

.for multishilt operation, provided the method· followed is consistent with 
. . . :· ·:· . 

basic objective set for~h in subparag;·aph (b) above·. -spe.eial methods have 

been established for determini~g 'dep~eciatiori on ··emergency facilities cov-
' ; •: o I ,,: ,,' : • { '• ~ 

ered by Certificates of Necessity by a _s.peci al directive- set forth in an 
·:.; ... 

appendix of this s~ction. 

(d) Depreciation should be b~:Sed-upon onginal-cost.of-the facilities, 

vrhether measured by purchase agreement :for a· cash consideration, the fair 

value of secunties issued in exchange,_. or- si!ililar appl .. opriate measures, 
. . . . . . 

~though it is permissible ~1at s~ch co~t of faciiities be adjusted, where 

desired by the contractor for purposes· of depreciation computations for 

contract pricing, to current price- leveis by the :use of a general price. in

dex .. provided in such event that th~ practice :Will be·.followed consistently 

in the future and also provided that· ·otherwise· ·th~: charge is made at the 
. . 

same annual rates applied to such ·adju~sted c-osts ·as would have been appro-

ptiatcly applied on original cos-ts in View·. of .the estimated useful life ·of 

the facilities. In other words,- no deficiency in actual depreciation pro

visions in any prior year J based upon crirren-t --price levels, should be in

cluded in the depreciation charge for the current year. No other basis 

of determining apprec:tation in value .of facilities- may be utilized in de-
' . . .. 

tenilin:ing depreciation for purpos-es ·-of contract ·costs; for this purpose 

the tax basis of facilities values acceptable for internal revenue purposes 

is applicable.!.? 
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year is the portion.:· ot· the total charge ·under such a system that is allocated 

to· the· year.- Dep~ec.ia:tion ·on a con.tra~tor' s plant, equipment and other capi

tal facili'ties is an allowable element of contract cost, usually of an in~ 

direct nature •. 

. . . -(b) UsefUl. life, -as·· above. re·ferred to1 has reference to_ the prospec

tive period of ecoriol'ilic.usefulne·ss iri'thc particular contractor's operations 

as distingUished frora ·physi-cal. ii.te~ . In establishing estililated useful life, 

consideration should be given to all of the factors of.wear and tear, obso

lescence (both econorirl.C:f and. ti;chtlologicaJ.) I . and ·inadequacy I Which are COlllfllOn 

to the deprecit.tion problem~ :_·Of .. thes~ factors I Obsolescence iS most often 

the· limiting or cor{trollingL one. ··obsolescence of facilities~ from .the · 

standp'oint of ec_onomic ~-tit:fty,· is always a prospect or contingency to be.·.-. 

anticipated ·(differing· ·oniy in degree; in each instance) with respect to · 

an entire enterprise· or an indfvidual- plarit., ·as well ·as ·groups or individual 

items of plant and: equ'ipm:ent. Cos.ts of depreciation and ·maintenance are· 

nro tually related. \rlen.r ·arid t:ear- ·ma.-y be. increased by ·lack of maintenance or 

may be made. go'od by 'mciintena.rico- (often indefin:l·tely, 'so long as it is eco

nomical to do so arid p~ovid.ed 'obsdleaotncc or i11ad.equacy ··has not become. 

preeminent)... Hence, -~stinia:tes'·or ·useful··life of .taciJl ties in ea·ch ·case 

. should take iritd colisi:deration tho; actual raaj.ntenance policy in· effe.ct, 

(c) Deprcciati.'ort may ·,be: .. tie·teriru.n·ed. by application of any· one .of the 

gener:il.ly acce'pted ·methodsf hbt\fever1 the selected method arid rate of depre

ciation used shouid, in. ·the ·absen6e of compelling' reasons io the c:ontrary, 

consistently be applled.'f'ro~ year' -'to year• . GenerallY, however, deprecia

tion is too intangible to warrant meticulous computations by.·appli·catio:n · · 

of rates by individual items of plant and equipment, although such compu

tations are frequent and will be recognized. Hence, depreciation will 
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. . _15~313.4 . R~_pa;rs l;lrid Maintena.pc~. ·Repairs and maintenance of facil-
......... 1· •• •r 

ities (including Goyernment-owp.ed f.a:cilities).are allowable elements· of 
.-: ••• • • •• • • • • : -~ •• ~ : •• • • • •• : ' • 1 •• ' • . • • • 

c~n~~a~.~. 'co~~s ~ ..... ~ t ~~· ~ecessary. tl;lat .. such expenses. exclude expenditures 

for pl~t and_ eq~~pment which, aQ.cording to gener~ accepted accounting 
~. • -. • -~. . • • : . • • : • ' . . t : ;, } • • • •• • • ' • ' 

·.· .. · ..... 

principles, should b.~ capitalized .anQ. made the subject ·of ·depreciation. · 
I ' ·: : '. ' ~ ' o ,o ' • ~ : ~- : r ', • } • o ~'• ; • • o ', ' I ' 

There ~s"· o:f 9<?.u~se~ ~ twilight. z9ne between .. repairs or maintenance and 

capital expen¢.i tures. _wi tlrl:n whi.ch .e. contractor should be·. pel-mi. tted' .to · 
. . . . . . ' . -~ ~ .. : ' : . 

· o~e·~-~t-~ .. upon .~e b_~~~ of his esta:bli~hed accounting: practic·e, 'if the 

results are ~q~~able •. Fo~ .e.xample., .certain major costs of ·building . 

alterations and rebuilding. c;>r .·. 
. . . . . .· ~. 

~ . . . . . : . . 
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(e) No deJ:'I'eciation will be allowable as such., or as a rental or use 

charge, on the cost of facilities which are fully Aepreciated but still in 

use when a sut.stantial portion of ·such depreciation was on a b~si.s that 
. , . 

represented, in effect, a recovery· thereof as a charge against defense con

tracts or SlU•COntracts in negotiated pricing or statu,tory renegotiation of 

contracts. Otherwise, the contractor may compute.normal depreciation on the 

cost of ~acilities in use without reference to previous ~epreciation pro

visions. However, if the amount of depreciation allowed on f,ully depreciated 

assets·is material, this might be evidence· of the application of excessive 

depreciation rates to assets not fully depreciated •. If excessive rates are 

used, total depreciation claimed should be reduced so as to reflect the 

application of more equitable rates'. F\llly depreciated facilities Will be 

determined on the basis of relating original cost to accumUlated depreciation 

on such cost. /Jegardl.ess of whether there is an adjustment of current depre

ciation charges based upon adjusting the cost of facilities to current price 

levels!.? 

(f) No depreciation may be allowed on facilities which are not in use, 

except such facilities as are beld for reasonable production standby pur-

poses and, when specifically provided by mutual agreement, on facilities 

·representing.additional plant capacity reserved for defense production. 

(g) '!here are several methods of accounting for small tools 2.nd ex-

pendable equipment, if in accord with generally accepted accounting princi-

ples, any method consistently applied by the contractor will be acceptable; 

provided, hm~ever,· that allowa~ces for such items are recognized to repre

sent depreciation allowances for the use of the items. Where acquisition 

costs are not capitalized, particular attention should be given .to the 

residual value of such items upon completion or termination of the contract. 
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c· tractor, an additional cost allowance may be made in determining costs of 
... 

the terminated contracts for the purpose of contract settlement, provided 
. . . . ~ . - . . . ' 

-•:: such facili tics are transferred to the Government, if so desired, or an 

• .I • •• 

equitable adjustment _is made in favor of the Govornment in reco~nition of 

any rosale o~ salvage value estimated for such facilities. 

15-313.6 Rentals of Plant and Equipment. Rentals of plant_or equipment 

are allowable if reaso:nably required for the performance of th~- . ~on tract and 

if bona. fide and reasonable as to rate and duration. _Special c~re should be 

exercised in determining reasonableness of rentals in cases in which rates 

were arrived at as a rcsult.of less ~han _arm's ·length bargaining. Rental 

,;' costs may not be bona fide under the .fo~lo-vrl.ng ~ircwnstances 1,. 

(a) Rentals paid to persons, including corporations, affiliated 

with the ·contractor. 

(b)· Rentals paid to unaffiliated persons, including corporations, 

upon property formerly ovmed by the contracto~ when such pr~perty was . 

fully depreciated or substantially fully depreciated before sale or 

transfer and GovernmGnt contracts absorbed a significan~ portion of 

such depreciation. In either case {a) or {b), rentals will be limited 

to a reasonable amOunt of dep~·eci~tio~, .. as. zdght be determined if the 

proper~ were owned by the ?ontractor, plus carrying costs which are 

not paid by the contractor_under the terms_of the lease, including 

maintenance, taxes, and insurance (but not interest. on the investment). 

15-313.7 Preparatory Costs. Preparatory costs or __ expenses, also 

known as 11make-ready costs", are costs specially incurred in preparing to 

operate under a specific contract or contracts. They include costs of 

organization and planning, employee recruitment and training, engineering 

and development {including product design, product specifications, and 
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rehabilitating machinery and oquipm8nt·may reasonably be treated in some· 

instances as ei th0r repaJ.:cs -~rtd ·maintenance expenses . or capital eiperidi tures,· 

depending in part upon the contractor's. established P?licy. In making· 

decisions "L-li th respect to the' alternative accounting. tr~atment or' these i tem5,. 

consideration should be given to the materiality of the amounts involved, arid· ... 

the question of the substantial. e·nhancemen.t in value of a. contractor's facili- . 

tics at the expense of the Government. · In the ·l~.t~~:··case;·~ .. ror·~'COntract . 
. pricing purposes, tho cost gener·ally should be considered to be of a capital 

nature and the subject of depreciation. In those instances where it may be . 

appropriate to charge the ~bst of extraor.cfinary rehabilitation to expense,· 

special care should be taken in equitably allocating the costs to all the 

benefited cla~ses of vH)rk (see 15-313.7 "Preparatory Costs"). · Repairs 

and maintenance costs on facilities which are not in use will not be 

allowed, except on indi "1.dual: ·items· of- J11ac,hirwry. and equipme;t' (as distinct 
. . 

from entire plants ·:;r 'sigrii:fica.11t·:portions .. 
1
thore()f) held for ·.reasonable . 

standby purposes. Repair~ and· rnaintenan_ce on addi t::=..onal plant. capaci tj 

reserved for de~e~~~~ ·produc ti6n .·~rl.l·l, be , allpN·ed only if specific-ally provided 

by contractual agre~~nt~ · 

15.;.31.3.5 Profits :·or Lo~ses ~n Disposit:ion of Plm:1t and Ecpipment. In. 

determining contract costs, no recogni t~on will be given to profits or losses 

on clisposi ti on of plant and cqui'pment. for re~son that depreciation reason-
: · .. 

ably determined, provides ·tho( e:xclusive ,charge for: the cost of using a 

con tractor's f acili ties. Hovmver, 1-1l)en a contractor has cap·i tali zed special 
. .. ; 

purpose facili tiss acquired solely for: perfonna~c~· ·Under ·defense ·Contracts 
.. 

(rather than charge the costs. thereof to specific contracts') ·and engine~ring 

~hanges or complete·. or partial termina:tioJ1 of contracts finds such facilities 

not fully depreciated and not-reasonably useful for other business of the con-
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Initial production costs may consist of tho excessi V6 portion of mater• 

ial costs in~urrcd in :th~ .early stages of production·; on c'ontracts requiring 

new prod~cts or greatly increased.pr:oduction, ··a's 'the result of abnormal 

quanti tios of materials ~sod .or abnormal ·scrap losses. Initial costs may 

also consist ,of ~he exce~_sivc. portion· of· direct-labor costs, plus a proper por-
. . . . 

tion 01' the related ovcr~ead, .. incurre:d' in the early stages of production due 
••. .I·. . . • 

to such causes as. excessiv.e de_f~ctive. work r0sulting from inexperienc_ed labor, 

idle time and subnorme.l production .occ··a:sioned by testing and changing methods 
0 • ' • • • I '• ' 

of processing, and qost, o~ ~rai~ing·. employee·s. The justification for such 

. special costs depends upon :.thei.r; :·nature: :a'..'rld c·ause~~ ·and not merely upon the 

fact that total production costs are high. 
. ' . 

After a reasonable volume.' of. product:toh has be on attai.ned and i.ni tial 
.. 

manufacturing difficu~t~es havG ·peen 'OVefcoriie, urii ~. cost will usually tend 

· to .. level oi'f, thereby evidencing :the ·:end dt ·the····ini tial period of production 
• . r ... 

but not necessarily repre~e~ti:~g· the::lo\mst un·L't cost evontaully attainable 
r. 

during tho operation o~" :the .. ei}ti,·re·\corH.r#ict~ 'If," however, t11ese c_osts con-
.• .. 

tinuc 'abnormai.ly high, af:ter, :~!_contractor· hc.s·-b~on: allotv8d a rcasona~le length 
·: .. ·. 

of time in which to learn ~01r1: .. t~ m;?ke ·~-·product effici~n~y, the excessive 
. . . ~· . 

: ·' .. 

costs may· not pro~erly t?o. a~~~~able fcir· purposes of c'stimating under cost. 

reimbursement type contra.cts. or e::stirnating: ·.ror 'rormai pricing purpose~. in 
.. 

fixed price type contf.~c:ts., .and snould. receive speci.a1 considerati.on iz:l. 

determining historical .cq .. :ts .under .. exis·ting contracts, or in est~bl.ishing 
......... ; . . . .·. ' t ·- ••• -· 

· cos-ts undGr terminated contract settlementa ... - ~ ... - ........ -~ ..... ····· ·: . . _, ........ . 
.~ ~ . 

. LI'5-3l3;.9· · .ReconverEri'ori ·ExPc~s~s •.. Rccci"nvers.ion expense-s are those con-
· .. · .. 

. . . I : ., .·. . . : . . . .. . 

nec:tod. r-1i th re·store.tion of· facilities to r .. ;)~r-oXit:n~t~~ly the s·ame physical 
.. 

arran~enl8nt· and condi ti·oh·they: were· in .inunedia.tely prior· to ·the ·bagiruung 
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planning· of p-roduction processes and layout) and plant al tarnation and re-

arrangement. ·Preparatory costs do not include initial production (starting 

load)· costs. which are treate·d in paragraph 15-313.8, or manufacturing and 

prodUction engineering which is treated in paragraph 15-313•11 or special 

tooling which is trcatecfin paragraph 15.:.31.3.10. 

·Preparatory costs, when incurr(:d for the exclusive bencfi t of Government 

producti'on_, are allocable directly· or indirectly to the contracts bcnefi ting 

from such costs. i;hen preparatory costs benefit ot.her classes of work as 

tvell ~.s Government work, an equitable allocation to all benefited classes of 

work is· proper. 

Preparatory costs (sometimes· called "Anticipatory Costs") may have been 

incurred prior to tho · a-v;ard ·of ·a definitive contract. The amounts of such 

costs_, for purposes of, contract:cost allmvances, arc subject to ap~.;roval of 

contxacting ''officers based upon advance underst~dings or upon subsequent 

negoti.:.tion. In such case a. specific provision limiting the amount, types 

and pc:riod of pre-a~1ard prepar.atory ·costs should be incorporated in any 
. . 

definitive coi1tract~ Sinti.larly; it is desirable that prior approval of 

~e contracting officer be obtained· in the event that unusual charges of 

this type are to be incurrLd: dur1ng .. the. life. of the contract. However, the 

absence of such provisi·o~ or appr"oval will not preclude consideration of t~1e 

costs in subsequent price negotiations or determinations under such contracts. 

15-313.8 Initial. Production ·cost~. Initial Production Costs, also 
~ . . .. ; . 

known as "starting-load costs",· ··a.r·e rion...recurring costs that arise in the 

early stages of production bectl.USe of the contractor's. unfami1farity ·or lack 
. . . ': . . • ~ ..... ·•••• •••. .• .. • •••••. ~ •.• :.,o:.· .• : . ;.·:'."'. 

of experience ·Hi th the partic~ar. materi.als, .. manufacturing .processes, or 

techniques involved. They are to be _disting¢shed from preparatory costs: · 

or expenses {also known as "mak:e-re~dy costs"). 
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stances mecting.the above conditions.? 
. . .. ·~. - · .. 

1$-313.9 Reconversion. Costs. Reconversion costs are those incurred 

in the restoration of facilities to. approximately the .same physical arrange-
. . . . . ·:· . . ~· ~: . .. . ~ . .:· : . ;"' . . ·; . 

ment and condition they wer~ i11. im,znedi,a.t~ly pr~or ~.o: __ thf;) !~~ginning of defense 

work, and includes the cost of removal of· G.overnment property. Reconversion 
. . ..... ·.· ·,.:.· . . · . . : · ... : :-..... : ..... _.: 

costs, except for the removal of Government property, are incurred for the ·. ... . . . •', .... .:· 

benefit of fut~re production,_. ~~ ~s such arc p~ope:~~Y. chargeable against 

such production. Except for the costs of removing GovGr.nmcnt propcrt.y, nnd 

the r8storation and rehabilitation costs caused by sue~ re~oval and specifi

cally provided for in the contract, reconversion costs are. not allowable. 

of 

or 

15-313.10 Special Tooling~ The ter~ "special tooli~g" means property 

such specialized nature t~at its usc,_ ~dthout substantial modification 

alteration,_ is_ l~mi te;,d to. th~ production of tho part~~'f-ar supp~ics or 

the performance of the particu1ar services for which acquired or furnished. . . . - .·. . .. . . . . '· .. 

It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, .. ·. 

The cost of special tqoling, when acquire.d for and its. usefulness is 
'· ·. . .. . .· : . 

limited to. one or .:.Tiorq G_ovornment .contracts in force or being_ negotiated 
. . . . . .· . . . .. . . . . . 

at the time of acquisition, is allocable to tne spc_cific Government con

tract(s). The cost of ~r special tooling which is useful under both 

Government contracts and cormnercial work will be subject to allocation 

between them. No part of the cost of tooling whi.ch is .special to commercial 

work· only t.dll be allocated to Govvrnment work. The cost of npn-special 

tooling is not subject to direc~ _alloc~tio~, but ~s subject to depreciation, 

wh:j.ch is treated olSE?Where in this Part, except that in the produ.ction of . . . . . . . . . . . . ~ 

standard commercial products such tooling costs may be treated as indirect 
- .. ·· . .. ' . 

manufacturing expense on an GJq)en~iture bas~s, in lieu .of depreciation, 
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of defense work,• including the removal of~ ... Government property, In many . .•. ..·· 

cases, re·convcrsion ·costs,, excopt !or "t-ho removal .of Government property 

ar~f incurred.·for·: the benef~ t of future produ:cti~~~ ·in ·wh:l.c·ti ·cases su6h ··· · 

costs should ·be· assessed against such p~oduction. However, in a specific 

case arid ·where all :o:f the ·circumstances outJ.ine.d below exist, reconv.crsion · 

costs· may· be· recognized. through specific contr.actual provision. 

[(a)· :'!here must have been a major alteration or rearrangement of feci

li tics at· the ·i11ception of defense work for the sole purpose· of performance 

or' .. de.f·ense: contracts, or facilities wore ne,o~ly acquired buildi.ngs in ·which 
i. 

Govei'mrierit. machinery and equipment has been i~stal~ed. In the latter case, 

only ·the· cost of removing· Government property is to ... be ... considered. 

lJb} · 'Ih~ necessity of reconversion of faciii.ti~~····t~ approxi~tely the 

. same ·physical .arrangement and condition they were in i:mrnediate1y prior to 

th'e. begirining of defense work and the costs thereof must be reasone.bly 

certa.in and deterrni11able. 

Lfc) There is little or no post defense work·commercial benefit to the 

contractor as the result of such alteration or re~rangement. 

~.{!.d) . Nei thcr the particular contract nor any other contract contains 

an allowan:ce .. for the use of facilities which would compensate· the contrac.-

tor for reconversion expenses. 
.. 

/J.econversion costs shall be allm-1ed only in pricing those fixed price 

contracts in existence or actually being negotiated at the time the costs 

of conversion were incurred. In the event of subsequent conversions nr 

modifications for additional fixed price contracts, care must. be exercised 

to avoid duplicBtion of allmo~.':l.nccs for reconversion costs. Specific con

tractual provisions may be included in co~:it-reimbursement. '-.ype c·ontracts to 
. . . : 

compensate the contractor for actual reconvc:rsion costs incurred in circum-
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may be divide:d into two maj"or categories 

ment, and (2) gene~al research, 

(1) product research and develop-

(a) Product research or development .is that which is directed toward 

the design, improvement or utilizati.on of a pa~icular product or product 

line • In costing productio·n contracts, current ~osts (or estimates '.thereof 

where forward pri.cing is involved) of product research .or development will 

be allow~ble. However. the·· principle of direct c~st~ng by product or product 
:"··· 

line, as appropriate, should be ... applied, and provided further that such 

costs are not reimbur.sed to t·he · c6nt·r·actor under separate research and/or' 

development contracts. No costs of product resea~ch or. dev~l~pJ1l~nt·.may··he 
. ,. . :' - :~ ; . - . . . -. ·. . . .. . . . .. ~ . . . . . . . .. 

allocated to Department: ·of. Defens·~.~~eseat'ch····and(or development· contracts 

other than the direct costs of performing the contract. and the proper share 

of the indirect costs of admirlis"terj_rig" "the research. 0~ development program. 

In some instances it may be apprdptiate to establish py contract provision 

.a ceiling on the amount of product· research or devel~pment to be allowed, 
,. 

(b) General research is all research other than that which is directed 

toward the design, improvement or "ut.llization of. a pa.rticular ·product dr 

product line. The cost of general research, when reasonable .. in· amount and 

incurred in accordance with the contractor's established_ p~actice·, is allo-
.. 

cable to all classes cf work, ·including· defense work, provt?ed such costs are 
. . 

not reimbursed to the contractor under separa.te defens,.e research contract~, 
.. . : . . : . - ; ~ .. 

gifts, grants, trust .funds or othe'r · ·sfmilar ·sources, No general r~search 

costs which were incurred in accounting periods prior ~o the award of. the· 
-:. ...... . 

particular defense contract(s) (including amounts capitalized in the cost 

of patents obtained) shall be allocated thereto, nor will the contractor be 

required to defer research costs incurred during the period of performance 

of d~fense contracts to subsequent accounting periods. In some instances 
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~hen the resultant charg0s are reasonnbly equitable between fiscal years. 

Hh;:;n tho entire cost or a substantial portion of the cost of such special 

tooling has bo:.;en allocated to fixed-price GovcrnTTlent contrncts, the ·asset 

conccr~ed shall be subject to the provisions of Part 3 of Section XIII and 

of the Special Tooling contract clause for fixed-price contracts set forth 

in pP.r~graph 13-504• \-./hen such special tooling is acquired under cost-

. reimbursement type contracts it· shnll be. subject to tho prov"ieions of the 

c~ntract clause set forth in paragraph 13~.503 entitled "Government-Property" 
. ' 

2nd to the provisions of Appendix B, ASPR; applicable to Govcrnment-o1-med 

special tooling• . · 

15-313.11 Eanu.facturing and Production Eriginooring. Manufacturing and 

production engineering includes tho· cost of engineering nctivi ties in con-

ncction 1a1ith (1) current manufacturing processes such as motion and time 

study, methods analysis; job analysis~ tool design and fabrication for im-

proved tooling, and (2) production probl.ams such as component design for 

purposus of simplifying production. Such acti vi tics arc usually for tho 

purposes closC;;r c,ontrol and reduction of mcmuf.?.cturing costs and tho costs 

thereof are ~.llowablee A ch~actoristic of this type of exponse is that 

it can be related to a specific contr~ct, product or product line; and is there-

for chargeable thereto either directly or by allocation. (Sec ASPR 15-313.2). 

'!his is in contrast to: general research and development 1-Jhich, by its gc-;nera~ 

naturo, car.not bo directly associated 'with o. specific contrnct, product, or . 

product line. 

15-313.12. Research and ~;volopmont. Research and development expenses 



;.- _; 

. 
'· 

! .\ 154J 

. I 

(iv) Royalties are paid under an agreement entered into after 

the award of the contract without the approval of the contracting 

officer. 

In any case involving a patent formerly owned by the contractor, the 

allowance will be limited to that which would have been made had the 

contractor retained title thereto. In all other cases, the allowance 

shall be re.duced by the amount considered to be unreasonable. 

(c) Care should be exercised to prevent charges for the. use of patents 

when the Government already has, in fact, rights to such patents. The Gov

ernment may have obtained a royalty free license or t!tle to patents as a 

result of contract clauses such as contained in ·paragraph 9-107 and 9-112, 

as a result of settlement of claims, as a result of the employer~s right 

· in employees' inventions pro~ded under Executive Order 10096, as a result 

of a royalty adjustment settlement, or ns a result of separate purchase or 

gift.· 

15T313.14 Plant Protection Expenses. 

(a) These expenses represent costs incurred in ·protecting the contrac-

tor's per.sonnel and plant against fire, theft, sabo~a~e, espionage, civil 

disorder,. enemy attack, or other violent destructive forces.. Plant protec-

tion expenses are allowable costs of defense contracts.. Normally they will 

consist of guards 1 wages and labor costs related·thereto, costs of individual 

equipment, c·ost of plant protection equipment if of minor amount, and depre-

ciation of plant protection equipment. To the extent these costs are attri

butable solely to defense special security requirements, they are allocable 

entirely to·defense contracts •. Costs of normal plant protection not result-

ing from such special requirements, generally, should be indirectly allocated 

to all classes of work. 



t .. 

1542 

it nny be appropriate to establish by contract provision a ceiling on the 

amount o.f general research to be allowed. 

(Note -- See paragraph 9-107 for information as to patent rights 

to be obtained.When research or development work is called for 

or required in the performance of a contract or when allowances 

are made for costs for produc.t research or development.) 

15-jl3.13 Patents and hoyalties. 

{a) Amortizati•n of the cost of purchased patents owned by a contractor 

applicable to products or processes covered by a contract is an allowable 

element· of cost to the extent reasonably allocable to the contract. Research 

And development cos.ts leading t~· patents are treated in paragraph 15-313.12, 

(b) Royalty costs are allowable if bona fide and reasonable. Special 

care should be exercised in determining reasonableness of royalties in 

cases in which amounts may have been arrived at as a ·resu.lt of less· than 

arm'$ length bargaining. Examples of such cases are those where: 

(i) Royalties are paid to persons, including ·corpor~tio~s·, 

affiliated with the contractor. 

(ii) Royalties are p·aid to unaffiliated persons, including· 

corporations, upo~ patents formerly owned by the contractor When 

the co'sts of such patents or the research and development work 

thereon were substantially recovered through charges against the 

costs of defense business. 

(iii} Royalties are paid to unaffiliated persons, including 

corporations, under an agreement entered into in contemplation 

that a Government contract would be awarded. 
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.(i) Recommendations and requirements of the duly constituted 

Governmental authority having jurisdiction over civil defense in the 

local area. 

{ il) The extent of like . measures being taken by other businesses 

within the local area, particularly those not producing under Govern-

ment contracts. 

(iii) The portion of total cost_likely to be allocated to 

Government contracts as furnishing an inducement to the contractor 

to incur the cost. 

15-313.15 Insurance and Bonds. 

(a) Xo the extent that a contractor's insurance program has been 

reviewed and approved by the insurance authorities of the military depart-

ments,. procurement_ and audit personnel of ·the military departments will be 

:¥( governed thereby. 

(b) The net cost of insurance and bonds, after de.duction of dividends 

or other allowances which may be e~ected, if reasonably necessary_ to the 

operation of a business, is an:. allowable cost on Government contracts to 

the extent allocable. Some, but not all, of the.types of coverage which 

may. be reasonably nece$sary are property, ·aircraft, automobile, general 

liability, product liability, workmen's compensation,!employees' group, 

accident and disability,- use" and "occupancy, (but excluding that portion of 

the policy premium applicable to anticipated loss of profit and costs which 

are unallowable under this Section) and fidelity and. surety bonds .(including 

performance bonds). 

(c) Insurance on the lives of officers is not an allowable cost, ex-

cept when premiums are paid in behalf of executivGs or employees pursuant 
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(b) A special problem may. arise in the case of fixed price contracts, 

the security classification of which is .altered after the contract has been 

entered into. when such a contract price is negotiated, the contractor is 

presumed to know the plant protection requirements under the contract and 

is expected therefore to meet such requirements within the contract price • 
. . 

l:f.owever, -if the security classification of the contract ·were changed by the 

Government after entering into the contract, additional costs of plant pro-

tection may b~ allowed the contractor by contract amendment. The· additional 

costs may include not only current costs of an operating nature but also 

costs of a capital nature if the parties agree that .the capital· costs are 

incurred solely because of the changed security classification of the· con-

tract and would not have been necessary from the contractor's point of view. 

Also, if a. classified contr~ct is reclassified downward during its perform

ance thereby permitting a savings in plant protection costs, such savings · 

should, if material, be the subject of a contract amendment passing the 

savings on to the Government. (See 7-104.12) 

(c) Gi,ril defense .costs ,must be allocated to all work of the contractor 

performed at the .particulnr location where the costs are incurred. When the 

Government's ·portion of the output of the particular plant is not ··material, 

the reasonableness of the incurred costs need not be questioned •. However, 

since usually past experience will not provide a guide as to reasonableness, 

civil defense costs should be the subject of specific .. agreement When the 

amount of such costs to be allocated ·to Government contracts is subStantial. 

When this is th~ case, reasonableness may be judged in light of: 
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to take all necessary action in cooperation with and for the benefit of 

the Government, to determine the legality of such assessment or, as the 

case may be, to secure a refund of such taxes and any interest or pen~lties 

thereon. Interest and penalties incurred by a contractor by reason of the 

nonpayment of any tax at the direction· of the contracting officer, sha.ll 

bG allowable :J.S a cost.· ttensonable exp~nse:S of any proceeding instituted 

by the contractor at the direction of the contracting officer to determine 

tho legality of such an assessment or to secure a refund of such taxes, 

interest or penalties for the benefit of the Government, shall ruso be 

·allow2ble as costs. 

.. 

(c) Any refund of taxes, penalties or inter0st thereon shall be 

credited to con tract costs in the proportion in lvhich contract costs 

absorb the costs of taxes,· interest or penalties. If at. the time the 

refund is received by the. contractor, no defense ·contra.cts are being 

pt"~rformed, the amm.mt. otherwise to b0} credited to contract costs shall 

be pa.id directly to the Government. 

(d) Where it becomes evident in negotiating ~ contract price that a 

contractor may be required to pay a tax, the legality of 'Which is question

able or in dispute,, such tax may·· be ·used in negotiating the contract' 

price, provided that the contract contains provisions substantially similar 

to those set out in subparagraph (b) (1) (2) and (3) above. 

15·313.17 Strikes and Lockouts. The situations and conditions sur-

rounding strikes and lockouts are so varied that it is impossible to establieh 

a general principle providing for· allowance or disallowance of c~sts in-

curred during such occurrences.. Each case must be considered t')n its own 
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to specific agreement or cstablish~d policy whereby such payment may be 

properly considered as additional compensation (Paragraph 15-330.2). 

(d) l~en a contractor self insures against insurable risks of any· 

tJ~e (But see paragraph 7-203.22 for limitation on self-insurance in 

cost-r':~imbursement type contrr.!cts), a reasonnble ·provision for losses 

estimated by the contractor is ~-n Allowable cost if such provision. is 

based upon a,ct.ual loss experience to the extent feasible; or, in the 

absence of adequate loss experience data, it is not in excess of net costs 

which would be paid for such insurance if carried by private insurance com-· 

pnnies, less ngents 1 commissions and other acquisition and seryicing costs. 

(e) Losses resulting from failure to insure (through self-insurance 

or otherwise) ag.~.inst a contingent· loss or damage, where a reasonably pru-

dent busines,sman would ha~e insured himself against such loss or damage, 

nre not allowable. 

15.313.16 Taxes. 

(a) In general, taxes which the contract.or is required topay and 

which are paid or accrued in nccordance with gener~ly accepted accounting. 

principles are allowable·, except for ~ed~ral income;; an.d excess profits 

taxes; taxes. in connection. with .financing, refinancing or refunding ·opera-. 

tions (see paragraph 15-330 •. 5); and special assessments on land which 

represent capital improvements, 

(b) Taxes which are believed to be illegally or erroneously. assessed 

agains~ the contractor, may be allowed as a cost of wor~ performed, pro.-. 

vided that the ·contractor; (1) promptly requests instructions from the 
~. 

contracting officer concerning such tc..xes;. ~2) a&rees ,~o comply ~th such 

·· instructions; and ( 3) if so directed by the contrR-cting officer also agrees 
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abnormal in relation to sales effort·that the use of historical costs 

would result in the inclusion of an unreasonable amount of estimated . . . . . . . . 

selling expenses •. In the·latter··Ca:'se,". :the f:i.Jced selling expenses should 

be charged ~0 normal :non-defense saies, .. leaving the defense sales charge

able only ~th a proper share 6r the variable costs. For an illustration 

··~, of this principle see paragraph 15-)20.5 entitled Advertising. 

15-320.2 Salesmen's or Agentst Compensation. 

(a) Salesmen's or agents' compensation-allocable to defense contracts 
. . :~· _; . 

should be reasonable in the light of the services rendered. If inequitable or 
•• _; : ! • 

exorbitant. compensation is paid, it shall be subject to disallowance, to the 
. ·. -

degree deemed excessive, for the purpose of allocation of costs to defense 

"! contracts. Fer example, Y.rhen defense ·business consists of standard commercial 

.< products ~?ich _are sold normally on a commission basis, sudden expansion of 

-"c~- defense, b'1:15iness may necessitate. the adjustment in the amount of compensation 

allocab~e to defense contracts~ 

·(b) No fee, commission, percentage, or brokerage fee shall be allowed as 
. . 

a contract cost when contingent upon or resulting from an award of a contract, 

except amounts paid to bona fide employees or established commercial or · 

s_elling agencies maintained by the contractor for the purpose of securing 

busines~. This provision shall be applied in a manner consistent with repre

sentations or agreements of contractors or prospective contractors in the 

light o~ ASPR, Section I, Part 5. 
. . . 

l$-320.3 Gen~ral S~les Expenses •. These expenses, consisting of salaries 

and expenses in connect~on w.i th directi·on and supervision of al:J. sales 

efforts, ~lerical expenses in maintaining sales records and statistics in 

some cases, and similar over-B.ll sales expenses, may be considered to be 

allocable indirectly to defense products or contracts iri some ·cases based upon 
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merits in the light of the philosophy eX:pressed or implied· in· the princ~p~es 

and standards expressed in Part 2 9f this Section. 

1.5-320 Selling and Distribution .·Expenses·; -~ 
; . 

1.5-320.1 Alloc-ation of Selling nnd Distribution Expenses• Selling and 

distribution expenses identifiable irt whole or in part .with defense W> rk. are 

subject to allocation to the cost ·of· d~fena_~ lDrk to the extent appropriate1 . 

considering. the methods of selling and distribution· ·to the Government or to . .. . .. 
~ . . 

prime contractors or subcontractors. Generally, selling and distribution. 

expenses should be . ~locat.ed between product lines, qr to products sold to 

the respective customer types (where sales methods are different), based 

on analysis of the cost elements in relation ·to the sales efforts. In some 

cases, it may be appropriate to first allocate these expenses in whole or irl 

part as between defense and non-defense bUsiness 1 and then to allocate the 

expenses applicable to defense busine.ss against the individual defense .con .. 

tracts or products. The principle of direct costing.is ·very important in th~s 

area. For example, when special defense products are sold to the 9overnment 

or to defense contractqrs by separately identifiable employees of: the.rr.anu• 

facturer, the compensation and expenses of such employees may be approp~iately 

. charge to costs of such products. When,· in such cases 1 there is a separate 

sales organization or identifiable group of representatives engage~ in seiling 
. . w . 

to non-defense customers, no portion of compensation and expenses thereof' should 

be charged to defense products. On the other extreme, ~en standard com-.. 

mercial products are sold at fixed prices dir..ect to the Government or ~n 
., . . . .. 

defense contractors, as well -as to nUmerous· customers not engaged either 

directly or indirectly in defense production, by·means of one established 
·.1' 

sales organization, the same selling. eJP ense per unit of product may be used 

in cost estimating, except when the quantities eXpected to be sold. are s_o 
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tcchniccl p.~phlcts ony of w:·.1ich ~id US(.rs of the contrnctor' s pro-
. 

·:nets, inclu·:lin;~ the Gov ... rnrnc:nt .or dcfcns~ contrr'.ctor~, uxcluding, 
.. . 

of course, thu cost of sue··.:. publi_cnti~ns ~r;.;p~ocl for ·.the Gov0n1nLnt 
::··· 

. under s0p.~[l.tc contrt".ct considorC'.tion. 

(d) Advertising for connnorcinl proJucts, othbr than ns in (n) 

through (c) t'.bovo., _not in \.:XCOSS of tho contractor's. avorag:o t?lll1UcU 

costs incurroc: prior to ~h9 avm.rd ~f defense cont~r.cts, · mny be ~.lloc.~tud 

to defense prim~ contr~cts anti sUbcontracts for such coMnorci~l products 

on the bn.sis th~t tho costs will iii-st ~o C'.Ssignod to the -contrnctor's 

nondufcnso businc:ss in tho same ~ount. per· '?llit sold ''(or per dollnrs 

of S~.les) O.S W~.S ::-.ssignr.ble to SUCh Units prior to. obt~:ffing. defense 

business; tho runount rom~ining cl't0r ·such assig~ont m~y be allocated 

to defense prime. cr1d ~bcontrc~ts. ~-t. riot in (.;Xccss of t:1<.; cmoun1;. per. 

urdt ~n nond0f0nsc business} pro~dod~·howovcr, that when dcfop~c sales 
. . . . . ,.. 

D.I'G morcly incidontnl, SUCh .. COSt. Gllocnti.o_n~· m6_y QO mnqo on ·D.n OVerall 

proratn basis. 

(c). Advertising costs, othor thnn as in (c.}' through (.c) .. above, 
. , .. 

mey not be alloc:-.tod to d~~onso p~imo ~oritr.nc:ts imd · subcontr-ncts for 

non-commorcia.l products. • 
... • .. 

. ·., 

15-320 •. 6 Product T.ran-~ortatio~- ~d· Doi;i.v~ry ~xpcinscs. 'lhoso cxpcns~s, 

whon roquircd by the . torme of .a contract, . ar"o properly ~1101.-J~blq. Whenov<;;r 

significant· in nr:1ount ~nd. P!.ovidod ~ t is fo~sib~c, they ·should. be determined 
.• ... : 

. 2.n(l allocrted CI.S ~ direct cost of. tho .product or coritraet •. 

15-320•1 Warehousing Expenses. ·Whonovor a mrinu!nct~er ~aint~n~ ~d 

ships products from 't~arohous~~ st~~te·~.c.~ily .loc?.tod _in orde:r ~o. provide bettor 

service or reduce tr.:msport~tiort .. 9.0S~ to customers (as is frequently found 
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tho specific facts. -.L•l each case, provided the basis .;:;f allocation· is 

equitable as betwBen defense and nondefonsc business as a whole in the 

light of the rclati ve services rendered. 

15-320.4 Bidding. Expenses~ Current bidding expenses of both successful 

and unsuccessiul bids:normally Will be treated ns indirect expenses and appoP-

tioned curr8ntly to ~1, business of the contractor in which event no bidding 

expenses of past acpounting periods will' be chargoable to defense contracts. 

However, where it is the contractor's established practice to treat bidding 

expenses by some other method,. such method may be acceptable if the results 

arc considered to be equitable, 

15-320.5 Advertising. Advertising· expenses include the costs of 

matorie..ls, space, time, layout, '·and ·expenses of .the department which super

v1scs such ~ctivitics. Advertising. CXpensos are generally incurred to 

promote tho snlo of the contractor• s rcgU.l~.r · c'ommcrcial products and should 

be assignGd thereto. Advertising may ba appropriately considered for allo-

cation to the cost of defense contracts ·in ~~o following cases: 

(a) Advertising directed soluly towards tho rocrui tmont of now 

employees~ 

{b) Advertising in trade and t~qhni.cal j.t>Urnals, ·provided such 

advertising do~s not off or specific produc'ts for scile. but is pla~od for 

the purpose of ·offering financi'al-~~upport· ·tc{ journals ·which' ar~ valuable 

·for tho dissominn tion of technical informatiori:·.;u thin: tho contra~ tor's 
. -

industry. In addi. tion in tho case of subcontractors:, rc·~sona'blc cx-

p0nditur0s for advertising in such journals for tho pUrpose· of estab-
. . . 

lishing ncceSS?.l'y busineSS contacts. i-n .. ..connection with tho sale -Of 

defense products· ·to Govornmont contractors.·· 

(c) Publication of maintenance· c·atalogs, parts price lists, and 
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time considerably beyond delivery. In such cases, it is necessary to esti

mate the cost of services arid w~ra.;'lties, usually as a percentage of product 

cost, for purposes oi'_?.r~ce nego~iation. Estimating warranty costs.Imlst 

usually be based upon past experience in similar · circunis tances with due re-
... . ... ·. 

gard to reasonable standards of quality performance. When allowances are 

made for· costs of per.t'orman~e. under warranties as product costs, there 

· should be no duplicatio~ of t~~ ~llowance tor the risks in figuring allowable 

·profits. . .. ' .......... . 

15-320.9 Entertainmen~ &Penses. Entertainment expenses, as such, shall 

·n.ot be considered either, ~rectly or ind,irectly.-·as a cost of performing Gov-
. '. 

ernment contracts. Howeve~., when expenses .classified as entertainment repre-. . . 
. . . 

serit the ·purchase. of meals., local trans:l'ortation-1· rerit.al of facilities for 

meet~gs~ and othe_r incident~ 9os:~s 1 and the pr~ purpose of incurring 

such costs. is the dissemination of. technical information or the stimulation, . . . 
of production,· such c~s~s.are allowable:in .cietermining the·cost of Govern

ment contracts. 

1$..330 . G~neral and Adminis.trati ve Beeenses. 

'15-3.30.1 Allocation of General ,and A.~ti.nistrative Expenses. Among the 
.. . ·. . . 

acceptable bases., de.pending_ upo~ t~~ qi.t~9.ums~ces, of allocating general and 

administrative expenses are processing. costs ·.(direc;:t labor, factory overhead, 

and other factory prod~ction costs exclusive of direct material), factory in

put cos~s (pr.ocessing costs plus direct material), cost of goods completed, 

cost of sales, and sales. (where no more satisfactory basis is available), 

provided that equitable results are thereb,y obtained. In the selection of 

the particular method or methods of apportionment, special consideration 

should be given to aqy sUch unusual factors as major fixed asset improvement 

programs and significant changes in proportions of subcontracting. ~ ;;-. 
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with stnn~~_rd c;o~orci~l .. prod~cts or sp?r_c. P·".;r~_s) ~ the cxpwnscs of ~are

housing such .s.tock~, ... inclu<;ling trnnspo~tation_ .!ror.1 factory .to wn.ro~OU:SC1 . . . - . . . ,\ ...... '" "; . . . . ~ . . . . ;, . . . . : ' .... · . ·. 

nrc. nllowablc wl)cn f.ai.rly allocr'.tcd to dofcn.so sales in rclntion to totnl . . ' . ·. . · .. ; . ':·.. . . · ..... 

sclos of products clcliyc;rod fro~. such._ warehouses •. On the _other h~~d, whore 

produc~s sold _under a dcfon. c con~!nct arc n~t d~liv~rod or se~ccd from such 

vTnrohquscs none of the cqst of operation thereof is allocable to ~he contrnct. 
·, ' 

15-320.8 Sorvice and Warranty Expenses. In cases whore the. cq~tr~ct 

terms include. a~ .obli~ntion on the p~rt of the contractors, wi til, out additional 
.... · .. 

so_pnrp.to componsr.tion, to provi~e service in_ installation, training operators, 

_9_orrccting dcfoc_ts in tho pro~ct, replnc~ng defective p~rts, making r~funds 

in case of inadcqup.te. _:po;rfor.mr.:ncc, otc._, the. price _or co~:t of the product 

m~y includ~ nn a.ll.ot.-In.~ce for the co~t of . .s~ch undertcl:<ings. Gone_rc.lly, e.ny 
. . . . .. '· . ·., .. " . . .. :. . . . . ( .·.. .. . .:.. .. . . ' · .. ' ·_ .. · : ·' :_. : . : 

. warrtmty .. of,, the prq~Y:.c:~ . . ~s .~o; _pe;r£:or~rul?o1 .. Y,n~t.~ori~ls, and ;wor~mc.nship will 
• • • • • • ~ • • •• ~ : • • ' • -. ; : •. • ••• • • • ; • • • • •• • • • • • • • •• .~ •• • •• •• .. • • • : • • • • • ' 6 ' • : ,. •• • • • : -~- '· .... ) • • • • 

be for .G qefi.ni to. pcri._oq o_f time •. _I_n. the cas~. of cost-reimbursement. typo 
0 

0 • ; •o' t t. · 0 , o o: , o ~ • o , , ' , • ' , 0 ,' 0 • 0 0 e 0 ° ',· :' ', • : ,; • , 
0 

'. • , • o • : , -~.'- • •'• • .. , ", .: •' I ; • ··,: • 
0 

: ' • 
0 0 

0 
, 

contracts, actuel costs of performnnce to be reimbursed to ~he ~ontr~ctor 

u-Till includo such of tho foregoing cost.s as 111'q.St be borne by .tno Government 
• ~ ' ...... •• _: ~ .~.~" r ;, -~:~-~:• '•••· ', -~ ~- ~ ._:_. ::~: -~--~.: ~~ .. ~ • • • ~:\ :. ~.l·:' .-·,~- :- . .':~.,. ~:~: -~~~ :: ___ ::., ,·.·.~- .:.:~ ·-~ f '. • ·:,, J i~ ~ o .... ·,,· o J • 

under the- c~ause of' t48 ~on~rP..ct cnti tled. ''Inspectiqn of Supplius and Cor-
• • • • • • • • • f • : •• • •• • ' :, --

............. _ .. , --·····--- ·-·- ............ :······. ········. ..... .. . ............ ····· 

.. rection of .Ibfects". (See paret,.1!'aph 7-20.3 • .5) •. Ho-rmvc;r~, in some fixed-price 

cont~acts, a_ warr~ntt mn;y- extend f. or a p~ric:>_d of 

------··------ .. 

'• .... ~-~. : .· . 

_, ..... .. 

~· ,.,.. . . 
-·~- .. ----------· ........ ···--·--···- ·-·---··--·--·- -·----·-·-·· -· •\·-~----·····--···-·--~-_..._.-.----~ ________ .... _ .. ___ .....-...,. 
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(2} Ownership of the contractor is limited to a small cohesive gro~p; 

or 

(3) The volume of Govermaent contrac.ts when related to the contractor's 

total business is' such _as .to inri.uence the contractor in his deterl!linati.on of 

executive cor,lpensationJ or 

_/ 
/ 

·/ 
/ 

... 

./···· 
.. 

7 
.·y/·.· 

.7·.·. ' .. :. -·· ' . 

-. : . 

/ , ... ,: .. · 
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All. pe!-tinen~ facto~s ~hould be .reviewed from time. to ·t~~~, especially if and 

when there is a change in the nature or volume of production, to determine 

wh~.ther the indirect expenses continue .·to. be· apportioned equitably,. Where 

the nature of a contractor's business. has:.not changed basically by a shift ·· 

to defense .Production, the presumption is that his former methods, :if·te~ted 

by operation o·1er a considerable -p~:ttioa·;· are···a·atl:'sfactory~~- . However·, this is 

only a presumption and should be reexamined in light of probable increased 

production. }!hen the business has changed substantially because of such a 

shift, the contractor's former methods of allocating indirect expenses may 

be entirely inappropriate and so should be thoroughly reviewed. 

15-330.2 Executive Corapensation.· 

(a) Executive compensation consists of all emoluments (including sala-

ries, bonuses 1 stack options·, etc.) paid or accrued for services actually 

rendered to the contractor by exe~utives, officers, partners, sole proprietors, 

and others of similar rank and abilit4es. Such costs are allowable when rea

sonable in amo~~t ~ the light of the services rendered. \ihere the contrac-

torts organization was a going concern for a ~ignificant period prior to the 

award of defense contracts, the runount of co1:1pensation established by the 

contractor will normally be considered reasonable. In other cases and in 

any case where the amount thereof appears not to have bee~ deterrnined through 

arr.1t s length bargaining betvreen the employer and the execu t:l. v~, epeaial 

consideration may be required •. Arm's length bargaining may be laqking in any 

one of the following situations among others: 

(1) The executive or a member of his irnmediate family owns or is COJll-

mitted to acquire a substantial financial interest in the contractor's 

organization; or 
. .. , .... -~. , .... ~ ·. . •r: · • ~· .. ·•· · · 

........ - . . . . . .. . .. . . ~ .. " .· ..... 
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The mode of trnvel,· ncco~~odation or subsistence shnll be in keeping 

l-li th the contrnctor's established practice. Should :there be no established 

practice, tho cost shall not exceed an amount commensurate v1ith the duties 

and rcsponsibiliti~s_of the traveler. Cqsts of entertainment shall not be 

i,ncludod, ... : 

Spc<;:inl circUll1;)tances cron.te situC'.tions for vJhich there may be no 

precedent •. For example, costs of transporting employees and their dependents 

from one g8ographic loc9.ti.on t~. another,. and reason?.ble allovmnce to establish 

thc!i~ in the new loc2tion, mo.y hnvc:; t9 be incurred if ~ comp<.:;tcnt skilled 

labor force is to bo· recrui tec:l 0:nd maintained. Gon~rQlly such costs are 

a.JJ_owa:OlG, but there mr.y bG specific instances in which n part or all will 

b0 cxclud:-::d· if. consid~rcd oxcc.ssivo or· unnccossnry, v·Jhore such circumst~ncos 

are anticipc.:tod, adv£mce pncte~standings .should be reac~ed limiting the types 

· .. ,and ,amounts of such· costs. 

15-330.4 Legal, Acc9unting, Engineering and Other Profession?.l ExpensGs, 

Cos·ts of professiono..l se_rvic_es rende.rod, ,v1hcther performed by thu contractor r s ' . . 

(;mployoos ,or by. other mcmb6rs of the; particular profcssior. e>+ craft retained 
. ·.. . . . . . ·:' .. : ·. . . 

b:;' the c9ntractor, nrc gcnprclly .~lowe?cble •. Such cost~ must. be reasonable 

.. in light of services ~ondered, ~nd payinGnt must not bo contingent upon recovery 

of. the cost from the Gov0rnmcnt. 

Such services, Jm1St hnvc bc'c:n reasonably required by the business, .~though 

not nec0ss~rily required sololy for the performance of Government contr~cts. 

Factors to be considered (nmong others) when determining the reasonablGness 

·or neccs.si ty of incurring the cost in t:'. p.~rticulnr cnse arc: . (i) past pattern 

of such costs, p~ticul~ly in .thC: yc..P~.rs prior to the ~wnrd of Govermnont 

contr~cts;: (ii) the impo.ct of GovornmGnt contracts on the size of the 

contractor's business (i.e., whc~t neH problems arise); (iii) the nature 
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(4) ·The serviees rendered by any individual are clr.~~Y. di.spro-

portionate in a ·maJor degree i(o the compensation paid.· 

Allm-Jances for com,Pensatj,.on of partners or sole ·proprietors may properly 

be included in executive compensation even thou'gh not actually pai.d .or 

accrued in the accounts. In the case of cost-reimbursement ~pe contract, 

any allowances for· compensation for partners or sole· proprietors should be 
. . . 

incorporated in· thoj contract. 

Wncre -executive compGnsation is consi~:lc~eci to be unrea-sonable in a-mount, 
. . 

the excess oven·· the -amount_ c9nsidered reasonable 'will ·not -be included in 

determining the amount allocable to Government contracts.· 

(b) 'Iha co·st· of options to purchase stock 6.f the contra~tor corporation 

granted to--~xecutivcs. thereof is a part of executive compensatiol!- and, as 

such, may be allocated to Government contracts·, as: f·ollovJS: 

·····(1) ... Th.e_c.?..~t ~~~toe~ options to the grantor.c.orpor_ati.on is tho 
. .. . . ""'. ~- . ' 

excess, if any, ·of the. fair mark~t vaiue .. ··of· .. :tHe stocK .over. the ,optiqn price 
. . . ... .... .. . . .•. :.~. . -~. . 

on the ·date the option· is grante~ to a specific indiV:tdual. 

(2) Since bene!,~ ts to the corporation are intonded to extent 

ovGr a period of yG.:rrs and are not limited· to ·the· year in wl:lich the option 

was granted or exercised, the cost to the· grantor· corporation must be amortized 

at an annual rato. not be exceed throe percen~ of the fair mark~t value of the 

stock on ·the· date tho option is gre.nted.· The poriod of· amortization is to 

h~gin with th0 date .:that the option is gr.antod.-
. \ 

15-330.3 :Travel ExpGrise. Travel expense; when incurrGd for business 
. . . 

purposes, is an allowable cost. Tho cost i.li:.y represent payment fo'! actual 

costs incurJ:ied,. or payment _may be on a p;3r diem or mileage basis in lieu of 

actual cost, ·.or' ·a cornbinC~.tion 9f the; two methods may be u~ed,~ pr,ovided the· 

method used docs not rusu1 t in an unroason~~lc 'char.go. 
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15-330.6 Bad Debts. Bad debt loss~s, whether actual or estimated, axise 

fron~ the con tractor's non-Government ·business. No allo'\vance for such losses 

shall be made .in costs or prices under Government /prime?. contracts. /However, 
. .... -- -

in tho case· of subcontracts, p~ticulcrly lower-tier subcontracts several con

tracts removed from tho prime contrnctor, consideration may be given to a 

reasonable ,"lllownnco for bad debt losses not to exceed tho rate experiGilced 

by thG subcontractor in doing business with the· srune class of customor.J' 

· 15-330.7 Contributions and Don,?.tions. Contributions and· done.tions to 

---------·---

// 
/ 

.. / ------
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and scope of managerial services expected of the con~ractor •s own .organization; 

(iv) the naturG of conflict of interests which may -exist 'between the con-

tractor and the U. s. Government; and (v) whether or not the proportion of 

GovcrnrnGnt production of the contrD.ct6r' s total production is such as to 
. . 

influence the contractor in· favor of incurring the cost, particularly where 

the services ren~ercd t:re. n·ot of ·a continuing nature nnd have little rcl::-.tion

ship to production undE.;r _Government contracts. 
. 

If, in light of :the. foregoing,. it ap)enrs ~h~t any oth.:~rwise· allowo.ble 

costs are· r1ot,:·rcasonably roq'liired by t:Cic bus~nes.s or aro oxcossi ve, tho alle>W• 

abls portion Hill bo rodu.:cd to ·an appropriate ~aunt, if any, for purposes 

of allocc;.tion. 

15-330.5 Business Organization Exponsos. ~~siness orgnnizntion expenses 

consist of those ordinary and roc.sonably necoss~y oxpons0s which are incurred 

becuase of th(;; US8 of the corporate, partnGrship, or ot.hur form of organiz.::tion. 
t 

Recurring business organiz:?.tion o:>:penses arc allo-vJablo. EXCJJilplos of such rocur-

ring expenses, with rGspoct to a corporate form of orgnnizotion, arc fees pnid 

to members of the bonrd of directors, cost of shC~.roholders meetings, proxy 

solici te.tions, preparation and publicntion of· .?.nnual reports to shareholders 

and propctrntion nnd submission of rcquirvd reports to rogLU~tory bodies having 

jurisdiction. Such costs shall normC'.lly be consid·;:;rod to be rGasonablc in 

arr.ount 1·Ihe:n incurred in ac.corda'1ce with the contractor's cstc:blishod practices, 

particularly those in effect prior to the awnrd of Govcrnn10nt contra~ts. Non-

recurring expenses, pc.rticul~rly those directly rel<?.'Wd to tho e.cquisi tion of 

add.i. tion.?l capital, arc· not rQlo1tJable. Other exa."llplos of un~llo1-Jablo costs 

would include legal and professional foes paid in connection. with the pre-

par~.tion of a prospectus, costs of preparation and is:;uance of stock rights, 

and ~ortization of costs of organizing or reorganizing the businu~s. 
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production has been altered significantly by Government""· contracts, 

departure from the prior progr·arn may be jus.tified. · c 

(ii) When the organization is a local one and. metnbership would 

be expected of all similar busi11ess firms in the· business community, 

Local organizations must be 'primarily for trade; business, or pro-

fessional purposes. Social, cultural,· or recreational· activities, 

·if any, of such organizations must be incideri.tal. 

(iii) If the organization is regional, national; or international 

in scope, membership therein should be held by a majority of like firms 

in the same industry. 

In determining reasonableness of particular membership costs which appear 
. '• 

to be excessive, a review ·or the nature of the activities of the organization 

might be necessary in order to reduce the allcn-rable portion of the contractor's 

membership costs to an amount which would, in effect, exclude a contribution 

to lobbying or public relations activities. 

(b) · Subscriptions. The cost of subscriptions to trade, business, pro

fessional, or technical periodicals or services is :aJ.1owable when incur~ed 

in accordance with the contractor's established practice and the costs are 

reasonable in amount. 

15-330.9 Employee I"iorale, Health,· arid W¢lfare .• ·.Expenses for ·employee 

morale, health, and welfare activi tie.s, such as employee publications, ill

ness or first aid clinics, improvement of working conditions,. and'others 

aimed to improve employer-employee relations or employee perr'orinance, are 

allowable if incurred in accordance with the contractor's established 

. practice or custom in the industry or area. · 

15-330.10 Cafeterias, Commi·ssaries·, ·nornd. tories'," ·and ~ilnteeris. 'Ibis 

class of expense consists of the cost, less revenue, of food, beverages, or 

living accommodations provided for members of the contractor's organization 
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established nonprofit. chari.tabl~, ~c.i,entifi~, and educational orga"'nizations 

are properly all.ocabie ·to Government., contracts; provided that such costs (i) 
·. . .. '•, ''I '• 

may reasonably.·be.·expected. to resul-t;. in .. ~~.ture. benefits to the 'contractor 
:· . '.'. . ... . . .. .· .. :, 

through ·advancing''; directly or. iJ?.directly, the technology of his industry 
. .. , . . 

or increasing ·the supply· of. t~ained manpowE!r._av~lable to ·it;. (ii) are in 
. ' . ·.·. . · .. : . . 

lieu of ·the· c·ost ·or similar f.acilities, which facilities the contractor 
. . . . . . . . 

would otherwise have to pr.ovide, as. for. ~~.ample, employee medical or re

creationa'l· fac·i"J.iti.esJ . or .. ~i~i.) . are expeQ~d of the contractor by the com-
. . ··.. : .· . . . . . ... . . . ' 

munity and it can· ,reasonably_~- expected th~t the prestige of the contractor 
. . ·'i' ·;·.: .• ·. 

in the community would suffer through the l~k. of_ such contributions. In 

general, contributions. and· :donations. und:er item {iii) will not be allowable 
. . :· . .· ... 

unless it is· the practice .of.- ~ost, bu~~ness. ~irms in the same connnuni ty to 
. . ...... 

make contributions t9 such· org~:l-z~tiq~,~. 
·, 

The propriety.·of.:the .amo\lnt or.pa~~~cul~r contributions and donations 

and the aggregate thereof for. each fi.s~~l, p~riod must be judged ordinarily 

in light of· the pattern of :past c_~n~_~butions;. pa.rticularly those made 
. . . . . . 

prl.or to· the· placing· of Government contract~·~··: The. '8m6iint of each allowable 

contribution must be deduotible:for pw;-poses of Federal income tax, but the 

deductibili~ of the contribution for income tax purposes does not in itself 

justify its al.lowabili ty as a contre..ct cost. 
. ':' .. . . . . . . ......... · ........ ·. •. ·• t 

15-330.8 ··Trade, Lusiness, and P~ofe~sional AC.tivi ties. 

(a) Memberships. Costs of membership in trade, business, and profes-
. . . . .. 

sional organizations are allowable when incurred in accordance with the 

following standards: 
... : 

(i) Memberships are consistent with the established practice of 

. the .c.ontr.actor.;, particularly_ his practice _prior to the award of Govern-
' . 

ment contrac.ts. However, if the nature or volume of the contractor's 
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the period of contract performance, but the amount of ~r;l'lich is .currently 

indete1~nable 1 . may be recognized as follows: 

1. A mutually· ~greed upon settlement may be negotiated in 

lieu of waiting for· the exact future determ::ination. 

'lh~· contract· mc.y be held open (by ~! exception in the 

. final release or by a provision in -t:he .pricing a'ilend-
. . . 

m.e.nt) .. as to the p~ti.cui~!r i tern pending the exact 
• . r . . . 

determ:i:natiori of the' amount of the cost on an actual 

basis. 

Individual paragraphs o.f this Part. contaii-1 m·ore".spe~ific treatment of con tin-
... , ..... · 

trolling wi. th respect thereto• 

(b) Allowances for specific contingencies which ar~ reC1.son:.1ble certain 

and determinable may be :made in cost· estimates for use in negotiating forward 
. . . : . . 

prices of fixed. price contracts.··· Other contingencies are not a.llm·rable · as 

costs in for~·Jard pricing actions, but their possible impact m~y be considered 

in establishing .con,tract prices and ceilings in accorda.'t').C~ _wi tn Part 4, 

Section III, ASPR. 

15-340~3 . Losses 9n Other: Contracts. . A .loss sustained by a con tractor 

on any cont:r:act is not allowe.ble as. a cost of perfom.ance_ of aey other 

contract.. Such losses shall include any excess of cost over income under 

any and all other. contracts vlhether such other contracts are of a supply, 

researcl1 and- development, or other nature. 

15-350 Termination Costs.~ In the event of termination of. the· contract ... 
for the convenience of the GoverTh~nt, the allowability of particular items 

of cost will be. determined in accordance ·vJi th the cost principles and 
. . 

standards contained in this Section and will, in addition, be subject to the 
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at their regular. duty stations. When re~sonably required by :the nature of 

the contractor's operation·s, plant location, e.stablished policies, or em-

ployer-employee agreement, such costs. shal:L/ be allo-v;able. ~'1 t~e o~her 

hand, aey profit: on such activities shall be con$idered as a credit to the 

contractor 1 s overall expenses before allocation to defense con~racts, unless 

such e.xpenses are reduced for ill the ·costs of such .. activities, including 

use of facilities, space, and utili ties 'd th eliminatior: of such credits from 

the contractor's general expenses subject to cost·allocations to defense 

business. 

15-340 Financial and Other i~enses: 

t.5-340.I. Intere.st on Borrowed Capi t?,!• . Profit .margins allowable _in 

contract pricing are based, among various factors, upon consideration of 

normal interest return on. total capital employe~ .(includi~g borrowed capital) 

and compensati.on r'or risks (including loss of .any, capi t~al~ ~xcept to the 

ext'm1t that risks are ·the subject of. compensation. through coct ·allowances 

or are assumed by the Government under special ·foms· of c~n~pact· pricing,· . 

when no pri~iri'g ~ll;OvJC3.nce for. such ·l:"isks· ·should be made. In this ,way, ....... , .. , . .. . . . . .. . . .. •. . ... . ... : 

every contractor should receive nondiscrimina.tory treatme~t, ~h~ther he 

furnished his e.ntire ·capital· or borrmvs a large portion thereof 1 . o~ whether 

he'· is organized in the f·orm of a corporation, a partnership, or a sole pro-

prietorship. Accordingly, interoo.t paid or accrued,. regardless of the 

nature of the obligation which gives ·rise to, the interest cost, is not an 

alloNable i tern of cost to be charged directly .. or i.ndirectly to Government 

contracts. 

15-340.2 Contingencies •.. 

(a) No allm·Jance for future contingencies shall be included in making 

determina.tions of historical costs. Costs of events which occurred during 
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4. The . ..:ost of i terns of material reasonc;ioly usable on 

other work of the Cont.ractor., wi,tho~t loss to it, should not be 

considered. In deciding whether such items are reasonably usable 

on other work of the Contractor, . the Con:tr~c~ing Of1'ice~ should 

consider the Contractor's plans,and orders. for current and.scheduled 
0\ • ' ' ' o • o ' • o o I I ~ ' o o • 

production. Contemp·orancous. purchas0s of s.i~lar ·i t~m~. by the 

Contractor from other sources will:~ ;.l~~gardeci as ... ~videnqe that 

such items are ·l~eason~.b~y us;a·ole: on the -Contra9t.or's o~.her work, but 

in any such case the Contr·acting:. O.ffic.e-r will.1 consider. any evidence 
. . . ' .. . :. ; ': . 

subrni tted by the ·contractor. shm·Jing .th.at it. cou;Ld .not re.ta~n such 
. . ··.·'· . . ... : ··. 

items at cost wit:1·out'sus-taining.e.loss. Any_.alloc:ation pf :SUCh 

costs to the term:iria·ted ·p·or.ti._on of .the .c9nt:r;-~ct . .should be l!l~de only 

to the extent tha-t the· ·quanti.ties of the C011llTlqn items on hand, in 

transit and on order; ·are· :in exces..s ·of .the r.easona:Ole _quantitative 

requirements: ·of other ·work.~: . 

15-350.3 Linii tations· or Cort~dn Cpst~ •. In no event. sh~ll :the aggreg~.te - -- . ' .. ,::~". 

of the amounts allowed tn .. respect :of initial- costs· and pr~par~tory · eA1Jenses; 
,J' ..... _l • • • • •• 

loss of useful value on special machinery. and equipmeJ?.t; .exp~ri~~ntal, re

search and devel~m~~~ expense; special leases; engineering and development 
' .. · . . . . ... .. . 

and special tooling, exceed the amount whic'lf.wbuld:·have been .. available from 
~ : . . . . : ; . 

the .contract price to cover these i terns if the contract had been completed, 

after considering all other costs which w~uid have· -~een requ{red to complete 
t .. 

it. 
···-----· ---·--···----- ---------- ·----------:-----------

~ 
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provisions of this paragraph. 

15-350.1 Settlement EXpens~~· The additional costs that arise as the 

result of termination or cancellation of Government contracts (or subcontr~cts1 

including purchase orders); for ·the convenience of the Government, are allow-

able. T:r'lese costs include reasonable costs. of settlement, including account-

ing, legal, clerical,· and other e~cns~s·reasonably necessary for the pre

paration of settlement claims ·and supporting dat~. with ·respect to the ter

minated portion of the 'contract and .for .th8 termination and settlement of 

subcor!tracts ·1'thereunder, including expen~es incurred for the purpose of 

obtaining payment from the Government· but only to the extent re~sonably 

necess8.ry for the preparation· and· presentation of settlement proposals and 

cost evidence in connection ·thererii. th. · Settlement. expenses include reason-

a.ble; storage, transportation, and other costs in~urred for the protection of 

property acquired or produced for' lhe contract or in conn~ction with the dis-

position of such prope'rty. 

.. 
15-350~2 Exclusions. To be ·excluded from allowable co~ts in the event 

of termination are th~ following: 

1. Costs not allocable to the terminated portion of the 

contract (inventory. basis) or to the completed e,nd terminated portions 

(total cost basis.). 

2. Costs due to unreasonable deiay on the part. of the 

contractor in complying with the clause of the· contract enti·tled 

"Termination for the Convenience of the ,.Gover.nment .• •f 

3. Costs incurre.d ·as t.he result of purchasing or produc-

ing facilities, ma~rials, or services in excess of the reasonable 

'quanti. ta ti ve requireJl!ents o.Z the entire contract, 
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not result in a reasonably accurate assignment of indirect costs to facilities 

cOntracts. Since indirect costs are those which ·are incurred for oOlDlDon 

objectives, a grou~ing of objective.s an~. identification of indirect costs 

therewith will furnish guidance as to ~he assignment of indirect costs to 

the various benefited activities. For example factory accounting and admin

istr(ltive costs may properly be allocated to facilities contracts;. while, 

generally, depreciation on factoiJr production equipment should be excluded. 

Similarly, any indirect cost incurred solely for the benefit or production 

should be excluded where the facilities are·constructed or installed by a 

separate service or maintenance department. No selling or ci stribution 

expenses (other than engineering expenses incurred in the desig~, construction, 

or installation of the facility) will be allocated to the cost of facilities 

involved. General and administrative costs may be allocated only where the· 

facilities program represents a significant pori tion of the contractor's · . 

work during the period. 
required 

(c) The required degree of preciseness/in allocating indirect 

costs to facilities contracts should be related to the ma~riali ~J of. 

amounts involved. Therefore th~ foregoing is not intended to require 

a·meticulous identification of such costs. However, it is intended to 

furnish same criteria for the allocation thereof to facilities contracts 

on the basis that such contracts should bear the allocable ·portion of 

indirect costs incurred for the benefit of the contract. Hence, where 

the contractor constructs facilities which are generally similar to facilities 
produces 

which he ~so / for sale, indirect costs may be allocated in accordance 

~nth his established practice. In most other cases in which the contractor 

·performs the facilit1es construction himself, the decision to do so will 

have been based upon the fact that he has an already established department 
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15-400 Scope of Part. This part sets forth applicati~~ ·of cost 

principles and standards of Part 2 of this Section in connection with the 

determination of costs under facilities contractS ~nd under.the fac~lities 
contracts . . ~ · .. ··. · 

port~.on of supplyfand research contracts. Generally this Part covers only 
. ··.· . coo~oo~ 

the allocation of costs to such contracts or facilities portion's -·of. supply/ 

or research contracts. Other Parts of this S8ctio~· provid~ gu{darice as .. to 
.. 

allo"t>rabili ty of particula.r i terns of cost arid detenninations made under" this .. 

Part should be made in light thereof. 

15-410 Direct Cost.. The cost of purchased facilities, incluclirig: :costs 
•• 4, .- . 

of .acquisition, delivery and placing into condition for use, is allowable 
h~ •• • • • l :· 

at the net purch.ase or subcontract price. If architectural, engineering, 

. installation, or other collateral services are perfomed by the contractor's 

own ej11ployees, the direct costs of Supplies consumed arid labor. utilized are: 
... 

allowable. 3imilarly, if buildings or equipment are constructed, manufactUred . . . .· ' . ; 

or rehabilitated by the contractor, the direct costs thereof are allowable. · 

15-420 Indirect Costs. 

(a) No indirect costs will be allocated to the cost of facilities 

purchased by the . contractor on an installed (ready to use) .bas.is. · 

(b) Where the contractor constructs the facilities or inc~~s' addi-· 

tional costs other than ~~e purchase price of purchased facilities~ e~erY 

reasonable effort should be made to direct-cost the items of cost direc.tiy·· 

assignable to the facilities. Special problems of allocation arise beca~se 

such work done by the contractor is usually different from that done in 

connection lvi th its regular production of goods for sale. Hence the con-

tractor's usual method of overhead distribution to products for sale may 
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co:1sistent pat~ern of costing if the results ar·e to be equitable·. In sor11e 
instances 1 this principle may be applied by direct costing only the major 
itc~~ of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

15-206 Indirect Costs. Indirect costs, 1vhich have the character of 
cor;unon or joint costs, usually consist of indirect materials, indirect 
labor, &1d other ite~s. These costs generally are grouped in classes, as 
.follows: 

(a) Hanufacturing (shop, laboratory) eA-"Penses (often termed "manu
facturing overhead" or "burden"), ·vrhich ·arc incurred in fabricating the· 
article or performing the service; 

(b) Engineering expenses to extent not included in (a) or (c}; 

(c) · Selling and ~atribution expenses. incurred in marketing the 
products manufactureQ; 

(d) General arJ.d administrative expenses incurred in the over-all man
agenent, supervision, and conduct of the businessJ 

(e) Financial and other expenses. 

15-207 iictl1ods of Allocation of Ind:Lrec·G Costs. !·!o general rules re
gm'cling allocation of indirect costs. to products, job orders, or contracts 
car1 be stoted for all individual cases, because the nature of the particu
lar operations an:d the actual conditions in each instance deternine the 
most suitable method or methods to be employed. The method of allocation 
of indirect costs will be acceptable if it is in accord with genere:.l1y 
accepted accounting principles and practices and if it produces equi tablo 
results under the particular circumstances. (See also paragraphs 15-313 .. 1, 
15-313.2, 15-320.1 and 15-330.1.) · ·· 
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(a) Cash discounts taken. However, if the contractor does not exer-

cise reasona~;Le_precautions in taking advantage. of_ cash ~scounts available, 

all cash discounts lost may be deducted in: dete-nnining allot-rable cost_~; 

(b) .. Trade discounts, rebates, reflL""lds 1 and allm.Jances on material 

purchased; 

(c) Credits for.scrap and salvage and materials returned to vendors; 

. (d)_ . Credits arising _from differences between book ~n9- physical inven-

tories. 

·15'-311. 2 : Priqing:, i. 

(a) In detenninin8· historical q9sts 1 any. generally·· recognized method 

of pricins materials issued from stock may be employed for_ determioing actual 

: cqst, provided it ha~ .been: consistently used by _the. con~I;'actor, is .. acceptable 
. .. . . . ~ . 

.. _.for .. internal revenue pur.p.qs~s,: and _do~·s not discr~n~:t;,e .against the. 

Government •. When m~terial~-.in inv~ntory at_ the _CC?mmenc~J11ent c;iate of a . 

qov~rnment qont~act :hav~_:,a provablE7 .rep~q.qe_ment :cost sign~fica~~ly ~iffe~ent 

from. book .cost 1. eit-her t,he __ qontractqr or_ .the G~ver~ent may el~ct ~o use 

such :replacemf3nt cost J .. l} ·l~eu._ of:·;boo~. cost ~- priqing .. mnteri~l~ iss.~ed __ Jrom 

suqi .iny~ntary •. Hqwever1 _S1}C,h ~l~etiqn ipcl~ldi.ng ide!lt~ficat.i~n of the _types 

or, kinds- of' materials invol\,'ed should be: made at ~he time i the. co_ntract is 
,, - . - -- - - ._ - . . . - . ' - ' - . - . . --

entered into! and _urovided for in the .. contract. When materials ~e- purchased 
.... .· .. . . . . ; •. . . .. ·• . - . 

apec~iealiy for and i~~n~if~aql~ :sol,ely ~th.perfo,rm~nc~ under a.co~tra9t1 

the actual purchase cost· thereof .should be .changed to_ the ._contract. Costs - . . . ' . . . . ,·. . . .. .. . . : ·...... . 

of subcontracts fo.r .-components sho~~d be dr~7~~.~e~.:.~-~~7-~ly~ .Pr<:>yided that, 

when. subcontJ;.?acts are._·pe:r.-~·ormed. ·.Uz;lder :· qontr~.qt .pricing -~~az:lge.rnents :otl:ler ... 
- . . - . . .. -- . --- . ... ··- ... ·- -

than firm fixed prices 1 the neg~ti~tion of pr?-c:e~ __ ;<?r .determina~io!l :of:_ costs 
- . . 

shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost 1 ei.ther current market 



' '· 

PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS 
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1.5-300 Scope of Part• This part states; in. some detail, applica

tions of the general cost principles ahd standards set forth in Part 2 of 

this Section to supply contracts and research and development contracts 

with commercial organizations. It :is i..~practicable'· ~~d ·unnecessary to 

cover every element of ·cost or possit-.le ·s·ituati6n that might arise in a 

particular case. However, when this part does ~ot furnish specific guidance, 

the philosophy expressed or implied in .. t))~:.prin·c.iple·s' ·an~ standards com-. 

prising Part 2 of this Section and the more 'detailed·discussions of similar 

or related iter.lS in this .Part 3 should: be followed. 

1.5-310 Manufacturing Costs: 

15-311 Materials. The net costs of materials '{including components), 

both direct ~~'!and indirect., used or consumed in performanc~· of Goverrunent con-

tracts are allowable on the·basis.hereinafter outlined. Cost may include 

such collateral items as transportation, insurance, purchasing, receiving, 

storage, warehousinf- and ~djustments of inventory accoUnts 'reasonably re

lated to the period of contrac.t performance resulting from variations at 

cost between book and physical inventories. '(See paragraph 1.5-311.2 for 

basis of ma~eria~s pricing.) If ·the cost of collateral items is included in 

material costs 1 no additional allowance· therefor·: may.; be · ~ade . in the detennina-

tion o.f manufacturing burden. If such items are not included in material 

costs, ·.they are . properly included in overhead• · 

15-311.1 Material Credits. In establishing ·::iaterial cost, effect 
.. 

shall be given, as .appropr~ate, directly, ·or indirectly' as a reduction of 

total ma~ufacturing costs, to such items as: 
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L(iii) The prices .. of other .~uppliers for the same or sub

st~~tiaily similar iteMs ca~_be ~stablished·through quotatio~s, 
I "• 

correspondence, or by other ~eans. ~ 

~(2) In case the transferor is a separate corporation or 

partnership in· which nonaffiliat~d. parti~s. hold· a minority. interest of 

10 percent or more, a reasonable margin: of pr.o.fit on such sale·~ in 

recognition of the minority int~rest may be pemitted by agreement not

withstanding inability to determine ~rket pric~s ·in accordance with 

parngraph (1) above. 

Under special circwns·canc~s 1 inter-company or inter-
• I ~ ·, ' 

divisional sales or transfers may:~e.priced ~9 include a profit.to the 

transferor when no. evidence exists ~~ ·.~P market. prices, provided,· iri· 

the opinion of the contracti~~. ?ff~cer., .~h~ .. ;t~tal.- price paid by the 

Governm-ent for work performed ~d~l" ~he .. c,o~z:1tract .of. the tra~sferee 

is not increased by such pricing,_.pr9~edures. :This· ·departure from the 

basis of pricing such sales or trans~fJ.rs .~-~ marl_(e~ pric~s determined 

in accordance with paragraph {1)· above. :or cost :to th0 transferor·: : ; :. ·. . 

should be authorized only_ ~hert3, all ~t. the, .f~lloyrl.n·g· 'c~rc~tances 

exist: 

C(i) The management of the.tr~nsferrine:unit is.-signifi

cantly independent (tho~gh not .n.ece_s.sarUY·:au~on~ril~~s) of the 

acqu:i.ring: unit; 

·. L(ii) It is the contractor's long establishe~ practice to 

price inter-compaQY trar~fers at other ·than.cost and to apply 

such practice to transfers of commercial work as well; 

£"(iii) Routing of WJrk through the integrated unit is not 

affected by de:ra rture from the cost basis with consequent in-

crease in total actual production costs of the 'K> rk. 
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prices or anticipated ·acquisition cost may b.e used, but t·he basis of pricing 

must be disclosed. In order to avoid the· allowance of contingencies in 

firm f?n-7ard pricing actions in m ich the ... anticipated replacement cost may be 

expected to be substantially greater. than current ~ket, materi~ls escalation 

provisions may be made a part of the contract. However, situations involving 

changes in material costs which are reasonably certain and.determina~le 1 or 

relatively· minor in amount, may warrant recognition being given thereto in 

making estimates. 

L(c) In cases in which a contractor has integrated operations invol~nng 

inter-company or inter-divisional sales gr tran'sfers of mat.erials, such ma-

terials may be prj_ced to include a profit to the transferor coml:>any or divi-

~ion under appropriate circumsta.nces outlined' below. .~!1 such event, such 
. ·. 

sales or transfers shall be treated as subcontracts in d~_~ermining the profit 

or fee for vnrk performed under the contract.of ·the transferee. In other 

cases, where the condj_tions outlined below do. not exist' inter ... company or 

inter-divisional sales·or transfers of materials shall be stated, at· cost 

to the transferor for purposes of contract pricing of the transferee. 

L (1) \rJhen inter-company or inter-eli vis·ione.l sales or transfers 

of materials are priced in excess of cost, they shall b~ priced; inso-

. far as possible, upon th~ basis of the lo"t-1est 1narket price dete.rmined 

in consideration of the ~ollow.ing: 

/:(i) The price is the transferor's loHest sa;Les. price to 

nonaffiliated customers for the sa11e or a·· similar item, quantity 

and quality considered; 

L(ii) The price for the same or substantially similar items 

is quoted at reasonable intervals in financial or trade_publica-

tions; 

. . 
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the basic salary or wage and all fringe benefits Ydll be considered in 

determining the reasonableness of t~e earnings of an individual in rela-

tion to services rendered. Direct labor cost consists of salaries and 

wages identified specifically with the performance of a contract, job, or 

product. Labor services utibized for joint objectives may be treated as 

3 indirect.costs if specific identification is impractical or uneconomical 
. 

and the results of allocation are equitable. 

(b) ·In determining his:torical .. costs 1 ·labor will generally be charged 

at actual rates paid by, the contractor. However, if it is the contractor's 

consistent practice to charge for performance of groups of 

·I 
/ 
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Determination of the foregoing facts in any case may require sub

mission of cost data of the transferor~ 

(c) Inter-company or inter-divisional sales or transfers of ma• 

~erials shall ordinarily be stated on the basis of cost to the trans-

feror. However, under some circumstances, departure from the cost basis 

may be appropriate but such depc.rture .. is permissible only if specifically 

authorized by the contracting officer. Examples of circumstances which 

may justify departure from -t;.he: cost basis. are as follow: 

(1) · Cases where th.e tr~feror is an affilia:ted or subsidiary 

corpor-atio~ ·in which no~-a.ffiliated ·parties hold a minority interest 

of 10 ·percent or more. 

(2) Transactions involving ·items regularly manufactured and 

sold by the contractor. through commercial channels. In these cases, 

·.h;~ever, the price must not exceed the lo"t-rer of ( i) · the transferor's 

sales price to· its most favored customer for the same or a similar 

item, quantity and qu~lity considered, or (ii) the prices of other 

suppliers f~:r,. the .. srune. or· substantially similar items. 

Departures pursuant to the foregoing, should be authorized at the time 

contract is entered into, should include identification of the types or 

kinds of materials involved and the names of the suppliers, and should 

be provided for in the contract. Also L~ such event where such sales or 

transfers are authorized· they shall be treated as subcontracts in 

negotiating the profit or fee for work performed under the contract of 

the transferee. 

15-312 Labor: · 

(a) The cost of obtaining the services of anY individual includes the 

base salary or wage, plus the cost of all fringe benefits. Therefore, both 

... ...... ... ......... . ......... 
.. ·-·· 
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{a) Each class .of. compensation is preferably ·to be accru .. ed as a 

cost over t.he period iri which it is earned~·· 

(b) Hhere it is the contractor 1 s established practice to record the 

costs C~.t ~1e time of p9.yment; such practice may be acceptable. This is 

the mcs t commonly used met}lod of· accounting for 11fringe benefits," but 

its use mi;ht result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during l-T~1ich 

most of the contractor's employees ·took.vacations or military leaves, 

recoJ,ni tion of tl1e cost ~t time of payment: would be inequitable to the 

Government. On the other hand, if the .contract or .contracts extended 

over approxim-?. tely one y~D-r and ·the ·proportion of Government 'tvork to the 

contractor's com..rncrcial 'tvork renw.ined stable, this method might be equitable. 

(c) \Jhen the costs of any of the elements of fringe benefits are 

gre~ter or lesser 1ri th respect to defense business as compared Hi th non-

defense business, sucl1 costs ~l:o,:Ild .. ~e. ~;!.).~~~~~~·d_,_ so_ .far as feasible. and 

appropriPte, b€tween the two -classes··.·?~ ·bus~nes~.-.:.b~f.9r.:~.~fV.-:I'"t4.·er alloca·

tion of such costs to individ·i..'!.al .contre:cts or products • · · If ·this method 

of cost allocation is used,. it= shm .. ud b'e. i..1sed consistentiy for .all elements 

of fringe benefits hav~ng a di~fferent: cost relationship of defense business 

c?.s compared ~·r.i. th nondefcns.e business .• · 

(d) It may be practicable' to negotiate. an' equitable· rate for fringe 

benefits based upon experience for a representative !_1eri'Od in·lieu of 

individual consideration for each item.-. Changed ·conditions ··and circum-

stances 't'ITOuld have to be Considered in-.. making Such: a determination. The 

experience rate would then .be applied to the. more· direct la.bor t~o.sts to 

determine the allo1.;able costs. The use of s·uch rate should be· subject 
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labor at an average rate~ or to use standard. labor rates, with consequent 

savings in cleric~l expense or improve~ent in labor control, ~~ch .methods 

may be used, provided labor groupings. and the ·adjustment for cost vari-

ances result in a reasonably accurate assessment of tot3l charges. 

(c) ~vhen labor costs are re.quired for. making cost estimates, the 

use of standard. labor rates .and stanclarrl time allowances (appropriatel~r 

adjusted ior experience Yar~a~c·es.) or reliable ·engineering estiriw.tes is 

acceptable.-·· Ordinarily the use of wag~ rates highe·r than current going-

rq,tes vri.ll not be permitted for. estimating purposes. In order to avoid 

substantial allovmnces for: .labor rate contingencies, labor escalation clauses 

may be utilized in fixed-price ~ype· contracts. · However, situations involv-

inG incree.ses in w2.g~ rates t.;h,ich are. reasonably cert~.in and determinable 

or relatively ininor in amount may 1-rarrant recognition being given thereto 

in making estimates. 

15--.312.1 Fringe Benefits~Va.c.ation$, .Holidays, Sick Leave, Ni~itary 

Leave, and :Zmployee Ins~u-ance.. ..Cornpens~tion of these types is allO't-rable 

to the extent that, in each indiviqual, case., it is required by (i) law, . . . . .. 

(ii) employer-employee agreement, (iii) .es·tablished policy that consti-

tutes, in effect, an impl~cit agreem.ent on the contractor's part, or (iv) 

circumstances of the_ partict1lar. ernployn1ent. 

The cost of ":fringe benef~ts 11 ·ts part of the· cost of the work per

formed by the employ~~ while on the job; and .. mus·t be considered as having 

a direct re~atio}fship to such .1~ork.: However, in recognition ·of the dif-

ferent acco-unting treatments aC?c()rdeq.fringe .benefits by different con

tractors, the cost thereof may be a.llocated to Government contracts on 

any of the following bases, provided equitable results are achieved: 
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unreason:-~ble or other1vise unalio1.mble under this paragraph; and are 

allocable to all classes of 'tvor!,. Costs of such plcns · establis~1ed by 

nonprofit or other organ.i·.zatlons not subject to payment o,t' Fcceral income 
I • ,,• ....... ·· 

taxes arc. also allouaple e~c.ept .to the· est.ent d.et~rr.linec.: to bG unreasonable 

or otl1oruise una.llo'I/J"ablc under this paragraph, .. a11d are alloca:)lc to all 

cl2sses of 'trork. 

{b) Pension or retirement plans of a contr::tctpr vrhich C~.rc subject 

to approval of the. Bureau of Intornal i1cvenue must ;.1ave bcei1 so approved 

before costs under the plC~.ns may be ·allovrcd as che.rgcs under defense. con-

tracts. l'iany pl1.ns of nonprofit ·or other tax exempt. orgai1izn tions are. 

also i .. c::,ricwed. and approved by the Bu·rcau of Internal Revenue· - 'tvhen not so 
. \ 

rcvic't·:cd and approved, each such plan ~dll be reviewed, and ·approved or 

dis~pproved, by the Department to 1-1hich audit cognizance is ~.ssigned, 

using, insofar· as a9plicable, tl1e ·criteria and standards ·or the Interne.! .. 

Revcnae Code and the regulations of the Bureau of Internal R·e-~en:ue. In 

~ · any ce.sc wh8re the Bureau of ~ntcrnal Revenue withdraws approval of ~. 

; . 

plan, approval of amo~L~ts alloc~tcd to contract costs or estimates 1v.ill 

be withdra.vm accordingly. 

(c) The approvn.l of a pension ·or retirement pl.~n by the B\u-ecu of 

Intern~l Revenue will gcnerally.be the only approval required by the 

Departments; ho1-mvcr, the ri.;ht is reserved to require su·~~iss:Lon of 

anysuch plan for considcrat~on by a Dep-9.rtment and to disapprove such 

plan in its entirety or any feature· thereof vThenever the circumstances 

in a particular case are deemed to warrant such action. Such considera-

tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions. 

15-312.2 Fringe Benefits- Bonuses. Bonuses to-employees, such as 

pr~ductio~ incentives and $Uglcstion or saf6ty awards, represent a part 

of their total compensation e.nd are an allowable cost under Government 

cont1~cts when approprirrtely allocated to all classes of wor~, if they 

arc: (l) reasonable in amount, {2) paid in connection w·ith an estab-

lishcd. plan 1-.rhich 1\ras in effect before the avm.rd of the Government con-

tract under considerntion, and the plan is consistently follo-vred by tho. 

contractor, (3) oaid for current services rendered by the employee, 

(4) av~ilablc to all employees of the contr9.ctor, or to all employees 

tdtb.i~1 a [::roup or sa.lar~r classification, provided such group or salary 

cl~ssificat.ion is not unreasoaably restricted, and (5) represented by 

current expenditm:-cs of funds rather than by accrucl of expenses or 

issuance of stock. 

Donuses will.not be ~llowed. as :~ cost on Government contracts uhen 

they arc contingent upon profits :1nd constitute a distribution of profit 

rather thc.n rce.son8.ble compeasation for serYices. Bonuses will not be 

allm·red 't·rhen they are restricted to officer or other employee stock-

holders or are distributed in relC~.tion to stockholdihgs. 

15-312 .. 3 Fringe Benefits - Pension and netirement Plans. 

(a) The.costs of pension and r~tir~ment plans, inclu~ng reasonable 

incidental ben~fits, such as disability, withdrawal, insurance or sur

vivorship allowances which are deductible from taxable income in accord-

ance 1vi th the Internal Reven"J.e Code and tho regulations of the Bureau of 

Internal Revenue, are allowable c:~copt to the extent determined to be 
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(h) Credits uhich arise from· various sources, su.ch as dividends 

and cancolle1tion of employee benefits, ,rhich hC'.vo not vested at tl1e time 

of tcrmine. tion of tl1cir employment, .must be t.:'lkcr~ into account in an 

eqt'.it2.ble m~nner in nn-iving at pension anc~ ret.ircmcnt costs. Special 

provision for these credits is ust,.ally neccss~u .. y when the· c·ontr9.ctor 1 s 

organization hns subst~ntiall:r cxpnndcd for t~1c perforniP.!1co of· dcfohs:b 

·contracts anc~ there is rcasonD-ble expectation· th:J.t tho·· omploy{ncrit·. of a 

·large: number of the a.ddi tiona}. GD}l1loyces will· be : tcrmina ted. up6n curt:J.il-

mcnt of defense work. Under these circumstances, ·it 1·rill be CArpcctcd that 
·. . .· .. . ' 

an arrangement will be made ~-1:1ich ,.;ill result, as nonrly as· may be prac-
. .. . 

ticablc, in the Government's receiving the benefit ·or those credits to· 

the same cxtGnt as it origin-3.lly participe.tod in the related costs. Tnerc 

arc tvro · g€nera1 methods whic11 m~cy be used, individually or fn · co'mbi1-iati6n, 

in mru~ing such-arr~ngemonts: 

(i) A lump sum or percentage discount (of cur:!:·cnt pension co.st) 

allo't·.TC~.nco· negotiated and agrecc.~ upon in advance. Deterlnina.'tion of· 

such all01~ancc is not often an ~.ctuarinl problem involving a c·a:lcula:..· 

tion bc.scd upon kno"t-m f~ctors, but rather is c:.n attempt to rcacr.1 a 

negotiated agreement as to vnrious uncertain or variable fac~oors in 

a conrplex situation. Mass lay-off of employees v1hich m:~y result in 

the incurrence of severance payments costs should·generally l0ad to 

a reduction in pension costs through an increase in pension credits • 

. (ii) A rctros!_)ective dctcr;·~unation at some time in t.he future when 

.. ·a more accurate cstimatc'cm1 be made by virtue of exporience .which. 

may !lave developed. Until such d.eterT.ilination, current costs'nia~/ be .. 
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is assigned, and the subsequent action taken by· that Dep~.rtment t-ti.ll 

generally be accepted by the· other Dcpartments. 

(d) Approval of a pension or retirement plan by the Bureau· of 

Internal Revenue or by· the Depo.rtrnents does not imply that the cost tl1ereof 

. for any ?articu..l2.r year 'tvill be alloNable for apportionment to contract 

costs or estimntos, except to tho extent costs for that year meet all 

other rcq~1.ircmcnts Qf the Bureau of Internal Revenue as a deduction for 

income tnx purposes, and are allownl;>le under the provisions of t:1is para

grnph and the other provisions of this section. 

(c) Pcnsion-~nd retirement costs constitute a'part of the total 

compensation b~r a contractor to any. inqi vidual cove1'od by the plan, and 

. accordingly arc s-:.1.bjcct to the provisions of this section 't-Tith respect 

to reasonableness of the total compensation pnic~ to the inJ.i ...... idual for 

the services rendered (soc ASPR 15-312 and ASPR 15-33o.2). 

(f) ~pn1ore contributions to pension or retirement pians t:~re based 

on profits, providinG that provisions of t;_lc Intcrnc.l Revenue Code and 

regul2.tions .of tho Bureau of Internal Revenue have been met,-the amount 

allowable for apportionment to contrr.cts in ~Y one year s~~all be· the 

amount contributed to tho porision trust(s) for that year, but not to 

exceed 15 percent of the total compensation othen·rl.se paicl or accrued 

in that year to the individuals covered under the plan(s). 

,.. (g) The allo't-Jabili ty of costs of lump sum purchases of annuities 

or of pGrioclic cash payments nEde to provide pension-or rctircn~nt bene

fits for retiring or retired employees, other than incur~ed under approved 

pension or retircrocnt plans, vTill be subject to consideration on an indiv

idual case basis. 
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sentative past period. In determining historical costs, such recurring 

nominal severance payments actually made are allowable. Where the Contrac-

tor provides for accruals of severance payments in lieu of recording the 

cost thereof at the time of payment, such. method .will be acceptable if the 

amount of the accrual· is reasonable in light of payments actually made over 

a representative past period. Generally, the cost of severance payments 

made during the performance of defense contracts should be allocated to all 
. . 

classes of work being performed at the time of payment since it is a reduc-

tion of total t-Tork which causes the severance. The following paragraphs are 

devoted to the treatr.lent of severance payments·anticipated td be· necessary 

upon the completion or ten.una tion of defense production. 

(b) Hass severances. 

(1) Fixed-price type contrac·ts. The considerable uncertainty 

as to whether mass severance· paj1llents will .ever. have to be made is 

such that no consideration will be given thereto in making cost 

estimates or in determining historical c.os~s. This risk is one which 

tt~ contractor must assume and for·wltich he is compensated in the 

profit. However, where,·· because of termination o.f the contract for 

convenience of the Government,.the Contractor does_not have the op

portunity to earn the profit contemplated by the contracting parties 

at the inception of the contract, ·costs of sever:ance payments 

actually zaade and .which are allocable to the terminated contract 

are allowable. In allocating costs to the terndnated contract(s) 

the costs shall be assigned to the period .. in. whi~h the severance pay 

was actually earned and. apportioned to all business of the Contractor 

performed during that period• 'Ihe cost apportioned to the·period of 

of production of the tenninated contract(s) should then be allocated 
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allo\-rcc~ provided an appropric?.te contr2.ctual arrangement can be agreed 

upor: Nhich reserves the Government's riGht to these crcdi ts. Snch re-
... 

capture provisions '!..rill VG~.ry in the <.:xtcnt and du.ration of applico.tion · 

an:::~. time of dcte;;rmination. !?or cxamp~c::, such provisions mt.y be contract-

-vridc or contractor-wide nne: the dctcrr.lination may be made n.t termination 

of r~ defense contract .. or defense. contracts, at mass lny-off of con·-
:.-.. 

tro.ctor 's employeos qr at t1.1e time: of. substantial decline in proportion 
. .. : . . 

of contractor's t()ta.l sales under dcfcnso contracts. 

15-312.4 ·Fringe. Benefits - Severance Pay. The cost of severance pay 
·-:.:.::.-~~~· ...... - ... . ·. 

will be considered onl~r. to the extent thu.t, in each indivich .. lal Cc'l.sc, .it 
. : ~· . .. .. ·" . . . 

is rcqnircd by (i) l~w, ·(ii) employer-employee agreement, (iii) cst~blishod 
. . . . ~: . . . , . . . . ·. . . . . . . 

policy th~. t consti tutcs, in effect, an implicit agreement on the contractor's 

part, or ( i Y) cireumstanccs of the particular cmploymo:nt.. ..Thoqrot'ically, 

the ri~ht tq, sovei~ance·: p9.y is. cari'led' duri'ng ·'the entire period ·of employ-

mcnt of tho indiV'ial or:;. whch:· base.cF\l.p·on specified years of s0rvicc; is 

earned d:.,.rin6 thos.c ye~rs. · Ii1 thoory,. the ·cost· of· severance payments should 

be recorded in tho contra'ctor·' s:· accbttrits' during "the. periods in 1vhich the 

employee earned the: right to ·such payments •.. Ho'i-icvcr ~ few contractors acc!Ue 

sever.?.ncc p.9.ymcnts because (1) the ·clci"'ical c--xpcriso ·involved in ·identifying 

anc~ recording the' c'ost· for bach employe'C is·.rtot: Justified; ·.and (2) ·there 

is consiclorablc doubt that any;· substaht-iat paYmci1ts '1dll have .to ·be made 

since pC\.ymcn t is solely: contil'igent up6n. f-uture events. 

(a) B;.ecurring1. nonti.n~ severance payttents. The cost of severance 

payment~ arising from r~gular ~mploye~ severances as clistinc;:t from mass 
.. ··, .·· .. ·.·.· '. ':' . '•. ' ... ·. 

layoffs i-,u~y. be included in cost cstir:1.1.tes or.J.y to the extent thr~ t such 
' . . 

estimates are based upon severance paytilents actually ma~e over a repre-
. ·. ~ •. : .. 

-r./• 
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15-312.5 Fringe Benefits --:Prerni~ P~ents for Overtime .and Extra-

Shift Work. Costs of this nature consist ~of. only the premium portion of . . . . . . . 

overtime and extr~-shift, payments or ~cruals ~9. employees, not -the straight

time portion. Thus,. if the. rate fox; _overt~e work is. time-and-one-half of 

the regular rate, the prenQ.~.·portion .iis .the. additional. one-half'. Similarly, 

if .the wage rate. for a second shift is twen:ty .cents an hour above the regular 

.,: rate, this addi ti.onal amount is t~~ l?~e~um._ 

Overtime and shift premi~ ~~ ,a~l9w~b+e _if authorized or approved pur

suant to the requirements of paragraph 12-102. 
4 . . . . • . 

Such premiums may be classified as ·either direct ·Or indirect labor cost, 
,:. 

but ove.rtime premiums should be sep~~tely. stated in either event ..... When 

· tre.ated as direct labor cost,· overtime .. premiUmS shou_ld not be included in 

the base for distribution of -overhead •. · nle 'a.Inount .. of. overtiine and shift 
~.. 0 • . . ' . · .. · ... 

·~f~ ·· premium cost charged on Government contracts shall not be disproportionate 
i .... .. . ... : ·:.: ... . · .. .. . 

. to the amount of such costs charged on non-Govermnent work being concurrently 
. . . . . . .· 

performed·in the contractor's plant.-

15-312.6 Fringe B-enefits -- Unclai~ed 1~1ages. Costs under cost-reim-
. . .. ~ ; .. : . . . . . . . 

bursement type contracts should reflect a credit for unclaimed wages based 
.-

upon agreement as to the amount thereof reasonably .eXpected not to be' paid 
.· .• · 'i.' :.: • ,I 

subsequent to· the date of completion or s~ttleme.nt. in this event, all 

unc~aimed wage liabiiity rests ~th :the. contractor. When such an 'agreement 

cannot be reached, the Government will assume liability for payme~t of 
.... 

unclaimed wages and eliminate i ali ··allowances therefor from· reimburseme~t to 
..._. .r. 

the contractor. 
. : .... . . . 
·--···:---.--. -- . ---.. , --:·,...·~.;:::=;;; 

·~,~ 
---·-----·------·-

-----~-- . 

-~-=--------·---··--·-----

... 
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between. :.th~ terrni~a~~ contra.c1i{s) ~d all other business o£ the 
• • ... __ •• ·~-~.· .• ~· .. ~.:.. .... ~·~:...:.~· ·: ; . . • . . . .. . . i'' 

Contractor. If _the termination cla:im··is~:pr~-p~'d: .. ,;on: the total cost 
. ·: . .' .. : (-.-· .. :. .. . :- .-· . .. .......... •.. . . ' . ·' . . ... · . : ~ . ~ ~- .. ·; 

·-basi.s.-. the; ?Jnount ~o allocated is properlY allowable-. If the claim 
• ·:.: . '-': :,.:_·~--~ ! . .. :·~: .. ~ •' 

is.'.pr-epaJ:ed C?r. the ipventory basis 1 ·the cimount/,'#lloca~Q. .to .. ~~ 
.. ; .. ::.::: . ;. ··: .. 

. ..... : . . :.: ·.·: 

... . :.: ·. :" ,_,; 

··termiriated. contract ·must be further subdivicieid'•·between ~h.at portion 
• • : ·•. • > - •• !...~~-: :~- ~-.. ~: ;- :' _~ . . . • : ... :: . 

of produet:J.on billed.~ ;~~pleted 'uirl:tS 'artd the Portion to. be inven':" . 
... 

toried. Only the severance pay costs- applicable to the .latter portion 
•. . :.:, 

·is:includible in the termination claim. 

_ {2) Cost-reimbursement typ~. c~~t.racts. Mass severance pay' cos·ts· 

will not be considered in· the .eyaluati9n ot co.st estimates; nor will -_·-, · ..... ,·: 

any allowanc~ be: made. -on: an· estimate.d basis in determining historical 

costs. Likewise, 'the eontinge!lcy' of 'severanc~ pa~nts will not be 
• • ·: - •• : • !, • • ~- • • • • ; •• 

·!. .. 

c~nsidered to.·b~ a ri:sk.; assume~ by the contractor i~ determining the 
.. .. . ~. .; l ' .. i .. :· ";' .. : ? _; : •. ; 

fee sinc·e ·t.he · Gove~ent ass~es .. the r~sk. The cost of se-verance 
. '• .·: .. . , .... . :.'·:: .. :. 

~ . : ... ·: .. ~-, . 

payments a6ttial.iy:made·upori.ce~sq.t~on. of G~vernment work.~here there 
. .. .. ; _...... . . . . .. : ': · .... _: :-. : :·~ .: : .. · ;· ~: -:: . . ~-. : . ; .. : . ~ . - . ' 

is no reasonable prospect of continui.ng employment on other·' work of . 
. ... ·~. . . ~· ·. . •/lt' .. r •••• "·;i ... ! .,;~•., .. : ·.: . . j· -~·.::··.: , • '' .. : • •• _:_ 

the o0ntradt6:I- ·~e ·hlJ.owable.-. -~· _alloWable cost --~k.ii be deterinined 
•. .. . . .. .:· ..... ~ . . ... . . . . : .'; ~ . 

by assi~ning·the.total cost· to, the_ period i~--which· the sev~rance pay 
. . .. ·. .. . . , . 

was actually earned·' and appor_t~oning_ su~h cost to cost-re~bursement' 

type contracts_ arid all ~ther business . . of. t~e contractor performed 

during that period.· 

A reser-Vation in the final releas~ of claims ( s_~e ASPR 7-203.4) 

may be made in the case of completed cost-reimbursement type contracts 

where ~ t is reasonable to assume that severance payments allOc.able 

• to the contract will have to be made at·some fu;ture date. 
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15-313 Other 1-'lanufacturing Expenses: 

.lS-)13.1 .. Allo9ation .. of<Indireet fianufa6turi.ng ~e~ses •. Among the 
.• i .... • ~ . .; • 

acceptable. ~.s~s 1. ~e.p.e~ding :upon cir.cUDStarice·s~·· ~for .,~·llocati..ng indirect man-
• : • .: -~ ••• ••• • 0. • 

ufacturing . expense~ .. ar;e di.rect-.labor~ost 1 direct-labor-hours 1 machine-hours 1 
.:· . · .......... ··.·· . ·' ,.. . . . . . ; . 

and units p:rocess~cl~ .In mor~· complex·manufacturl.ng' plants, it. is appro-
-:.·~- .... ' •. • =. •• • • .. •• ~- . ••. ,! • ••• • • • • 

priate to dep~tnl~~taliz.e. ·.the plant for pUrpos~s ··or ·a~counti.~g. for. rnanufac• 
;~~ . . . ·. .' ... -t " . • . . ··-.. . . . ... . . . ~ . 

turing expense~· whe~ -~ .given· ·type ···of :''defense· production is ··concentrated . . . . . .... 
' ' : ·. , I : • ,. • .l. •' .. •• 

in depar_tr.:_en~~: }}~yin~ .. a.·. much ~-~h~_~' ... 9:r .l.ower :expense:·~rate than the avcrat_:e. 
• ,• ' • • • ' .. ·, •: ·. ,; : .'. i ,· o o • " •• • • • •' •· • .,A'""~ • • o•, .• •• :. ::'," • ," ," ; • :.· :! ·, • 

Expense departJJtent~lizatiP:n. is· :~So de·si.rable iri lar.ger and more complex 
. . •.. ,·: . '· •. t. . . ... .' -.· ...•.. ··. 
p~an:S ~or. ~Uf.~ose~ C?.f·,._expense ... qudget:Lng a.na· ~orttrol· by' the resp~ns~ble 

... ,_._. 

foreman, : r.~gardless of . t}.'le.: need ·for a more ·r~fitieci. me-thod. of expense illo-
.. '.: , • , • : ; ! • • ' • •' '. I ~ • .' , ' • ~ 

cat~9n., . Whe;n .. ~u.fac:tu~g .expenses= .are' ·depar~tnie~ta.J.iz.ed,,' it is necessary 
• : : • • ~ • a .: • :. •,. .: • • • ~ • • • • • • -~ • • 

to ~harge se:rvice-depar.trnent expenses ·'{su'ch:. as' ·'the'· .powe'r plant) and factory 
:. :. . . . ~ . .. . . .. . 

... 
genera..l e~penses (such .. as :taxes, .. insurance;, ~·tc.) .:to the.' productive depart-

·!, 0 .: .:. •• ;: ':. • J. • .. ' ... 

ments on appropriate .. bas~·.~ before a.lloc'atirig· the·· respecti v~ pro.ductive 
' . . \_ . . . ~ . :. ·. . . ,. . . ' ; , ... ~ 

departme~t. expenses. to. products. ·(or· parts thereo.f') o:r·· to contracts or job 
·' :· · ... ··,· .: :: . .. ... . . . ... . · .. 

orders for product~.: Appropr:late .bases ··should be ·selected for service

department and other. exp~nse (iistributions.to productive ·departments- e.g., 

kilowatts of conne~ted P.PW~r·load or·metered power consumption, in the case 

or electric power •. 

Dir~ct-labor-hours may be preferable for use as a basis for distribu-

tion. of indirect manuf_acturing expenses when, fqr example, wage rates vary 
. , ·.. , 

.. 
widely Within a given cost center or department. vJhen. direct-labor dollars 

expended fairly reflect machine effort, as well as labor· effort, in any pro

ductive department, it is most simple, as well as· appropriate, to use that 

basis of expense allocation in preference to a direct-labor~hour or machine

hour basis. When there is much automatic or semiautomatic machinery in a 
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productive department, the use o.f·.· .. a. -~c;i~hine~hour-rat~ is. genera.ily 'more appro-
······"· ...... . 

priate for expense allocation~ "The "u.P.i ts,.proc~ss.ed-:-}?asi-~ --~f . aiio'ca t'ioh' is •' ... 

generally'.appropriate when a gtv~ri -proouctive q.~part,r.lentprocesses only one 
. '.. . . . .. . ~ ---.. 

item, or the several items .. are'- so· Asimilfar. as :tO: be . susceptible to measure-
. . . . . . . . ~ . . . •. . ~ . 

,. " 
ment of units processed in terms ·of a ·common-,d~nonti.n~tqr - ~.g.,. steel 

sheets of various gauges processed· .. · through ~ .;rolling mill, 

1$-313~2 Allocat:l.on· of· En[Lneerlng Expenses. _Engineering expenses are 

included in such items as the .'cost·:or produ·ct·4~s.ign, -~-00~ design, experi

mental development, manufacturing and productiOI'l: development, iay-out of. · 

production lines, determination ·of ·niachine·.mej,l~9ds .a.nd ~elated blueprinting 

and drafting. The principle . of direct ·costing .i(.s~:e _l?~agraph .15-211) would 

indicate the desirability Of charging .di-rectly ,to the benefited activities .. - ·... . . . . 

(such as production, facilities~ ·and· research .an.F'l d.~v.~.~~_:pment) all engineer

ing costs which can be directly. identified. wit~ .~ch activities. OnlY a 
•• • • • t ~ 

relative~y minor amount of engiriee~ing· co:sts. (con~~sting chiefly of engineer-
.. .t'• 

ing administrative expenses) ·should remain ·to .. be.:_a.llocated to ·the actiVities 

on an indirect basis. All engineering. c·ost~. charged dire_ctly or allocated 

should in turn be assigned to products, product ).ines, job orders, contracts, 

etc. For further treatment of the costing of research and development, 

special tooling, manufacturing and production engineering ·and preProduction 

expenses, eee parngraphs 15-313.7, 15-313.10, 15-313.11 and 15-3i3.l2; 

facilities contracts arc included ±n Part 4 of this Section. 

15-313.3 Depreciation. 

(a) Depreciation accounting is a syst~. ~f accounting which aims to 

distribute the cost of tangible capital assets, less estimated salvage value 

(if any), ov~ their estimated useful life in a sy~tEm13,tic and rational man

ner., ·It is a process of allocation, not of valuation. Depreciation for the 
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genera~ be deter.nuned by groups of facilities for which the factors bear-
' • : I ~ . 

ing on estimated useful life are simila~~ The amotint of- depreciation written 

off in any fiscal_ period may v~y with:· v6iuine. of p~oduction or be increased 

.for multishilt operation, provided the method· followed is consistent with 
. . . :· ·:· . 

basic objective set for~h in subparag;·aph (b) above·. -spe.eial methods have 

been established for determini~g 'dep~eciatiori on ··emergency facilities cov-
' ; •: o I ,,: ,,' : • { '• ~ 

ered by Certificates of Necessity by a _s.peci al directive- set forth in an 
·:.; ... 

appendix of this s~ction. 

(d) Depreciation should be b~:Sed-upon onginal-cost.of-the facilities, 

vrhether measured by purchase agreement :for a· cash consideration, the fair 

value of secunties issued in exchange,_. or- si!ililar appl .. opriate measures, 
. . . . . . 

~though it is permissible ~1at s~ch co~t of faciiities be adjusted, where 

desired by the contractor for purposes· of depreciation computations for 

contract pricing, to current price- leveis by the :use of a general price. in

dex .. provided in such event that th~ practice :Will be·.followed consistently 

in the future and also provided that· ·otherwise· ·th~: charge is made at the 
. . 

same annual rates applied to such ·adju~sted c-osts ·as would have been appro-

ptiatcly applied on original cos-ts in View·. of .the estimated useful life ·of 

the facilities. In other words,- no deficiency in actual depreciation pro

visions in any prior year J based upon crirren-t --price levels, should be in

cluded in the depreciation charge for the current year. No other basis 

of determining apprec:tation in value .of facilities- may be utilized in de-
' . . .. 

tenilin:ing depreciation for purpos-es ·-of contract ·costs; for this purpose 

the tax basis of facilities values acceptable for internal revenue purposes 

is applicable.!.? 
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year is the portion.:· ot· the total charge ·under such a system that is allocated 

to· the· year.- Dep~ec.ia:tion ·on a con.tra~tor' s plant, equipment and other capi

tal facili'ties is an allowable element of contract cost, usually of an in~ 

direct nature •. 

. . . -(b) UsefUl. life, -as·· above. re·ferred to1 has reference to_ the prospec

tive period of ecoriol'ilic.usefulne·ss iri'thc particular contractor's operations 

as distingUished frora ·physi-cal. ii.te~ . In establishing estililated useful life, 

consideration should be given to all of the factors of.wear and tear, obso

lescence (both econorirl.C:f and. ti;chtlologicaJ.) I . and ·inadequacy I Which are COlllfllOn 

to the deprecit.tion problem~ :_·Of .. thes~ factors I Obsolescence iS most often 

the· limiting or cor{trollingL one. ··obsolescence of facilities~ from .the · 

standp'oint of ec_onomic ~-tit:fty,· is always a prospect or contingency to be.·.-. 

anticipated ·(differing· ·oniy in degree; in each instance) with respect to · 

an entire enterprise· or an indfvidual- plarit., ·as well ·as ·groups or individual 

items of plant and: equ'ipm:ent. Cos.ts of depreciation and ·maintenance are· 

nro tually related. \rlen.r ·arid t:ear- ·ma.-y be. increased by ·lack of maintenance or 

may be made. go'od by 'mciintena.rico- (often indefin:l·tely, 'so long as it is eco

nomical to do so arid p~ovid.ed 'obsdleaotncc or i11ad.equacy ··has not become. 

preeminent)... Hence, -~stinia:tes'·or ·useful··life of .taciJl ties in ea·ch ·case 

. should take iritd colisi:deration tho; actual raaj.ntenance policy in· effe.ct, 

(c) Deprcciati.'ort may ·,be: .. tie·teriru.n·ed. by application of any· one .of the 

gener:il.ly acce'pted ·methodsf hbt\fever1 the selected method arid rate of depre

ciation used shouid, in. ·the ·absen6e of compelling' reasons io the c:ontrary, 

consistently be applled.'f'ro~ year' -'to year• . GenerallY, however, deprecia

tion is too intangible to warrant meticulous computations by.·appli·catio:n · · 

of rates by individual items of plant and equipment, although such compu

tations are frequent and will be recognized. Hence, depreciation will 
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. . _15~313.4 . R~_pa;rs l;lrid Maintena.pc~. ·Repairs and maintenance of facil-
......... 1· •• •r 

ities (including Goyernment-owp.ed f.a:cilities).are allowable elements· of 
.-: ••• • • •• • • • • : -~ •• ~ : •• • • • •• : ' • 1 •• ' • . • • • 

c~n~~a~.~. 'co~~s ~ ..... ~ t ~~· ~ecessary. tl;lat .. such expenses. exclude expenditures 

for pl~t and_ eq~~pment which, aQ.cording to gener~ accepted accounting 
~. • -. • -~. . • • : . • • : • ' . . t : ;, } • • • •• • • ' • ' 

·.· .. · ..... 

principles, should b.~ capitalized .anQ. made the subject ·of ·depreciation. · 
I ' ·: : '. ' ~ ' o ,o ' • ~ : ~- : r ', • } • o ~'• ; • • o ', ' I ' 

There ~s"· o:f 9<?.u~se~ ~ twilight. z9ne between .. repairs or maintenance and 

capital expen¢.i tures. _wi tlrl:n whi.ch .e. contractor should be·. pel-mi. tted' .to · 
. . . . . . ' . -~ ~ .. : ' : . 

· o~e·~-~t-~ .. upon .~e b_~~~ of his esta:bli~hed accounting: practic·e, 'if the 

results are ~q~~able •. Fo~ .e.xample., .certain major costs of ·building . 

alterations and rebuilding. c;>r .·. 
. . . . . .· ~. 

~ . . . . . : . . 
-=--···-~····· -~---~ _,._. .. _____ ----·----·-----------~- .,. ··-·. -~·---- ·- ____ ........,_. __ .. __ / 
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(e) No deJ:'I'eciation will be allowable as such., or as a rental or use 

charge, on the cost of facilities which are fully Aepreciated but still in 

use when a sut.stantial portion of ·such depreciation was on a b~si.s that 
. , . 

represented, in effect, a recovery· thereof as a charge against defense con

tracts or SlU•COntracts in negotiated pricing or statu,tory renegotiation of 

contracts. Otherwise, the contractor may compute.normal depreciation on the 

cost of ~acilities in use without reference to previous ~epreciation pro

visions. However, if the amount of depreciation allowed on f,ully depreciated 

assets·is material, this might be evidence· of the application of excessive 

depreciation rates to assets not fully depreciated •. If excessive rates are 

used, total depreciation claimed should be reduced so as to reflect the 

application of more equitable rates'. F\llly depreciated facilities Will be 

determined on the basis of relating original cost to accumUlated depreciation 

on such cost. /Jegardl.ess of whether there is an adjustment of current depre

ciation charges based upon adjusting the cost of facilities to current price 

levels!.? 

(f) No depreciation may be allowed on facilities which are not in use, 

except such facilities as are beld for reasonable production standby pur-

poses and, when specifically provided by mutual agreement, on facilities 

·representing.additional plant capacity reserved for defense production. 

(g) '!here are several methods of accounting for small tools 2.nd ex-

pendable equipment, if in accord with generally accepted accounting princi-

ples, any method consistently applied by the contractor will be acceptable; 

provided, hm~ever,· that allowa~ces for such items are recognized to repre

sent depreciation allowances for the use of the items. Where acquisition 

costs are not capitalized, particular attention should be given .to the 

residual value of such items upon completion or termination of the contract. 



I . 
• : ! 

; ·· lS3~ 

! ... 

;. .··. 

c· tractor, an additional cost allowance may be made in determining costs of 
... 

the terminated contracts for the purpose of contract settlement, provided 
. . . . ~ . - . . . ' 

-•:: such facili tics are transferred to the Government, if so desired, or an 

• .I • •• 

equitable adjustment _is made in favor of the Govornment in reco~nition of 

any rosale o~ salvage value estimated for such facilities. 

15-313.6 Rentals of Plant and Equipment. Rentals of plant_or equipment 

are allowable if reaso:nably required for the performance of th~- . ~on tract and 

if bona. fide and reasonable as to rate and duration. _Special c~re should be 

exercised in determining reasonableness of rentals in cases in which rates 

were arrived at as a rcsult.of less ~han _arm's ·length bargaining. Rental 

,;' costs may not be bona fide under the .fo~lo-vrl.ng ~ircwnstances 1,. 

(a) Rentals paid to persons, including corporations, affiliated 

with the ·contractor. 

(b)· Rentals paid to unaffiliated persons, including corporations, 

upon property formerly ovmed by the contracto~ when such pr~perty was . 

fully depreciated or substantially fully depreciated before sale or 

transfer and GovernmGnt contracts absorbed a significan~ portion of 

such depreciation. In either case {a) or {b), rentals will be limited 

to a reasonable amOunt of dep~·eci~tio~, .. as. zdght be determined if the 

proper~ were owned by the ?ontractor, plus carrying costs which are 

not paid by the contractor_under the terms_of the lease, including 

maintenance, taxes, and insurance (but not interest. on the investment). 

15-313.7 Preparatory Costs. Preparatory costs or __ expenses, also 

known as 11make-ready costs", are costs specially incurred in preparing to 

operate under a specific contract or contracts. They include costs of 

organization and planning, employee recruitment and training, engineering 

and development {including product design, product specifications, and 
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rehabilitating machinery and oquipm8nt·may reasonably be treated in some· 

instances as ei th0r repaJ.:cs -~rtd ·maintenance expenses . or capital eiperidi tures,· 

depending in part upon the contractor's. established P?licy. In making· 

decisions "L-li th respect to the' alternative accounting. tr~atment or' these i tem5,. 

consideration should be given to the materiality of the amounts involved, arid· ... 

the question of the substantial. e·nhancemen.t in value of a. contractor's facili- . 

tics at the expense of the Government. · In the ·l~.t~~:··case;·~ .. ror·~'COntract . 
. pricing purposes, tho cost gener·ally should be considered to be of a capital 

nature and the subject of depreciation. In those instances where it may be . 

appropriate to charge the ~bst of extraor.cfinary rehabilitation to expense,· 

special care should be taken in equitably allocating the costs to all the 

benefited cla~ses of vH)rk (see 15-313.7 "Preparatory Costs"). · Repairs 

and maintenance costs on facilities which are not in use will not be 

allowed, except on indi "1.dual: ·items· of- J11ac,hirwry. and equipme;t' (as distinct 
. . 

from entire plants ·:;r 'sigrii:fica.11t·:portions .. 
1
thore()f) held for ·.reasonable . 

standby purposes. Repair~ and· rnaintenan_ce on addi t::=..onal plant. capaci tj 

reserved for de~e~~~~ ·produc ti6n .·~rl.l·l, be , allpN·ed only if specific-ally provided 

by contractual agre~~nt~ · 

15.;.31.3.5 Profits :·or Lo~ses ~n Disposit:ion of Plm:1t and Ecpipment. In. 

determining contract costs, no recogni t~on will be given to profits or losses 

on clisposi ti on of plant and cqui'pment. for re~son that depreciation reason-
: · .. 

ably determined, provides ·tho( e:xclusive ,charge for: the cost of using a 

con tractor's f acili ties. Hovmver, 1-1l)en a contractor has cap·i tali zed special 
. .. ; 

purpose facili tiss acquired solely for: perfonna~c~· ·Under ·defense ·Contracts 
.. 

(rather than charge the costs. thereof to specific contracts') ·and engine~ring 

~hanges or complete·. or partial termina:tioJ1 of contracts finds such facilities 

not fully depreciated and not-reasonably useful for other business of the con-
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Initial production costs may consist of tho excessi V6 portion of mater• 

ial costs in~urrcd in :th~ .early stages of production·; on c'ontracts requiring 

new prod~cts or greatly increased.pr:oduction, ··a's 'the result of abnormal 

quanti tios of materials ~sod .or abnormal ·scrap losses. Initial costs may 

also consist ,of ~he exce~_sivc. portion· of· direct-labor costs, plus a proper por-
. . . . 

tion 01' the related ovcr~ead, .. incurre:d' in the early stages of production due 
••. .I·. . . • 

to such causes as. excessiv.e de_f~ctive. work r0sulting from inexperienc_ed labor, 

idle time and subnorme.l production .occ··a:sioned by testing and changing methods 
0 • ' • • • I '• ' 

of processing, and qost, o~ ~rai~ing·. employee·s. The justification for such 

. special costs depends upon :.thei.r; :·nature: :a'..'rld c·ause~~ ·and not merely upon the 

fact that total production costs are high. 
. ' . 

After a reasonable volume.' of. product:toh has be on attai.ned and i.ni tial 
.. 

manufacturing difficu~t~es havG ·peen 'OVefcoriie, urii ~. cost will usually tend 

· to .. level oi'f, thereby evidencing :the ·:end dt ·the····ini tial period of production 
• . r ... 

but not necessarily repre~e~ti:~g· the::lo\mst un·L't cost evontaully attainable 
r. 

during tho operation o~" :the .. ei}ti,·re·\corH.r#ict~ 'If," however, t11ese c_osts con-
.• .. 

tinuc 'abnormai.ly high, af:ter, :~!_contractor· hc.s·-b~on: allotv8d a rcasona~le length 
·: .. ·. 

of time in which to learn ~01r1: .. t~ m;?ke ·~-·product effici~n~y, the excessive 
. . . ~· . 

: ·' .. 

costs may· not pro~erly t?o. a~~~~able fcir· purposes of c'stimating under cost. 

reimbursement type contra.cts. or e::stirnating: ·.ror 'rormai pricing purpose~. in 
.. 

fixed price type contf.~c:ts., .and snould. receive speci.a1 considerati.on iz:l. 

determining historical .cq .. :ts .under .. exis·ting contracts, or in est~bl.ishing 
......... ; . . . .·. ' t ·- ••• -· 

· cos-ts undGr terminated contract settlementa ... - ~ ... - ........ -~ ..... ····· ·: . . _, ........ . 
.~ ~ . 

. LI'5-3l3;.9· · .ReconverEri'ori ·ExPc~s~s •.. Rccci"nvers.ion expense-s are those con-
· .. · .. 

. . . I : ., .·. . . : . . . .. . 

nec:tod. r-1i th re·store.tion of· facilities to r .. ;)~r-oXit:n~t~~ly the s·ame physical 
.. 

arran~enl8nt· and condi ti·oh·they: were· in .inunedia.tely prior· to ·the ·bagiruung 
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planning· of p-roduction processes and layout) and plant al tarnation and re-

arrangement. ·Preparatory costs do not include initial production (starting 

load)· costs. which are treate·d in paragraph 15-313.8, or manufacturing and 

prodUction engineering which is treated in paragraph 15-313•11 or special 

tooling which is trcatecfin paragraph 15.:.31.3.10. 

·Preparatory costs, when incurr(:d for the exclusive bencfi t of Government 

producti'on_, are allocable directly· or indirectly to the contracts bcnefi ting 

from such costs. i;hen preparatory costs benefit ot.her classes of work as 

tvell ~.s Government work, an equitable allocation to all benefited classes of 

work is· proper. 

Preparatory costs (sometimes· called "Anticipatory Costs") may have been 

incurred prior to tho · a-v;ard ·of ·a definitive contract. The amounts of such 

costs_, for purposes of, contract:cost allmvances, arc subject to ap~.;roval of 

contxacting ''officers based upon advance underst~dings or upon subsequent 

negoti.:.tion. In such case a. specific provision limiting the amount, types 

and pc:riod of pre-a~1ard prepar.atory ·costs should be incorporated in any 
. . 

definitive coi1tract~ Sinti.larly; it is desirable that prior approval of 

~e contracting officer be obtained· in the event that unusual charges of 

this type are to be incurrLd: dur1ng .. the. life. of the contract. However, the 

absence of such provisi·o~ or appr"oval will not preclude consideration of t~1e 

costs in subsequent price negotiations or determinations under such contracts. 

15-313.8 Initial. Production ·cost~. Initial Production Costs, also 
~ . . .. ; . 

known as "starting-load costs",· ··a.r·e rion...recurring costs that arise in the 

early stages of production bectl.USe of the contractor's. unfami1farity ·or lack 
. . . ': . . • ~ ..... ·•••• •••. .• .. • •••••. ~ •.• :.,o:.· .• : . ;.·:'."'. 

of experience ·Hi th the partic~ar. materi.als, .. manufacturing .processes, or 

techniques involved. They are to be _disting¢shed from preparatory costs: · 

or expenses {also known as "mak:e-re~dy costs"). 
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stances mecting.the above conditions.? 
. . .. ·~. - · .. 

1$-313.9 Reconversion. Costs. Reconversion costs are those incurred 

in the restoration of facilities to. approximately the .same physical arrange-
. . . . . ·:· . . ~· ~: . .. . ~ . .:· : . ;"' . . ·; . 

ment and condition they wer~ i11. im,znedi,a.t~ly pr~or ~.o: __ thf;) !~~ginning of defense 

work, and includes the cost of removal of· G.overnment property. Reconversion 
. . ..... ·.· ·,.:.· . . · . . : · ... : :-..... : ..... _.: 

costs, except for the removal of Government property, are incurred for the ·. ... . . . •', .... .:· 

benefit of fut~re production,_. ~~ ~s such arc p~ope:~~Y. chargeable against 

such production. Except for the costs of removing GovGr.nmcnt propcrt.y, nnd 

the r8storation and rehabilitation costs caused by sue~ re~oval and specifi

cally provided for in the contract, reconversion costs are. not allowable. 

of 

or 

15-313.10 Special Tooling~ The ter~ "special tooli~g" means property 

such specialized nature t~at its usc,_ ~dthout substantial modification 

alteration,_ is_ l~mi te;,d to. th~ production of tho part~~'f-ar supp~ics or 

the performance of the particu1ar services for which acquired or furnished. . . . - .·. . .. . . . . '· .. 

It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, .. ·. 

The cost of special tqoling, when acquire.d for and its. usefulness is 
'· ·. . .. . .· : . 

limited to. one or .:.Tiorq G_ovornment .contracts in force or being_ negotiated 
. . . . . .· . . . .. . . . . . 

at the time of acquisition, is allocable to tne spc_cific Government con

tract(s). The cost of ~r special tooling which is useful under both 

Government contracts and cormnercial work will be subject to allocation 

between them. No part of the cost of tooling whi.ch is .special to commercial 

work· only t.dll be allocated to Govvrnment work. The cost of npn-special 

tooling is not subject to direc~ _alloc~tio~, but ~s subject to depreciation, 

wh:j.ch is treated olSE?Where in this Part, except that in the produ.ction of . . . . . . . . . . . . ~ 

standard commercial products such tooling costs may be treated as indirect 
- .. ·· . .. ' . 

manufacturing expense on an GJq)en~iture bas~s, in lieu .of depreciation, 
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of defense work,• including the removal of~ ... Government property, In many . .•. ..·· 

cases, re·convcrsion ·costs,, excopt !or "t-ho removal .of Government property 

ar~f incurred.·for·: the benef~ t of future produ:cti~~~ ·in ·wh:l.c·ti ·cases su6h ··· · 

costs should ·be· assessed against such p~oduction. However, in a specific 

case arid ·where all :o:f the ·circumstances outJ.ine.d below exist, reconv.crsion · 

costs· may· be· recognized. through specific contr.actual provision. 

[(a)· :'!here must have been a major alteration or rearrangement of feci

li tics at· the ·i11ception of defense work for the sole purpose· of performance 

or' .. de.f·ense: contracts, or facilities wore ne,o~ly acquired buildi.ngs in ·which 
i. 

Govei'mrierit. machinery and equipment has been i~stal~ed. In the latter case, 

only ·the· cost of removing· Government property is to ... be ... considered. 

lJb} · 'Ih~ necessity of reconversion of faciii.ti~~····t~ approxi~tely the 

. same ·physical .arrangement and condition they were in i:mrnediate1y prior to 

th'e. begirining of defense work and the costs thereof must be reasone.bly 

certa.in and deterrni11able. 

Lfc) There is little or no post defense work·commercial benefit to the 

contractor as the result of such alteration or re~rangement. 

~.{!.d) . Nei thcr the particular contract nor any other contract contains 

an allowan:ce .. for the use of facilities which would compensate· the contrac.-

tor for reconversion expenses. 
.. 

/J.econversion costs shall be allm-1ed only in pricing those fixed price 

contracts in existence or actually being negotiated at the time the costs 

of conversion were incurred. In the event of subsequent conversions nr 

modifications for additional fixed price contracts, care must. be exercised 

to avoid duplicBtion of allmo~.':l.nccs for reconversion costs. Specific con

tractual provisions may be included in co~:it-reimbursement. '-.ype c·ontracts to 
. . . : 

compensate the contractor for actual reconvc:rsion costs incurred in circum-
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may be divide:d into two maj"or categories 

ment, and (2) gene~al research, 

(1) product research and develop-

(a) Product research or development .is that which is directed toward 

the design, improvement or utilizati.on of a pa~icular product or product 

line • In costing productio·n contracts, current ~osts (or estimates '.thereof 

where forward pri.cing is involved) of product research .or development will 

be allow~ble. However. the·· principle of direct c~st~ng by product or product 
:"··· 

line, as appropriate, should be ... applied, and provided further that such 

costs are not reimbur.sed to t·he · c6nt·r·actor under separate research and/or' 

development contracts. No costs of product resea~ch or. dev~l~pJ1l~nt·.may··he 
. ,. . :' - :~ ; . - . . . -. ·. . . .. . . . .. ~ . . . . . . . .. 

allocated to Department: ·of. Defens·~.~~eseat'ch····and(or development· contracts 

other than the direct costs of performing the contract. and the proper share 

of the indirect costs of admirlis"terj_rig" "the research. 0~ development program. 

In some instances it may be apprdptiate to establish py contract provision 

.a ceiling on the amount of product· research or devel~pment to be allowed, 
,. 

(b) General research is all research other than that which is directed 

toward the design, improvement or "ut.llization of. a pa.rticular ·product dr 

product line. The cost of general research, when reasonable .. in· amount and 

incurred in accordance with the contractor's established_ p~actice·, is allo-
.. 

cable to all classes cf work, ·including· defense work, provt?ed such costs are 
. . 

not reimbursed to the contractor under separa.te defens,.e research contract~, 
.. . : . . : . - ; ~ .. 

gifts, grants, trust .funds or othe'r · ·sfmilar ·sources, No general r~search 

costs which were incurred in accounting periods prior ~o the award of. the· 
-:. ...... . 

particular defense contract(s) (including amounts capitalized in the cost 

of patents obtained) shall be allocated thereto, nor will the contractor be 

required to defer research costs incurred during the period of performance 

of d~fense contracts to subsequent accounting periods. In some instances 
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~hen the resultant charg0s are reasonnbly equitable between fiscal years. 

Hh;:;n tho entire cost or a substantial portion of the cost of such special 

tooling has bo:.;en allocated to fixed-price GovcrnTTlent contrncts, the ·asset 

conccr~ed shall be subject to the provisions of Part 3 of Section XIII and 

of the Special Tooling contract clause for fixed-price contracts set forth 

in pP.r~graph 13-504• \-./hen such special tooling is acquired under cost-

. reimbursement type contracts it· shnll be. subject to tho prov"ieions of the 

c~ntract clause set forth in paragraph 13~.503 entitled "Government-Property" 
. ' 

2nd to the provisions of Appendix B, ASPR; applicable to Govcrnment-o1-med 

special tooling• . · 

15-313.11 Eanu.facturing and Production Eriginooring. Manufacturing and 

production engineering includes tho· cost of engineering nctivi ties in con-

ncction 1a1ith (1) current manufacturing processes such as motion and time 

study, methods analysis; job analysis~ tool design and fabrication for im-

proved tooling, and (2) production probl.ams such as component design for 

purposus of simplifying production. Such acti vi tics arc usually for tho 

purposes closC;;r c,ontrol and reduction of mcmuf.?.cturing costs and tho costs 

thereof are ~.llowablee A ch~actoristic of this type of exponse is that 

it can be related to a specific contr~ct, product or product line; and is there-

for chargeable thereto either directly or by allocation. (Sec ASPR 15-313.2). 

'!his is in contrast to: general research and development 1-Jhich, by its gc-;nera~ 

naturo, car.not bo directly associated 'with o. specific contrnct, product, or . 

product line. 

15-313.12. Research and ~;volopmont. Research and development expenses 
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(iv) Royalties are paid under an agreement entered into after 

the award of the contract without the approval of the contracting 

officer. 

In any case involving a patent formerly owned by the contractor, the 

allowance will be limited to that which would have been made had the 

contractor retained title thereto. In all other cases, the allowance 

shall be re.duced by the amount considered to be unreasonable. 

(c) Care should be exercised to prevent charges for the. use of patents 

when the Government already has, in fact, rights to such patents. The Gov

ernment may have obtained a royalty free license or t!tle to patents as a 

result of contract clauses such as contained in ·paragraph 9-107 and 9-112, 

as a result of settlement of claims, as a result of the employer~s right 

· in employees' inventions pro~ded under Executive Order 10096, as a result 

of a royalty adjustment settlement, or ns a result of separate purchase or 

gift.· 

15T313.14 Plant Protection Expenses. 

(a) These expenses represent costs incurred in ·protecting the contrac-

tor's per.sonnel and plant against fire, theft, sabo~a~e, espionage, civil 

disorder,. enemy attack, or other violent destructive forces.. Plant protec-

tion expenses are allowable costs of defense contracts.. Normally they will 

consist of guards 1 wages and labor costs related·thereto, costs of individual 

equipment, c·ost of plant protection equipment if of minor amount, and depre-

ciation of plant protection equipment. To the extent these costs are attri

butable solely to defense special security requirements, they are allocable 

entirely to·defense contracts •. Costs of normal plant protection not result-

ing from such special requirements, generally, should be indirectly allocated 

to all classes of work. 
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it nny be appropriate to establish by contract provision a ceiling on the 

amount o.f general research to be allowed. 

(Note -- See paragraph 9-107 for information as to patent rights 

to be obtained.When research or development work is called for 

or required in the performance of a contract or when allowances 

are made for costs for produc.t research or development.) 

15-jl3.13 Patents and hoyalties. 

{a) Amortizati•n of the cost of purchased patents owned by a contractor 

applicable to products or processes covered by a contract is an allowable 

element· of cost to the extent reasonably allocable to the contract. Research 

And development cos.ts leading t~· patents are treated in paragraph 15-313.12, 

(b) Royalty costs are allowable if bona fide and reasonable. Special 

care should be exercised in determining reasonableness of royalties in 

cases in which amounts may have been arrived at as a ·resu.lt of less· than 

arm'$ length bargaining. Examples of such cases are those where: 

(i) Royalties are paid to persons, including ·corpor~tio~s·, 

affiliated with the contractor. 

(ii) Royalties are p·aid to unaffiliated persons, including· 

corporations, upo~ patents formerly owned by the contractor When 

the co'sts of such patents or the research and development work 

thereon were substantially recovered through charges against the 

costs of defense business. 

(iii} Royalties are paid to unaffiliated persons, including 

corporations, under an agreement entered into in contemplation 

that a Government contract would be awarded. 
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.(i) Recommendations and requirements of the duly constituted 

Governmental authority having jurisdiction over civil defense in the 

local area. 

{ il) The extent of like . measures being taken by other businesses 

within the local area, particularly those not producing under Govern-

ment contracts. 

(iii) The portion of total cost_likely to be allocated to 

Government contracts as furnishing an inducement to the contractor 

to incur the cost. 

15-313.15 Insurance and Bonds. 

(a) Xo the extent that a contractor's insurance program has been 

reviewed and approved by the insurance authorities of the military depart-

ments,. procurement_ and audit personnel of ·the military departments will be 

:¥( governed thereby. 

(b) The net cost of insurance and bonds, after de.duction of dividends 

or other allowances which may be e~ected, if reasonably necessary_ to the 

operation of a business, is an:. allowable cost on Government contracts to 

the extent allocable. Some, but not all, of the.types of coverage which 

may. be reasonably nece$sary are property, ·aircraft, automobile, general 

liability, product liability, workmen's compensation,!employees' group, 

accident and disability,- use" and "occupancy, (but excluding that portion of 

the policy premium applicable to anticipated loss of profit and costs which 

are unallowable under this Section) and fidelity and. surety bonds .(including 

performance bonds). 

(c) Insurance on the lives of officers is not an allowable cost, ex-

cept when premiums are paid in behalf of executivGs or employees pursuant 
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(b) A special problem may. arise in the case of fixed price contracts, 

the security classification of which is .altered after the contract has been 

entered into. when such a contract price is negotiated, the contractor is 

presumed to know the plant protection requirements under the contract and 

is expected therefore to meet such requirements within the contract price • 
. . 

l:f.owever, -if the security classification of the contract ·were changed by the 

Government after entering into the contract, additional costs of plant pro-

tection may b~ allowed the contractor by contract amendment. The· additional 

costs may include not only current costs of an operating nature but also 

costs of a capital nature if the parties agree that .the capital· costs are 

incurred solely because of the changed security classification of the· con-

tract and would not have been necessary from the contractor's point of view. 

Also, if a. classified contr~ct is reclassified downward during its perform

ance thereby permitting a savings in plant protection costs, such savings · 

should, if material, be the subject of a contract amendment passing the 

savings on to the Government. (See 7-104.12) 

(c) Gi,ril defense .costs ,must be allocated to all work of the contractor 

performed at the .particulnr location where the costs are incurred. When the 

Government's ·portion of the output of the particular plant is not ··material, 

the reasonableness of the incurred costs need not be questioned •. However, 

since usually past experience will not provide a guide as to reasonableness, 

civil defense costs should be the subject of specific .. agreement When the 

amount of such costs to be allocated ·to Government contracts is subStantial. 

When this is th~ case, reasonableness may be judged in light of: 
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to take all necessary action in cooperation with and for the benefit of 

the Government, to determine the legality of such assessment or, as the 

case may be, to secure a refund of such taxes and any interest or pen~lties 

thereon. Interest and penalties incurred by a contractor by reason of the 

nonpayment of any tax at the direction· of the contracting officer, sha.ll 

bG allowable :J.S a cost.· ttensonable exp~nse:S of any proceeding instituted 

by the contractor at the direction of the contracting officer to determine 

tho legality of such an assessment or to secure a refund of such taxes, 

interest or penalties for the benefit of the Government, shall ruso be 

·allow2ble as costs. 

.. 

(c) Any refund of taxes, penalties or inter0st thereon shall be 

credited to con tract costs in the proportion in lvhich contract costs 

absorb the costs of taxes,· interest or penalties. If at. the time the 

refund is received by the. contractor, no defense ·contra.cts are being 

pt"~rformed, the amm.mt. otherwise to b0} credited to contract costs shall 

be pa.id directly to the Government. 

(d) Where it becomes evident in negotiating ~ contract price that a 

contractor may be required to pay a tax, the legality of 'Which is question

able or in dispute,, such tax may·· be ·used in negotiating the contract' 

price, provided that the contract contains provisions substantially similar 

to those set out in subparagraph (b) (1) (2) and (3) above. 

15·313.17 Strikes and Lockouts. The situations and conditions sur-

rounding strikes and lockouts are so varied that it is impossible to establieh 

a general principle providing for· allowance or disallowance of c~sts in-

curred during such occurrences.. Each case must be considered t')n its own 
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to specific agreement or cstablish~d policy whereby such payment may be 

properly considered as additional compensation (Paragraph 15-330.2). 

(d) l~en a contractor self insures against insurable risks of any· 

tJ~e (But see paragraph 7-203.22 for limitation on self-insurance in 

cost-r':~imbursement type contrr.!cts), a reasonnble ·provision for losses 

estimated by the contractor is ~-n Allowable cost if such provision. is 

based upon a,ct.ual loss experience to the extent feasible; or, in the 

absence of adequate loss experience data, it is not in excess of net costs 

which would be paid for such insurance if carried by private insurance com-· 

pnnies, less ngents 1 commissions and other acquisition and seryicing costs. 

(e) Losses resulting from failure to insure (through self-insurance 

or otherwise) ag.~.inst a contingent· loss or damage, where a reasonably pru-

dent busines,sman would ha~e insured himself against such loss or damage, 

nre not allowable. 

15.313.16 Taxes. 

(a) In general, taxes which the contract.or is required topay and 

which are paid or accrued in nccordance with gener~ly accepted accounting. 

principles are allowable·, except for ~ed~ral income;; an.d excess profits 

taxes; taxes. in connection. with .financing, refinancing or refunding ·opera-. 

tions (see paragraph 15-330 •. 5); and special assessments on land which 

represent capital improvements, 

(b) Taxes which are believed to be illegally or erroneously. assessed 

agains~ the contractor, may be allowed as a cost of wor~ performed, pro.-. 

vided that the ·contractor; (1) promptly requests instructions from the 
~. 

contracting officer concerning such tc..xes;. ~2) a&rees ,~o comply ~th such 

·· instructions; and ( 3) if so directed by the contrR-cting officer also agrees 
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abnormal in relation to sales effort·that the use of historical costs 

would result in the inclusion of an unreasonable amount of estimated . . . . . . . . 

selling expenses •. In the·latter··Ca:'se,". :the f:i.Jced selling expenses should 

be charged ~0 normal :non-defense saies, .. leaving the defense sales charge

able only ~th a proper share 6r the variable costs. For an illustration 

··~, of this principle see paragraph 15-)20.5 entitled Advertising. 

15-320.2 Salesmen's or Agentst Compensation. 

(a) Salesmen's or agents' compensation-allocable to defense contracts 
. . :~· _; . 

should be reasonable in the light of the services rendered. If inequitable or 
•• _; : ! • 

exorbitant. compensation is paid, it shall be subject to disallowance, to the 
. ·. -

degree deemed excessive, for the purpose of allocation of costs to defense 

"! contracts. Fer example, Y.rhen defense ·business consists of standard commercial 

.< products ~?ich _are sold normally on a commission basis, sudden expansion of 

-"c~- defense, b'1:15iness may necessitate. the adjustment in the amount of compensation 

allocab~e to defense contracts~ 

·(b) No fee, commission, percentage, or brokerage fee shall be allowed as 
. . 

a contract cost when contingent upon or resulting from an award of a contract, 

except amounts paid to bona fide employees or established commercial or · 

s_elling agencies maintained by the contractor for the purpose of securing 

busines~. This provision shall be applied in a manner consistent with repre

sentations or agreements of contractors or prospective contractors in the 

light o~ ASPR, Section I, Part 5. 
. . . 

l$-320.3 Gen~ral S~les Expenses •. These expenses, consisting of salaries 

and expenses in connect~on w.i th directi·on and supervision of al:J. sales 

efforts, ~lerical expenses in maintaining sales records and statistics in 

some cases, and similar over-B.ll sales expenses, may be considered to be 

allocable indirectly to defense products or contracts iri some ·cases based upon 
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merits in the light of the philosophy eX:pressed or implied· in· the princ~p~es 

and standards expressed in Part 2 9f this Section. 

1.5-320 Selling and Distribution .·Expenses·; -~ 
; . 

1.5-320.1 Alloc-ation of Selling nnd Distribution Expenses• Selling and 

distribution expenses identifiable irt whole or in part .with defense W> rk. are 

subject to allocation to the cost ·of· d~fena_~ lDrk to the extent appropriate1 . 

considering. the methods of selling and distribution· ·to the Government or to . .. . .. 
~ . . 

prime contractors or subcontractors. Generally, selling and distribution. 

expenses should be . ~locat.ed between product lines, qr to products sold to 

the respective customer types (where sales methods are different), based 

on analysis of the cost elements in relation ·to the sales efforts. In some 

cases, it may be appropriate to first allocate these expenses in whole or irl 

part as between defense and non-defense bUsiness 1 and then to allocate the 

expenses applicable to defense busine.ss against the individual defense .con .. 

tracts or products. The principle of direct costing.is ·very important in th~s 

area. For example, when special defense products are sold to the 9overnment 

or to defense contractqrs by separately identifiable employees of: the.rr.anu• 

facturer, the compensation and expenses of such employees may be approp~iately 

. charge to costs of such products. When,· in such cases 1 there is a separate 

sales organization or identifiable group of representatives engage~ in seiling 
. . w . 

to non-defense customers, no portion of compensation and expenses thereof' should 

be charged to defense products. On the other extreme, ~en standard com-.. 

mercial products are sold at fixed prices dir..ect to the Government or ~n 
., . . . .. 

defense contractors, as well -as to nUmerous· customers not engaged either 

directly or indirectly in defense production, by·means of one established 
·.1' 

sales organization, the same selling. eJP ense per unit of product may be used 

in cost estimating, except when the quantities eXpected to be sold. are s_o 
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tcchniccl p.~phlcts ony of w:·.1ich ~id US(.rs of the contrnctor' s pro-
. 

·:nets, inclu·:lin;~ the Gov ... rnrnc:nt .or dcfcns~ contrr'.ctor~, uxcluding, 
.. . 

of course, thu cost of sue··.:. publi_cnti~ns ~r;.;p~ocl for ·.the Gov0n1nLnt 
::··· 

. under s0p.~[l.tc contrt".ct considorC'.tion. 

(d) Advertising for connnorcinl proJucts, othbr than ns in (n) 

through (c) t'.bovo., _not in \.:XCOSS of tho contractor's. avorag:o t?lll1UcU 

costs incurroc: prior to ~h9 avm.rd ~f defense cont~r.cts, · mny be ~.lloc.~tud 

to defense prim~ contr~cts anti sUbcontracts for such coMnorci~l products 

on the bn.sis th~t tho costs will iii-st ~o C'.Ssignod to the -contrnctor's 

nondufcnso businc:ss in tho same ~ount. per· '?llit sold ''(or per dollnrs 

of S~.les) O.S W~.S ::-.ssignr.ble to SUCh Units prior to. obt~:ffing. defense 

business; tho runount rom~ining cl't0r ·such assig~ont m~y be allocated 

to defense prime. cr1d ~bcontrc~ts. ~-t. riot in (.;Xccss of t:1<.; cmoun1;. per. 

urdt ~n nond0f0nsc business} pro~dod~·howovcr, that when dcfop~c sales 
. . . . . ,.. 

D.I'G morcly incidontnl, SUCh .. COSt. Gllocnti.o_n~· m6_y QO mnqo on ·D.n OVerall 

proratn basis. 

(c). Advertising costs, othor thnn as in (c.}' through (.c) .. above, 
. , .. 

mey not be alloc:-.tod to d~~onso p~imo ~oritr.nc:ts imd · subcontr-ncts for 

non-commorcia.l products. • 
... • .. 

. ·., 

15-320 •. 6 Product T.ran-~ortatio~- ~d· Doi;i.v~ry ~xpcinscs. 'lhoso cxpcns~s, 

whon roquircd by the . torme of .a contract, . ar"o properly ~1101.-J~blq. Whenov<;;r 

significant· in nr:1ount ~nd. P!.ovidod ~ t is fo~sib~c, they ·should. be determined 
.• ... : 

. 2.n(l allocrted CI.S ~ direct cost of. tho .product or coritraet •. 

15-320•1 Warehousing Expenses. ·Whonovor a mrinu!nct~er ~aint~n~ ~d 

ships products from 't~arohous~~ st~~te·~.c.~ily .loc?.tod _in orde:r ~o. provide bettor 

service or reduce tr.:msport~tiort .. 9.0S~ to customers (as is frequently found 
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tho specific facts. -.L•l each case, provided the basis .;:;f allocation· is 

equitable as betwBen defense and nondefonsc business as a whole in the 

light of the rclati ve services rendered. 

15-320.4 Bidding. Expenses~ Current bidding expenses of both successful 

and unsuccessiul bids:normally Will be treated ns indirect expenses and appoP-

tioned curr8ntly to ~1, business of the contractor in which event no bidding 

expenses of past acpounting periods will' be chargoable to defense contracts. 

However, where it is the contractor's established practice to treat bidding 

expenses by some other method,. such method may be acceptable if the results 

arc considered to be equitable, 

15-320.5 Advertising. Advertising· expenses include the costs of 

matorie..ls, space, time, layout, '·and ·expenses of .the department which super

v1scs such ~ctivitics. Advertising. CXpensos are generally incurred to 

promote tho snlo of the contractor• s rcgU.l~.r · c'ommcrcial products and should 

be assignGd thereto. Advertising may ba appropriately considered for allo-

cation to the cost of defense contracts ·in ~~o following cases: 

(a) Advertising directed soluly towards tho rocrui tmont of now 

employees~ 

{b) Advertising in trade and t~qhni.cal j.t>Urnals, ·provided such 

advertising do~s not off or specific produc'ts for scile. but is pla~od for 

the purpose of ·offering financi'al-~~upport· ·tc{ journals ·which' ar~ valuable 

·for tho dissominn tion of technical informatiori:·.;u thin: tho contra~ tor's 
. -

industry. In addi. tion in tho case of subcontractors:, rc·~sona'blc cx-

p0nditur0s for advertising in such journals for tho pUrpose· of estab-
. . . 

lishing ncceSS?.l'y busineSS contacts. i-n .. ..connection with tho sale -Of 

defense products· ·to Govornmont contractors.·· 

(c) Publication of maintenance· c·atalogs, parts price lists, and 
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time considerably beyond delivery. In such cases, it is necessary to esti

mate the cost of services arid w~ra.;'lties, usually as a percentage of product 

cost, for purposes oi'_?.r~ce nego~iation. Estimating warranty costs.Imlst 

usually be based upon past experience in similar · circunis tances with due re-
... . ... ·. 

gard to reasonable standards of quality performance. When allowances are 

made for· costs of per.t'orman~e. under warranties as product costs, there 

· should be no duplicatio~ of t~~ ~llowance tor the risks in figuring allowable 

·profits. . .. ' .......... . 

15-320.9 Entertainmen~ &Penses. Entertainment expenses, as such, shall 

·n.ot be considered either, ~rectly or ind,irectly.-·as a cost of performing Gov-
. '. 

ernment contracts. Howeve~., when expenses .classified as entertainment repre-. . . 
. . . 

serit the ·purchase. of meals., local trans:l'ortation-1· rerit.al of facilities for 

meet~gs~ and othe_r incident~ 9os:~s 1 and the pr~ purpose of incurring 

such costs. is the dissemination of. technical information or the stimulation, . . . 
of production,· such c~s~s.are allowable:in .cietermining the·cost of Govern

ment contracts. 

1$..330 . G~neral and Adminis.trati ve Beeenses. 

'15-3.30.1 Allocation of General ,and A.~ti.nistrative Expenses. Among the 
.. . ·. . . 

acceptable bases., de.pending_ upo~ t~~ qi.t~9.ums~ces, of allocating general and 

administrative expenses are processing. costs ·.(direc;:t labor, factory overhead, 

and other factory prod~ction costs exclusive of direct material), factory in

put cos~s (pr.ocessing costs plus direct material), cost of goods completed, 

cost of sales, and sales. (where no more satisfactory basis is available), 

provided that equitable results are thereb,y obtained. In the selection of 

the particular method or methods of apportionment, special consideration 

should be given to aqy sUch unusual factors as major fixed asset improvement 

programs and significant changes in proportions of subcontracting. ~ ;;-. 
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with stnn~~_rd c;o~orci~l .. prod~cts or sp?r_c. P·".;r~_s) ~ the cxpwnscs of ~are

housing such .s.tock~, ... inclu<;ling trnnspo~tation_ .!ror.1 factory .to wn.ro~OU:SC1 . . . - . . . ,\ ...... '" "; . . . . ~ . . . . ;, . . . . : ' .... · . ·. 

nrc. nllowablc wl)cn f.ai.rly allocr'.tcd to dofcn.so sales in rclntion to totnl . . ' . ·. . · .. ; . ':·.. . . · ..... 

sclos of products clcliyc;rod fro~. such._ warehouses •. On the _other h~~d, whore 

produc~s sold _under a dcfon. c con~!nct arc n~t d~liv~rod or se~ccd from such 

vTnrohquscs none of the cqst of operation thereof is allocable to ~he contrnct. 
·, ' 

15-320.8 Sorvice and Warranty Expenses. In cases whore the. cq~tr~ct 

terms include. a~ .obli~ntion on the p~rt of the contractors, wi til, out additional 
.... · .. 

so_pnrp.to componsr.tion, to provi~e service in_ installation, training operators, 

_9_orrccting dcfoc_ts in tho pro~ct, replnc~ng defective p~rts, making r~funds 

in case of inadcqup.te. _:po;rfor.mr.:ncc, otc._, the. price _or co~:t of the product 

m~y includ~ nn a.ll.ot.-In.~ce for the co~t of . .s~ch undertcl:<ings. Gone_rc.lly, e.ny 
. . . . .. '· . ·., .. " . . .. :. . . . . ( .·.. .. . .:.. .. . . ' · .. ' ·_ .. · : ·' :_. : . : 

. warrtmty .. of,, the prq~Y:.c:~ . . ~s .~o; _pe;r£:or~rul?o1 .. Y,n~t.~ori~ls, and ;wor~mc.nship will 
• • • • • • ~ • • •• ~ : • • ' • -. ; : •. • ••• • • • ; • • • • •• • • • • • • • •• .~ •• • •• •• .. • • • : • • • • • ' 6 ' • : ,. •• • • • : -~- '· .... ) • • • • 

be for .G qefi.ni to. pcri._oq o_f time •. _I_n. the cas~. of cost-reimbursement. typo 
0 

0 • ; •o' t t. · 0 , o o: , o ~ • o , , ' , • ' , 0 ,' 0 • 0 0 e 0 ° ',· :' ', • : ,; • , 
0 

'. • , • o • : , -~.'- • •'• • .. , ", .: •' I ; • ··,: • 
0 

: ' • 
0 0 

0 
, 

contracts, actuel costs of performnnce to be reimbursed to ~he ~ontr~ctor 

u-Till includo such of tho foregoing cost.s as 111'q.St be borne by .tno Government 
• ~ ' ...... •• _: ~ .~.~" r ;, -~:~-~:• '•••· ', -~ ~- ~ ._:_. ::~: -~--~.: ~~ .. ~ • • • ~:\ :. ~.l·:' .-·,~- :- . .':~.,. ~:~: -~~~ :: ___ ::., ,·.·.~- .:.:~ ·-~ f '. • ·:,, J i~ ~ o .... ·,,· o J • 

under the- c~ause of' t48 ~on~rP..ct cnti tled. ''Inspectiqn of Supplius and Cor-
• • • • • • • • • f • : •• • •• • ' :, --

............. _ .. , --·····--- ·-·- ............ :······. ········. ..... .. . ............ ····· 

.. rection of .Ibfects". (See paret,.1!'aph 7-20.3 • .5) •. Ho-rmvc;r~, in some fixed-price 

cont~acts, a_ warr~ntt mn;y- extend f. or a p~ric:>_d of 

------··------ .. 

'• .... ~-~. : .· . 

_, ..... .. 

~· ,.,.. . . 
-·~- .. ----------· ........ ···--·--···- ·-·---··--·--·- -·----·-·-·· -· •\·-~----·····--···-·--~-_..._.-.----~ ________ .... _ .. ___ .....-...,. 
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(2} Ownership of the contractor is limited to a small cohesive gro~p; 

or 

(3) The volume of Govermaent contrac.ts when related to the contractor's 

total business is' such _as .to inri.uence the contractor in his deterl!linati.on of 

executive cor,lpensationJ or 

_/ 
/ 

·/ 
/ 

... 

./···· 
.. 

7 
.·y/·.· 

.7·.·. ' .. :. -·· ' . 

-. : . 

/ , ... ,: .. · 

• ·, I • • ' ~ • 

.. ~ 
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All. pe!-tinen~ facto~s ~hould be .reviewed from time. to ·t~~~, especially if and 

when there is a change in the nature or volume of production, to determine 

wh~.ther the indirect expenses continue .·to. be· apportioned equitably,. Where 

the nature of a contractor's business. has:.not changed basically by a shift ·· 

to defense .Production, the presumption is that his former methods, :if·te~ted 

by operation o·1er a considerable -p~:ttioa·;· are···a·atl:'sfactory~~- . However·, this is 

only a presumption and should be reexamined in light of probable increased 

production. }!hen the business has changed substantially because of such a 

shift, the contractor's former methods of allocating indirect expenses may 

be entirely inappropriate and so should be thoroughly reviewed. 

15-330.2 Executive Corapensation.· 

(a) Executive compensation consists of all emoluments (including sala-

ries, bonuses 1 stack options·, etc.) paid or accrued for services actually 

rendered to the contractor by exe~utives, officers, partners, sole proprietors, 

and others of similar rank and abilit4es. Such costs are allowable when rea

sonable in amo~~t ~ the light of the services rendered. \ihere the contrac-

torts organization was a going concern for a ~ignificant period prior to the 

award of defense contracts, the runount of co1:1pensation established by the 

contractor will normally be considered reasonable. In other cases and in 

any case where the amount thereof appears not to have bee~ deterrnined through 

arr.1t s length bargaining betvreen the employer and the execu t:l. v~, epeaial 

consideration may be required •. Arm's length bargaining may be laqking in any 

one of the following situations among others: 

(1) The executive or a member of his irnmediate family owns or is COJll-

mitted to acquire a substantial financial interest in the contractor's 

organization; or 
. .. , .... -~. , .... ~ ·. . •r: · • ~· .. ·•· · · 

........ - . . . . . .. . .. . . ~ .. " .· ..... 
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The mode of trnvel,· ncco~~odation or subsistence shnll be in keeping 

l-li th the contrnctor's established practice. Should :there be no established 

practice, tho cost shall not exceed an amount commensurate v1ith the duties 

and rcsponsibiliti~s_of the traveler. Cqsts of entertainment shall not be 

i,ncludod, ... : 

Spc<;:inl circUll1;)tances cron.te situC'.tions for vJhich there may be no 

precedent •. For example, costs of transporting employees and their dependents 

from one g8ographic loc9.ti.on t~. another,. and reason?.ble allovmnce to establish 

thc!i~ in the new loc2tion, mo.y hnvc:; t9 be incurred if ~ comp<.:;tcnt skilled 

labor force is to bo· recrui tec:l 0:nd maintained. Gon~rQlly such costs are 

a.JJ_owa:OlG, but there mr.y bG specific instances in which n part or all will 

b0 cxclud:-::d· if. consid~rcd oxcc.ssivo or· unnccossnry, v·Jhore such circumst~ncos 

are anticipc.:tod, adv£mce pncte~standings .should be reac~ed limiting the types 

· .. ,and ,amounts of such· costs. 

15-330.4 Legal, Acc9unting, Engineering and Other Profession?.l ExpensGs, 

Cos·ts of professiono..l se_rvic_es rende.rod, ,v1hcther performed by thu contractor r s ' . . 

(;mployoos ,or by. other mcmb6rs of the; particular profcssior. e>+ craft retained 
. ·.. . . . . . ·:' .. : ·. . . 

b:;' the c9ntractor, nrc gcnprclly .~lowe?cble •. Such cost~ must. be reasonable 

.. in light of services ~ondered, ~nd payinGnt must not bo contingent upon recovery 

of. the cost from the Gov0rnmcnt. 

Such services, Jm1St hnvc bc'c:n reasonably required by the business, .~though 

not nec0ss~rily required sololy for the performance of Government contr~cts. 

Factors to be considered (nmong others) when determining the reasonablGness 

·or neccs.si ty of incurring the cost in t:'. p.~rticulnr cnse arc: . (i) past pattern 

of such costs, p~ticul~ly in .thC: yc..P~.rs prior to the ~wnrd of Govermnont 

contr~cts;: (ii) the impo.ct of GovornmGnt contracts on the size of the 

contractor's business (i.e., whc~t neH problems arise); (iii) the nature 



I 
'. 

·' 
1556 

(4) ·The serviees rendered by any individual are clr.~~Y. di.spro-

portionate in a ·maJor degree i(o the compensation paid.· 

Allm-Jances for com,Pensatj,.on of partners or sole ·proprietors may properly 

be included in executive compensation even thou'gh not actually pai.d .or 

accrued in the accounts. In the case of cost-reimbursement ~pe contract, 

any allowances for· compensation for partners or sole· proprietors should be 
. . . 

incorporated in· thoj contract. 

Wncre -executive compGnsation is consi~:lc~eci to be unrea-sonable in a-mount, 
. . 

the excess oven·· the -amount_ c9nsidered reasonable 'will ·not -be included in 

determining the amount allocable to Government contracts.· 

(b) 'Iha co·st· of options to purchase stock 6.f the contra~tor corporation 

granted to--~xecutivcs. thereof is a part of executive compensatiol!- and, as 

such, may be allocated to Government contracts·, as: f·ollovJS: 

·····(1) ... Th.e_c.?..~t ~~~toe~ options to the grantor.c.orpor_ati.on is tho 
. .. . . ""'. ~- . ' 

excess, if any, ·of the. fair mark~t vaiue .. ··of· .. :tHe stocK .over. the ,optiqn price 
. . . ... .... .. . . .•. :.~. . -~. . 

on the ·date the option· is grante~ to a specific indiV:tdual. 

(2) Since bene!,~ ts to the corporation are intonded to extent 

ovGr a period of yG.:rrs and are not limited· to ·the· year in wl:lich the option 

was granted or exercised, the cost to the· grantor· corporation must be amortized 

at an annual rato. not be exceed throe percen~ of the fair mark~t value of the 

stock on ·the· date tho option is gre.nted.· The poriod of· amortization is to 

h~gin with th0 date .:that the option is gr.antod.-
. \ 

15-330.3 :Travel ExpGrise. Travel expense; when incurrGd for business 
. . . 

purposes, is an allowable cost. Tho cost i.li:.y represent payment fo'! actual 

costs incurJ:ied,. or payment _may be on a p;3r diem or mileage basis in lieu of 

actual cost, ·.or' ·a cornbinC~.tion 9f the; two methods may be u~ed,~ pr,ovided the· 

method used docs not rusu1 t in an unroason~~lc 'char.go. 
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15-330.6 Bad Debts. Bad debt loss~s, whether actual or estimated, axise 

fron~ the con tractor's non-Government ·business. No allo'\vance for such losses 

shall be made .in costs or prices under Government /prime?. contracts. /However, 
. .... -- -

in tho case· of subcontracts, p~ticulcrly lower-tier subcontracts several con

tracts removed from tho prime contrnctor, consideration may be given to a 

reasonable ,"lllownnco for bad debt losses not to exceed tho rate experiGilced 

by thG subcontractor in doing business with the· srune class of customor.J' 

· 15-330.7 Contributions and Don,?.tions. Contributions and· done.tions to 

---------·---

// 
/ 

.. / ------



' ., 

I -

1558 

and scope of managerial services expected of the con~ractor •s own .organization; 

(iv) the naturG of conflict of interests which may -exist 'between the con-

tractor and the U. s. Government; and (v) whether or not the proportion of 

GovcrnrnGnt production of the contrD.ct6r' s total production is such as to 
. . 

influence the contractor in· favor of incurring the cost, particularly where 

the services ren~ercd t:re. n·ot of ·a continuing nature nnd have little rcl::-.tion

ship to production undE.;r _Government contracts. 
. 

If, in light of :the. foregoing,. it ap)enrs ~h~t any oth.:~rwise· allowo.ble 

costs are· r1ot,:·rcasonably roq'liired by t:Cic bus~nes.s or aro oxcossi ve, tho alle>W• 

abls portion Hill bo rodu.:cd to ·an appropriate ~aunt, if any, for purposes 

of allocc;.tion. 

15-330.5 Business Organization Exponsos. ~~siness orgnnizntion expenses 

consist of those ordinary and roc.sonably necoss~y oxpons0s which are incurred 

becuase of th(;; US8 of the corporate, partnGrship, or ot.hur form of organiz.::tion. 
t 

Recurring business organiz:?.tion o:>:penses arc allo-vJablo. EXCJJilplos of such rocur-

ring expenses, with rGspoct to a corporate form of orgnnizotion, arc fees pnid 

to members of the bonrd of directors, cost of shC~.roholders meetings, proxy 

solici te.tions, preparation and publicntion of· .?.nnual reports to shareholders 

and propctrntion nnd submission of rcquirvd reports to rogLU~tory bodies having 

jurisdiction. Such costs shall normC'.lly be consid·;:;rod to be rGasonablc in 

arr.ount 1·Ihe:n incurred in ac.corda'1ce with the contractor's cstc:blishod practices, 

particularly those in effect prior to the awnrd of Govcrnn10nt contra~ts. Non-

recurring expenses, pc.rticul~rly those directly rel<?.'Wd to tho e.cquisi tion of 

add.i. tion.?l capital, arc· not rQlo1tJable. Other exa."llplos of un~llo1-Jablo costs 

would include legal and professional foes paid in connection. with the pre-

par~.tion of a prospectus, costs of preparation and is:;uance of stock rights, 

and ~ortization of costs of organizing or reorganizing the businu~s. 
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production has been altered significantly by Government""· contracts, 

departure from the prior progr·arn may be jus.tified. · c 

(ii) When the organization is a local one and. metnbership would 

be expected of all similar busi11ess firms in the· business community, 

Local organizations must be 'primarily for trade; business, or pro-

fessional purposes. Social, cultural,· or recreational· activities, 

·if any, of such organizations must be incideri.tal. 

(iii) If the organization is regional, national; or international 

in scope, membership therein should be held by a majority of like firms 

in the same industry. 

In determining reasonableness of particular membership costs which appear 
. '• 

to be excessive, a review ·or the nature of the activities of the organization 

might be necessary in order to reduce the allcn-rable portion of the contractor's 

membership costs to an amount which would, in effect, exclude a contribution 

to lobbying or public relations activities. 

(b) · Subscriptions. The cost of subscriptions to trade, business, pro

fessional, or technical periodicals or services is :aJ.1owable when incur~ed 

in accordance with the contractor's established practice and the costs are 

reasonable in amount. 

15-330.9 Employee I"iorale, Health,· arid W¢lfare .• ·.Expenses for ·employee 

morale, health, and welfare activi tie.s, such as employee publications, ill

ness or first aid clinics, improvement of working conditions,. and'others 

aimed to improve employer-employee relations or employee perr'orinance, are 

allowable if incurred in accordance with the contractor's established 

. practice or custom in the industry or area. · 

15-330.10 Cafeterias, Commi·ssaries·, ·nornd. tories'," ·and ~ilnteeris. 'Ibis 

class of expense consists of the cost, less revenue, of food, beverages, or 

living accommodations provided for members of the contractor's organization 
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established nonprofit. chari.tabl~, ~c.i,entifi~, and educational orga"'nizations 

are properly all.ocabie ·to Government., contracts; provided that such costs (i) 
·. . .. '•, ''I '• 

may reasonably.·be.·expected. to resul-t;. in .. ~~.ture. benefits to the 'contractor 
:· . '.'. . ... . . .. .· .. :, 

through ·advancing''; directly or. iJ?.directly, the technology of his industry 
. .. , . . 

or increasing ·the supply· of. t~ained manpowE!r._av~lable to ·it;. (ii) are in 
. ' . ·.·. . · .. : . . 

lieu of ·the· c·ost ·or similar f.acilities, which facilities the contractor 
. . . . . . . . 

would otherwise have to pr.ovide, as. for. ~~.ample, employee medical or re

creationa'l· fac·i"J.iti.esJ . or .. ~i~i.) . are expeQ~d of the contractor by the com-
. . ··.. : .· . . . . . ... . . . ' 

munity and it can· ,reasonably_~- expected th~t the prestige of the contractor 
. . ·'i' ·;·.: .• ·. 

in the community would suffer through the l~k. of_ such contributions. In 

general, contributions. and· :donations. und:er item {iii) will not be allowable 
. . :· . .· ... 

unless it is· the practice .of.- ~ost, bu~~ness. ~irms in the same connnuni ty to 
. . ...... 

make contributions t9 such· org~:l-z~tiq~,~. 
·, 

The propriety.·of.:the .amo\lnt or.pa~~~cul~r contributions and donations 

and the aggregate thereof for. each fi.s~~l, p~riod must be judged ordinarily 

in light of· the pattern of :past c_~n~_~butions;. pa.rticularly those made 
. . . . . . 

prl.or to· the· placing· of Government contract~·~··: The. '8m6iint of each allowable 

contribution must be deduotible:for pw;-poses of Federal income tax, but the 

deductibili~ of the contribution for income tax purposes does not in itself 

justify its al.lowabili ty as a contre..ct cost. 
. ':' .. . . . . . . ......... · ........ ·. •. ·• t 

15-330.8 ··Trade, Lusiness, and P~ofe~sional AC.tivi ties. 

(a) Memberships. Costs of membership in trade, business, and profes-
. . . . .. 

sional organizations are allowable when incurred in accordance with the 

following standards: 
... : 

(i) Memberships are consistent with the established practice of 

. the .c.ontr.actor.;, particularly_ his practice _prior to the award of Govern-
' . 

ment contrac.ts. However, if the nature or volume of the contractor's 
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the period of contract performance, but the amount of ~r;l'lich is .currently 

indete1~nable 1 . may be recognized as follows: 

1. A mutually· ~greed upon settlement may be negotiated in 

lieu of waiting for· the exact future determ::ination. 

'lh~· contract· mc.y be held open (by ~! exception in the 

. final release or by a provision in -t:he .pricing a'ilend-
. . . 

m.e.nt) .. as to the p~ti.cui~!r i tern pending the exact 
• . r . . . 

determ:i:natiori of the' amount of the cost on an actual 

basis. 

Individual paragraphs o.f this Part. contaii-1 m·ore".spe~ific treatment of con tin-
... , ..... · 

trolling wi. th respect thereto• 

(b) Allowances for specific contingencies which ar~ reC1.son:.1ble certain 

and determinable may be :made in cost· estimates for use in negotiating forward 
. . . : . . 

prices of fixed. price contracts.··· Other contingencies are not a.llm·rable · as 

costs in for~·Jard pricing actions, but their possible impact m~y be considered 

in establishing .con,tract prices and ceilings in accorda.'t').C~ _wi tn Part 4, 

Section III, ASPR. 

15-340~3 . Losses 9n Other: Contracts. . A .loss sustained by a con tractor 

on any cont:r:act is not allowe.ble as. a cost of perfom.ance_ of aey other 

contract.. Such losses shall include any excess of cost over income under 

any and all other. contracts vlhether such other contracts are of a supply, 

researcl1 and- development, or other nature. 

15-350 Termination Costs.~ In the event of termination of. the· contract ... 
for the convenience of the GoverTh~nt, the allowability of particular items 

of cost will be. determined in accordance ·vJi th the cost principles and 
. . 

standards contained in this Section and will, in addition, be subject to the 
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at their regular. duty stations. When re~sonably required by :the nature of 

the contractor's operation·s, plant location, e.stablished policies, or em-

ployer-employee agreement, such costs. shal:L/ be allo-v;able. ~'1 t~e o~her 

hand, aey profit: on such activities shall be con$idered as a credit to the 

contractor 1 s overall expenses before allocation to defense con~racts, unless 

such e.xpenses are reduced for ill the ·costs of such .. activities, including 

use of facilities, space, and utili ties 'd th eliminatior: of such credits from 

the contractor's general expenses subject to cost·allocations to defense 

business. 

15-340 Financial and Other i~enses: 

t.5-340.I. Intere.st on Borrowed Capi t?,!• . Profit .margins allowable _in 

contract pricing are based, among various factors, upon consideration of 

normal interest return on. total capital employe~ .(includi~g borrowed capital) 

and compensati.on r'or risks (including loss of .any, capi t~al~ ~xcept to the 

ext'm1t that risks are ·the subject of. compensation. through coct ·allowances 

or are assumed by the Government under special ·foms· of c~n~pact· pricing,· . 

when no pri~iri'g ~ll;OvJC3.nce for. such ·l:"isks· ·should be made. In this ,way, ....... , .. , . .. . . . . .. . . .. •. . ... . ... : 

every contractor should receive nondiscrimina.tory treatme~t, ~h~ther he 

furnished his e.ntire ·capital· or borrmvs a large portion thereof 1 . o~ whether 

he'· is organized in the f·orm of a corporation, a partnership, or a sole pro-

prietorship. Accordingly, interoo.t paid or accrued,. regardless of the 

nature of the obligation which gives ·rise to, the interest cost, is not an 

alloNable i tern of cost to be charged directly .. or i.ndirectly to Government 

contracts. 

15-340.2 Contingencies •.. 

(a) No allm·Jance for future contingencies shall be included in making 

determina.tions of historical costs. Costs of events which occurred during 
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4. The . ..:ost of i terns of material reasonc;ioly usable on 

other work of the Cont.ractor., wi,tho~t loss to it, should not be 

considered. In deciding whether such items are reasonably usable 

on other work of the Contractor, . the Con:tr~c~ing Of1'ice~ should 

consider the Contractor's plans,and orders. for current and.scheduled 
0\ • ' ' ' o • o ' • o o I I ~ ' o o • 

production. Contemp·orancous. purchas0s of s.i~lar ·i t~m~. by the 

Contractor from other sources will:~ ;.l~~gardeci as ... ~videnqe that 

such items are ·l~eason~.b~y us;a·ole: on the -Contra9t.or's o~.her work, but 

in any such case the Contr·acting:. O.ffic.e-r will.1 consider. any evidence 
. . . ' .. . :. ; ': . 

subrni tted by the ·contractor. shm·Jing .th.at it. cou;Ld .not re.ta~n such 
. . ··.·'· . . ... : ··. 

items at cost wit:1·out'sus-taining.e.loss. Any_.alloc:ation pf :SUCh 

costs to the term:iria·ted ·p·or.ti._on of .the .c9nt:r;-~ct . .should be l!l~de only 

to the extent tha-t the· ·quanti.ties of the C011llTlqn items on hand, in 

transit and on order; ·are· :in exces..s ·of .the r.easona:Ole _quantitative 

requirements: ·of other ·work.~: . 

15-350.3 Linii tations· or Cort~dn Cpst~ •. In no event. sh~ll :the aggreg~.te - -- . ' .. ,::~". 

of the amounts allowed tn .. respect :of initial- costs· and pr~par~tory · eA1Jenses; 
,J' ..... _l • • • • •• 

loss of useful value on special machinery. and equipmeJ?.t; .exp~ri~~ntal, re

search and devel~m~~~ expense; special leases; engineering and development 
' .. · . . . . ... .. . 

and special tooling, exceed the amount whic'lf.wbuld:·have been .. available from 
~ : . . . . : ; . 

the .contract price to cover these i terns if the contract had been completed, 

after considering all other costs which w~uid have· -~een requ{red to complete 
t .. 

it. 
···-----· ---·--···----- ---------- ·----------:-----------

~ 
.. •. •· ~· 
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.. ;_.·:··~ · .. 

--~-____ _., . . . . . . . . 

____ .__,... ---~··. . . .·. 
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provisions of this paragraph. 

15-350.1 Settlement EXpens~~· The additional costs that arise as the 

result of termination or cancellation of Government contracts (or subcontr~cts1 

including purchase orders); for ·the convenience of the Government, are allow-

able. T:r'lese costs include reasonable costs. of settlement, including account-

ing, legal, clerical,· and other e~cns~s·reasonably necessary for the pre

paration of settlement claims ·and supporting dat~. with ·respect to the ter

minated portion of the 'contract and .for .th8 termination and settlement of 

subcor!tracts ·1'thereunder, including expen~es incurred for the purpose of 

obtaining payment from the Government· but only to the extent re~sonably 

necess8.ry for the preparation· and· presentation of settlement proposals and 

cost evidence in connection ·thererii. th. · Settlement. expenses include reason-

a.ble; storage, transportation, and other costs in~urred for the protection of 

property acquired or produced for' lhe contract or in conn~ction with the dis-

position of such prope'rty. 

.. 
15-350~2 Exclusions. To be ·excluded from allowable co~ts in the event 

of termination are th~ following: 

1. Costs not allocable to the terminated portion of the 

contract (inventory. basis) or to the completed e,nd terminated portions 

(total cost basis.). 

2. Costs due to unreasonable deiay on the part. of the 

contractor in complying with the clause of the· contract enti·tled 

"Termination for the Convenience of the ,.Gover.nment .• •f 

3. Costs incurre.d ·as t.he result of purchasing or produc-

ing facilities, ma~rials, or services in excess of the reasonable 

'quanti. ta ti ve requireJl!ents o.Z the entire contract, 
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not result in a reasonably accurate assignment of indirect costs to facilities 

cOntracts. Since indirect costs are those which ·are incurred for oOlDlDon 

objectives, a grou~ing of objective.s an~. identification of indirect costs 

therewith will furnish guidance as to ~he assignment of indirect costs to 

the various benefited activities. For example factory accounting and admin

istr(ltive costs may properly be allocated to facilities contracts;. while, 

generally, depreciation on factoiJr production equipment should be excluded. 

Similarly, any indirect cost incurred solely for the benefit or production 

should be excluded where the facilities are·constructed or installed by a 

separate service or maintenance department. No selling or ci stribution 

expenses (other than engineering expenses incurred in the desig~, construction, 

or installation of the facility) will be allocated to the cost of facilities 

involved. General and administrative costs may be allocated only where the· 

facilities program represents a significant pori tion of the contractor's · . 

work during the period. 
required 

(c) The required degree of preciseness/in allocating indirect 

costs to facilities contracts should be related to the ma~riali ~J of. 

amounts involved. Therefore th~ foregoing is not intended to require 

a·meticulous identification of such costs. However, it is intended to 

furnish same criteria for the allocation thereof to facilities contracts 

on the basis that such contracts should bear the allocable ·portion of 

indirect costs incurred for the benefit of the contract. Hence, where 

the contractor constructs facilities which are generally similar to facilities 
produces 

which he ~so / for sale, indirect costs may be allocated in accordance 

~nth his established practice. In most other cases in which the contractor 

·performs the facilit1es construction himself, the decision to do so will 

have been based upon the fact that he has an already established department 
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15-400 Scope of Part. This part sets forth applicati~~ ·of cost 

principles and standards of Part 2 of this Section in connection with the 

determination of costs under facilities contractS ~nd under.the fac~lities 
contracts . . ~ · .. ··. · 

port~.on of supplyfand research contracts. Generally this Part covers only 
. ··.· . coo~oo~ 

the allocation of costs to such contracts or facilities portion's -·of. supply/ 

or research contracts. Other Parts of this S8ctio~· provid~ gu{darice as .. to 
.. 

allo"t>rabili ty of particula.r i terns of cost arid detenninations made under" this .. 

Part should be made in light thereof. 

15-410 Direct Cost.. The cost of purchased facilities, incluclirig: :costs 
•• 4, .- . 

of .acquisition, delivery and placing into condition for use, is allowable 
h~ •• • • • l :· 

at the net purch.ase or subcontract price. If architectural, engineering, 

. installation, or other collateral services are perfomed by the contractor's 

own ej11ployees, the direct costs of Supplies consumed arid labor. utilized are: 
... 

allowable. 3imilarly, if buildings or equipment are constructed, manufactUred . . . .· ' . ; 

or rehabilitated by the contractor, the direct costs thereof are allowable. · 

15-420 Indirect Costs. 

(a) No indirect costs will be allocated to the cost of facilities 

purchased by the . contractor on an installed (ready to use) .bas.is. · 

(b) Where the contractor constructs the facilities or inc~~s' addi-· 

tional costs other than ~~e purchase price of purchased facilities~ e~erY 

reasonable effort should be made to direct-cost the items of cost direc.tiy·· 

assignable to the facilities. Special problems of allocation arise beca~se 

such work done by the contractor is usually different from that done in 

connection lvi th its regular production of goods for sale. Hence the con-

tractor's usual method of overhead distribution to products for sale may 
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or shop for fulfilling similar requirements of his normal operations. For 

example, a facilities contract involving sheE::t metal work might be performed 

·by the contractor, if he already has a shop for providing sheet metal i terns 
if 

·required in his reGular production processes and,this normal accounting system 

in connection ~herevdth provides cost data which are reasonably equitable 

i~ light of the for0goiwg criteria, such costs will be acceptable. 

(d) The negotiation of predetermined overhead rates is permissible 

(see paragraph 2- )'. Where such predetermined overhead rates are used, 

they should be developed in consideration of the principles set forth in 

this part. 
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FOR. DEP fRTMENT OF DEFENSE USE ONLY 

PilRT. 4 · 

Application of:·Coct. Principles 
In Facilities Contracts 

Dratt ':29 Sep 19$3 · 

1$-401 Scope ~f Part. This.part setsforth applications of cost 

principles .ep_d standards of Part 2 ·or this· Section in connection with 

the determination of costs under facilities contracts 2nd under the-

facilities portion of supply and research contracts with commercial 

organizations. Except as modified by coverage. in this Part 4, the cost 

principles set forth in Part 3. ~this· Section will be applicable. 

1$-410 Direct Co~ts. The cost of structures and equipment obtained 
.. 

by purchase or sUbcontract is allowable at the purchase or subcontract 

price, including delivery and installati~n in accordance with the appli

cation of principles as set forth in Parts 3 or 6 of this Section as 

appropriate. 
. .. . . . ~"'. . . 

However, if ~chitectural~ engineering, instal1ation, or 

like services are performed by the contractor's own employees~ the direct 
. . 

costs of suppli~s oonsumed and labor utilized are allow~.ble, Similarly, 

if bui 1_dings or equipment arc rconstructed or manufactured by the contrac

tor, the direct ~ostf; thcreot are. allowable. 

lS-421 Indirect Costs. 

{a) No indirect costs will be allocated to the cost of fecilities 

purchased by the contractor on an installed (ready to .usc) basis. 

(b) Where the contractor constructs the facilitie·s· or incu-s addi

tional. costs other than the purchase· price ·or p.trchased facilitite• 

indirect costs Will be allocable to the facilities contract. but only 

' 
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upon the basis of work actually performed by the contractor. In this 

event, special problems· of allocation arise·because such work done by 

the contractor is usually different from that done in connection with 

its regular production of goods for sale, Hence the cont.ractor' s usue~ 

method of overhead distribution to products for sale may n9t reSult· in 

a reasonably accurate assignment of indirect costs to facili'let con-

tracts. 

· (c) After all reasonable efforts have been made to direct-cost 

the items of cost·dircctly assignable to the facilities, there is left the 

problem ~f allocating the remaining indirect costs which have been in-
.. 

curred for joint objectives. ·Hence, a grouping of objectives and iden-
.. 

tific&tion of indirect costs therewith will furnish guidance as to the 

assignment of indirect costs. to the various benefited activities. For 

example factory accounting and administrative costs m~ properly be 

allocated to facilities contracts; while, generally, depreciation on 

factory production equipment should be excluded. Similarly, any indirect 

cost incurred solely for the benefit of production should be excluded 

where the facilities are constructed or installed by a separate service 

or maintenance department~ No selling or distribution expenses (other · 

than engineering expenses incurred in the design, construction, or in-

stall at ion of the facility) wUl be allocated to the cost of .. facilltl. -es 
involved. . General and administrative costs may ·be allocated only where 

the facilities program represents a significant portion· of the contractor's 

work during the period. 

(d) The required degree of preciseness of allocstion of indirect 

costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 

-2-

- T ,,. • 

• 
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. a meticulous identi:fi,~_e:1;~1on o:f sucP. ~osts. However, "it is intended to 

fumisb some criteri~a .~or the all'Oc~.tion thereof to facilities contracts 

on the basis . th?t ·sueb c.cn tracts should bear the allocable portion of 

indirect c~sts i~~rred for the benefit of the contract. Hence, where 

the contractor constructs facilities which 2~ generally similar to his 

usual production for sale, indirect costs may be alloc~ted in accordance 

with his established practice. In most other cases in which the eontrac-

tor performs the facilities ·construction himself, the decision to do so 

will have been based upon the fret th~t he h~s an already established 

dep~tment or shop for fulfilling simil~r requirements of his normal 

Apera.tions. · For example, a fe.cilities contract involving sheet metal 

work might be performed by the contr~ctor, if he. already has a ehop for 

providing sheet metal items required in his regul~r production processes 

and his normal accounting system in connection therewith provides ebst 

data which are reasonably equitable in light of the foregoing ·criteria, 

such costs will be accepteble. 

(e) The negotiation of predetermined overhead rates is permi~sible 

(see paragraph 2- . ). Where such predetermined overhe~d rates are 

used, they whould be developed in consideration of the principles set 

forth in . this part. 
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co:1sistent pat~ern of costing if the results ar·e to be equitable·. In sor11e 
instances 1 this principle may be applied by direct costing only the major 
itc~~ of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

15-206 Indirect Costs. Indirect costs, 1vhich have the character of 
cor;unon or joint costs, usually consist of indirect materials, indirect 
labor, &1d other ite~s. These costs generally are grouped in classes, as 
.follows: 

(a) Hanufacturing (shop, laboratory) eA-"Penses (often termed "manu
facturing overhead" or "burden"), ·vrhich ·arc incurred in fabricating the· 
article or performing the service; 

(b) Engineering expenses to extent not included in (a) or (c}; 

(c) · Selling and ~atribution expenses. incurred in marketing the 
products manufactureQ; 

(d) General arJ.d administrative expenses incurred in the over-all man
agenent, supervision, and conduct of the businessJ 

(e) Financial and other expenses. 

15-207 iictl1ods of Allocation of Ind:Lrec·G Costs. !·!o general rules re
gm'cling allocation of indirect costs. to products, job orders, or contracts 
car1 be stoted for all individual cases, because the nature of the particu
lar operations an:d the actual conditions in each instance deternine the 
most suitable method or methods to be employed. The method of allocation 
of indirect costs will be acceptable if it is in accord with genere:.l1y 
accepted accounting principles and practices and if it produces equi tablo 
results under the particular circumstances. (See also paragraphs 15-313 .. 1, 
15-313.2, 15-320.1 and 15-330.1.) · ·· 
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(a) Cash discounts taken. However, if the contractor does not exer-

cise reasona~;Le_precautions in taking advantage. of_ cash ~scounts available, 

all cash discounts lost may be deducted in: dete-nnining allot-rable cost_~; 

(b) .. Trade discounts, rebates, reflL""lds 1 and allm.Jances on material 

purchased; 

(c) Credits for.scrap and salvage and materials returned to vendors; 

. (d)_ . Credits arising _from differences between book ~n9- physical inven-

tories. 

·15'-311. 2 : Priqing:, i. 

(a) In detenninin8· historical q9sts 1 any. generally·· recognized method 

of pricins materials issued from stock may be employed for_ determioing actual 

: cqst, provided it ha~ .been: consistently used by _the. con~I;'actor, is .. acceptable 
. .. . . . ~ . 

.. _.for .. internal revenue pur.p.qs~s,: and _do~·s not discr~n~:t;,e .against the. 

Government •. When m~terial~-.in inv~ntory at_ the _CC?mmenc~J11ent c;iate of a . 

qov~rnment qont~act :hav~_:,a provablE7 .rep~q.qe_ment :cost sign~fica~~ly ~iffe~ent 

from. book .cost 1. eit-her t,he __ qontractqr or_ .the G~ver~ent may el~ct ~o use 

such :replacemf3nt cost J .. l} ·l~eu._ of:·;boo~. cost ~- priqing .. mnteri~l~ iss.~ed __ Jrom 

suqi .iny~ntary •. Hqwever1 _S1}C,h ~l~etiqn ipcl~ldi.ng ide!lt~ficat.i~n of the _types 

or, kinds- of' materials invol\,'ed should be: made at ~he time i the. co_ntract is 
,, - . - -- - - ._ - . . . - . ' - ' - . - . . --

entered into! and _urovided for in the .. contract. When materials ~e- purchased 
.... .· .. . . . . ; •. . . .. ·• . - . 

apec~iealiy for and i~~n~if~aql~ :sol,ely ~th.perfo,rm~nc~ under a.co~tra9t1 

the actual purchase cost· thereof .should be .changed to_ the ._contract. Costs - . . . ' . . . . ,·. . . .. .. . . : ·...... . 

of subcontracts fo.r .-components sho~~d be dr~7~~.~e~.:.~-~~7-~ly~ .Pr<:>yided that, 

when. subcontJ;.?acts are._·pe:r.-~·ormed. ·.Uz;lder :· qontr~.qt .pricing -~~az:lge.rnents :otl:ler ... 
- . . - . . .. -- . --- . ... ··- ... ·- -

than firm fixed prices 1 the neg~ti~tion of pr?-c:e~ __ ;<?r .determina~io!l :of:_ costs 
- . . 

shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost 1 ei.ther current market 
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1.5-300 Scope of Part• This part states; in. some detail, applica

tions of the general cost principles ahd standards set forth in Part 2 of 

this Section to supply contracts and research and development contracts 

with commercial organizations. It :is i..~practicable'· ~~d ·unnecessary to 

cover every element of ·cost or possit-.le ·s·ituati6n that might arise in a 

particular case. However, when this part does ~ot furnish specific guidance, 

the philosophy expressed or implied in .. t))~:.prin·c.iple·s' ·an~ standards com-. 

prising Part 2 of this Section and the more 'detailed·discussions of similar 

or related iter.lS in this .Part 3 should: be followed. 

1.5-310 Manufacturing Costs: 

15-311 Materials. The net costs of materials '{including components), 

both direct ~~'!and indirect., used or consumed in performanc~· of Goverrunent con-

tracts are allowable on the·basis.hereinafter outlined. Cost may include 

such collateral items as transportation, insurance, purchasing, receiving, 

storage, warehousinf- and ~djustments of inventory accoUnts 'reasonably re

lated to the period of contrac.t performance resulting from variations at 

cost between book and physical inventories. '(See paragraph 1.5-311.2 for 

basis of ma~eria~s pricing.) If ·the cost of collateral items is included in 

material costs 1 no additional allowance· therefor·: may.; be · ~ade . in the detennina-

tion o.f manufacturing burden. If such items are not included in material 

costs, ·.they are . properly included in overhead• · 

15-311.1 Material Credits. In establishing ·::iaterial cost, effect 
.. 

shall be given, as .appropr~ate, directly, ·or indirectly' as a reduction of 

total ma~ufacturing costs, to such items as: 
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L(iii) The prices .. of other .~uppliers for the same or sub

st~~tiaily similar iteMs ca~_be ~stablished·through quotatio~s, 
I "• 

correspondence, or by other ~eans. ~ 

~(2) In case the transferor is a separate corporation or 

partnership in· which nonaffiliat~d. parti~s. hold· a minority. interest of 

10 percent or more, a reasonable margin: of pr.o.fit on such sale·~ in 

recognition of the minority int~rest may be pemitted by agreement not

withstanding inability to determine ~rket pric~s ·in accordance with 

parngraph (1) above. 

Under special circwns·canc~s 1 inter-company or inter-
• I ~ ·, ' 

divisional sales or transfers may:~e.priced ~9 include a profit.to the 

transferor when no. evidence exists ~~ ·.~P market. prices, provided,· iri· 

the opinion of the contracti~~. ?ff~cer., .~h~ .. ;t~tal.- price paid by the 

Governm-ent for work performed ~d~l" ~he .. c,o~z:1tract .of. the tra~sferee 

is not increased by such pricing,_.pr9~edures. :This· ·departure from the 

basis of pricing such sales or trans~fJ.rs .~-~ marl_(e~ pric~s determined 

in accordance with paragraph {1)· above. :or cost :to th0 transferor·: : ; :. ·. . 

should be authorized only_ ~hert3, all ~t. the, .f~lloyrl.n·g· 'c~rc~tances 

exist: 

C(i) The management of the.tr~nsferrine:unit is.-signifi

cantly independent (tho~gh not .n.ece_s.sarUY·:au~on~ril~~s) of the 

acqu:i.ring: unit; 

·. L(ii) It is the contractor's long establishe~ practice to 

price inter-compaQY trar~fers at other ·than.cost and to apply 

such practice to transfers of commercial work as well; 

£"(iii) Routing of WJrk through the integrated unit is not 

affected by de:ra rture from the cost basis with consequent in-

crease in total actual production costs of the 'K> rk. 
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prices or anticipated ·acquisition cost may b.e used, but t·he basis of pricing 

must be disclosed. In order to avoid the· allowance of contingencies in 

firm f?n-7ard pricing actions in m ich the ... anticipated replacement cost may be 

expected to be substantially greater. than current ~ket, materi~ls escalation 

provisions may be made a part of the contract. However, situations involving 

changes in material costs which are reasonably certain and.determina~le 1 or 

relatively· minor in amount, may warrant recognition being given thereto in 

making estimates. 

L(c) In cases in which a contractor has integrated operations invol~nng 

inter-company or inter-divisional sales gr tran'sfers of mat.erials, such ma-

terials may be prj_ced to include a profit to the transferor coml:>any or divi-

~ion under appropriate circumsta.nces outlined' below. .~!1 such event, such 
. ·. 

sales or transfers shall be treated as subcontracts in d~_~ermining the profit 

or fee for vnrk performed under the contract.of ·the transferee. In other 

cases, where the condj_tions outlined below do. not exist' inter ... company or 

inter-divisional sales·or transfers of materials shall be stated, at· cost 

to the transferor for purposes of contract pricing of the transferee. 

L (1) \rJhen inter-company or inter-eli vis·ione.l sales or transfers 

of materials are priced in excess of cost, they shall b~ priced; inso-

. far as possible, upon th~ basis of the lo"t-1est 1narket price dete.rmined 

in consideration of the ~ollow.ing: 

/:(i) The price is the transferor's loHest sa;Les. price to 

nonaffiliated customers for the sa11e or a·· similar item, quantity 

and quality considered; 

L(ii) The price for the same or substantially similar items 

is quoted at reasonable intervals in financial or trade_publica-

tions; 

. . 
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the basic salary or wage and all fringe benefits Ydll be considered in 

determining the reasonableness of t~e earnings of an individual in rela-

tion to services rendered. Direct labor cost consists of salaries and 

wages identified specifically with the performance of a contract, job, or 

product. Labor services utibized for joint objectives may be treated as 

3 indirect.costs if specific identification is impractical or uneconomical 
. 

and the results of allocation are equitable. 

(b) ·In determining his:torical .. costs 1 ·labor will generally be charged 

at actual rates paid by, the contractor. However, if it is the contractor's 

consistent practice to charge for performance of groups of 

·I 
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Determination of the foregoing facts in any case may require sub

mission of cost data of the transferor~ 

(c) Inter-company or inter-divisional sales or transfers of ma• 

~erials shall ordinarily be stated on the basis of cost to the trans-

feror. However, under some circumstances, departure from the cost basis 

may be appropriate but such depc.rture .. is permissible only if specifically 

authorized by the contracting officer. Examples of circumstances which 

may justify departure from -t;.he: cost basis. are as follow: 

(1) · Cases where th.e tr~feror is an affilia:ted or subsidiary 

corpor-atio~ ·in which no~-a.ffiliated ·parties hold a minority interest 

of 10 ·percent or more. 

(2) Transactions involving ·items regularly manufactured and 

sold by the contractor. through commercial channels. In these cases, 

·.h;~ever, the price must not exceed the lo"t-rer of ( i) · the transferor's 

sales price to· its most favored customer for the same or a similar 

item, quantity and qu~lity considered, or (ii) the prices of other 

suppliers f~:r,. the .. srune. or· substantially similar items. 

Departures pursuant to the foregoing, should be authorized at the time 

contract is entered into, should include identification of the types or 

kinds of materials involved and the names of the suppliers, and should 

be provided for in the contract. Also L~ such event where such sales or 

transfers are authorized· they shall be treated as subcontracts in 

negotiating the profit or fee for work performed under the contract of 

the transferee. 

15-312 Labor: · 

(a) The cost of obtaining the services of anY individual includes the 

base salary or wage, plus the cost of all fringe benefits. Therefore, both 

... ...... ... ......... . ......... 
.. ·-·· 
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{a) Each class .of. compensation is preferably ·to be accru .. ed as a 

cost over t.he period iri which it is earned~·· 

(b) Hhere it is the contractor 1 s established practice to record the 

costs C~.t ~1e time of p9.yment; such practice may be acceptable. This is 

the mcs t commonly used met}lod of· accounting for 11fringe benefits," but 

its use mi;ht result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during l-T~1ich 

most of the contractor's employees ·took.vacations or military leaves, 

recoJ,ni tion of tl1e cost ~t time of payment: would be inequitable to the 

Government. On the other hand, if the .contract or .contracts extended 

over approxim-?. tely one y~D-r and ·the ·proportion of Government 'tvork to the 

contractor's com..rncrcial 'tvork renw.ined stable, this method might be equitable. 

(c) \Jhen the costs of any of the elements of fringe benefits are 

gre~ter or lesser 1ri th respect to defense business as compared Hi th non-

defense business, sucl1 costs ~l:o,:Ild .. ~e. ~;!.).~~~~~~·d_,_ so_ .far as feasible. and 

appropriPte, b€tween the two -classes··.·?~ ·bus~nes~.-.:.b~f.9r.:~.~fV.-:I'"t4.·er alloca·

tion of such costs to individ·i..'!.al .contre:cts or products • · · If ·this method 

of cost allocation is used,. it= shm .. ud b'e. i..1sed consistentiy for .all elements 

of fringe benefits hav~ng a di~fferent: cost relationship of defense business 

c?.s compared ~·r.i. th nondefcns.e business .• · 

(d) It may be practicable' to negotiate. an' equitable· rate for fringe 

benefits based upon experience for a representative !_1eri'Od in·lieu of 

individual consideration for each item.-. Changed ·conditions ··and circum-

stances 't'ITOuld have to be Considered in-.. making Such: a determination. The 

experience rate would then .be applied to the. more· direct la.bor t~o.sts to 

determine the allo1.;able costs. The use of s·uch rate should be· subject 
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labor at an average rate~ or to use standard. labor rates, with consequent 

savings in cleric~l expense or improve~ent in labor control, ~~ch .methods 

may be used, provided labor groupings. and the ·adjustment for cost vari-

ances result in a reasonably accurate assessment of tot3l charges. 

(c) ~vhen labor costs are re.quired for. making cost estimates, the 

use of standard. labor rates .and stanclarrl time allowances (appropriatel~r 

adjusted ior experience Yar~a~c·es.) or reliable ·engineering estiriw.tes is 

acceptable.-·· Ordinarily the use of wag~ rates highe·r than current going-

rq,tes vri.ll not be permitted for. estimating purposes. In order to avoid 

substantial allovmnces for: .labor rate contingencies, labor escalation clauses 

may be utilized in fixed-price ~ype· contracts. · However, situations involv-

inG incree.ses in w2.g~ rates t.;h,ich are. reasonably cert~.in and determinable 

or relatively ininor in amount may 1-rarrant recognition being given thereto 

in making estimates. 

15--.312.1 Fringe Benefits~Va.c.ation$, .Holidays, Sick Leave, Ni~itary 

Leave, and :Zmployee Ins~u-ance.. ..Cornpens~tion of these types is allO't-rable 

to the extent that, in each indiviqual, case., it is required by (i) law, . . . . .. 

(ii) employer-employee agreement, (iii) .es·tablished policy that consti-

tutes, in effect, an impl~cit agreem.ent on the contractor's part, or (iv) 

circumstances of the_ partict1lar. ernployn1ent. 

The cost of ":fringe benef~ts 11 ·ts part of the· cost of the work per

formed by the employ~~ while on the job; and .. mus·t be considered as having 

a direct re~atio}fship to such .1~ork.: However, in recognition ·of the dif-

ferent acco-unting treatments aC?c()rdeq.fringe .benefits by different con

tractors, the cost thereof may be a.llocated to Government contracts on 

any of the following bases, provided equitable results are achieved: 
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unreason:-~ble or other1vise unalio1.mble under this paragraph; and are 

allocable to all classes of 'tvor!,. Costs of such plcns · establis~1ed by 

nonprofit or other organ.i·.zatlons not subject to payment o,t' Fcceral income 
I • ,,• ....... ·· 

taxes arc. also allouaple e~c.ept .to the· est.ent d.et~rr.linec.: to bG unreasonable 

or otl1oruise una.llo'I/J"ablc under this paragraph, .. a11d are alloca:)lc to all 

cl2sses of 'trork. 

{b) Pension or retirement plans of a contr::tctpr vrhich C~.rc subject 

to approval of the. Bureau of Intornal i1cvenue must ;.1ave bcei1 so approved 

before costs under the plC~.ns may be ·allovrcd as che.rgcs under defense. con-

tracts. l'iany pl1.ns of nonprofit ·or other tax exempt. orgai1izn tions are. 

also i .. c::,ricwed. and approved by the Bu·rcau of Internal Revenue· - 'tvhen not so 
. \ 

rcvic't·:cd and approved, each such plan ~dll be reviewed, and ·approved or 

dis~pproved, by the Department to 1-1hich audit cognizance is ~.ssigned, 

using, insofar· as a9plicable, tl1e ·criteria and standards ·or the Interne.! .. 

Revcnae Code and the regulations of the Bureau of Internal R·e-~en:ue. In 

~ · any ce.sc wh8re the Bureau of ~ntcrnal Revenue withdraws approval of ~. 

; . 

plan, approval of amo~L~ts alloc~tcd to contract costs or estimates 1v.ill 

be withdra.vm accordingly. 

(c) The approvn.l of a pension ·or retirement pl.~n by the B\u-ecu of 

Intern~l Revenue will gcnerally.be the only approval required by the 

Departments; ho1-mvcr, the ri.;ht is reserved to require su·~~iss:Lon of 

anysuch plan for considcrat~on by a Dep-9.rtment and to disapprove such 

plan in its entirety or any feature· thereof vThenever the circumstances 

in a particular case are deemed to warrant such action. Such considera-

tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions. 

15-312.2 Fringe Benefits- Bonuses. Bonuses to-employees, such as 

pr~ductio~ incentives and $Uglcstion or saf6ty awards, represent a part 

of their total compensation e.nd are an allowable cost under Government 

cont1~cts when approprirrtely allocated to all classes of wor~, if they 

arc: (l) reasonable in amount, {2) paid in connection w·ith an estab-

lishcd. plan 1-.rhich 1\ras in effect before the avm.rd of the Government con-

tract under considerntion, and the plan is consistently follo-vred by tho. 

contractor, (3) oaid for current services rendered by the employee, 

(4) av~ilablc to all employees of the contr9.ctor, or to all employees 

tdtb.i~1 a [::roup or sa.lar~r classification, provided such group or salary 

cl~ssificat.ion is not unreasoaably restricted, and (5) represented by 

current expenditm:-cs of funds rather than by accrucl of expenses or 

issuance of stock. 

Donuses will.not be ~llowed. as :~ cost on Government contracts uhen 

they arc contingent upon profits :1nd constitute a distribution of profit 

rather thc.n rce.son8.ble compeasation for serYices. Bonuses will not be 

allm·red 't·rhen they are restricted to officer or other employee stock-

holders or are distributed in relC~.tion to stockholdihgs. 

15-312 .. 3 Fringe Benefits - Pension and netirement Plans. 

(a) The.costs of pension and r~tir~ment plans, inclu~ng reasonable 

incidental ben~fits, such as disability, withdrawal, insurance or sur

vivorship allowances which are deductible from taxable income in accord-

ance 1vi th the Internal Reven"J.e Code and tho regulations of the Bureau of 

Internal Revenue, are allowable c:~copt to the extent determined to be 
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(h) Credits uhich arise from· various sources, su.ch as dividends 

and cancolle1tion of employee benefits, ,rhich hC'.vo not vested at tl1e time 

of tcrmine. tion of tl1cir employment, .must be t.:'lkcr~ into account in an 

eqt'.it2.ble m~nner in nn-iving at pension anc~ ret.ircmcnt costs. Special 

provision for these credits is ust,.ally neccss~u .. y when the· c·ontr9.ctor 1 s 

organization hns subst~ntiall:r cxpnndcd for t~1c perforniP.!1co of· dcfohs:b 

·contracts anc~ there is rcasonD-ble expectation· th:J.t tho·· omploy{ncrit·. of a 

·large: number of the a.ddi tiona}. GD}l1loyces will· be : tcrmina ted. up6n curt:J.il-

mcnt of defense work. Under these circumstances, ·it 1·rill be CArpcctcd that 
·. . .· .. . ' 

an arrangement will be made ~-1:1ich ,.;ill result, as nonrly as· may be prac-
. .. . 

ticablc, in the Government's receiving the benefit ·or those credits to· 

the same cxtGnt as it origin-3.lly participe.tod in the related costs. Tnerc 

arc tvro · g€nera1 methods whic11 m~cy be used, individually or fn · co'mbi1-iati6n, 

in mru~ing such-arr~ngemonts: 

(i) A lump sum or percentage discount (of cur:!:·cnt pension co.st) 

allo't·.TC~.nco· negotiated and agrecc.~ upon in advance. Deterlnina.'tion of· 

such all01~ancc is not often an ~.ctuarinl problem involving a c·a:lcula:..· 

tion bc.scd upon kno"t-m f~ctors, but rather is c:.n attempt to rcacr.1 a 

negotiated agreement as to vnrious uncertain or variable fac~oors in 

a conrplex situation. Mass lay-off of employees v1hich m:~y result in 

the incurrence of severance payments costs should·generally l0ad to 

a reduction in pension costs through an increase in pension credits • 

. (ii) A rctros!_)ective dctcr;·~unation at some time in t.he future when 

.. ·a more accurate cstimatc'cm1 be made by virtue of exporience .which. 

may !lave developed. Until such d.eterT.ilination, current costs'nia~/ be .. 
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is assigned, and the subsequent action taken by· that Dep~.rtment t-ti.ll 

generally be accepted by the· other Dcpartments. 

(d) Approval of a pension or retirement plan by the Bureau· of 

Internal Revenue or by· the Depo.rtrnents does not imply that the cost tl1ereof 

. for any ?articu..l2.r year 'tvill be alloNable for apportionment to contract 

costs or estimntos, except to tho extent costs for that year meet all 

other rcq~1.ircmcnts Qf the Bureau of Internal Revenue as a deduction for 

income tnx purposes, and are allownl;>le under the provisions of t:1is para

grnph and the other provisions of this section. 

(c) Pcnsion-~nd retirement costs constitute a'part of the total 

compensation b~r a contractor to any. inqi vidual cove1'od by the plan, and 

. accordingly arc s-:.1.bjcct to the provisions of this section 't-Tith respect 

to reasonableness of the total compensation pnic~ to the inJ.i ...... idual for 

the services rendered (soc ASPR 15-312 and ASPR 15-33o.2). 

(f) ~pn1ore contributions to pension or retirement pians t:~re based 

on profits, providinG that provisions of t;_lc Intcrnc.l Revenue Code and 

regul2.tions .of tho Bureau of Internal Revenue have been met,-the amount 

allowable for apportionment to contrr.cts in ~Y one year s~~all be· the 

amount contributed to tho porision trust(s) for that year, but not to 

exceed 15 percent of the total compensation othen·rl.se paicl or accrued 

in that year to the individuals covered under the plan(s). 

,.. (g) The allo't-Jabili ty of costs of lump sum purchases of annuities 

or of pGrioclic cash payments nEde to provide pension-or rctircn~nt bene

fits for retiring or retired employees, other than incur~ed under approved 

pension or retircrocnt plans, vTill be subject to consideration on an indiv

idual case basis. 
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sentative past period. In determining historical costs, such recurring 

nominal severance payments actually made are allowable. Where the Contrac-

tor provides for accruals of severance payments in lieu of recording the 

cost thereof at the time of payment, such. method .will be acceptable if the 

amount of the accrual· is reasonable in light of payments actually made over 

a representative past period. Generally, the cost of severance payments 

made during the performance of defense contracts should be allocated to all 
. . 

classes of work being performed at the time of payment since it is a reduc-

tion of total t-Tork which causes the severance. The following paragraphs are 

devoted to the treatr.lent of severance payments·anticipated td be· necessary 

upon the completion or ten.una tion of defense production. 

(b) Hass severances. 

(1) Fixed-price type contrac·ts. The considerable uncertainty 

as to whether mass severance· paj1llents will .ever. have to be made is 

such that no consideration will be given thereto in making cost 

estimates or in determining historical c.os~s. This risk is one which 

tt~ contractor must assume and for·wltich he is compensated in the 

profit. However, where,·· because of termination o.f the contract for 

convenience of the Government,.the Contractor does_not have the op

portunity to earn the profit contemplated by the contracting parties 

at the inception of the contract, ·costs of sever:ance payments 

actually zaade and .which are allocable to the terminated contract 

are allowable. In allocating costs to the terndnated contract(s) 

the costs shall be assigned to the period .. in. whi~h the severance pay 

was actually earned and. apportioned to all business of the Contractor 

performed during that period• 'Ihe cost apportioned to the·period of 

of production of the tenninated contract(s) should then be allocated 
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allo\-rcc~ provided an appropric?.te contr2.ctual arrangement can be agreed 

upor: Nhich reserves the Government's riGht to these crcdi ts. Snch re-
... 

capture provisions '!..rill VG~.ry in the <.:xtcnt and du.ration of applico.tion · 

an:::~. time of dcte;;rmination. !?or cxamp~c::, such provisions mt.y be contract-

-vridc or contractor-wide nne: the dctcrr.lination may be made n.t termination 

of r~ defense contract .. or defense. contracts, at mass lny-off of con·-
:.-.. 

tro.ctor 's employeos qr at t1.1e time: of. substantial decline in proportion 
. .. : . . 

of contractor's t()ta.l sales under dcfcnso contracts. 

15-312.4 ·Fringe. Benefits - Severance Pay. The cost of severance pay 
·-:.:.::.-~~~· ...... - ... . ·. 

will be considered onl~r. to the extent thu.t, in each indivich .. lal Cc'l.sc, .it 
. : ~· . .. .. ·" . . . 

is rcqnircd by (i) l~w, ·(ii) employer-employee agreement, (iii) cst~blishod 
. . . . ~: . . . , . . . . ·. . . . . . . 

policy th~. t consti tutcs, in effect, an implicit agreement on the contractor's 

part, or ( i Y) cireumstanccs of the particular cmploymo:nt.. ..Thoqrot'ically, 

the ri~ht tq, sovei~ance·: p9.y is. cari'led' duri'ng ·'the entire period ·of employ-

mcnt of tho indiV'ial or:;. whch:· base.cF\l.p·on specified years of s0rvicc; is 

earned d:.,.rin6 thos.c ye~rs. · Ii1 thoory,. the ·cost· of· severance payments should 

be recorded in tho contra'ctor·' s:· accbttrits' during "the. periods in 1vhich the 

employee earned the: right to ·such payments •.. Ho'i-icvcr ~ few contractors acc!Ue 

sever.?.ncc p.9.ymcnts because (1) the ·clci"'ical c--xpcriso ·involved in ·identifying 

anc~ recording the' c'ost· for bach employe'C is·.rtot: Justified; ·.and (2) ·there 

is consiclorablc doubt that any;· substaht-iat paYmci1ts '1dll have .to ·be made 

since pC\.ymcn t is solely: contil'igent up6n. f-uture events. 

(a) B;.ecurring1. nonti.n~ severance payttents. The cost of severance 

payment~ arising from r~gular ~mploye~ severances as clistinc;:t from mass 
.. ··, .·· .. ·.·.· '. ':' . '•. ' ... ·. 

layoffs i-,u~y. be included in cost cstir:1.1.tes or.J.y to the extent thr~ t such 
' . . 

estimates are based upon severance paytilents actually ma~e over a repre-
. ·. ~ •. : .. 

-r./• 
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15-312.5 Fringe Benefits --:Prerni~ P~ents for Overtime .and Extra-

Shift Work. Costs of this nature consist ~of. only the premium portion of . . . . . . . 

overtime and extr~-shift, payments or ~cruals ~9. employees, not -the straight

time portion. Thus,. if the. rate fox; _overt~e work is. time-and-one-half of 

the regular rate, the prenQ.~.·portion .iis .the. additional. one-half'. Similarly, 

if .the wage rate. for a second shift is twen:ty .cents an hour above the regular 

.,: rate, this addi ti.onal amount is t~~ l?~e~um._ 

Overtime and shift premi~ ~~ ,a~l9w~b+e _if authorized or approved pur

suant to the requirements of paragraph 12-102. 
4 . . . . • . 

Such premiums may be classified as ·either direct ·Or indirect labor cost, 
,:. 

but ove.rtime premiums should be sep~~tely. stated in either event ..... When 

· tre.ated as direct labor cost,· overtime .. premiUmS shou_ld not be included in 

the base for distribution of -overhead •. · nle 'a.Inount .. of. overtiine and shift 
~.. 0 • . . ' . · .. · ... 

·~f~ ·· premium cost charged on Government contracts shall not be disproportionate 
i .... .. . ... : ·:.: ... . · .. .. . 

. to the amount of such costs charged on non-Govermnent work being concurrently 
. . . . . . .· 

performed·in the contractor's plant.-

15-312.6 Fringe B-enefits -- Unclai~ed 1~1ages. Costs under cost-reim-
. . .. ~ ; .. : . . . . . . . 

bursement type contracts should reflect a credit for unclaimed wages based 
.-

upon agreement as to the amount thereof reasonably .eXpected not to be' paid 
.· .• · 'i.' :.: • ,I 

subsequent to· the date of completion or s~ttleme.nt. in this event, all 

unc~aimed wage liabiiity rests ~th :the. contractor. When such an 'agreement 

cannot be reached, the Government will assume liability for payme~t of 
.... 

unclaimed wages and eliminate i ali ··allowances therefor from· reimburseme~t to 
..._. .r. 

the contractor. 
. : .... . . . 
·--···:---.--. -- . ---.. , --:·,...·~.;:::=;;; 

·~,~ 
---·-----·------·-

-----~-- . 

-~-=--------·---··--·-----

... 
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between. :.th~ terrni~a~~ contra.c1i{s) ~d all other business o£ the 
• • ... __ •• ·~-~.· .• ~· .. ~.:.. .... ~·~:...:.~· ·: ; . . • . . . .. . . i'' 

Contractor. If _the termination cla:im··is~:pr~-p~'d: .. ,;on: the total cost 
. ·: . .' .. : (-.-· .. :. .. . :- .-· . .. .......... •.. . . ' . ·' . . ... · . : ~ . ~ ~- .. ·; 

·-basi.s.-. the; ?Jnount ~o allocated is properlY allowable-. If the claim 
• ·:.: . '-': :,.:_·~--~ ! . .. :·~: .. ~ •' 

is.'.pr-epaJ:ed C?r. the ipventory basis 1 ·the cimount/,'#lloca~Q. .to .. ~~ 
.. ; .. ::.::: . ;. ··: .. 

. ..... : . . :.: ·.·: 

... . :.: ·. :" ,_,; 

··termiriated. contract ·must be further subdivicieid'•·between ~h.at portion 
• • : ·•. • > - •• !...~~-: :~- ~-.. ~: ;- :' _~ . . . • : ... :: . 

of produet:J.on billed.~ ;~~pleted 'uirl:tS 'artd the Portion to. be inven':" . 
... 

toried. Only the severance pay costs- applicable to the .latter portion 
•. . :.:, 

·is:includible in the termination claim. 

_ {2) Cost-reimbursement typ~. c~~t.racts. Mass severance pay' cos·ts· 

will not be considered in· the .eyaluati9n ot co.st estimates; nor will -_·-, · ..... ,·: 

any allowanc~ be: made. -on: an· estimate.d basis in determining historical 

costs. Likewise, 'the eontinge!lcy' of 'severanc~ pa~nts will not be 
• • ·: - •• : • !, • • ~- • • • • ; •• 

·!. .. 

c~nsidered to.·b~ a ri:sk.; assume~ by the contractor i~ determining the 
.. .. . ~. .; l ' .. i .. :· ";' .. : ? _; : •. ; 

fee sinc·e ·t.he · Gove~ent ass~es .. the r~sk. The cost of se-verance 
. '• .·: .. . , .... . :.'·:: .. :. 

~ . : ... ·: .. ~-, . 

payments a6ttial.iy:made·upori.ce~sq.t~on. of G~vernment work.~here there 
. .. .. ; _...... . . . . .. : ': · .... _: :-. : :·~ .: : .. · ;· ~: -:: . . ~-. : . ; .. : . ~ . - . ' 

is no reasonable prospect of continui.ng employment on other·' work of . 
. ... ·~. . . ~· ·. . •/lt' .. r •••• "·;i ... ! .,;~•., .. : ·.: . . j· -~·.::··.: , • '' .. : • •• _:_ 

the o0ntradt6:I- ·~e ·hlJ.owable.-. -~· _alloWable cost --~k.ii be deterinined 
•. .. . . .. .:· ..... ~ . . ... . . . . : .'; ~ . 

by assi~ning·the.total cost· to, the_ period i~--which· the sev~rance pay 
. . .. ·. .. . . , . 

was actually earned·' and appor_t~oning_ su~h cost to cost-re~bursement' 

type contracts_ arid all ~ther business . . of. t~e contractor performed 

during that period.· 

A reser-Vation in the final releas~ of claims ( s_~e ASPR 7-203.4) 

may be made in the case of completed cost-reimbursement type contracts 

where ~ t is reasonable to assume that severance payments allOc.able 

• to the contract will have to be made at·some fu;ture date. 
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15-313 Other 1-'lanufacturing Expenses: 

.lS-)13.1 .. Allo9ation .. of<Indireet fianufa6turi.ng ~e~ses •. Among the 
.• i .... • ~ . .; • 

acceptable. ~.s~s 1. ~e.p.e~ding :upon cir.cUDStarice·s~·· ~for .,~·llocati..ng indirect man-
• : • .: -~ ••• ••• • 0. • 

ufacturing . expense~ .. ar;e di.rect-.labor~ost 1 direct-labor-hours 1 machine-hours 1 
.:· . · .......... ··.·· . ·' ,.. . . . . . ; . 

and units p:rocess~cl~ .In mor~· complex·manufacturl.ng' plants, it. is appro-
-:.·~- .... ' •. • =. •• • • .. •• ~- . ••. ,! • ••• • • • • 

priate to dep~tnl~~taliz.e. ·.the plant for pUrpos~s ··or ·a~counti.~g. for. rnanufac• 
;~~ . . . ·. .' ... -t " . • . . ··-.. . . . ... . . . ~ . 

turing expense~· whe~ -~ .given· ·type ···of :''defense· production is ··concentrated . . . . . .... 
' ' : ·. , I : • ,. • .l. •' .. •• 

in depar_tr.:_en~~: }}~yin~ .. a.·. much ~-~h~_~' ... 9:r .l.ower :expense:·~rate than the avcrat_:e. 
• ,• ' • • • ' .. ·, •: ·. ,; : .'. i ,· o o • " •• • • • •' •· • .,A'""~ • • o•, .• •• :. ::'," • ," ," ; • :.· :! ·, • 

Expense departJJtent~lizatiP:n. is· :~So de·si.rable iri lar.ger and more complex 
. . •.. ,·: . '· •. t. . . ... .' -.· ...•.. ··. 
p~an:S ~or. ~Uf.~ose~ C?.f·,._expense ... qudget:Lng a.na· ~orttrol· by' the resp~ns~ble 

... ,_._. 

foreman, : r.~gardless of . t}.'le.: need ·for a more ·r~fitieci. me-thod. of expense illo-
.. '.: , • , • : ; ! • • ' • •' '. I ~ • .' , ' • ~ 

cat~9n., . Whe;n .. ~u.fac:tu~g .expenses= .are' ·depar~tnie~ta.J.iz.ed,,' it is necessary 
• : : • • ~ • a .: • :. •,. .: • • • ~ • • • • • • -~ • • 

to ~harge se:rvice-depar.trnent expenses ·'{su'ch:. as' ·'the'· .powe'r plant) and factory 
:. :. . . . ~ . .. . . .. . 

... 
genera..l e~penses (such .. as :taxes, .. insurance;, ~·tc.) .:to the.' productive depart-

·!, 0 .: .:. •• ;: ':. • J. • .. ' ... 

ments on appropriate .. bas~·.~ before a.lloc'atirig· the·· respecti v~ pro.ductive 
' . . \_ . . . ~ . :. ·. . . ,. . . ' ; , ... ~ 

departme~t. expenses. to. products. ·(or· parts thereo.f') o:r·· to contracts or job 
·' :· · ... ··,· .: :: . .. ... . . . ... . · .. 

orders for product~.: Appropr:late .bases ··should be ·selected for service

department and other. exp~nse (iistributions.to productive ·departments- e.g., 

kilowatts of conne~ted P.PW~r·load or·metered power consumption, in the case 

or electric power •. 

Dir~ct-labor-hours may be preferable for use as a basis for distribu-

tion. of indirect manuf_acturing expenses when, fqr example, wage rates vary 
. , ·.. , 

.. 
widely Within a given cost center or department. vJhen. direct-labor dollars 

expended fairly reflect machine effort, as well as labor· effort, in any pro

ductive department, it is most simple, as well as· appropriate, to use that 

basis of expense allocation in preference to a direct-labor~hour or machine

hour basis. When there is much automatic or semiautomatic machinery in a 
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productive department, the use o.f·.· .. a. -~c;i~hine~hour-rat~ is. genera.ily 'more appro-
······"· ...... . 

priate for expense allocation~ "The "u.P.i ts,.proc~ss.ed-:-}?asi-~ --~f . aiio'ca t'ioh' is •' ... 

generally'.appropriate when a gtv~ri -proouctive q.~part,r.lentprocesses only one 
. '.. . . . .. . ~ ---.. 

item, or the several items .. are'- so· Asimilfar. as :tO: be . susceptible to measure-
. . . . . . . . ~ . . . •. . ~ . 

,. " 
ment of units processed in terms ·of a ·common-,d~nonti.n~tqr - ~.g.,. steel 

sheets of various gauges processed· .. · through ~ .;rolling mill, 

1$-313~2 Allocat:l.on· of· En[Lneerlng Expenses. _Engineering expenses are 

included in such items as the .'cost·:or produ·ct·4~s.ign, -~-00~ design, experi

mental development, manufacturing and productiOI'l: development, iay-out of. · 

production lines, determination ·of ·niachine·.mej,l~9ds .a.nd ~elated blueprinting 

and drafting. The principle . of direct ·costing .i(.s~:e _l?~agraph .15-211) would 

indicate the desirability Of charging .di-rectly ,to the benefited activities .. - ·... . . . . 

(such as production, facilities~ ·and· research .an.F'l d.~v.~.~~_:pment) all engineer

ing costs which can be directly. identified. wit~ .~ch activities. OnlY a 
•• • • • t ~ 

relative~y minor amount of engiriee~ing· co:sts. (con~~sting chiefly of engineer-
.. .t'• 

ing administrative expenses) ·should remain ·to .. be.:_a.llocated to ·the actiVities 

on an indirect basis. All engineering. c·ost~. charged dire_ctly or allocated 

should in turn be assigned to products, product ).ines, job orders, contracts, 

etc. For further treatment of the costing of research and development, 

special tooling, manufacturing and production engineering ·and preProduction 

expenses, eee parngraphs 15-313.7, 15-313.10, 15-313.11 and 15-3i3.l2; 

facilities contracts arc included ±n Part 4 of this Section. 

15-313.3 Depreciation. 

(a) Depreciation accounting is a syst~. ~f accounting which aims to 

distribute the cost of tangible capital assets, less estimated salvage value 

(if any), ov~ their estimated useful life in a sy~tEm13,tic and rational man

ner., ·It is a process of allocation, not of valuation. Depreciation for the 
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genera~ be deter.nuned by groups of facilities for which the factors bear-
' • : I ~ . 

ing on estimated useful life are simila~~ The amotint of- depreciation written 

off in any fiscal_ period may v~y with:· v6iuine. of p~oduction or be increased 

.for multishilt operation, provided the method· followed is consistent with 
. . . :· ·:· . 

basic objective set for~h in subparag;·aph (b) above·. -spe.eial methods have 

been established for determini~g 'dep~eciatiori on ··emergency facilities cov-
' ; •: o I ,,: ,,' : • { '• ~ 

ered by Certificates of Necessity by a _s.peci al directive- set forth in an 
·:.; ... 

appendix of this s~ction. 

(d) Depreciation should be b~:Sed-upon onginal-cost.of-the facilities, 

vrhether measured by purchase agreement :for a· cash consideration, the fair 

value of secunties issued in exchange,_. or- si!ililar appl .. opriate measures, 
. . . . . . 

~though it is permissible ~1at s~ch co~t of faciiities be adjusted, where 

desired by the contractor for purposes· of depreciation computations for 

contract pricing, to current price- leveis by the :use of a general price. in

dex .. provided in such event that th~ practice :Will be·.followed consistently 

in the future and also provided that· ·otherwise· ·th~: charge is made at the 
. . 

same annual rates applied to such ·adju~sted c-osts ·as would have been appro-

ptiatcly applied on original cos-ts in View·. of .the estimated useful life ·of 

the facilities. In other words,- no deficiency in actual depreciation pro

visions in any prior year J based upon crirren-t --price levels, should be in

cluded in the depreciation charge for the current year. No other basis 

of determining apprec:tation in value .of facilities- may be utilized in de-
' . . .. 

tenilin:ing depreciation for purpos-es ·-of contract ·costs; for this purpose 

the tax basis of facilities values acceptable for internal revenue purposes 

is applicable.!.? 
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year is the portion.:· ot· the total charge ·under such a system that is allocated 

to· the· year.- Dep~ec.ia:tion ·on a con.tra~tor' s plant, equipment and other capi

tal facili'ties is an allowable element of contract cost, usually of an in~ 

direct nature •. 

. . . -(b) UsefUl. life, -as·· above. re·ferred to1 has reference to_ the prospec

tive period of ecoriol'ilic.usefulne·ss iri'thc particular contractor's operations 

as distingUished frora ·physi-cal. ii.te~ . In establishing estililated useful life, 

consideration should be given to all of the factors of.wear and tear, obso

lescence (both econorirl.C:f and. ti;chtlologicaJ.) I . and ·inadequacy I Which are COlllfllOn 

to the deprecit.tion problem~ :_·Of .. thes~ factors I Obsolescence iS most often 

the· limiting or cor{trollingL one. ··obsolescence of facilities~ from .the · 

standp'oint of ec_onomic ~-tit:fty,· is always a prospect or contingency to be.·.-. 

anticipated ·(differing· ·oniy in degree; in each instance) with respect to · 

an entire enterprise· or an indfvidual- plarit., ·as well ·as ·groups or individual 

items of plant and: equ'ipm:ent. Cos.ts of depreciation and ·maintenance are· 

nro tually related. \rlen.r ·arid t:ear- ·ma.-y be. increased by ·lack of maintenance or 

may be made. go'od by 'mciintena.rico- (often indefin:l·tely, 'so long as it is eco

nomical to do so arid p~ovid.ed 'obsdleaotncc or i11ad.equacy ··has not become. 

preeminent)... Hence, -~stinia:tes'·or ·useful··life of .taciJl ties in ea·ch ·case 

. should take iritd colisi:deration tho; actual raaj.ntenance policy in· effe.ct, 

(c) Deprcciati.'ort may ·,be: .. tie·teriru.n·ed. by application of any· one .of the 

gener:il.ly acce'pted ·methodsf hbt\fever1 the selected method arid rate of depre

ciation used shouid, in. ·the ·absen6e of compelling' reasons io the c:ontrary, 

consistently be applled.'f'ro~ year' -'to year• . GenerallY, however, deprecia

tion is too intangible to warrant meticulous computations by.·appli·catio:n · · 

of rates by individual items of plant and equipment, although such compu

tations are frequent and will be recognized. Hence, depreciation will 
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. . _15~313.4 . R~_pa;rs l;lrid Maintena.pc~. ·Repairs and maintenance of facil-
......... 1· •• •r 

ities (including Goyernment-owp.ed f.a:cilities).are allowable elements· of 
.-: ••• • • •• • • • • : -~ •• ~ : •• • • • •• : ' • 1 •• ' • . • • • 

c~n~~a~.~. 'co~~s ~ ..... ~ t ~~· ~ecessary. tl;lat .. such expenses. exclude expenditures 

for pl~t and_ eq~~pment which, aQ.cording to gener~ accepted accounting 
~. • -. • -~. . • • : . • • : • ' . . t : ;, } • • • •• • • ' • ' 

·.· .. · ..... 

principles, should b.~ capitalized .anQ. made the subject ·of ·depreciation. · 
I ' ·: : '. ' ~ ' o ,o ' • ~ : ~- : r ', • } • o ~'• ; • • o ', ' I ' 

There ~s"· o:f 9<?.u~se~ ~ twilight. z9ne between .. repairs or maintenance and 

capital expen¢.i tures. _wi tlrl:n whi.ch .e. contractor should be·. pel-mi. tted' .to · 
. . . . . . ' . -~ ~ .. : ' : . 

· o~e·~-~t-~ .. upon .~e b_~~~ of his esta:bli~hed accounting: practic·e, 'if the 

results are ~q~~able •. Fo~ .e.xample., .certain major costs of ·building . 

alterations and rebuilding. c;>r .·. 
. . . . . .· ~. 

~ . . . . . : . . 
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(e) No deJ:'I'eciation will be allowable as such., or as a rental or use 

charge, on the cost of facilities which are fully Aepreciated but still in 

use when a sut.stantial portion of ·such depreciation was on a b~si.s that 
. , . 

represented, in effect, a recovery· thereof as a charge against defense con

tracts or SlU•COntracts in negotiated pricing or statu,tory renegotiation of 

contracts. Otherwise, the contractor may compute.normal depreciation on the 

cost of ~acilities in use without reference to previous ~epreciation pro

visions. However, if the amount of depreciation allowed on f,ully depreciated 

assets·is material, this might be evidence· of the application of excessive 

depreciation rates to assets not fully depreciated •. If excessive rates are 

used, total depreciation claimed should be reduced so as to reflect the 

application of more equitable rates'. F\llly depreciated facilities Will be 

determined on the basis of relating original cost to accumUlated depreciation 

on such cost. /Jegardl.ess of whether there is an adjustment of current depre

ciation charges based upon adjusting the cost of facilities to current price 

levels!.? 

(f) No depreciation may be allowed on facilities which are not in use, 

except such facilities as are beld for reasonable production standby pur-

poses and, when specifically provided by mutual agreement, on facilities 

·representing.additional plant capacity reserved for defense production. 

(g) '!here are several methods of accounting for small tools 2.nd ex-

pendable equipment, if in accord with generally accepted accounting princi-

ples, any method consistently applied by the contractor will be acceptable; 

provided, hm~ever,· that allowa~ces for such items are recognized to repre

sent depreciation allowances for the use of the items. Where acquisition 

costs are not capitalized, particular attention should be given .to the 

residual value of such items upon completion or termination of the contract. 
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c· tractor, an additional cost allowance may be made in determining costs of 
... 

the terminated contracts for the purpose of contract settlement, provided 
. . . . ~ . - . . . ' 

-•:: such facili tics are transferred to the Government, if so desired, or an 

• .I • •• 

equitable adjustment _is made in favor of the Govornment in reco~nition of 

any rosale o~ salvage value estimated for such facilities. 

15-313.6 Rentals of Plant and Equipment. Rentals of plant_or equipment 

are allowable if reaso:nably required for the performance of th~- . ~on tract and 

if bona. fide and reasonable as to rate and duration. _Special c~re should be 

exercised in determining reasonableness of rentals in cases in which rates 

were arrived at as a rcsult.of less ~han _arm's ·length bargaining. Rental 

,;' costs may not be bona fide under the .fo~lo-vrl.ng ~ircwnstances 1,. 

(a) Rentals paid to persons, including corporations, affiliated 

with the ·contractor. 

(b)· Rentals paid to unaffiliated persons, including corporations, 

upon property formerly ovmed by the contracto~ when such pr~perty was . 

fully depreciated or substantially fully depreciated before sale or 

transfer and GovernmGnt contracts absorbed a significan~ portion of 

such depreciation. In either case {a) or {b), rentals will be limited 

to a reasonable amOunt of dep~·eci~tio~, .. as. zdght be determined if the 

proper~ were owned by the ?ontractor, plus carrying costs which are 

not paid by the contractor_under the terms_of the lease, including 

maintenance, taxes, and insurance (but not interest. on the investment). 

15-313.7 Preparatory Costs. Preparatory costs or __ expenses, also 

known as 11make-ready costs", are costs specially incurred in preparing to 

operate under a specific contract or contracts. They include costs of 

organization and planning, employee recruitment and training, engineering 

and development {including product design, product specifications, and 
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rehabilitating machinery and oquipm8nt·may reasonably be treated in some· 

instances as ei th0r repaJ.:cs -~rtd ·maintenance expenses . or capital eiperidi tures,· 

depending in part upon the contractor's. established P?licy. In making· 

decisions "L-li th respect to the' alternative accounting. tr~atment or' these i tem5,. 

consideration should be given to the materiality of the amounts involved, arid· ... 

the question of the substantial. e·nhancemen.t in value of a. contractor's facili- . 

tics at the expense of the Government. · In the ·l~.t~~:··case;·~ .. ror·~'COntract . 
. pricing purposes, tho cost gener·ally should be considered to be of a capital 

nature and the subject of depreciation. In those instances where it may be . 

appropriate to charge the ~bst of extraor.cfinary rehabilitation to expense,· 

special care should be taken in equitably allocating the costs to all the 

benefited cla~ses of vH)rk (see 15-313.7 "Preparatory Costs"). · Repairs 

and maintenance costs on facilities which are not in use will not be 

allowed, except on indi "1.dual: ·items· of- J11ac,hirwry. and equipme;t' (as distinct 
. . 

from entire plants ·:;r 'sigrii:fica.11t·:portions .. 
1
thore()f) held for ·.reasonable . 

standby purposes. Repair~ and· rnaintenan_ce on addi t::=..onal plant. capaci tj 

reserved for de~e~~~~ ·produc ti6n .·~rl.l·l, be , allpN·ed only if specific-ally provided 

by contractual agre~~nt~ · 

15.;.31.3.5 Profits :·or Lo~ses ~n Disposit:ion of Plm:1t and Ecpipment. In. 

determining contract costs, no recogni t~on will be given to profits or losses 

on clisposi ti on of plant and cqui'pment. for re~son that depreciation reason-
: · .. 

ably determined, provides ·tho( e:xclusive ,charge for: the cost of using a 

con tractor's f acili ties. Hovmver, 1-1l)en a contractor has cap·i tali zed special 
. .. ; 

purpose facili tiss acquired solely for: perfonna~c~· ·Under ·defense ·Contracts 
.. 

(rather than charge the costs. thereof to specific contracts') ·and engine~ring 

~hanges or complete·. or partial termina:tioJ1 of contracts finds such facilities 

not fully depreciated and not-reasonably useful for other business of the con-
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Initial production costs may consist of tho excessi V6 portion of mater• 

ial costs in~urrcd in :th~ .early stages of production·; on c'ontracts requiring 

new prod~cts or greatly increased.pr:oduction, ··a's 'the result of abnormal 

quanti tios of materials ~sod .or abnormal ·scrap losses. Initial costs may 

also consist ,of ~he exce~_sivc. portion· of· direct-labor costs, plus a proper por-
. . . . 

tion 01' the related ovcr~ead, .. incurre:d' in the early stages of production due 
••. .I·. . . • 

to such causes as. excessiv.e de_f~ctive. work r0sulting from inexperienc_ed labor, 

idle time and subnorme.l production .occ··a:sioned by testing and changing methods 
0 • ' • • • I '• ' 

of processing, and qost, o~ ~rai~ing·. employee·s. The justification for such 

. special costs depends upon :.thei.r; :·nature: :a'..'rld c·ause~~ ·and not merely upon the 

fact that total production costs are high. 
. ' . 

After a reasonable volume.' of. product:toh has be on attai.ned and i.ni tial 
.. 

manufacturing difficu~t~es havG ·peen 'OVefcoriie, urii ~. cost will usually tend 

· to .. level oi'f, thereby evidencing :the ·:end dt ·the····ini tial period of production 
• . r ... 

but not necessarily repre~e~ti:~g· the::lo\mst un·L't cost evontaully attainable 
r. 

during tho operation o~" :the .. ei}ti,·re·\corH.r#ict~ 'If," however, t11ese c_osts con-
.• .. 

tinuc 'abnormai.ly high, af:ter, :~!_contractor· hc.s·-b~on: allotv8d a rcasona~le length 
·: .. ·. 

of time in which to learn ~01r1: .. t~ m;?ke ·~-·product effici~n~y, the excessive 
. . . ~· . 

: ·' .. 

costs may· not pro~erly t?o. a~~~~able fcir· purposes of c'stimating under cost. 

reimbursement type contra.cts. or e::stirnating: ·.ror 'rormai pricing purpose~. in 
.. 

fixed price type contf.~c:ts., .and snould. receive speci.a1 considerati.on iz:l. 

determining historical .cq .. :ts .under .. exis·ting contracts, or in est~bl.ishing 
......... ; . . . .·. ' t ·- ••• -· 

· cos-ts undGr terminated contract settlementa ... - ~ ... - ........ -~ ..... ····· ·: . . _, ........ . 
.~ ~ . 

. LI'5-3l3;.9· · .ReconverEri'ori ·ExPc~s~s •.. Rccci"nvers.ion expense-s are those con-
· .. · .. 

. . . I : ., .·. . . : . . . .. . 

nec:tod. r-1i th re·store.tion of· facilities to r .. ;)~r-oXit:n~t~~ly the s·ame physical 
.. 

arran~enl8nt· and condi ti·oh·they: were· in .inunedia.tely prior· to ·the ·bagiruung 



. 
'· .. 

planning· of p-roduction processes and layout) and plant al tarnation and re-

arrangement. ·Preparatory costs do not include initial production (starting 

load)· costs. which are treate·d in paragraph 15-313.8, or manufacturing and 

prodUction engineering which is treated in paragraph 15-313•11 or special 

tooling which is trcatecfin paragraph 15.:.31.3.10. 

·Preparatory costs, when incurr(:d for the exclusive bencfi t of Government 

producti'on_, are allocable directly· or indirectly to the contracts bcnefi ting 

from such costs. i;hen preparatory costs benefit ot.her classes of work as 

tvell ~.s Government work, an equitable allocation to all benefited classes of 

work is· proper. 

Preparatory costs (sometimes· called "Anticipatory Costs") may have been 

incurred prior to tho · a-v;ard ·of ·a definitive contract. The amounts of such 

costs_, for purposes of, contract:cost allmvances, arc subject to ap~.;roval of 

contxacting ''officers based upon advance underst~dings or upon subsequent 

negoti.:.tion. In such case a. specific provision limiting the amount, types 

and pc:riod of pre-a~1ard prepar.atory ·costs should be incorporated in any 
. . 

definitive coi1tract~ Sinti.larly; it is desirable that prior approval of 

~e contracting officer be obtained· in the event that unusual charges of 

this type are to be incurrLd: dur1ng .. the. life. of the contract. However, the 

absence of such provisi·o~ or appr"oval will not preclude consideration of t~1e 

costs in subsequent price negotiations or determinations under such contracts. 

15-313.8 Initial. Production ·cost~. Initial Production Costs, also 
~ . . .. ; . 

known as "starting-load costs",· ··a.r·e rion...recurring costs that arise in the 

early stages of production bectl.USe of the contractor's. unfami1farity ·or lack 
. . . ': . . • ~ ..... ·•••• •••. .• .. • •••••. ~ •.• :.,o:.· .• : . ;.·:'."'. 

of experience ·Hi th the partic~ar. materi.als, .. manufacturing .processes, or 

techniques involved. They are to be _disting¢shed from preparatory costs: · 

or expenses {also known as "mak:e-re~dy costs"). 
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stances mecting.the above conditions.? 
. . .. ·~. - · .. 

1$-313.9 Reconversion. Costs. Reconversion costs are those incurred 

in the restoration of facilities to. approximately the .same physical arrange-
. . . . . ·:· . . ~· ~: . .. . ~ . .:· : . ;"' . . ·; . 

ment and condition they wer~ i11. im,znedi,a.t~ly pr~or ~.o: __ thf;) !~~ginning of defense 

work, and includes the cost of removal of· G.overnment property. Reconversion 
. . ..... ·.· ·,.:.· . . · . . : · ... : :-..... : ..... _.: 

costs, except for the removal of Government property, are incurred for the ·. ... . . . •', .... .:· 

benefit of fut~re production,_. ~~ ~s such arc p~ope:~~Y. chargeable against 

such production. Except for the costs of removing GovGr.nmcnt propcrt.y, nnd 

the r8storation and rehabilitation costs caused by sue~ re~oval and specifi

cally provided for in the contract, reconversion costs are. not allowable. 

of 

or 

15-313.10 Special Tooling~ The ter~ "special tooli~g" means property 

such specialized nature t~at its usc,_ ~dthout substantial modification 

alteration,_ is_ l~mi te;,d to. th~ production of tho part~~'f-ar supp~ics or 

the performance of the particu1ar services for which acquired or furnished. . . . - .·. . .. . . . . '· .. 

It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, .. ·. 

The cost of special tqoling, when acquire.d for and its. usefulness is 
'· ·. . .. . .· : . 

limited to. one or .:.Tiorq G_ovornment .contracts in force or being_ negotiated 
. . . . . .· . . . .. . . . . . 

at the time of acquisition, is allocable to tne spc_cific Government con

tract(s). The cost of ~r special tooling which is useful under both 

Government contracts and cormnercial work will be subject to allocation 

between them. No part of the cost of tooling whi.ch is .special to commercial 

work· only t.dll be allocated to Govvrnment work. The cost of npn-special 

tooling is not subject to direc~ _alloc~tio~, but ~s subject to depreciation, 

wh:j.ch is treated olSE?Where in this Part, except that in the produ.ction of . . . . . . . . . . . . ~ 

standard commercial products such tooling costs may be treated as indirect 
- .. ·· . .. ' . 

manufacturing expense on an GJq)en~iture bas~s, in lieu .of depreciation, 
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of defense work,• including the removal of~ ... Government property, In many . .•. ..·· 

cases, re·convcrsion ·costs,, excopt !or "t-ho removal .of Government property 

ar~f incurred.·for·: the benef~ t of future produ:cti~~~ ·in ·wh:l.c·ti ·cases su6h ··· · 

costs should ·be· assessed against such p~oduction. However, in a specific 

case arid ·where all :o:f the ·circumstances outJ.ine.d below exist, reconv.crsion · 

costs· may· be· recognized. through specific contr.actual provision. 

[(a)· :'!here must have been a major alteration or rearrangement of feci

li tics at· the ·i11ception of defense work for the sole purpose· of performance 

or' .. de.f·ense: contracts, or facilities wore ne,o~ly acquired buildi.ngs in ·which 
i. 

Govei'mrierit. machinery and equipment has been i~stal~ed. In the latter case, 

only ·the· cost of removing· Government property is to ... be ... considered. 

lJb} · 'Ih~ necessity of reconversion of faciii.ti~~····t~ approxi~tely the 

. same ·physical .arrangement and condition they were in i:mrnediate1y prior to 

th'e. begirining of defense work and the costs thereof must be reasone.bly 

certa.in and deterrni11able. 

Lfc) There is little or no post defense work·commercial benefit to the 

contractor as the result of such alteration or re~rangement. 

~.{!.d) . Nei thcr the particular contract nor any other contract contains 

an allowan:ce .. for the use of facilities which would compensate· the contrac.-

tor for reconversion expenses. 
.. 

/J.econversion costs shall be allm-1ed only in pricing those fixed price 

contracts in existence or actually being negotiated at the time the costs 

of conversion were incurred. In the event of subsequent conversions nr 

modifications for additional fixed price contracts, care must. be exercised 

to avoid duplicBtion of allmo~.':l.nccs for reconversion costs. Specific con

tractual provisions may be included in co~:it-reimbursement. '-.ype c·ontracts to 
. . . : 

compensate the contractor for actual reconvc:rsion costs incurred in circum-
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may be divide:d into two maj"or categories 

ment, and (2) gene~al research, 

(1) product research and develop-

(a) Product research or development .is that which is directed toward 

the design, improvement or utilizati.on of a pa~icular product or product 

line • In costing productio·n contracts, current ~osts (or estimates '.thereof 

where forward pri.cing is involved) of product research .or development will 

be allow~ble. However. the·· principle of direct c~st~ng by product or product 
:"··· 

line, as appropriate, should be ... applied, and provided further that such 

costs are not reimbur.sed to t·he · c6nt·r·actor under separate research and/or' 

development contracts. No costs of product resea~ch or. dev~l~pJ1l~nt·.may··he 
. ,. . :' - :~ ; . - . . . -. ·. . . .. . . . .. ~ . . . . . . . .. 

allocated to Department: ·of. Defens·~.~~eseat'ch····and(or development· contracts 

other than the direct costs of performing the contract. and the proper share 

of the indirect costs of admirlis"terj_rig" "the research. 0~ development program. 

In some instances it may be apprdptiate to establish py contract provision 

.a ceiling on the amount of product· research or devel~pment to be allowed, 
,. 

(b) General research is all research other than that which is directed 

toward the design, improvement or "ut.llization of. a pa.rticular ·product dr 

product line. The cost of general research, when reasonable .. in· amount and 

incurred in accordance with the contractor's established_ p~actice·, is allo-
.. 

cable to all classes cf work, ·including· defense work, provt?ed such costs are 
. . 

not reimbursed to the contractor under separa.te defens,.e research contract~, 
.. . : . . : . - ; ~ .. 

gifts, grants, trust .funds or othe'r · ·sfmilar ·sources, No general r~search 

costs which were incurred in accounting periods prior ~o the award of. the· 
-:. ...... . 

particular defense contract(s) (including amounts capitalized in the cost 

of patents obtained) shall be allocated thereto, nor will the contractor be 

required to defer research costs incurred during the period of performance 

of d~fense contracts to subsequent accounting periods. In some instances 
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~hen the resultant charg0s are reasonnbly equitable between fiscal years. 

Hh;:;n tho entire cost or a substantial portion of the cost of such special 

tooling has bo:.;en allocated to fixed-price GovcrnTTlent contrncts, the ·asset 

conccr~ed shall be subject to the provisions of Part 3 of Section XIII and 

of the Special Tooling contract clause for fixed-price contracts set forth 

in pP.r~graph 13-504• \-./hen such special tooling is acquired under cost-

. reimbursement type contracts it· shnll be. subject to tho prov"ieions of the 

c~ntract clause set forth in paragraph 13~.503 entitled "Government-Property" 
. ' 

2nd to the provisions of Appendix B, ASPR; applicable to Govcrnment-o1-med 

special tooling• . · 

15-313.11 Eanu.facturing and Production Eriginooring. Manufacturing and 

production engineering includes tho· cost of engineering nctivi ties in con-

ncction 1a1ith (1) current manufacturing processes such as motion and time 

study, methods analysis; job analysis~ tool design and fabrication for im-

proved tooling, and (2) production probl.ams such as component design for 

purposus of simplifying production. Such acti vi tics arc usually for tho 

purposes closC;;r c,ontrol and reduction of mcmuf.?.cturing costs and tho costs 

thereof are ~.llowablee A ch~actoristic of this type of exponse is that 

it can be related to a specific contr~ct, product or product line; and is there-

for chargeable thereto either directly or by allocation. (Sec ASPR 15-313.2). 

'!his is in contrast to: general research and development 1-Jhich, by its gc-;nera~ 

naturo, car.not bo directly associated 'with o. specific contrnct, product, or . 

product line. 

15-313.12. Research and ~;volopmont. Research and development expenses 
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(iv) Royalties are paid under an agreement entered into after 

the award of the contract without the approval of the contracting 

officer. 

In any case involving a patent formerly owned by the contractor, the 

allowance will be limited to that which would have been made had the 

contractor retained title thereto. In all other cases, the allowance 

shall be re.duced by the amount considered to be unreasonable. 

(c) Care should be exercised to prevent charges for the. use of patents 

when the Government already has, in fact, rights to such patents. The Gov

ernment may have obtained a royalty free license or t!tle to patents as a 

result of contract clauses such as contained in ·paragraph 9-107 and 9-112, 

as a result of settlement of claims, as a result of the employer~s right 

· in employees' inventions pro~ded under Executive Order 10096, as a result 

of a royalty adjustment settlement, or ns a result of separate purchase or 

gift.· 

15T313.14 Plant Protection Expenses. 

(a) These expenses represent costs incurred in ·protecting the contrac-

tor's per.sonnel and plant against fire, theft, sabo~a~e, espionage, civil 

disorder,. enemy attack, or other violent destructive forces.. Plant protec-

tion expenses are allowable costs of defense contracts.. Normally they will 

consist of guards 1 wages and labor costs related·thereto, costs of individual 

equipment, c·ost of plant protection equipment if of minor amount, and depre-

ciation of plant protection equipment. To the extent these costs are attri

butable solely to defense special security requirements, they are allocable 

entirely to·defense contracts •. Costs of normal plant protection not result-

ing from such special requirements, generally, should be indirectly allocated 

to all classes of work. 
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it nny be appropriate to establish by contract provision a ceiling on the 

amount o.f general research to be allowed. 

(Note -- See paragraph 9-107 for information as to patent rights 

to be obtained.When research or development work is called for 

or required in the performance of a contract or when allowances 

are made for costs for produc.t research or development.) 

15-jl3.13 Patents and hoyalties. 

{a) Amortizati•n of the cost of purchased patents owned by a contractor 

applicable to products or processes covered by a contract is an allowable 

element· of cost to the extent reasonably allocable to the contract. Research 

And development cos.ts leading t~· patents are treated in paragraph 15-313.12, 

(b) Royalty costs are allowable if bona fide and reasonable. Special 

care should be exercised in determining reasonableness of royalties in 

cases in which amounts may have been arrived at as a ·resu.lt of less· than 

arm'$ length bargaining. Examples of such cases are those where: 

(i) Royalties are paid to persons, including ·corpor~tio~s·, 

affiliated with the contractor. 

(ii) Royalties are p·aid to unaffiliated persons, including· 

corporations, upo~ patents formerly owned by the contractor When 

the co'sts of such patents or the research and development work 

thereon were substantially recovered through charges against the 

costs of defense business. 

(iii} Royalties are paid to unaffiliated persons, including 

corporations, under an agreement entered into in contemplation 

that a Government contract would be awarded. 
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.(i) Recommendations and requirements of the duly constituted 

Governmental authority having jurisdiction over civil defense in the 

local area. 

{ il) The extent of like . measures being taken by other businesses 

within the local area, particularly those not producing under Govern-

ment contracts. 

(iii) The portion of total cost_likely to be allocated to 

Government contracts as furnishing an inducement to the contractor 

to incur the cost. 

15-313.15 Insurance and Bonds. 

(a) Xo the extent that a contractor's insurance program has been 

reviewed and approved by the insurance authorities of the military depart-

ments,. procurement_ and audit personnel of ·the military departments will be 

:¥( governed thereby. 

(b) The net cost of insurance and bonds, after de.duction of dividends 

or other allowances which may be e~ected, if reasonably necessary_ to the 

operation of a business, is an:. allowable cost on Government contracts to 

the extent allocable. Some, but not all, of the.types of coverage which 

may. be reasonably nece$sary are property, ·aircraft, automobile, general 

liability, product liability, workmen's compensation,!employees' group, 

accident and disability,- use" and "occupancy, (but excluding that portion of 

the policy premium applicable to anticipated loss of profit and costs which 

are unallowable under this Section) and fidelity and. surety bonds .(including 

performance bonds). 

(c) Insurance on the lives of officers is not an allowable cost, ex-

cept when premiums are paid in behalf of executivGs or employees pursuant 
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(b) A special problem may. arise in the case of fixed price contracts, 

the security classification of which is .altered after the contract has been 

entered into. when such a contract price is negotiated, the contractor is 

presumed to know the plant protection requirements under the contract and 

is expected therefore to meet such requirements within the contract price • 
. . 

l:f.owever, -if the security classification of the contract ·were changed by the 

Government after entering into the contract, additional costs of plant pro-

tection may b~ allowed the contractor by contract amendment. The· additional 

costs may include not only current costs of an operating nature but also 

costs of a capital nature if the parties agree that .the capital· costs are 

incurred solely because of the changed security classification of the· con-

tract and would not have been necessary from the contractor's point of view. 

Also, if a. classified contr~ct is reclassified downward during its perform

ance thereby permitting a savings in plant protection costs, such savings · 

should, if material, be the subject of a contract amendment passing the 

savings on to the Government. (See 7-104.12) 

(c) Gi,ril defense .costs ,must be allocated to all work of the contractor 

performed at the .particulnr location where the costs are incurred. When the 

Government's ·portion of the output of the particular plant is not ··material, 

the reasonableness of the incurred costs need not be questioned •. However, 

since usually past experience will not provide a guide as to reasonableness, 

civil defense costs should be the subject of specific .. agreement When the 

amount of such costs to be allocated ·to Government contracts is subStantial. 

When this is th~ case, reasonableness may be judged in light of: 
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to take all necessary action in cooperation with and for the benefit of 

the Government, to determine the legality of such assessment or, as the 

case may be, to secure a refund of such taxes and any interest or pen~lties 

thereon. Interest and penalties incurred by a contractor by reason of the 

nonpayment of any tax at the direction· of the contracting officer, sha.ll 

bG allowable :J.S a cost.· ttensonable exp~nse:S of any proceeding instituted 

by the contractor at the direction of the contracting officer to determine 

tho legality of such an assessment or to secure a refund of such taxes, 

interest or penalties for the benefit of the Government, shall ruso be 

·allow2ble as costs. 

.. 

(c) Any refund of taxes, penalties or inter0st thereon shall be 

credited to con tract costs in the proportion in lvhich contract costs 

absorb the costs of taxes,· interest or penalties. If at. the time the 

refund is received by the. contractor, no defense ·contra.cts are being 

pt"~rformed, the amm.mt. otherwise to b0} credited to contract costs shall 

be pa.id directly to the Government. 

(d) Where it becomes evident in negotiating ~ contract price that a 

contractor may be required to pay a tax, the legality of 'Which is question

able or in dispute,, such tax may·· be ·used in negotiating the contract' 

price, provided that the contract contains provisions substantially similar 

to those set out in subparagraph (b) (1) (2) and (3) above. 

15·313.17 Strikes and Lockouts. The situations and conditions sur-

rounding strikes and lockouts are so varied that it is impossible to establieh 

a general principle providing for· allowance or disallowance of c~sts in-

curred during such occurrences.. Each case must be considered t')n its own 
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to specific agreement or cstablish~d policy whereby such payment may be 

properly considered as additional compensation (Paragraph 15-330.2). 

(d) l~en a contractor self insures against insurable risks of any· 

tJ~e (But see paragraph 7-203.22 for limitation on self-insurance in 

cost-r':~imbursement type contrr.!cts), a reasonnble ·provision for losses 

estimated by the contractor is ~-n Allowable cost if such provision. is 

based upon a,ct.ual loss experience to the extent feasible; or, in the 

absence of adequate loss experience data, it is not in excess of net costs 

which would be paid for such insurance if carried by private insurance com-· 

pnnies, less ngents 1 commissions and other acquisition and seryicing costs. 

(e) Losses resulting from failure to insure (through self-insurance 

or otherwise) ag.~.inst a contingent· loss or damage, where a reasonably pru-

dent busines,sman would ha~e insured himself against such loss or damage, 

nre not allowable. 

15.313.16 Taxes. 

(a) In general, taxes which the contract.or is required topay and 

which are paid or accrued in nccordance with gener~ly accepted accounting. 

principles are allowable·, except for ~ed~ral income;; an.d excess profits 

taxes; taxes. in connection. with .financing, refinancing or refunding ·opera-. 

tions (see paragraph 15-330 •. 5); and special assessments on land which 

represent capital improvements, 

(b) Taxes which are believed to be illegally or erroneously. assessed 

agains~ the contractor, may be allowed as a cost of wor~ performed, pro.-. 

vided that the ·contractor; (1) promptly requests instructions from the 
~. 

contracting officer concerning such tc..xes;. ~2) a&rees ,~o comply ~th such 

·· instructions; and ( 3) if so directed by the contrR-cting officer also agrees 
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abnormal in relation to sales effort·that the use of historical costs 

would result in the inclusion of an unreasonable amount of estimated . . . . . . . . 

selling expenses •. In the·latter··Ca:'se,". :the f:i.Jced selling expenses should 

be charged ~0 normal :non-defense saies, .. leaving the defense sales charge

able only ~th a proper share 6r the variable costs. For an illustration 

··~, of this principle see paragraph 15-)20.5 entitled Advertising. 

15-320.2 Salesmen's or Agentst Compensation. 

(a) Salesmen's or agents' compensation-allocable to defense contracts 
. . :~· _; . 

should be reasonable in the light of the services rendered. If inequitable or 
•• _; : ! • 

exorbitant. compensation is paid, it shall be subject to disallowance, to the 
. ·. -

degree deemed excessive, for the purpose of allocation of costs to defense 

"! contracts. Fer example, Y.rhen defense ·business consists of standard commercial 

.< products ~?ich _are sold normally on a commission basis, sudden expansion of 

-"c~- defense, b'1:15iness may necessitate. the adjustment in the amount of compensation 

allocab~e to defense contracts~ 

·(b) No fee, commission, percentage, or brokerage fee shall be allowed as 
. . 

a contract cost when contingent upon or resulting from an award of a contract, 

except amounts paid to bona fide employees or established commercial or · 

s_elling agencies maintained by the contractor for the purpose of securing 

busines~. This provision shall be applied in a manner consistent with repre

sentations or agreements of contractors or prospective contractors in the 

light o~ ASPR, Section I, Part 5. 
. . . 

l$-320.3 Gen~ral S~les Expenses •. These expenses, consisting of salaries 

and expenses in connect~on w.i th directi·on and supervision of al:J. sales 

efforts, ~lerical expenses in maintaining sales records and statistics in 

some cases, and similar over-B.ll sales expenses, may be considered to be 

allocable indirectly to defense products or contracts iri some ·cases based upon 
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merits in the light of the philosophy eX:pressed or implied· in· the princ~p~es 

and standards expressed in Part 2 9f this Section. 

1.5-320 Selling and Distribution .·Expenses·; -~ 
; . 

1.5-320.1 Alloc-ation of Selling nnd Distribution Expenses• Selling and 

distribution expenses identifiable irt whole or in part .with defense W> rk. are 

subject to allocation to the cost ·of· d~fena_~ lDrk to the extent appropriate1 . 

considering. the methods of selling and distribution· ·to the Government or to . .. . .. 
~ . . 

prime contractors or subcontractors. Generally, selling and distribution. 

expenses should be . ~locat.ed between product lines, qr to products sold to 

the respective customer types (where sales methods are different), based 

on analysis of the cost elements in relation ·to the sales efforts. In some 

cases, it may be appropriate to first allocate these expenses in whole or irl 

part as between defense and non-defense bUsiness 1 and then to allocate the 

expenses applicable to defense busine.ss against the individual defense .con .. 

tracts or products. The principle of direct costing.is ·very important in th~s 

area. For example, when special defense products are sold to the 9overnment 

or to defense contractqrs by separately identifiable employees of: the.rr.anu• 

facturer, the compensation and expenses of such employees may be approp~iately 

. charge to costs of such products. When,· in such cases 1 there is a separate 

sales organization or identifiable group of representatives engage~ in seiling 
. . w . 

to non-defense customers, no portion of compensation and expenses thereof' should 

be charged to defense products. On the other extreme, ~en standard com-.. 

mercial products are sold at fixed prices dir..ect to the Government or ~n 
., . . . .. 

defense contractors, as well -as to nUmerous· customers not engaged either 

directly or indirectly in defense production, by·means of one established 
·.1' 

sales organization, the same selling. eJP ense per unit of product may be used 

in cost estimating, except when the quantities eXpected to be sold. are s_o 



I 

'· 

I ,o 

1551 

tcchniccl p.~phlcts ony of w:·.1ich ~id US(.rs of the contrnctor' s pro-
. 

·:nets, inclu·:lin;~ the Gov ... rnrnc:nt .or dcfcns~ contrr'.ctor~, uxcluding, 
.. . 

of course, thu cost of sue··.:. publi_cnti~ns ~r;.;p~ocl for ·.the Gov0n1nLnt 
::··· 

. under s0p.~[l.tc contrt".ct considorC'.tion. 

(d) Advertising for connnorcinl proJucts, othbr than ns in (n) 

through (c) t'.bovo., _not in \.:XCOSS of tho contractor's. avorag:o t?lll1UcU 

costs incurroc: prior to ~h9 avm.rd ~f defense cont~r.cts, · mny be ~.lloc.~tud 

to defense prim~ contr~cts anti sUbcontracts for such coMnorci~l products 

on the bn.sis th~t tho costs will iii-st ~o C'.Ssignod to the -contrnctor's 

nondufcnso businc:ss in tho same ~ount. per· '?llit sold ''(or per dollnrs 

of S~.les) O.S W~.S ::-.ssignr.ble to SUCh Units prior to. obt~:ffing. defense 

business; tho runount rom~ining cl't0r ·such assig~ont m~y be allocated 

to defense prime. cr1d ~bcontrc~ts. ~-t. riot in (.;Xccss of t:1<.; cmoun1;. per. 

urdt ~n nond0f0nsc business} pro~dod~·howovcr, that when dcfop~c sales 
. . . . . ,.. 

D.I'G morcly incidontnl, SUCh .. COSt. Gllocnti.o_n~· m6_y QO mnqo on ·D.n OVerall 

proratn basis. 

(c). Advertising costs, othor thnn as in (c.}' through (.c) .. above, 
. , .. 

mey not be alloc:-.tod to d~~onso p~imo ~oritr.nc:ts imd · subcontr-ncts for 

non-commorcia.l products. • 
... • .. 

. ·., 

15-320 •. 6 Product T.ran-~ortatio~- ~d· Doi;i.v~ry ~xpcinscs. 'lhoso cxpcns~s, 

whon roquircd by the . torme of .a contract, . ar"o properly ~1101.-J~blq. Whenov<;;r 

significant· in nr:1ount ~nd. P!.ovidod ~ t is fo~sib~c, they ·should. be determined 
.• ... : 

. 2.n(l allocrted CI.S ~ direct cost of. tho .product or coritraet •. 

15-320•1 Warehousing Expenses. ·Whonovor a mrinu!nct~er ~aint~n~ ~d 

ships products from 't~arohous~~ st~~te·~.c.~ily .loc?.tod _in orde:r ~o. provide bettor 

service or reduce tr.:msport~tiort .. 9.0S~ to customers (as is frequently found 
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tho specific facts. -.L•l each case, provided the basis .;:;f allocation· is 

equitable as betwBen defense and nondefonsc business as a whole in the 

light of the rclati ve services rendered. 

15-320.4 Bidding. Expenses~ Current bidding expenses of both successful 

and unsuccessiul bids:normally Will be treated ns indirect expenses and appoP-

tioned curr8ntly to ~1, business of the contractor in which event no bidding 

expenses of past acpounting periods will' be chargoable to defense contracts. 

However, where it is the contractor's established practice to treat bidding 

expenses by some other method,. such method may be acceptable if the results 

arc considered to be equitable, 

15-320.5 Advertising. Advertising· expenses include the costs of 

matorie..ls, space, time, layout, '·and ·expenses of .the department which super

v1scs such ~ctivitics. Advertising. CXpensos are generally incurred to 

promote tho snlo of the contractor• s rcgU.l~.r · c'ommcrcial products and should 

be assignGd thereto. Advertising may ba appropriately considered for allo-

cation to the cost of defense contracts ·in ~~o following cases: 

(a) Advertising directed soluly towards tho rocrui tmont of now 

employees~ 

{b) Advertising in trade and t~qhni.cal j.t>Urnals, ·provided such 

advertising do~s not off or specific produc'ts for scile. but is pla~od for 

the purpose of ·offering financi'al-~~upport· ·tc{ journals ·which' ar~ valuable 

·for tho dissominn tion of technical informatiori:·.;u thin: tho contra~ tor's 
. -

industry. In addi. tion in tho case of subcontractors:, rc·~sona'blc cx-

p0nditur0s for advertising in such journals for tho pUrpose· of estab-
. . . 

lishing ncceSS?.l'y busineSS contacts. i-n .. ..connection with tho sale -Of 

defense products· ·to Govornmont contractors.·· 

(c) Publication of maintenance· c·atalogs, parts price lists, and 



I 
,; 

~ , I 

., ,, 

1553. 

time considerably beyond delivery. In such cases, it is necessary to esti

mate the cost of services arid w~ra.;'lties, usually as a percentage of product 

cost, for purposes oi'_?.r~ce nego~iation. Estimating warranty costs.Imlst 

usually be based upon past experience in similar · circunis tances with due re-
... . ... ·. 

gard to reasonable standards of quality performance. When allowances are 

made for· costs of per.t'orman~e. under warranties as product costs, there 

· should be no duplicatio~ of t~~ ~llowance tor the risks in figuring allowable 

·profits. . .. ' .......... . 

15-320.9 Entertainmen~ &Penses. Entertainment expenses, as such, shall 

·n.ot be considered either, ~rectly or ind,irectly.-·as a cost of performing Gov-
. '. 

ernment contracts. Howeve~., when expenses .classified as entertainment repre-. . . 
. . . 

serit the ·purchase. of meals., local trans:l'ortation-1· rerit.al of facilities for 

meet~gs~ and othe_r incident~ 9os:~s 1 and the pr~ purpose of incurring 

such costs. is the dissemination of. technical information or the stimulation, . . . 
of production,· such c~s~s.are allowable:in .cietermining the·cost of Govern

ment contracts. 

1$..330 . G~neral and Adminis.trati ve Beeenses. 

'15-3.30.1 Allocation of General ,and A.~ti.nistrative Expenses. Among the 
.. . ·. . . 

acceptable bases., de.pending_ upo~ t~~ qi.t~9.ums~ces, of allocating general and 

administrative expenses are processing. costs ·.(direc;:t labor, factory overhead, 

and other factory prod~ction costs exclusive of direct material), factory in

put cos~s (pr.ocessing costs plus direct material), cost of goods completed, 

cost of sales, and sales. (where no more satisfactory basis is available), 

provided that equitable results are thereb,y obtained. In the selection of 

the particular method or methods of apportionment, special consideration 

should be given to aqy sUch unusual factors as major fixed asset improvement 

programs and significant changes in proportions of subcontracting. ~ ;;-. 
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with stnn~~_rd c;o~orci~l .. prod~cts or sp?r_c. P·".;r~_s) ~ the cxpwnscs of ~are

housing such .s.tock~, ... inclu<;ling trnnspo~tation_ .!ror.1 factory .to wn.ro~OU:SC1 . . . - . . . ,\ ...... '" "; . . . . ~ . . . . ;, . . . . : ' .... · . ·. 

nrc. nllowablc wl)cn f.ai.rly allocr'.tcd to dofcn.so sales in rclntion to totnl . . ' . ·. . · .. ; . ':·.. . . · ..... 

sclos of products clcliyc;rod fro~. such._ warehouses •. On the _other h~~d, whore 

produc~s sold _under a dcfon. c con~!nct arc n~t d~liv~rod or se~ccd from such 

vTnrohquscs none of the cqst of operation thereof is allocable to ~he contrnct. 
·, ' 

15-320.8 Sorvice and Warranty Expenses. In cases whore the. cq~tr~ct 

terms include. a~ .obli~ntion on the p~rt of the contractors, wi til, out additional 
.... · .. 

so_pnrp.to componsr.tion, to provi~e service in_ installation, training operators, 

_9_orrccting dcfoc_ts in tho pro~ct, replnc~ng defective p~rts, making r~funds 

in case of inadcqup.te. _:po;rfor.mr.:ncc, otc._, the. price _or co~:t of the product 

m~y includ~ nn a.ll.ot.-In.~ce for the co~t of . .s~ch undertcl:<ings. Gone_rc.lly, e.ny 
. . . . .. '· . ·., .. " . . .. :. . . . . ( .·.. .. . .:.. .. . . ' · .. ' ·_ .. · : ·' :_. : . : 

. warrtmty .. of,, the prq~Y:.c:~ . . ~s .~o; _pe;r£:or~rul?o1 .. Y,n~t.~ori~ls, and ;wor~mc.nship will 
• • • • • • ~ • • •• ~ : • • ' • -. ; : •. • ••• • • • ; • • • • •• • • • • • • • •• .~ •• • •• •• .. • • • : • • • • • ' 6 ' • : ,. •• • • • : -~- '· .... ) • • • • 

be for .G qefi.ni to. pcri._oq o_f time •. _I_n. the cas~. of cost-reimbursement. typo 
0 

0 • ; •o' t t. · 0 , o o: , o ~ • o , , ' , • ' , 0 ,' 0 • 0 0 e 0 ° ',· :' ', • : ,; • , 
0 

'. • , • o • : , -~.'- • •'• • .. , ", .: •' I ; • ··,: • 
0 

: ' • 
0 0 

0 
, 

contracts, actuel costs of performnnce to be reimbursed to ~he ~ontr~ctor 

u-Till includo such of tho foregoing cost.s as 111'q.St be borne by .tno Government 
• ~ ' ...... •• _: ~ .~.~" r ;, -~:~-~:• '•••· ', -~ ~- ~ ._:_. ::~: -~--~.: ~~ .. ~ • • • ~:\ :. ~.l·:' .-·,~- :- . .':~.,. ~:~: -~~~ :: ___ ::., ,·.·.~- .:.:~ ·-~ f '. • ·:,, J i~ ~ o .... ·,,· o J • 

under the- c~ause of' t48 ~on~rP..ct cnti tled. ''Inspectiqn of Supplius and Cor-
• • • • • • • • • f • : •• • •• • ' :, --

............. _ .. , --·····--- ·-·- ............ :······. ········. ..... .. . ............ ····· 

.. rection of .Ibfects". (See paret,.1!'aph 7-20.3 • .5) •. Ho-rmvc;r~, in some fixed-price 

cont~acts, a_ warr~ntt mn;y- extend f. or a p~ric:>_d of 

------··------ .. 

'• .... ~-~. : .· . 

_, ..... .. 

~· ,.,.. . . 
-·~- .. ----------· ........ ···--·--···- ·-·---··--·--·- -·----·-·-·· -· •\·-~----·····--···-·--~-_..._.-.----~ ________ .... _ .. ___ .....-...,. 
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(2} Ownership of the contractor is limited to a small cohesive gro~p; 

or 

(3) The volume of Govermaent contrac.ts when related to the contractor's 

total business is' such _as .to inri.uence the contractor in his deterl!linati.on of 

executive cor,lpensationJ or 

_/ 
/ 

·/ 
/ 

... 

./···· 
.. 

7 
.·y/·.· 

.7·.·. ' .. :. -·· ' . 

-. : . 

/ , ... ,: .. · 

• ·, I • • ' ~ • 

.. ~ 
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All. pe!-tinen~ facto~s ~hould be .reviewed from time. to ·t~~~, especially if and 

when there is a change in the nature or volume of production, to determine 

wh~.ther the indirect expenses continue .·to. be· apportioned equitably,. Where 

the nature of a contractor's business. has:.not changed basically by a shift ·· 

to defense .Production, the presumption is that his former methods, :if·te~ted 

by operation o·1er a considerable -p~:ttioa·;· are···a·atl:'sfactory~~- . However·, this is 

only a presumption and should be reexamined in light of probable increased 

production. }!hen the business has changed substantially because of such a 

shift, the contractor's former methods of allocating indirect expenses may 

be entirely inappropriate and so should be thoroughly reviewed. 

15-330.2 Executive Corapensation.· 

(a) Executive compensation consists of all emoluments (including sala-

ries, bonuses 1 stack options·, etc.) paid or accrued for services actually 

rendered to the contractor by exe~utives, officers, partners, sole proprietors, 

and others of similar rank and abilit4es. Such costs are allowable when rea

sonable in amo~~t ~ the light of the services rendered. \ihere the contrac-

torts organization was a going concern for a ~ignificant period prior to the 

award of defense contracts, the runount of co1:1pensation established by the 

contractor will normally be considered reasonable. In other cases and in 

any case where the amount thereof appears not to have bee~ deterrnined through 

arr.1t s length bargaining betvreen the employer and the execu t:l. v~, epeaial 

consideration may be required •. Arm's length bargaining may be laqking in any 

one of the following situations among others: 

(1) The executive or a member of his irnmediate family owns or is COJll-

mitted to acquire a substantial financial interest in the contractor's 

organization; or 
. .. , .... -~. , .... ~ ·. . •r: · • ~· .. ·•· · · 

........ - . . . . . .. . .. . . ~ .. " .· ..... 
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The mode of trnvel,· ncco~~odation or subsistence shnll be in keeping 

l-li th the contrnctor's established practice. Should :there be no established 

practice, tho cost shall not exceed an amount commensurate v1ith the duties 

and rcsponsibiliti~s_of the traveler. Cqsts of entertainment shall not be 

i,ncludod, ... : 

Spc<;:inl circUll1;)tances cron.te situC'.tions for vJhich there may be no 

precedent •. For example, costs of transporting employees and their dependents 

from one g8ographic loc9.ti.on t~. another,. and reason?.ble allovmnce to establish 

thc!i~ in the new loc2tion, mo.y hnvc:; t9 be incurred if ~ comp<.:;tcnt skilled 

labor force is to bo· recrui tec:l 0:nd maintained. Gon~rQlly such costs are 

a.JJ_owa:OlG, but there mr.y bG specific instances in which n part or all will 

b0 cxclud:-::d· if. consid~rcd oxcc.ssivo or· unnccossnry, v·Jhore such circumst~ncos 

are anticipc.:tod, adv£mce pncte~standings .should be reac~ed limiting the types 

· .. ,and ,amounts of such· costs. 

15-330.4 Legal, Acc9unting, Engineering and Other Profession?.l ExpensGs, 

Cos·ts of professiono..l se_rvic_es rende.rod, ,v1hcther performed by thu contractor r s ' . . 

(;mployoos ,or by. other mcmb6rs of the; particular profcssior. e>+ craft retained 
. ·.. . . . . . ·:' .. : ·. . . 

b:;' the c9ntractor, nrc gcnprclly .~lowe?cble •. Such cost~ must. be reasonable 

.. in light of services ~ondered, ~nd payinGnt must not bo contingent upon recovery 

of. the cost from the Gov0rnmcnt. 

Such services, Jm1St hnvc bc'c:n reasonably required by the business, .~though 

not nec0ss~rily required sololy for the performance of Government contr~cts. 

Factors to be considered (nmong others) when determining the reasonablGness 

·or neccs.si ty of incurring the cost in t:'. p.~rticulnr cnse arc: . (i) past pattern 

of such costs, p~ticul~ly in .thC: yc..P~.rs prior to the ~wnrd of Govermnont 

contr~cts;: (ii) the impo.ct of GovornmGnt contracts on the size of the 

contractor's business (i.e., whc~t neH problems arise); (iii) the nature 
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(4) ·The serviees rendered by any individual are clr.~~Y. di.spro-

portionate in a ·maJor degree i(o the compensation paid.· 

Allm-Jances for com,Pensatj,.on of partners or sole ·proprietors may properly 

be included in executive compensation even thou'gh not actually pai.d .or 

accrued in the accounts. In the case of cost-reimbursement ~pe contract, 

any allowances for· compensation for partners or sole· proprietors should be 
. . . 

incorporated in· thoj contract. 

Wncre -executive compGnsation is consi~:lc~eci to be unrea-sonable in a-mount, 
. . 

the excess oven·· the -amount_ c9nsidered reasonable 'will ·not -be included in 

determining the amount allocable to Government contracts.· 

(b) 'Iha co·st· of options to purchase stock 6.f the contra~tor corporation 

granted to--~xecutivcs. thereof is a part of executive compensatiol!- and, as 

such, may be allocated to Government contracts·, as: f·ollovJS: 

·····(1) ... Th.e_c.?..~t ~~~toe~ options to the grantor.c.orpor_ati.on is tho 
. .. . . ""'. ~- . ' 

excess, if any, ·of the. fair mark~t vaiue .. ··of· .. :tHe stocK .over. the ,optiqn price 
. . . ... .... .. . . .•. :.~. . -~. . 

on the ·date the option· is grante~ to a specific indiV:tdual. 

(2) Since bene!,~ ts to the corporation are intonded to extent 

ovGr a period of yG.:rrs and are not limited· to ·the· year in wl:lich the option 

was granted or exercised, the cost to the· grantor· corporation must be amortized 

at an annual rato. not be exceed throe percen~ of the fair mark~t value of the 

stock on ·the· date tho option is gre.nted.· The poriod of· amortization is to 

h~gin with th0 date .:that the option is gr.antod.-
. \ 

15-330.3 :Travel ExpGrise. Travel expense; when incurrGd for business 
. . . 

purposes, is an allowable cost. Tho cost i.li:.y represent payment fo'! actual 

costs incurJ:ied,. or payment _may be on a p;3r diem or mileage basis in lieu of 

actual cost, ·.or' ·a cornbinC~.tion 9f the; two methods may be u~ed,~ pr,ovided the· 

method used docs not rusu1 t in an unroason~~lc 'char.go. 
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15-330.6 Bad Debts. Bad debt loss~s, whether actual or estimated, axise 

fron~ the con tractor's non-Government ·business. No allo'\vance for such losses 

shall be made .in costs or prices under Government /prime?. contracts. /However, 
. .... -- -

in tho case· of subcontracts, p~ticulcrly lower-tier subcontracts several con

tracts removed from tho prime contrnctor, consideration may be given to a 

reasonable ,"lllownnco for bad debt losses not to exceed tho rate experiGilced 

by thG subcontractor in doing business with the· srune class of customor.J' 

· 15-330.7 Contributions and Don,?.tions. Contributions and· done.tions to 

---------·---

// 
/ 

.. / ------
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and scope of managerial services expected of the con~ractor •s own .organization; 

(iv) the naturG of conflict of interests which may -exist 'between the con-

tractor and the U. s. Government; and (v) whether or not the proportion of 

GovcrnrnGnt production of the contrD.ct6r' s total production is such as to 
. . 

influence the contractor in· favor of incurring the cost, particularly where 

the services ren~ercd t:re. n·ot of ·a continuing nature nnd have little rcl::-.tion

ship to production undE.;r _Government contracts. 
. 

If, in light of :the. foregoing,. it ap)enrs ~h~t any oth.:~rwise· allowo.ble 

costs are· r1ot,:·rcasonably roq'liired by t:Cic bus~nes.s or aro oxcossi ve, tho alle>W• 

abls portion Hill bo rodu.:cd to ·an appropriate ~aunt, if any, for purposes 

of allocc;.tion. 

15-330.5 Business Organization Exponsos. ~~siness orgnnizntion expenses 

consist of those ordinary and roc.sonably necoss~y oxpons0s which are incurred 

becuase of th(;; US8 of the corporate, partnGrship, or ot.hur form of organiz.::tion. 
t 

Recurring business organiz:?.tion o:>:penses arc allo-vJablo. EXCJJilplos of such rocur-

ring expenses, with rGspoct to a corporate form of orgnnizotion, arc fees pnid 

to members of the bonrd of directors, cost of shC~.roholders meetings, proxy 

solici te.tions, preparation and publicntion of· .?.nnual reports to shareholders 

and propctrntion nnd submission of rcquirvd reports to rogLU~tory bodies having 

jurisdiction. Such costs shall normC'.lly be consid·;:;rod to be rGasonablc in 

arr.ount 1·Ihe:n incurred in ac.corda'1ce with the contractor's cstc:blishod practices, 

particularly those in effect prior to the awnrd of Govcrnn10nt contra~ts. Non-

recurring expenses, pc.rticul~rly those directly rel<?.'Wd to tho e.cquisi tion of 

add.i. tion.?l capital, arc· not rQlo1tJable. Other exa."llplos of un~llo1-Jablo costs 

would include legal and professional foes paid in connection. with the pre-

par~.tion of a prospectus, costs of preparation and is:;uance of stock rights, 

and ~ortization of costs of organizing or reorganizing the businu~s. 
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production has been altered significantly by Government""· contracts, 

departure from the prior progr·arn may be jus.tified. · c 

(ii) When the organization is a local one and. metnbership would 

be expected of all similar busi11ess firms in the· business community, 

Local organizations must be 'primarily for trade; business, or pro-

fessional purposes. Social, cultural,· or recreational· activities, 

·if any, of such organizations must be incideri.tal. 

(iii) If the organization is regional, national; or international 

in scope, membership therein should be held by a majority of like firms 

in the same industry. 

In determining reasonableness of particular membership costs which appear 
. '• 

to be excessive, a review ·or the nature of the activities of the organization 

might be necessary in order to reduce the allcn-rable portion of the contractor's 

membership costs to an amount which would, in effect, exclude a contribution 

to lobbying or public relations activities. 

(b) · Subscriptions. The cost of subscriptions to trade, business, pro

fessional, or technical periodicals or services is :aJ.1owable when incur~ed 

in accordance with the contractor's established practice and the costs are 

reasonable in amount. 

15-330.9 Employee I"iorale, Health,· arid W¢lfare .• ·.Expenses for ·employee 

morale, health, and welfare activi tie.s, such as employee publications, ill

ness or first aid clinics, improvement of working conditions,. and'others 

aimed to improve employer-employee relations or employee perr'orinance, are 

allowable if incurred in accordance with the contractor's established 

. practice or custom in the industry or area. · 

15-330.10 Cafeterias, Commi·ssaries·, ·nornd. tories'," ·and ~ilnteeris. 'Ibis 

class of expense consists of the cost, less revenue, of food, beverages, or 

living accommodations provided for members of the contractor's organization 
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established nonprofit. chari.tabl~, ~c.i,entifi~, and educational orga"'nizations 

are properly all.ocabie ·to Government., contracts; provided that such costs (i) 
·. . .. '•, ''I '• 

may reasonably.·be.·expected. to resul-t;. in .. ~~.ture. benefits to the 'contractor 
:· . '.'. . ... . . .. .· .. :, 

through ·advancing''; directly or. iJ?.directly, the technology of his industry 
. .. , . . 

or increasing ·the supply· of. t~ained manpowE!r._av~lable to ·it;. (ii) are in 
. ' . ·.·. . · .. : . . 

lieu of ·the· c·ost ·or similar f.acilities, which facilities the contractor 
. . . . . . . . 

would otherwise have to pr.ovide, as. for. ~~.ample, employee medical or re

creationa'l· fac·i"J.iti.esJ . or .. ~i~i.) . are expeQ~d of the contractor by the com-
. . ··.. : .· . . . . . ... . . . ' 

munity and it can· ,reasonably_~- expected th~t the prestige of the contractor 
. . ·'i' ·;·.: .• ·. 

in the community would suffer through the l~k. of_ such contributions. In 

general, contributions. and· :donations. und:er item {iii) will not be allowable 
. . :· . .· ... 

unless it is· the practice .of.- ~ost, bu~~ness. ~irms in the same connnuni ty to 
. . ...... 

make contributions t9 such· org~:l-z~tiq~,~. 
·, 

The propriety.·of.:the .amo\lnt or.pa~~~cul~r contributions and donations 

and the aggregate thereof for. each fi.s~~l, p~riod must be judged ordinarily 

in light of· the pattern of :past c_~n~_~butions;. pa.rticularly those made 
. . . . . . 

prl.or to· the· placing· of Government contract~·~··: The. '8m6iint of each allowable 

contribution must be deduotible:for pw;-poses of Federal income tax, but the 

deductibili~ of the contribution for income tax purposes does not in itself 

justify its al.lowabili ty as a contre..ct cost. 
. ':' .. . . . . . . ......... · ........ ·. •. ·• t 

15-330.8 ··Trade, Lusiness, and P~ofe~sional AC.tivi ties. 

(a) Memberships. Costs of membership in trade, business, and profes-
. . . . .. 

sional organizations are allowable when incurred in accordance with the 

following standards: 
... : 

(i) Memberships are consistent with the established practice of 

. the .c.ontr.actor.;, particularly_ his practice _prior to the award of Govern-
' . 

ment contrac.ts. However, if the nature or volume of the contractor's 



I ,, 1563 

the period of contract performance, but the amount of ~r;l'lich is .currently 

indete1~nable 1 . may be recognized as follows: 

1. A mutually· ~greed upon settlement may be negotiated in 

lieu of waiting for· the exact future determ::ination. 

'lh~· contract· mc.y be held open (by ~! exception in the 

. final release or by a provision in -t:he .pricing a'ilend-
. . . 

m.e.nt) .. as to the p~ti.cui~!r i tern pending the exact 
• . r . . . 

determ:i:natiori of the' amount of the cost on an actual 

basis. 

Individual paragraphs o.f this Part. contaii-1 m·ore".spe~ific treatment of con tin-
... , ..... · 

trolling wi. th respect thereto• 

(b) Allowances for specific contingencies which ar~ reC1.son:.1ble certain 

and determinable may be :made in cost· estimates for use in negotiating forward 
. . . : . . 

prices of fixed. price contracts.··· Other contingencies are not a.llm·rable · as 

costs in for~·Jard pricing actions, but their possible impact m~y be considered 

in establishing .con,tract prices and ceilings in accorda.'t').C~ _wi tn Part 4, 

Section III, ASPR. 

15-340~3 . Losses 9n Other: Contracts. . A .loss sustained by a con tractor 

on any cont:r:act is not allowe.ble as. a cost of perfom.ance_ of aey other 

contract.. Such losses shall include any excess of cost over income under 

any and all other. contracts vlhether such other contracts are of a supply, 

researcl1 and- development, or other nature. 

15-350 Termination Costs.~ In the event of termination of. the· contract ... 
for the convenience of the GoverTh~nt, the allowability of particular items 

of cost will be. determined in accordance ·vJi th the cost principles and 
. . 

standards contained in this Section and will, in addition, be subject to the 
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at their regular. duty stations. When re~sonably required by :the nature of 

the contractor's operation·s, plant location, e.stablished policies, or em-

ployer-employee agreement, such costs. shal:L/ be allo-v;able. ~'1 t~e o~her 

hand, aey profit: on such activities shall be con$idered as a credit to the 

contractor 1 s overall expenses before allocation to defense con~racts, unless 

such e.xpenses are reduced for ill the ·costs of such .. activities, including 

use of facilities, space, and utili ties 'd th eliminatior: of such credits from 

the contractor's general expenses subject to cost·allocations to defense 

business. 

15-340 Financial and Other i~enses: 

t.5-340.I. Intere.st on Borrowed Capi t?,!• . Profit .margins allowable _in 

contract pricing are based, among various factors, upon consideration of 

normal interest return on. total capital employe~ .(includi~g borrowed capital) 

and compensati.on r'or risks (including loss of .any, capi t~al~ ~xcept to the 

ext'm1t that risks are ·the subject of. compensation. through coct ·allowances 

or are assumed by the Government under special ·foms· of c~n~pact· pricing,· . 

when no pri~iri'g ~ll;OvJC3.nce for. such ·l:"isks· ·should be made. In this ,way, ....... , .. , . .. . . . . .. . . .. •. . ... . ... : 

every contractor should receive nondiscrimina.tory treatme~t, ~h~ther he 

furnished his e.ntire ·capital· or borrmvs a large portion thereof 1 . o~ whether 

he'· is organized in the f·orm of a corporation, a partnership, or a sole pro-

prietorship. Accordingly, interoo.t paid or accrued,. regardless of the 

nature of the obligation which gives ·rise to, the interest cost, is not an 

alloNable i tern of cost to be charged directly .. or i.ndirectly to Government 

contracts. 

15-340.2 Contingencies •.. 

(a) No allm·Jance for future contingencies shall be included in making 

determina.tions of historical costs. Costs of events which occurred during 
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4. The . ..:ost of i terns of material reasonc;ioly usable on 

other work of the Cont.ractor., wi,tho~t loss to it, should not be 

considered. In deciding whether such items are reasonably usable 

on other work of the Contractor, . the Con:tr~c~ing Of1'ice~ should 

consider the Contractor's plans,and orders. for current and.scheduled 
0\ • ' ' ' o • o ' • o o I I ~ ' o o • 

production. Contemp·orancous. purchas0s of s.i~lar ·i t~m~. by the 

Contractor from other sources will:~ ;.l~~gardeci as ... ~videnqe that 

such items are ·l~eason~.b~y us;a·ole: on the -Contra9t.or's o~.her work, but 

in any such case the Contr·acting:. O.ffic.e-r will.1 consider. any evidence 
. . . ' .. . :. ; ': . 

subrni tted by the ·contractor. shm·Jing .th.at it. cou;Ld .not re.ta~n such 
. . ··.·'· . . ... : ··. 

items at cost wit:1·out'sus-taining.e.loss. Any_.alloc:ation pf :SUCh 

costs to the term:iria·ted ·p·or.ti._on of .the .c9nt:r;-~ct . .should be l!l~de only 

to the extent tha-t the· ·quanti.ties of the C011llTlqn items on hand, in 

transit and on order; ·are· :in exces..s ·of .the r.easona:Ole _quantitative 

requirements: ·of other ·work.~: . 

15-350.3 Linii tations· or Cort~dn Cpst~ •. In no event. sh~ll :the aggreg~.te - -- . ' .. ,::~". 

of the amounts allowed tn .. respect :of initial- costs· and pr~par~tory · eA1Jenses; 
,J' ..... _l • • • • •• 

loss of useful value on special machinery. and equipmeJ?.t; .exp~ri~~ntal, re

search and devel~m~~~ expense; special leases; engineering and development 
' .. · . . . . ... .. . 

and special tooling, exceed the amount whic'lf.wbuld:·have been .. available from 
~ : . . . . : ; . 

the .contract price to cover these i terns if the contract had been completed, 

after considering all other costs which w~uid have· -~een requ{red to complete 
t .. 

it. 
···-----· ---·--···----- ---------- ·----------:-----------

~ 
.. •. •· ~· 

--~-
.. ;_.·:··~ · .. 

--~-____ _., . . . . . . . . 

____ .__,... ---~··. . . .·. 

·--~----:· ·-· · .. ~-~-· ~-· .........___ 
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provisions of this paragraph. 

15-350.1 Settlement EXpens~~· The additional costs that arise as the 

result of termination or cancellation of Government contracts (or subcontr~cts1 

including purchase orders); for ·the convenience of the Government, are allow-

able. T:r'lese costs include reasonable costs. of settlement, including account-

ing, legal, clerical,· and other e~cns~s·reasonably necessary for the pre

paration of settlement claims ·and supporting dat~. with ·respect to the ter

minated portion of the 'contract and .for .th8 termination and settlement of 

subcor!tracts ·1'thereunder, including expen~es incurred for the purpose of 

obtaining payment from the Government· but only to the extent re~sonably 

necess8.ry for the preparation· and· presentation of settlement proposals and 

cost evidence in connection ·thererii. th. · Settlement. expenses include reason-

a.ble; storage, transportation, and other costs in~urred for the protection of 

property acquired or produced for' lhe contract or in conn~ction with the dis-

position of such prope'rty. 

.. 
15-350~2 Exclusions. To be ·excluded from allowable co~ts in the event 

of termination are th~ following: 

1. Costs not allocable to the terminated portion of the 

contract (inventory. basis) or to the completed e,nd terminated portions 

(total cost basis.). 

2. Costs due to unreasonable deiay on the part. of the 

contractor in complying with the clause of the· contract enti·tled 

"Termination for the Convenience of the ,.Gover.nment .• •f 

3. Costs incurre.d ·as t.he result of purchasing or produc-

ing facilities, ma~rials, or services in excess of the reasonable 

'quanti. ta ti ve requireJl!ents o.Z the entire contract, 



. 
'. 

1··· 1567 . 

not result in a reasonably accurate assignment of indirect costs to facilities 

cOntracts. Since indirect costs are those which ·are incurred for oOlDlDon 

objectives, a grou~ing of objective.s an~. identification of indirect costs 

therewith will furnish guidance as to ~he assignment of indirect costs to 

the various benefited activities. For example factory accounting and admin

istr(ltive costs may properly be allocated to facilities contracts;. while, 

generally, depreciation on factoiJr production equipment should be excluded. 

Similarly, any indirect cost incurred solely for the benefit or production 

should be excluded where the facilities are·constructed or installed by a 

separate service or maintenance department. No selling or ci stribution 

expenses (other than engineering expenses incurred in the desig~, construction, 

or installation of the facility) will be allocated to the cost of facilities 

involved. General and administrative costs may be allocated only where the· 

facilities program represents a significant pori tion of the contractor's · . 

work during the period. 
required 

(c) The required degree of preciseness/in allocating indirect 

costs to facilities contracts should be related to the ma~riali ~J of. 

amounts involved. Therefore th~ foregoing is not intended to require 

a·meticulous identification of such costs. However, it is intended to 

furnish same criteria for the allocation thereof to facilities contracts 

on the basis that such contracts should bear the allocable ·portion of 

indirect costs incurred for the benefit of the contract. Hence, where 

the contractor constructs facilities which are generally similar to facilities 
produces 

which he ~so / for sale, indirect costs may be allocated in accordance 

~nth his established practice. In most other cases in which the contractor 

·performs the facilit1es construction himself, the decision to do so will 

have been based upon the fact that he has an already established department 
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15-400 Scope of Part. This part sets forth applicati~~ ·of cost 

principles and standards of Part 2 of this Section in connection with the 

determination of costs under facilities contractS ~nd under.the fac~lities 
contracts . . ~ · .. ··. · 

port~.on of supplyfand research contracts. Generally this Part covers only 
. ··.· . coo~oo~ 

the allocation of costs to such contracts or facilities portion's -·of. supply/ 

or research contracts. Other Parts of this S8ctio~· provid~ gu{darice as .. to 
.. 

allo"t>rabili ty of particula.r i terns of cost arid detenninations made under" this .. 

Part should be made in light thereof. 

15-410 Direct Cost.. The cost of purchased facilities, incluclirig: :costs 
•• 4, .- . 

of .acquisition, delivery and placing into condition for use, is allowable 
h~ •• • • • l :· 

at the net purch.ase or subcontract price. If architectural, engineering, 

. installation, or other collateral services are perfomed by the contractor's 

own ej11ployees, the direct costs of Supplies consumed arid labor. utilized are: 
... 

allowable. 3imilarly, if buildings or equipment are constructed, manufactUred . . . .· ' . ; 

or rehabilitated by the contractor, the direct costs thereof are allowable. · 

15-420 Indirect Costs. 

(a) No indirect costs will be allocated to the cost of facilities 

purchased by the . contractor on an installed (ready to use) .bas.is. · 

(b) Where the contractor constructs the facilities or inc~~s' addi-· 

tional costs other than ~~e purchase price of purchased facilities~ e~erY 

reasonable effort should be made to direct-cost the items of cost direc.tiy·· 

assignable to the facilities. Special problems of allocation arise beca~se 

such work done by the contractor is usually different from that done in 

connection lvi th its regular production of goods for sale. Hence the con-

tractor's usual method of overhead distribution to products for sale may 
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or shop for fulfilling similar requirements of his normal operations. For 

example, a facilities contract involving sheE::t metal work might be performed 

·by the contractor, if he already has a shop for providing sheet metal i terns 
if 

·required in his reGular production processes and,this normal accounting system 

in connection ~herevdth provides cost data which are reasonably equitable 

i~ light of the for0goiwg criteria, such costs will be acceptable. 

(d) The negotiation of predetermined overhead rates is permissible 

(see paragraph 2- )'. Where such predetermined overhead rates are used, 

they should be developed in consideration of the principles set forth in 

this part. 
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FOR. DEP fRTMENT OF DEFENSE USE ONLY 

PilRT. 4 · 

Application of:·Coct. Principles 
In Facilities Contracts 

Dratt ':29 Sep 19$3 · 

1$-401 Scope ~f Part. This.part setsforth applications of cost 

principles .ep_d standards of Part 2 ·or this· Section in connection with 

the determination of costs under facilities contracts 2nd under the-

facilities portion of supply and research contracts with commercial 

organizations. Except as modified by coverage. in this Part 4, the cost 

principles set forth in Part 3. ~this· Section will be applicable. 

1$-410 Direct Co~ts. The cost of structures and equipment obtained 
.. 

by purchase or sUbcontract is allowable at the purchase or subcontract 

price, including delivery and installati~n in accordance with the appli

cation of principles as set forth in Parts 3 or 6 of this Section as 

appropriate. 
. .. . . . ~"'. . . 

However, if ~chitectural~ engineering, instal1ation, or 

like services are performed by the contractor's own employees~ the direct 
. . 

costs of suppli~s oonsumed and labor utilized are allow~.ble, Similarly, 

if bui 1_dings or equipment arc rconstructed or manufactured by the contrac

tor, the direct ~ostf; thcreot are. allowable. 

lS-421 Indirect Costs. 

{a) No indirect costs will be allocated to the cost of fecilities 

purchased by the contractor on an installed (ready to .usc) basis. 

(b) Where the contractor constructs the facilitie·s· or incu-s addi

tional. costs other than the purchase· price ·or p.trchased facilitite• 

indirect costs Will be allocable to the facilities contract. but only 

' 
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upon the basis of work actually performed by the contractor. In this 

event, special problems· of allocation arise·because such work done by 

the contractor is usually different from that done in connection with 

its regular production of goods for sale, Hence the cont.ractor' s usue~ 

method of overhead distribution to products for sale may n9t reSult· in 

a reasonably accurate assignment of indirect costs to facili'let con-

tracts. 

· (c) After all reasonable efforts have been made to direct-cost 

the items of cost·dircctly assignable to the facilities, there is left the 

problem ~f allocating the remaining indirect costs which have been in-
.. 

curred for joint objectives. ·Hence, a grouping of objectives and iden-
.. 

tific&tion of indirect costs therewith will furnish guidance as to the 

assignment of indirect costs. to the various benefited activities. For 

example factory accounting and administrative costs m~ properly be 

allocated to facilities contracts; while, generally, depreciation on 

factory production equipment should be excluded. Similarly, any indirect 

cost incurred solely for the benefit of production should be excluded 

where the facilities are constructed or installed by a separate service 

or maintenance department~ No selling or distribution expenses (other · 

than engineering expenses incurred in the design, construction, or in-

stall at ion of the facility) wUl be allocated to the cost of .. facilltl. -es 
involved. . General and administrative costs may ·be allocated only where 

the facilities program represents a significant portion· of the contractor's 

work during the period. 

(d) The required degree of preciseness of allocstion of indirect 

costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 

-2-

- T ,,. • 

• 



, .. • 
. a meticulous identi:fi,~_e:1;~1on o:f sucP. ~osts. However, "it is intended to 

fumisb some criteri~a .~or the all'Oc~.tion thereof to facilities contracts 

on the basis . th?t ·sueb c.cn tracts should bear the allocable portion of 

indirect c~sts i~~rred for the benefit of the contract. Hence, where 

the contractor constructs facilities which 2~ generally similar to his 

usual production for sale, indirect costs may be alloc~ted in accordance 

with his established practice. In most other cases in which the eontrac-

tor performs the facilities ·construction himself, the decision to do so 

will have been based upon the fret th~t he h~s an already established 

dep~tment or shop for fulfilling simil~r requirements of his normal 

Apera.tions. · For example, a fe.cilities contract involving sheet metal 

work might be performed by the contr~ctor, if he. already has a ehop for 

providing sheet metal items required in his regul~r production processes 

and his normal accounting system in connection therewith provides ebst 

data which are reasonably equitable in light of the foregoing ·criteria, 

such costs will be accepteble. 

(e) The negotiation of predetermined overhead rates is permi~sible 

(see paragraph 2- . ). Where such predetermined overhe~d rates are 

used, they whould be developed in consideration of the principles set 

forth in . this part. 
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TAB A. ·.,·.··. ·: ·18 August 1953. 

PART 3 .. APP~ICATION OF. COST PRINCIPLES. IN SUPPLY AND. ·; 
RESF:ARCH CON'rRi~CTS WITH CO~·I-..IERC IAL ORGAl"\TIZATIONS 

1$·300 Scope of Part. This par:t !states,. in. sqme qet·au:,, .~pplications 

of .the . general cost principles an~ ~tandar.ds set forth in Part· 2 of. ·:this 

Section to supply. and research contracts with .commercial organizat'io.ns. It 
• • 0 • ·- • • • • • • • 

is impracticable and unneces~ary to cover every ele·ment of cost or possible 

situation that might arise in a particular case, f\oHever., rwhe~ this:. part 

does not .furnish specific guidan.ce, the .. phi+osophy expressed o.r:. implied in 

the principles and standards comprising Part 2 of this Section.and,the more 

:.detailed discussions of similar or related items in this Part.3 ~hould.be 

fol:J_owed. 

15-310 Ma~ufacturin£ Costs. . .... 

. 15-311 . Materials. . The . costs of materials (including components) 1 

'9oth direct and indirect, us.ed or .. consumed i~ performanqe. of Government, 

cc;mtracts. are allovrable on .. thf? ·basis hereinafter outline~. Cost may· ini!o-.·. 

~lude such collateral j_tems as. transportation, insurance:, purchasing;,. ·re~ 

cei ving, s:to~agE: ,. 1.\'areh9us~ng. .·:and adjustments of inventory .acc.qunts re·.ason-

ably ~filated to the ·period of co~.tract. perform.an.ce resulting from variations 

at cost bet't-Jeen b_ook and physical i!lventories •. See paragraph 15~311.~2 for 

basis of cost.. If the cost of collateral items is included in material 

costs, no ad~.tional allowance therefor may be made in the deter~nation 

of manufacturing burden. If such items are not included in material costs:, 

they are properly includt3d in overhead. 

15-311.1 Material· Credits. In establishing materi~l cost, effect 

shall .be .·gi ven1 either directly or as a reduction of total manufacturing 
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costs, to such ite~~· as: 

(a) Cash discounts taken~ Hm,.rever, if the contractor does not exer-

cise reasonable precautions in takine:~ advantage of: cas.h discounts available, 

all cash discounts lost may be excluded in deterntining allowable costs; 

{b) Trade discounts, rebates, and. allowances on l;tlaterial pur_phased; 

(c) Value of scrap and salvage and materials returned to vendors; 

•· (d) Credits arising from differences between book and physical inven-

tories. 

15·311J2 Pricing. 

(a) In determining historical co~ts, any generally recognized method 

of pricing materials issucd.·from stock may be employed for determin;Lng ac-

tu.al cost, provided it has been consistent!:,:- u,sed by the contractor, is ac-

ceptable for internal revenue purposes, and does not discriminat~ against 

the Government. HOTr.rever, -v:hen materials. in inventory at· the comme.ncement 

da'te of a G·overnment contract. ha.ve a replace::nent cpst significa.Yltly differ• 

ent from book cost, either the·contractor or the. Government may elect to use 

such replacemerit cost in lieu of book cost in pricing materials issued from 

stock. HoFever; 'tvhen materials are purchased specifically for and icl.enti-

fiable solely with performance under a contract, the actual.purchas.~ cost 

thereof should be charged to the contract. Costs of subcontracts fW'r 

components should· be 'determined similarly; provided that'· 1'Jhen. subco;ntracts 

are performed under contra.ct · pricin€, arrangements other th~ firm fixed 

prices, the determination of prices shall conform to this section so far as 

, ·considerations o·r costs are concerned •. :. 

(b) For purposes of estimating material cos~, ~ither current market 

prices or anticipated acquisition cost ma:r :.~e .. used,· .but the .bas~s of pricing 

·must be disclosed. In order to avoid the. allQvJance of c'?ntinsencies in 
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cases in which the anticipated r~place:rne·nt cost may :be expected ·.to be greater 

materially than current market,_ escalation or price-redeterminatidn pro~s• 

ion~ may be made a part.of the contract. However; situations in~olving 

changes in material costs· which are reasonably certain and.determinable1 

or relatively minor in amount, may warrant recognition being given thereto 

in making estimates. 

(c) In cases in which a contractor has integrated~operations. involving 

inter-company· or inter-divisional~sales or transfers-of materia~s, such ma-

terials may be priced to include a profit to the transferor· cor~~Y .or divi

sion under appropriate circQmstances outiined below. In such-event, such 

sales or tra.nsfers shall be treated ·as subcontracts in determining the 

profit or fee for work performed Under the contract of the transferee. . In 

other cases, wh8re the conditions outlined below do not exist, .~ter-com-

pany or inter-divisional sales or transfers of m~terials shall be stated at 

cost·to the transferor for purposes of contract pricing of the transferee. 

(l) When inter-company' or·· inter-divisional sales or tr~sfers 

of materials· are priced in excess of cost, they shall be priced·, .inso-

far as· possible, upon· the basis·of the lowest market price determined 

in consideration of the following: -· · 

( i) The price is the transferor's lo-w-est sci.les· ·price to 

nori~.ffilic!ted customers rfor ·the· same ·or a similar :item, quantity 

and. quality considered; 

( ii) The price for the same -or substantially similar items 

is quoted at reasonable interVals ·in financial_or~trade publica-

tions; . 

" (iii) The prices of other .suppliers for the same· or sub

stantially similar items can be established through quotations, 

... 3 -
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correspondence, or by other means. · 

(2) In case the transferor is a separate corporation or partner-

·ship in which nonaffiliated parties hold a minority interest of 10 per

cent ·or more, a reasonable margiri of·profit on such sales in recogni

t~on of the minority interest may be permitted by a~reement. notwith

standing inability to determine market prices in accordance with para-

· graph (1) above• 

·, 

(3) Under special circumstances, inter-company or inter-divi-

sional s~les or transfers may be priced to include a profit to the 

transferor when no·evidcnce exists as to market prices, provided, in 

the opinion of the contracting officer, the total price paid by the 

Government for work performed under the contract of the transferee 

is not. incrensed by such pricing procedures. This departure ·from the 

basis of pricing· such sales or transfers at market prices determined 

in accordance vrith paragraph (1) above or cost to the transferor 

sho:uld·be authorized only where all of the following circumstances 

exist: 

(i) The management of the transferring unit is signifi

cantly independent (though· not necessarily autonomous) of the 

acquirinG. unit; 

( ii) It· is the contractor's lonf established practice to 

price intercompany transfers at other than cost and. to apply 

such practice to transfers of commercial work as 1..rcll; 

(iii) · Houting of work through the integrated unit is not 

affected by departure from the cost basis with consequent in-

crease in total actual production costs of the ~ork. 

J. 
·- 32-
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Detcri·d.ne.tion of the foregoing facts in any case may require submission of 

cost data of the tr~nsfcror, 

15-312 Labor. The cost of obt&ining :tho services of any individual 

includes the base salary or v.ra.ge, plus the cost of all fringe benefits, 

Therefore, botJ.1 the basic salary or 1-.ra~.e and all fringe benefits 1-1ill be 

consider~d in detern1ining the ree.sonableness of the earnin&;s of an indi-

v-idual in relation to services rendered, Direct labor cost consists of 

salaries and 1-.rages identific:d specifically tdth the: performance of a con-

tract, job, or prod.uct. Lc.bor services utilized for joint o1.1,icctiv0s may 

be trce.tvJ e.s indirect cos·::.s if spE:cific identification is ilnpTactical or 

uneconomical 2r1d the results of c.llocation arc equite.ble. In determining 

. historical costs, lc:JJor v.rill gencrclly be charged ·at actual rates prJ.id by 

the contractor. Hm-~evor, if it is tne contractor's consistent practice 

to charge for pcrforT;1cnce of groups of 

- 4 .. 
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Detcri·d.ne.tion of the foregoing facts in any case may require submission of 

cost data of the tr~nsfcror, 

15-312 Labor. The cost of obt&ining :tho services of any individual 

includes the base salary or v.ra.ge, plus the cost of all fringe benefits, 

Therefore, botJ.1 the basic salary or 1-.ra~.e and all fringe benefits 1-1ill be 

consider~d in detern1ining the ree.sonableness of the earnin&;s of an indi-

v-idual in relation to services rendered, Direct labor cost consists of 

salaries and 1-.rages identific:d specifically tdth the: performance of a con-

tract, job, or prod.uct. Lc.bor services utilized for joint o1.1,icctiv0s may 

be trce.tvJ e.s indirect cos·::.s if spE:cific identification is ilnpTactical or 

uneconomical 2r1d the results of c.llocation arc equite.ble. In determining 

. historical costs, lc:JJor v.rill gencrclly be charged ·at actual rates prJ.id by 

the contractor. Hm-~evor, if it is tne contractor's consistent practice 

to charge for pcrforT;1cnce of groups of 

- 4 .. 
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12.bor c.t an :;.verage rate,: 'or ·to ·use standard labor rates, with consequent 

savings in clerical e1cpense or impr;ovement in la·bor·· "control, such methods; 

may b'~ used, p~ovided lBbor gl:'Qupings ·and the adjustment for c·e>st· va.riances 

result in a reasonably ac·c·ure.te- ~:lsse·ssment of total charges. Similarly, when 

lc:-.bor costs c·re required fo-r making· cost estimates:, the use of standard labor 

rates a.nd· standard tinie allowances (appropriately adjusted for experience 

yar~.anoe2) or reliable engineerin·g estimates is acceptable-. Ordinarily the 

use of· v;rage· rates higher than current going-rates will not be permitted for 

estimating purposes. In order to ·avoid subste.·ntial allowances for such con-

tingencies, escalatio:.1 or pri.ce-redetermination clauses are provided •. H6w-

ever, situations involving increR.ses in v:C~.ge ra.tes ·which are reasonably cer~ 

tain and determinable or relatively minor in amount may warrant recognition 

being given thereto in makin[; estimates. 

15-312.1 Fringe Benefi ts-V~ca.tions, Holidays~ Sick Leave, !i:lili tar:r 

Leave·, Pensi0n and itetircment Plans, and Employee Insure nee, but 
Exclude Scvcrcmce Pays. 
Corn.:~:-:en.s2Llon of f.lhes€: types :Ls allovrB.ble to the extent thC1t, in each individual 

case, it is reouired by (i} larr, (ii):emploYer~employee ngreement, (iii)' 

est.:!.bli3hed policy that consti tu_tes, in effect, an implicit agreenient on ···· · 

the contractor's part, or (iv) circl.unstances of the particular employment.·.·· 

'i'hf! cost of' "fringe benefits" is part of the co·st of the Y~ork perforined. 

by the b'mployee ·::hile on the ,lob, and must be considered ~s he;ving a. dire.ct 

relatio.nship to such vmrlc. Hov-mver, ·in recognition of the·· different .. ab·count-

ing tre~tmcnts by different contractors e.ccorded fringe benefitsi the .. cost · 

thereof may be alloceted to Government contrrcts on any of the following 

b~ses, provided equitable results arc achieved: 

(a) ·Each· class of compensation is prefe:r.·abl;; .. -
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t'J be ~.ccrued as a cost over. the periljd in Ylhich it is ee.rned. 

(b) 'l~11ere it is _the contractor's established practice to record the 

costs e2t the time .of payment, such practice may be acceptable. This is 

ti1e most commonly used method of. accounting for "fringe benefits, 11 but 

its use might result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during r-rhich · 

most of the contractor 1 s employees took v~.cations or military 1ea.ves, 

recognition of the·cost at time of_payment would be inequitable to the 

Government. On the other hand, if tho contract or contracts extended 

~~Gr approximatGly one year at?d the proportion of Government vlork to 

the cantractor 1s commercial work rcmaiped stable,, this method might be 

eouitable. 

(c) ;~)hen the costs of any of the elements of fringe benefits are 

gre2.ter or lesser Yd. th respect. to defense. business as compared '\1\rith 

nondefense business, such ~osts should be allocated, so far as feasible 

and appropriate, between the· t".'fO classes of business before further 

cdlocation of such costs to individual contracts or products. If this 

method of cost .allocat~on ~s used, it should be used consistently for 
./ 

all elements of fringe benefits having ?.. different cost relati~nshj_l~ 

of defense business as compared Kith nondefense busine:~:: .. 

.• 
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benefits based upon eA~erience.for a representative period in lieu of 
J 

individual consideration for each item. Changed conditions and cir-

cumstances would have to be considered in making such a determination. 

The experience rate -rrould then be applied to tho more direct labor c.osts 
.. ·: . 

to determine the allowable costs. The use of such rate should be subject 

to revision in light of changed conditions, 

The cost of pension and retirement plans is covered more fully as tlie 

subject of a directive set forth as Appendix to this Section. 
,. 

15-312 .1~· Severance Pay • The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) law, 

(ii) employer-employee agreement, (iii} establi$hed policy t~at constitutes, 

in effect., an implicit agreement on the contractor's part, or (iv) circum-

stc-.nces of the particular employment. Theoretically, the right to severance 

pay is eR..rned during the entire period of employment of the individual or1 

when based upon specified years of service, is earned during those years, 

In thco~, the cost of severance payments should be recorded in the contract• 

or t s accou..11ts during the periods in v:hich the employee earned the right to 

such pa;yments. Ho-rmver, fe~: contractors accrue severe.nce payments because 
; . 

(1) th~ _cl~rictll expense involved in identifying and recording the cost for 
~ .• 

each em~loyee i~. not justified; e.nd ( 2) there is considerable doubt that 

any substential payments vrlll have to be made since payment is solely con-
•· ' . . 

tingent upon future events. 

The cost of severance payments may be included in cost estimates on~y 
. . 

to t~o extent that such estimates are bnsed upon severance payments actually 

made over a representative past period. In determining historical costs 

severance payments· actually made arc allOYiable if not in excess of th.b ~!'>i-·i• 

7 
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of such p2.yments over a representative past period. Where the Contractor pro-

rides for c.ccruals of severance payments in lieu of r8cordirig the· cost thereof 

at the time· ·of payment, such method vJill be acceptable if the a.mount of the 

2ccrual is reasonable in light of payments actually made over ~- representative 

p<::st period. Generally, tho cost of severance payments made during the por

foru:c.nce of defense contracts ·should be. a.llo,c~.ted to all classes of Y:ork being 

performed at tho time of payment s..i.nce it is a reduction of tota.l work '117hich 

causes tho severance. Because of the degree of uncertainty surrounding defense 

production, the.. follovring paragr~phs arG dovote·d t() the treatment of' severance 

payments anticipated to be necessary upon the cOmpfetion or termination of 

defQnse production• 

Tfuere the contractor is an .estc.blished concern 2nd its level of employ- . 

ment h;::.s not bsen substanti8.lly increased -rrith tho advent of defense c.ontr.2.cts, 

the contingency of substantial severance pa;,rmE:mts upon completion or.tcrmina

tio!: qf· such c·ontr2.cts is so remote the.t consideration need not. be given 

thereto., in m2.king cost. cstima.tes or ~n determining historical costs• 

. , .A· specific contractuc.l provision may recognize severance pay in either 

of the follovring si tuati.ons: 

(1) The contr2ctor is ne-nly established, is producing other 

t~1an a substantially standard comrnercial item, and the 11eight of av~ila-

~- blo evidence indicates that upon completion of defense vrork the contrac

tor. t s operc:tions ~;;ill cease or greatly dir.rl.nish. Illustrative of this 

si tu.:·:ttion. is a contractor organized to oper2.te a. qovernment-owned fa.cili ty• 

(2) ·Tho contractor is not no•;Jly established, is producing other 

than a substa.ntially com1ncrcial item, c.nq its level of employment increased 

subGtantiall:, .. ~:iith the adv.ent of defez;se contracts (particularly T:hcre ne17 
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fa.cilities ctr mP-. .jor .. potti.oos .ther~of . .Y.iere placed:.in ... operation) and• the· 

iieight of available . ev'fdence indicates tha.t upon. the. completion of defehSC· · 

·,.-;ork the cont~ .. C1.ct6r 's Or:>c!'atio~n·s· yrill· shrink to approximately the pre-

c.'Jntr~ct avrard level. . r 

·I-n either cc.se (1) or ( 2) above the tr~atment··of severance pay by. con.-· 

tre.ctual.·provision should Vc).:i;r r.rith the type of contract.· In the- case of 

cost-t:;-pe contracts and those fixed price eontrt~.cts the pri~e· of ·whic.h is 

negotiated upon cor:1pletion1 the contractue1 provision m2.y provide for recog:... 

ni tion of severance pnyments actually made upon completion or termination.· 

~nero price is determined before ·completion, estimates· of severance pay 

costs mP.y be included in total e·stimt.J.ted cost.- Determination 'of ·the amouht ·· · 

~i of seve.rance pc_y to be included in ecst estimetes is pe.rticularl~,r difficul te 

The ~.~aunt included should n.ot be the o.stimatcd t'otal possible ·ruture · lin.bili ty 

w., for severance pa:\rnents since the contrc.ctor ·-is' expected to give" notice of 

::~ sep~ration in lieu of making severance paynierits.-· The· ·runoti.nt included should .. 

reprssent a conservative estimate in light ·of the· degree of contingent ·risk 

assUii1Gd by the contractor. Where ~.grecment is· not possible, consideratiori : ·:-

shcmld be gi von to the use of e. tyPe of contra.ct W'hrch 170Uld permit recogni-

tion ~f the cost of severance payments upon completion or <tcl"i'ni.n&t:ion· ·of ·thEf 

contract~ \.here an allo-v1e.nco for severn nee pe.y is prQviq~O. .. i)1 :~ .... ;fixod ·price 

contract; c?re !mist be ·exercised to prevent duplict!tion of P.llovrance--t;hGrefor · 

in other c·ontrc-cts. 

. . 
.... 
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15-312.2 Premium Payments for Overtirr~ and Extra-Shift Work. Costs of 

this nature consist of only the premium portion of overtime and extra~shift 

payments or accruc.ls to employees, not the straight-time portion. Thus, if 

the r2.te for overtime ·work is time-and-one-half of the regular rate, the 

premium p0rtion is the Cl.dditional one-half, Similarly, if the wage rate for 

a second shift is twenty: cents an hour above the regular rate, this additional 

amount is the premium, 

Overtime and shift premiums are allm'mble, but the contractor must dis-

close a.nd justify overtime other than of an o.ccasional nature. V·}henever such 

overtime allo·vrc nces a.rc; claimed under cost-type contracts, a.pproval of the 

contrccting officer or }::tis authoriz(3d representc? .. tive must be obtained. (See· 

·· pa.r~ graph 12-102. ) 

Such premiums may be classified as either direct or indirect labor cost, 

but overtime pr.emiums should be separately stc:ted in either event. When tre~.ted 

as direct J.B.bor cost, overtime premiums should not be included in tho base 

for distribution of overheca.d. The amount of overtime and shift premium cost 

:li, cl1arged on ·Government contracts shall not be disproportionate to the amount 

of such costs charged on non-Government t--.rork being concurrently performed in 

the cbntractor's plant. 

15-312.3 Unclaimed Yia.ges. Costs under cost-reimbursement-type contrc.cts 

should reflect a credit for uncle.imed wages based upon agreement as to the 

" amount -t.hsreof reasonably expected not to be paid subsequent to the date, of 

' settlement. In this event, all unclaimed wage lia.bility rests with the c.-..... _ 

tractor. Vlhen such an agreement cannot be reached, the Government will assum·J 

liability for payment of unclaimed VTCI.ges and eliminate all alloYrances ther8-

for from reimbursement to the contractor. 

- 8-
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· 1.5-313 other Hanufacturing Expenses: 

15-.313.01 Allocation of Indirect I1anufacturi~g Expenses. Among the 

accDptablo bases, depending: upon circumst~ce.s 1 for allocating indirect man-

u:racturing expenses are direct-labor-cost, direct-labor-hours, ma.qhine-hours 1 

and. units processed. In, more complex manufacturing plants, it is appro-

priato to depe.rtroontalize the ple..nt·for·purpbsos of accounting for manufac

turing expens·es v1hen any given type of defense production is concentrated 

in dcpartmE:'nts having a much higher or loNer expE:nse rate than 'the average. 
•• • • 0 

ExpGnse dep£:.rtmentalization is also desirable in larger ~nd more· complex 

plants for purposes of expense hu0geting cmd control b~r the responsible 

formnan, rognrdless of the need for a more refined method of expense allo-

cation. · \!·.;hen manufacturing e:q)enses. are depart·.:wntalized, it is necessary 

to chDrge service-depCI.rtment expenses (such as. the power plc.nt) and fc.c-

.. tor~i genc;;ral expenses (such as truces, insurance 1 etc.) to the .productive 

dciJc:.rt:.Jlcnts on appropriate b2ses before allocating the· respecti VEJ produc

ti vo ·department expenses to products (or pr.rts thereof) or to contracts or 

job orders for products. Appropriate bases should be selected for service-

. dcpcrtmcnt 2nd other expense d.istributions to productive departments - e.g., 

kilo-:·rc.t ts of poni1ectcd po1.ver loctd or metered p01-1er consumption, in the 

case of ole~tric power. 

When direct-labor dollars exp~nded ·fairly_ reflect machine effort, as 

well as labor effort, in any· pr-oductive department, it is most s irrrple 1 as 

well as appropriate, t.o use t!u··t. bt..sis of e:>.."J)Cnse t:!.llocation in pre.ference 

. to n dircct-lc..bor-hou.1 .. or machine-hour oasis. When there is much automatic 
. ' 

or semi.?.utomatic machinery in a productive department, the ·usc of a machine-

hour-rate is generally more appropriatE.: for expense allocation. The units-

processed-bC'.sis of allocation is gcnc::rally arypropriEtte vrhon a given productive 

- 9 -
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department processes only one item, or·the several items are so similar as 

to be suscept-ible· to measurement .. o:f. 1lJlit"s processed in t.enns of. a common de-

nominGtor -- e.g., steel· sheets of various gauges processed through a roll-

ing ·:mill. 

15-313.02 Allocation of Engiheering Expenses. Enginoerin5 expenses 

include such items as the cost of product design, tool design, lay-out of . 

production lines, detenni.t'1ati-on of mc.chine ·methods end drafting. The prin-

•ciple of dir-ect costing (see paragraph 15.;.211). vJOuld indic~te the ·desir-

ability of charging directly to the benE:fitted activities (production, fa-

cilities, and rcsec:~rch and development) all engineering costs vJhich cnn be 

directly identified ·-oith such activiti•Js-' lc;aving only e. relatively Yitinor-

a:r:1ount of engineerinf costs (consist in€:, chiefly of· engineerin~ ad.mil;listra-

tiv£ expensc;s) to be-allocated to thE. actiVities. ·All engineering costs 

chC1.rgod dir,~ctly or 2.i.loca.ted ·should in· turn bu assign2d to products, prod-

uct lines, job orders, contrc.cts, etc. Further treatment of various prob-

lems in connection Hith the costing of. resoarch and developmen,t, tooling, 

and preproduction expenses is included in this Par.t· (sec paraeraph __ ); 

facilities contracts e_re included iri Part L .• 

15-313.03 Depreciation •. 

(a) D9prccia.tion accounting is a system of ac;counting which cd .. "'TlS to 

distribute tho cost of tangible: capital nsscts' less cstim::-~ted salvage value 

(if': any), over their osti.rnr~ted useful ltfc in e. syster:12.tic and rationnl man-

ner. It is a process of allocation, not of valuation •. Depreciatio~ for 

tJ.1c year is the portion of the total charge under such a system thc:-.t is al-

located to the year·. . Depreciation on a contractor' s· plant, equipment and 

other capital facili tiGs is ar1 [•.lloHeble c;lc·mcnt of contrc.ct cost, usually 

of an indirect ne.ture. 
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(b) Useful ~-~f~;, as above referred to, has. reference ·to the prospec

tive period.of economic usefulness in the p2xticular contractor's operations 

c.s distinguishe~ f~_om physical life. In establishing estim2ted useful life, 

cons idera.tion should be gi von to all of the factors of wear and tear, ob-

so].escence (both economic and technological), and inadequacy, which arc com-

m.":n to the deprecic.tion problem,· Of these factors 1 obsolescence is most 

often the limiting or controlling one. Obsolescence of facilities, from . 

the s"t.Pndpoint of econo:~o.ic utility, is c:.l1~~Yays a .prospect or contingE;ncy to 

bo anticipG:.tcd (differing only in degree,· in each instance) Hit~1 rGspect t·o 

an entire _entE.rprise or an indivi~ual plE'.nt, as v1ell as groups or individual 

itons of plant and equipment, Costs of dop~eciation and m~intonance are 

mutually rel2.ted. '•ier..r c-.nd tc2.r i.nf'Y be incrc;;c-,sed by lc.ck of mC'.intenance 

or mo..y be 1:12de good by me.intenc>.nce {often indefinitely, so long .:lS it is 

economj_cal to ~to so end provided obsolescence or inadequacy has not become 

eminent) •. Hence, cstirnatos of useful life of facillties in each case should 

take into considcrr..tion the o.ctual maintenance policy in effect. 

(c~ Depr?ciation may be deter~nined by application of ~.ny one of the . :. 
~e~c.ral~Y. ~<;9?Pt od met bods; ho1·rcvor, t.h.i;.; selected method and rate of depre

cir.tion used .should, in the absl:nce: of compelling. reasons to the contrary, 
. ·. ' . . . ~: : : . . ' . . 

·~ol}.~i~tc~!tly be ap)2liod from yenr to year. Generally 1 hoNcver, deprecia

tion is too intangible to warr2nt. attempts at meticulous estimates b:.r ap-

plicc-.tion of ro.tes by indi vidue.l i te:ms of plant and equipment, although 

such 'tttempts are frequent and will be recognized. Hence, dcprcci;.:.tion 

~Till gcncr2lly be detorminod by groups of facilities for which the factors 

bearing on cstimatc~d useful life are simil['.r. The amount of· dc?reciation 

writtun off in any fiscal pc:riod may vary v1ith voltlme of production or be 

- 11 .. 
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increased for multishift oporation, provided the method followed is con-

sistent 1-vi th bc:.sic ob jecti vo set forth in subparagraph (b) above. Special 

methods havo.been established for de~ermining depreciation on emergency 

facilities covered by Certificates of Necessity by a special directive set 

forth in an appendix o~ this Section • 

.(d) Depreciation should be based upon original cost of the facilities, 

whethGr measured by purchnsc.~greomcnt for a c&sh consideration, tho fair 

value of securities is ~ued -in exchange, o~ similar appro'IJriatE:; m'?2.surcs, 

~altho1.~gh it is pc;rm.issible that su~h cost of facilities be adjusted, 't·Jh£re 

desired by the contr2ctor for purposes of depreciation computations for 

contract pricing, to current price levels by the use of a general price in-

dox, provided in such event that the pr~ctice will be followed consistently 

in the future ~nd also provided thot othertvise: the charge is made at the 

SBmc annual re>.tcs applied to such adjustsd costs as would have boen appro-

prir.tely applied on original costs in view of the esti.m2.tcd us cful life of 

the fc-!.cilitics. In other words, no deficicmcy in actual depreciation pro-

vis ions in any prior yc;ar, bc>.s od upon current price lENels, should be in-

eluded in .... the dcprcciP.tion charge for the current yeD.r.!.7 No other basis 

of det0r1nining npprcQiation in value of f2cilities may be utilized in de-

torT •. linint:. depreciation for purposes o.f contract costs; for this purpcs e 

the tc..x basis of facilitiGs values ~cceptable for internal revenue purposes 

-~Particular attention is invited to the ~ubjcct mc:Lttor bct-v.reen the brackets. . . 

It is dos::red thE'.t comDent be subnitted on this concept, together ·td .. th sub-

strlt)t:~..Cl.tion therefor. 
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Detcri·d.ne.tion of the foregoing facts in any case may require submission of 

cost data of the tr~nsfcror, 

15-312 Labor. The cost of obt&ining :tho services of any individual 

includes the base salary or v.ra.ge, plus the cost of all fringe benefits, 

Therefore, botJ.1 the basic salary or 1-.ra~.e and all fringe benefits 1-1ill be 

consider~d in detern1ining the ree.sonableness of the earnin&;s of an indi-

v-idual in relation to services rendered, Direct labor cost consists of 

salaries and 1-.rages identific:d specifically tdth the: performance of a con-

tract, job, or prod.uct. Lc.bor services utilized for joint o1.1,icctiv0s may 

be trce.tvJ e.s indirect cos·::.s if spE:cific identification is ilnpTactical or 

uneconomical 2r1d the results of c.llocation arc equite.ble. In determining 

. historical costs, lc:JJor v.rill gencrclly be charged ·at actual rates prJ.id by 

the contractor. Hm-~evor, if it is tne contractor's consistent practice 

to charge for pcrforT;1cnce of groups of 

- 4 .. 
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12.bor c.t an :;.verage rate,: 'or ·to ·use standard labor rates, with consequent 

savings in clerical e1cpense or impr;ovement in la·bor·· "control, such methods; 

may b'~ used, p~ovided lBbor gl:'Qupings ·and the adjustment for c·e>st· va.riances 

result in a reasonably ac·c·ure.te- ~:lsse·ssment of total charges. Similarly, when 

lc:-.bor costs c·re required fo-r making· cost estimates:, the use of standard labor 

rates a.nd· standard tinie allowances (appropriately adjusted for experience 

yar~.anoe2) or reliable engineerin·g estimates is acceptable-. Ordinarily the 

use of· v;rage· rates higher than current going-rates will not be permitted for 

estimating purposes. In order to ·avoid subste.·ntial allowances for such con-

tingencies, escalatio:.1 or pri.ce-redetermination clauses are provided •. H6w-

ever, situations involving increR.ses in v:C~.ge ra.tes ·which are reasonably cer~ 

tain and determinable or relatively minor in amount may warrant recognition 

being given thereto in makin[; estimates. 

15-312.1 Fringe Benefi ts-V~ca.tions, Holidays~ Sick Leave, !i:lili tar:r 

Leave·, Pensi0n and itetircment Plans, and Employee Insure nee, but 
Exclude Scvcrcmce Pays. 
Corn.:~:-:en.s2Llon of f.lhes€: types :Ls allovrB.ble to the extent thC1t, in each individual 

case, it is reouired by (i} larr, (ii):emploYer~employee ngreement, (iii)' 

est.:!.bli3hed policy that consti tu_tes, in effect, an implicit agreenient on ···· · 

the contractor's part, or (iv) circl.unstances of the particular employment.·.·· 

'i'hf! cost of' "fringe benefits" is part of the co·st of the Y~ork perforined. 

by the b'mployee ·::hile on the ,lob, and must be considered ~s he;ving a. dire.ct 

relatio.nship to such vmrlc. Hov-mver, ·in recognition of the·· different .. ab·count-

ing tre~tmcnts by different contractors e.ccorded fringe benefitsi the .. cost · 

thereof may be alloceted to Government contrrcts on any of the following 

b~ses, provided equitable results arc achieved: 

(a) ·Each· class of compensation is prefe:r.·abl;; .. -
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t'J be ~.ccrued as a cost over. the periljd in Ylhich it is ee.rned. 

(b) 'l~11ere it is _the contractor's established practice to record the 

costs e2t the time .of payment, such practice may be acceptable. This is 

ti1e most commonly used method of. accounting for "fringe benefits, 11 but 

its use might result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during r-rhich · 

most of the contractor 1 s employees took v~.cations or military 1ea.ves, 

recognition of the·cost at time of_payment would be inequitable to the 

Government. On the other hand, if tho contract or contracts extended 

~~Gr approximatGly one year at?d the proportion of Government vlork to 

the cantractor 1s commercial work rcmaiped stable,, this method might be 

eouitable. 

(c) ;~)hen the costs of any of the elements of fringe benefits are 

gre2.ter or lesser Yd. th respect. to defense. business as compared '\1\rith 

nondefense business, such ~osts should be allocated, so far as feasible 

and appropriate, between the· t".'fO classes of business before further 

cdlocation of such costs to individual contracts or products. If this 

method of cost .allocat~on ~s used, it should be used consistently for 
./ 

all elements of fringe benefits having ?.. different cost relati~nshj_l~ 

of defense business as compared Kith nondefense busine:~:: .. 

.• 
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benefits based upon eA~erience.for a representative period in lieu of 
J 

individual consideration for each item. Changed conditions and cir-

cumstances would have to be considered in making such a determination. 

The experience rate -rrould then be applied to tho more direct labor c.osts 
.. ·: . 

to determine the allowable costs. The use of such rate should be subject 

to revision in light of changed conditions, 

The cost of pension and retirement plans is covered more fully as tlie 

subject of a directive set forth as Appendix to this Section. 
,. 

15-312 .1~· Severance Pay • The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) law, 

(ii) employer-employee agreement, (iii} establi$hed policy t~at constitutes, 

in effect., an implicit agreement on the contractor's part, or (iv) circum-

stc-.nces of the particular employment. Theoretically, the right to severance 

pay is eR..rned during the entire period of employment of the individual or1 

when based upon specified years of service, is earned during those years, 

In thco~, the cost of severance payments should be recorded in the contract• 

or t s accou..11ts during the periods in v:hich the employee earned the right to 

such pa;yments. Ho-rmver, fe~: contractors accrue severe.nce payments because 
; . 

(1) th~ _cl~rictll expense involved in identifying and recording the cost for 
~ .• 

each em~loyee i~. not justified; e.nd ( 2) there is considerable doubt that 

any substential payments vrlll have to be made since payment is solely con-
•· ' . . 

tingent upon future events. 

The cost of severance payments may be included in cost estimates on~y 
. . 

to t~o extent that such estimates are bnsed upon severance payments actually 

made over a representative past period. In determining historical costs 

severance payments· actually made arc allOYiable if not in excess of th.b ~!'>i-·i• 

7 
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of such p2.yments over a representative past period. Where the Contractor pro-

rides for c.ccruals of severance payments in lieu of r8cordirig the· cost thereof 

at the time· ·of payment, such method vJill be acceptable if the a.mount of the 

2ccrual is reasonable in light of payments actually made over ~- representative 

p<::st period. Generally, tho cost of severance payments made during the por

foru:c.nce of defense contracts ·should be. a.llo,c~.ted to all classes of Y:ork being 

performed at tho time of payment s..i.nce it is a reduction of tota.l work '117hich 

causes tho severance. Because of the degree of uncertainty surrounding defense 

production, the.. follovring paragr~phs arG dovote·d t() the treatment of' severance 

payments anticipated to be necessary upon the cOmpfetion or termination of 

defQnse production• 

Tfuere the contractor is an .estc.blished concern 2nd its level of employ- . 

ment h;::.s not bsen substanti8.lly increased -rrith tho advent of defense c.ontr.2.cts, 

the contingency of substantial severance pa;,rmE:mts upon completion or.tcrmina

tio!: qf· such c·ontr2.cts is so remote the.t consideration need not. be given 

thereto., in m2.king cost. cstima.tes or ~n determining historical costs• 

. , .A· specific contractuc.l provision may recognize severance pay in either 

of the follovring si tuati.ons: 

(1) The contr2ctor is ne-nly established, is producing other 

t~1an a substantially standard comrnercial item, and the 11eight of av~ila-

~- blo evidence indicates that upon completion of defense vrork the contrac

tor. t s operc:tions ~;;ill cease or greatly dir.rl.nish. Illustrative of this 

si tu.:·:ttion. is a contractor organized to oper2.te a. qovernment-owned fa.cili ty• 

(2) ·Tho contractor is not no•;Jly established, is producing other 

than a substa.ntially com1ncrcial item, c.nq its level of employment increased 

subGtantiall:, .. ~:iith the adv.ent of defez;se contracts (particularly T:hcre ne17 
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fa.cilities ctr mP-. .jor .. potti.oos .ther~of . .Y.iere placed:.in ... operation) and• the· 

iieight of available . ev'fdence indicates tha.t upon. the. completion of defehSC· · 

·,.-;ork the cont~ .. C1.ct6r 's Or:>c!'atio~n·s· yrill· shrink to approximately the pre-

c.'Jntr~ct avrard level. . r 

·I-n either cc.se (1) or ( 2) above the tr~atment··of severance pay by. con.-· 

tre.ctual.·provision should Vc).:i;r r.rith the type of contract.· In the- case of 

cost-t:;-pe contracts and those fixed price eontrt~.cts the pri~e· of ·whic.h is 

negotiated upon cor:1pletion1 the contractue1 provision m2.y provide for recog:... 

ni tion of severance pnyments actually made upon completion or termination.· 

~nero price is determined before ·completion, estimates· of severance pay 

costs mP.y be included in total e·stimt.J.ted cost.- Determination 'of ·the amouht ·· · 

~i of seve.rance pc_y to be included in ecst estimetes is pe.rticularl~,r difficul te 

The ~.~aunt included should n.ot be the o.stimatcd t'otal possible ·ruture · lin.bili ty 

w., for severance pa:\rnents since the contrc.ctor ·-is' expected to give" notice of 

::~ sep~ration in lieu of making severance paynierits.-· The· ·runoti.nt included should .. 

reprssent a conservative estimate in light ·of the· degree of contingent ·risk 

assUii1Gd by the contractor. Where ~.grecment is· not possible, consideratiori : ·:-

shcmld be gi von to the use of e. tyPe of contra.ct W'hrch 170Uld permit recogni-

tion ~f the cost of severance payments upon completion or <tcl"i'ni.n&t:ion· ·of ·thEf 

contract~ \.here an allo-v1e.nco for severn nee pe.y is prQviq~O. .. i)1 :~ .... ;fixod ·price 

contract; c?re !mist be ·exercised to prevent duplict!tion of P.llovrance--t;hGrefor · 

in other c·ontrc-cts. 

. . 
.... 
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15-312.2 Premium Payments for Overtirr~ and Extra-Shift Work. Costs of 

this nature consist of only the premium portion of overtime and extra~shift 

payments or accruc.ls to employees, not the straight-time portion. Thus, if 

the r2.te for overtime ·work is time-and-one-half of the regular rate, the 

premium p0rtion is the Cl.dditional one-half, Similarly, if the wage rate for 

a second shift is twenty: cents an hour above the regular rate, this additional 

amount is the premium, 

Overtime and shift premiums are allm'mble, but the contractor must dis-

close a.nd justify overtime other than of an o.ccasional nature. V·}henever such 

overtime allo·vrc nces a.rc; claimed under cost-type contracts, a.pproval of the 

contrccting officer or }::tis authoriz(3d representc? .. tive must be obtained. (See· 

·· pa.r~ graph 12-102. ) 

Such premiums may be classified as either direct or indirect labor cost, 

but overtime pr.emiums should be separately stc:ted in either event. When tre~.ted 

as direct J.B.bor cost, overtime premiums should not be included in tho base 

for distribution of overheca.d. The amount of overtime and shift premium cost 

:li, cl1arged on ·Government contracts shall not be disproportionate to the amount 

of such costs charged on non-Government t--.rork being concurrently performed in 

the cbntractor's plant. 

15-312.3 Unclaimed Yia.ges. Costs under cost-reimbursement-type contrc.cts 

should reflect a credit for uncle.imed wages based upon agreement as to the 

" amount -t.hsreof reasonably expected not to be paid subsequent to the date, of 

' settlement. In this event, all unclaimed wage lia.bility rests with the c.-..... _ 

tractor. Vlhen such an agreement cannot be reached, the Government will assum·J 

liability for payment of unclaimed VTCI.ges and eliminate all alloYrances ther8-

for from reimbursement to the contractor. 

- 8-
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· 1.5-313 other Hanufacturing Expenses: 

15-.313.01 Allocation of Indirect I1anufacturi~g Expenses. Among the 

accDptablo bases, depending: upon circumst~ce.s 1 for allocating indirect man-

u:racturing expenses are direct-labor-cost, direct-labor-hours, ma.qhine-hours 1 

and. units processed. In, more complex manufacturing plants, it is appro-

priato to depe.rtroontalize the ple..nt·for·purpbsos of accounting for manufac

turing expens·es v1hen any given type of defense production is concentrated 

in dcpartmE:'nts having a much higher or loNer expE:nse rate than 'the average. 
•• • • 0 

ExpGnse dep£:.rtmentalization is also desirable in larger ~nd more· complex 

plants for purposes of expense hu0geting cmd control b~r the responsible 

formnan, rognrdless of the need for a more refined method of expense allo-

cation. · \!·.;hen manufacturing e:q)enses. are depart·.:wntalized, it is necessary 

to chDrge service-depCI.rtment expenses (such as. the power plc.nt) and fc.c-

.. tor~i genc;;ral expenses (such as truces, insurance 1 etc.) to the .productive 

dciJc:.rt:.Jlcnts on appropriate b2ses before allocating the· respecti VEJ produc

ti vo ·department expenses to products (or pr.rts thereof) or to contracts or 

job orders for products. Appropriate bases should be selected for service-

. dcpcrtmcnt 2nd other expense d.istributions to productive departments - e.g., 

kilo-:·rc.t ts of poni1ectcd po1.ver loctd or metered p01-1er consumption, in the 

case of ole~tric power. 

When direct-labor dollars exp~nded ·fairly_ reflect machine effort, as 

well as labor effort, in any· pr-oductive department, it is most s irrrple 1 as 

well as appropriate, t.o use t!u··t. bt..sis of e:>.."J)Cnse t:!.llocation in pre.ference 

. to n dircct-lc..bor-hou.1 .. or machine-hour oasis. When there is much automatic 
. ' 

or semi.?.utomatic machinery in a productive department, the ·usc of a machine-

hour-rate is generally more appropriatE.: for expense allocation. The units-

processed-bC'.sis of allocation is gcnc::rally arypropriEtte vrhon a given productive 

- 9 -
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department processes only one item, or·the several items are so similar as 

to be suscept-ible· to measurement .. o:f. 1lJlit"s processed in t.enns of. a common de-

nominGtor -- e.g., steel· sheets of various gauges processed through a roll-

ing ·:mill. 

15-313.02 Allocation of Engiheering Expenses. Enginoerin5 expenses 

include such items as the cost of product design, tool design, lay-out of . 

production lines, detenni.t'1ati-on of mc.chine ·methods end drafting. The prin-

•ciple of dir-ect costing (see paragraph 15.;.211). vJOuld indic~te the ·desir-

ability of charging directly to the benE:fitted activities (production, fa-

cilities, and rcsec:~rch and development) all engineering costs vJhich cnn be 

directly identified ·-oith such activiti•Js-' lc;aving only e. relatively Yitinor-

a:r:1ount of engineerinf costs (consist in€:, chiefly of· engineerin~ ad.mil;listra-

tiv£ expensc;s) to be-allocated to thE. actiVities. ·All engineering costs 

chC1.rgod dir,~ctly or 2.i.loca.ted ·should in· turn bu assign2d to products, prod-

uct lines, job orders, contrc.cts, etc. Further treatment of various prob-

lems in connection Hith the costing of. resoarch and developmen,t, tooling, 

and preproduction expenses is included in this Par.t· (sec paraeraph __ ); 

facilities contracts e_re included iri Part L .• 

15-313.03 Depreciation •. 

(a) D9prccia.tion accounting is a system of ac;counting which cd .. "'TlS to 

distribute tho cost of tangible: capital nsscts' less cstim::-~ted salvage value 

(if': any), over their osti.rnr~ted useful ltfc in e. syster:12.tic and rationnl man-

ner. It is a process of allocation, not of valuation •. Depreciatio~ for 

tJ.1c year is the portion of the total charge under such a system thc:-.t is al-

located to the year·. . Depreciation on a contractor' s· plant, equipment and 

other capital facili tiGs is ar1 [•.lloHeble c;lc·mcnt of contrc.ct cost, usually 

of an indirect ne.ture. 
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(b) Useful ~-~f~;, as above referred to, has. reference ·to the prospec

tive period.of economic usefulness in the p2xticular contractor's operations 

c.s distinguishe~ f~_om physical life. In establishing estim2ted useful life, 

cons idera.tion should be gi von to all of the factors of wear and tear, ob-

so].escence (both economic and technological), and inadequacy, which arc com-

m.":n to the deprecic.tion problem,· Of these factors 1 obsolescence is most 

often the limiting or controlling one. Obsolescence of facilities, from . 

the s"t.Pndpoint of econo:~o.ic utility, is c:.l1~~Yays a .prospect or contingE;ncy to 

bo anticipG:.tcd (differing only in degree,· in each instance) Hit~1 rGspect t·o 

an entire _entE.rprise or an indivi~ual plE'.nt, as v1ell as groups or individual 

itons of plant and equipment, Costs of dop~eciation and m~intonance are 

mutually rel2.ted. '•ier..r c-.nd tc2.r i.nf'Y be incrc;;c-,sed by lc.ck of mC'.intenance 

or mo..y be 1:12de good by me.intenc>.nce {often indefinitely, so long .:lS it is 

economj_cal to ~to so end provided obsolescence or inadequacy has not become 

eminent) •. Hence, cstirnatos of useful life of facillties in each case should 

take into considcrr..tion the o.ctual maintenance policy in effect. 

(c~ Depr?ciation may be deter~nined by application of ~.ny one of the . :. 
~e~c.ral~Y. ~<;9?Pt od met bods; ho1·rcvor, t.h.i;.; selected method and rate of depre

cir.tion used .should, in the absl:nce: of compelling. reasons to the contrary, 
. ·. ' . . . ~: : : . . ' . . 

·~ol}.~i~tc~!tly be ap)2liod from yenr to year. Generally 1 hoNcver, deprecia

tion is too intangible to warr2nt. attempts at meticulous estimates b:.r ap-

plicc-.tion of ro.tes by indi vidue.l i te:ms of plant and equipment, although 

such 'tttempts are frequent and will be recognized. Hence, dcprcci;.:.tion 

~Till gcncr2lly be detorminod by groups of facilities for which the factors 

bearing on cstimatc~d useful life are simil['.r. The amount of· dc?reciation 

writtun off in any fiscal pc:riod may vary v1ith voltlme of production or be 

- 11 .. 
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increased for multishift oporation, provided the method followed is con-

sistent 1-vi th bc:.sic ob jecti vo set forth in subparagraph (b) above. Special 

methods havo.been established for de~ermining depreciation on emergency 

facilities covered by Certificates of Necessity by a special directive set 

forth in an appendix o~ this Section • 

.(d) Depreciation should be based upon original cost of the facilities, 

whethGr measured by purchnsc.~greomcnt for a c&sh consideration, tho fair 

value of securities is ~ued -in exchange, o~ similar appro'IJriatE:; m'?2.surcs, 

~altho1.~gh it is pc;rm.issible that su~h cost of facilities be adjusted, 't·Jh£re 

desired by the contr2ctor for purposes of depreciation computations for 

contract pricing, to current price levels by the use of a general price in-

dox, provided in such event that the pr~ctice will be followed consistently 

in the future ~nd also provided thot othertvise: the charge is made at the 

SBmc annual re>.tcs applied to such adjustsd costs as would have boen appro-

prir.tely applied on original costs in view of the esti.m2.tcd us cful life of 

the fc-!.cilitics. In other words, no deficicmcy in actual depreciation pro-

vis ions in any prior yc;ar, bc>.s od upon current price lENels, should be in-

eluded in .... the dcprcciP.tion charge for the current yeD.r.!.7 No other basis 

of det0r1nining npprcQiation in value of f2cilities may be utilized in de-

torT •. linint:. depreciation for purposes o.f contract costs; for this purpcs e 

the tc..x basis of facilitiGs values ~cceptable for internal revenue purposes 

-~Particular attention is invited to the ~ubjcct mc:Lttor bct-v.reen the brackets. . . 

It is dos::red thE'.t comDent be subnitted on this concept, together ·td .. th sub-

strlt)t:~..Cl.tion therefor. 
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(e) No depreciation will be allowable as such, or as a rental or use 

charg£ 1 on the cost of facilities which are fully depreciated but still in 

use when a substantial portion of such depreciation was on a basis that 

represented, in effect, a rocovery thereof as a chc.rge against defense con

tracts or subcontracts in ne;gotiated pricin£; or statutory renegotiation of 
contracts.. Otherwise, the contractor may compute nonnal depreciation on the 

cost of facilities in use without reference to previous depreciation pro-

visions. Fully depreciated facilities will b0 determ~inod on the basis of 

relating original cost to accumul8.ted depreciation on such cost 1 regardless 

of whether there is an adjustment of current depreciation charges based 

upon adjustiJ1g the cost of facilitios to current price levels. 

(f) l!o cJ.epreciatio.n may be allowed on facilities 1-Jhich m-e not in 

use, except such facilities as arc hsld for re~sonable production standoy 

purposes and, ~rhen specifically provided by mutur~l a.greeme:nt, on facilities 

rGproscnting additional plant capacity res8rved for defense production. 

15-313. OL. RE::pairs a.nd :~taintene.nce. Repairs and maintenance of facil

ities {including Government-owned facilities) are illow~ble elements of 

contract costs.. It is necessr.lry that such expenses exclude expenditures 

for plant nnd equipment which, according to gonerc:.lly accepted accounting 

principles, should be capitclizeq. and mc-.de the subject of depreciation. There 

is, of course, a t1-rilight zone bot1•r0en repairs <?.nd maintenance ~nd capital 

expenditures within which a contraetor should be permitted to operate upon 

the basis of his established accounting practico, if tho results are equit-

able. For exc.mple, certain major costs of building alt8rations and rebuild-

ing or 

.;,. 12 -
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Detcri·d.ne.tion of the foregoing facts in any case may require submission of 

cost data of the tr~nsfcror, 

15-312 Labor. The cost of obt&ining :tho services of any individual 

includes the base salary or v.ra.ge, plus the cost of all fringe benefits, 

Therefore, botJ.1 the basic salary or 1-.ra~.e and all fringe benefits 1-1ill be 

consider~d in detern1ining the ree.sonableness of the earnin&;s of an indi-

v-idual in relation to services rendered, Direct labor cost consists of 

salaries and 1-.rages identific:d specifically tdth the: performance of a con-

tract, job, or prod.uct. Lc.bor services utilized for joint o1.1,icctiv0s may 

be trce.tvJ e.s indirect cos·::.s if spE:cific identification is ilnpTactical or 

uneconomical 2r1d the results of c.llocation arc equite.ble. In determining 

. historical costs, lc:JJor v.rill gencrclly be charged ·at actual rates prJ.id by 

the contractor. Hm-~evor, if it is tne contractor's consistent practice 

to charge for pcrforT;1cnce of groups of 

- 4 .. 
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12.bor c.t an :;.verage rate,: 'or ·to ·use standard labor rates, with consequent 

savings in clerical e1cpense or impr;ovement in la·bor·· "control, such methods; 

may b'~ used, p~ovided lBbor gl:'Qupings ·and the adjustment for c·e>st· va.riances 

result in a reasonably ac·c·ure.te- ~:lsse·ssment of total charges. Similarly, when 

lc:-.bor costs c·re required fo-r making· cost estimates:, the use of standard labor 

rates a.nd· standard tinie allowances (appropriately adjusted for experience 

yar~.anoe2) or reliable engineerin·g estimates is acceptable-. Ordinarily the 

use of· v;rage· rates higher than current going-rates will not be permitted for 

estimating purposes. In order to ·avoid subste.·ntial allowances for such con-

tingencies, escalatio:.1 or pri.ce-redetermination clauses are provided •. H6w-

ever, situations involving increR.ses in v:C~.ge ra.tes ·which are reasonably cer~ 

tain and determinable or relatively minor in amount may warrant recognition 

being given thereto in makin[; estimates. 

15-312.1 Fringe Benefi ts-V~ca.tions, Holidays~ Sick Leave, !i:lili tar:r 

Leave·, Pensi0n and itetircment Plans, and Employee Insure nee, but 
Exclude Scvcrcmce Pays. 
Corn.:~:-:en.s2Llon of f.lhes€: types :Ls allovrB.ble to the extent thC1t, in each individual 

case, it is reouired by (i} larr, (ii):emploYer~employee ngreement, (iii)' 

est.:!.bli3hed policy that consti tu_tes, in effect, an implicit agreenient on ···· · 

the contractor's part, or (iv) circl.unstances of the particular employment.·.·· 

'i'hf! cost of' "fringe benefits" is part of the co·st of the Y~ork perforined. 

by the b'mployee ·::hile on the ,lob, and must be considered ~s he;ving a. dire.ct 

relatio.nship to such vmrlc. Hov-mver, ·in recognition of the·· different .. ab·count-

ing tre~tmcnts by different contractors e.ccorded fringe benefitsi the .. cost · 

thereof may be alloceted to Government contrrcts on any of the following 

b~ses, provided equitable results arc achieved: 

(a) ·Each· class of compensation is prefe:r.·abl;; .. -
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t'J be ~.ccrued as a cost over. the periljd in Ylhich it is ee.rned. 

(b) 'l~11ere it is _the contractor's established practice to record the 

costs e2t the time .of payment, such practice may be acceptable. This is 

ti1e most commonly used method of. accounting for "fringe benefits, 11 but 

its use might result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during r-rhich · 

most of the contractor 1 s employees took v~.cations or military 1ea.ves, 

recognition of the·cost at time of_payment would be inequitable to the 

Government. On the other hand, if tho contract or contracts extended 

~~Gr approximatGly one year at?d the proportion of Government vlork to 

the cantractor 1s commercial work rcmaiped stable,, this method might be 

eouitable. 

(c) ;~)hen the costs of any of the elements of fringe benefits are 

gre2.ter or lesser Yd. th respect. to defense. business as compared '\1\rith 

nondefense business, such ~osts should be allocated, so far as feasible 

and appropriate, between the· t".'fO classes of business before further 

cdlocation of such costs to individual contracts or products. If this 

method of cost .allocat~on ~s used, it should be used consistently for 
./ 

all elements of fringe benefits having ?.. different cost relati~nshj_l~ 

of defense business as compared Kith nondefense busine:~:: .. 

.• 
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benefits based upon eA~erience.for a representative period in lieu of 
J 

individual consideration for each item. Changed conditions and cir-

cumstances would have to be considered in making such a determination. 

The experience rate -rrould then be applied to tho more direct labor c.osts 
.. ·: . 

to determine the allowable costs. The use of such rate should be subject 

to revision in light of changed conditions, 

The cost of pension and retirement plans is covered more fully as tlie 

subject of a directive set forth as Appendix to this Section. 
,. 

15-312 .1~· Severance Pay • The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) law, 

(ii) employer-employee agreement, (iii} establi$hed policy t~at constitutes, 

in effect., an implicit agreement on the contractor's part, or (iv) circum-

stc-.nces of the particular employment. Theoretically, the right to severance 

pay is eR..rned during the entire period of employment of the individual or1 

when based upon specified years of service, is earned during those years, 

In thco~, the cost of severance payments should be recorded in the contract• 

or t s accou..11ts during the periods in v:hich the employee earned the right to 

such pa;yments. Ho-rmver, fe~: contractors accrue severe.nce payments because 
; . 

(1) th~ _cl~rictll expense involved in identifying and recording the cost for 
~ .• 

each em~loyee i~. not justified; e.nd ( 2) there is considerable doubt that 

any substential payments vrlll have to be made since payment is solely con-
•· ' . . 

tingent upon future events. 

The cost of severance payments may be included in cost estimates on~y 
. . 

to t~o extent that such estimates are bnsed upon severance payments actually 

made over a representative past period. In determining historical costs 

severance payments· actually made arc allOYiable if not in excess of th.b ~!'>i-·i• 

7 
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of such p2.yments over a representative past period. Where the Contractor pro-

rides for c.ccruals of severance payments in lieu of r8cordirig the· cost thereof 

at the time· ·of payment, such method vJill be acceptable if the a.mount of the 

2ccrual is reasonable in light of payments actually made over ~- representative 

p<::st period. Generally, tho cost of severance payments made during the por

foru:c.nce of defense contracts ·should be. a.llo,c~.ted to all classes of Y:ork being 

performed at tho time of payment s..i.nce it is a reduction of tota.l work '117hich 

causes tho severance. Because of the degree of uncertainty surrounding defense 

production, the.. follovring paragr~phs arG dovote·d t() the treatment of' severance 

payments anticipated to be necessary upon the cOmpfetion or termination of 

defQnse production• 

Tfuere the contractor is an .estc.blished concern 2nd its level of employ- . 

ment h;::.s not bsen substanti8.lly increased -rrith tho advent of defense c.ontr.2.cts, 

the contingency of substantial severance pa;,rmE:mts upon completion or.tcrmina

tio!: qf· such c·ontr2.cts is so remote the.t consideration need not. be given 

thereto., in m2.king cost. cstima.tes or ~n determining historical costs• 

. , .A· specific contractuc.l provision may recognize severance pay in either 

of the follovring si tuati.ons: 

(1) The contr2ctor is ne-nly established, is producing other 

t~1an a substantially standard comrnercial item, and the 11eight of av~ila-

~- blo evidence indicates that upon completion of defense vrork the contrac

tor. t s operc:tions ~;;ill cease or greatly dir.rl.nish. Illustrative of this 

si tu.:·:ttion. is a contractor organized to oper2.te a. qovernment-owned fa.cili ty• 

(2) ·Tho contractor is not no•;Jly established, is producing other 

than a substa.ntially com1ncrcial item, c.nq its level of employment increased 

subGtantiall:, .. ~:iith the adv.ent of defez;se contracts (particularly T:hcre ne17 



' . '·· 

". 

fa.cilities ctr mP-. .jor .. potti.oos .ther~of . .Y.iere placed:.in ... operation) and• the· 

iieight of available . ev'fdence indicates tha.t upon. the. completion of defehSC· · 

·,.-;ork the cont~ .. C1.ct6r 's Or:>c!'atio~n·s· yrill· shrink to approximately the pre-

c.'Jntr~ct avrard level. . r 

·I-n either cc.se (1) or ( 2) above the tr~atment··of severance pay by. con.-· 

tre.ctual.·provision should Vc).:i;r r.rith the type of contract.· In the- case of 

cost-t:;-pe contracts and those fixed price eontrt~.cts the pri~e· of ·whic.h is 

negotiated upon cor:1pletion1 the contractue1 provision m2.y provide for recog:... 

ni tion of severance pnyments actually made upon completion or termination.· 

~nero price is determined before ·completion, estimates· of severance pay 

costs mP.y be included in total e·stimt.J.ted cost.- Determination 'of ·the amouht ·· · 

~i of seve.rance pc_y to be included in ecst estimetes is pe.rticularl~,r difficul te 

The ~.~aunt included should n.ot be the o.stimatcd t'otal possible ·ruture · lin.bili ty 

w., for severance pa:\rnents since the contrc.ctor ·-is' expected to give" notice of 

::~ sep~ration in lieu of making severance paynierits.-· The· ·runoti.nt included should .. 

reprssent a conservative estimate in light ·of the· degree of contingent ·risk 

assUii1Gd by the contractor. Where ~.grecment is· not possible, consideratiori : ·:-

shcmld be gi von to the use of e. tyPe of contra.ct W'hrch 170Uld permit recogni-

tion ~f the cost of severance payments upon completion or <tcl"i'ni.n&t:ion· ·of ·thEf 

contract~ \.here an allo-v1e.nco for severn nee pe.y is prQviq~O. .. i)1 :~ .... ;fixod ·price 

contract; c?re !mist be ·exercised to prevent duplict!tion of P.llovrance--t;hGrefor · 

in other c·ontrc-cts. 

. . 
.... 
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15-312.2 Premium Payments for Overtirr~ and Extra-Shift Work. Costs of 

this nature consist of only the premium portion of overtime and extra~shift 

payments or accruc.ls to employees, not the straight-time portion. Thus, if 

the r2.te for overtime ·work is time-and-one-half of the regular rate, the 

premium p0rtion is the Cl.dditional one-half, Similarly, if the wage rate for 

a second shift is twenty: cents an hour above the regular rate, this additional 

amount is the premium, 

Overtime and shift premiums are allm'mble, but the contractor must dis-

close a.nd justify overtime other than of an o.ccasional nature. V·}henever such 

overtime allo·vrc nces a.rc; claimed under cost-type contracts, a.pproval of the 

contrccting officer or }::tis authoriz(3d representc? .. tive must be obtained. (See· 

·· pa.r~ graph 12-102. ) 

Such premiums may be classified as either direct or indirect labor cost, 

but overtime pr.emiums should be separately stc:ted in either event. When tre~.ted 

as direct J.B.bor cost, overtime premiums should not be included in tho base 

for distribution of overheca.d. The amount of overtime and shift premium cost 

:li, cl1arged on ·Government contracts shall not be disproportionate to the amount 

of such costs charged on non-Government t--.rork being concurrently performed in 

the cbntractor's plant. 

15-312.3 Unclaimed Yia.ges. Costs under cost-reimbursement-type contrc.cts 

should reflect a credit for uncle.imed wages based upon agreement as to the 

" amount -t.hsreof reasonably expected not to be paid subsequent to the date, of 

' settlement. In this event, all unclaimed wage lia.bility rests with the c.-..... _ 

tractor. Vlhen such an agreement cannot be reached, the Government will assum·J 

liability for payment of unclaimed VTCI.ges and eliminate all alloYrances ther8-

for from reimbursement to the contractor. 

- 8-
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· 1.5-313 other Hanufacturing Expenses: 

15-.313.01 Allocation of Indirect I1anufacturi~g Expenses. Among the 

accDptablo bases, depending: upon circumst~ce.s 1 for allocating indirect man-

u:racturing expenses are direct-labor-cost, direct-labor-hours, ma.qhine-hours 1 

and. units processed. In, more complex manufacturing plants, it is appro-

priato to depe.rtroontalize the ple..nt·for·purpbsos of accounting for manufac

turing expens·es v1hen any given type of defense production is concentrated 

in dcpartmE:'nts having a much higher or loNer expE:nse rate than 'the average. 
•• • • 0 

ExpGnse dep£:.rtmentalization is also desirable in larger ~nd more· complex 

plants for purposes of expense hu0geting cmd control b~r the responsible 

formnan, rognrdless of the need for a more refined method of expense allo-

cation. · \!·.;hen manufacturing e:q)enses. are depart·.:wntalized, it is necessary 

to chDrge service-depCI.rtment expenses (such as. the power plc.nt) and fc.c-

.. tor~i genc;;ral expenses (such as truces, insurance 1 etc.) to the .productive 

dciJc:.rt:.Jlcnts on appropriate b2ses before allocating the· respecti VEJ produc

ti vo ·department expenses to products (or pr.rts thereof) or to contracts or 

job orders for products. Appropriate bases should be selected for service-

. dcpcrtmcnt 2nd other expense d.istributions to productive departments - e.g., 

kilo-:·rc.t ts of poni1ectcd po1.ver loctd or metered p01-1er consumption, in the 

case of ole~tric power. 

When direct-labor dollars exp~nded ·fairly_ reflect machine effort, as 

well as labor effort, in any· pr-oductive department, it is most s irrrple 1 as 

well as appropriate, t.o use t!u··t. bt..sis of e:>.."J)Cnse t:!.llocation in pre.ference 

. to n dircct-lc..bor-hou.1 .. or machine-hour oasis. When there is much automatic 
. ' 

or semi.?.utomatic machinery in a productive department, the ·usc of a machine-

hour-rate is generally more appropriatE.: for expense allocation. The units-

processed-bC'.sis of allocation is gcnc::rally arypropriEtte vrhon a given productive 

- 9 -
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department processes only one item, or·the several items are so similar as 

to be suscept-ible· to measurement .. o:f. 1lJlit"s processed in t.enns of. a common de-

nominGtor -- e.g., steel· sheets of various gauges processed through a roll-

ing ·:mill. 

15-313.02 Allocation of Engiheering Expenses. Enginoerin5 expenses 

include such items as the cost of product design, tool design, lay-out of . 

production lines, detenni.t'1ati-on of mc.chine ·methods end drafting. The prin-

•ciple of dir-ect costing (see paragraph 15.;.211). vJOuld indic~te the ·desir-

ability of charging directly to the benE:fitted activities (production, fa-

cilities, and rcsec:~rch and development) all engineering costs vJhich cnn be 

directly identified ·-oith such activiti•Js-' lc;aving only e. relatively Yitinor-

a:r:1ount of engineerinf costs (consist in€:, chiefly of· engineerin~ ad.mil;listra-

tiv£ expensc;s) to be-allocated to thE. actiVities. ·All engineering costs 

chC1.rgod dir,~ctly or 2.i.loca.ted ·should in· turn bu assign2d to products, prod-

uct lines, job orders, contrc.cts, etc. Further treatment of various prob-

lems in connection Hith the costing of. resoarch and developmen,t, tooling, 

and preproduction expenses is included in this Par.t· (sec paraeraph __ ); 

facilities contracts e_re included iri Part L .• 

15-313.03 Depreciation •. 

(a) D9prccia.tion accounting is a system of ac;counting which cd .. "'TlS to 

distribute tho cost of tangible: capital nsscts' less cstim::-~ted salvage value 

(if': any), over their osti.rnr~ted useful ltfc in e. syster:12.tic and rationnl man-

ner. It is a process of allocation, not of valuation •. Depreciatio~ for 

tJ.1c year is the portion of the total charge under such a system thc:-.t is al-

located to the year·. . Depreciation on a contractor' s· plant, equipment and 

other capital facili tiGs is ar1 [•.lloHeble c;lc·mcnt of contrc.ct cost, usually 

of an indirect ne.ture. 
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(b) Useful ~-~f~;, as above referred to, has. reference ·to the prospec

tive period.of economic usefulness in the p2xticular contractor's operations 

c.s distinguishe~ f~_om physical life. In establishing estim2ted useful life, 

cons idera.tion should be gi von to all of the factors of wear and tear, ob-

so].escence (both economic and technological), and inadequacy, which arc com-

m.":n to the deprecic.tion problem,· Of these factors 1 obsolescence is most 

often the limiting or controlling one. Obsolescence of facilities, from . 

the s"t.Pndpoint of econo:~o.ic utility, is c:.l1~~Yays a .prospect or contingE;ncy to 

bo anticipG:.tcd (differing only in degree,· in each instance) Hit~1 rGspect t·o 

an entire _entE.rprise or an indivi~ual plE'.nt, as v1ell as groups or individual 

itons of plant and equipment, Costs of dop~eciation and m~intonance are 

mutually rel2.ted. '•ier..r c-.nd tc2.r i.nf'Y be incrc;;c-,sed by lc.ck of mC'.intenance 

or mo..y be 1:12de good by me.intenc>.nce {often indefinitely, so long .:lS it is 

economj_cal to ~to so end provided obsolescence or inadequacy has not become 

eminent) •. Hence, cstirnatos of useful life of facillties in each case should 

take into considcrr..tion the o.ctual maintenance policy in effect. 

(c~ Depr?ciation may be deter~nined by application of ~.ny one of the . :. 
~e~c.ral~Y. ~<;9?Pt od met bods; ho1·rcvor, t.h.i;.; selected method and rate of depre

cir.tion used .should, in the absl:nce: of compelling. reasons to the contrary, 
. ·. ' . . . ~: : : . . ' . . 

·~ol}.~i~tc~!tly be ap)2liod from yenr to year. Generally 1 hoNcver, deprecia

tion is too intangible to warr2nt. attempts at meticulous estimates b:.r ap-

plicc-.tion of ro.tes by indi vidue.l i te:ms of plant and equipment, although 

such 'tttempts are frequent and will be recognized. Hence, dcprcci;.:.tion 

~Till gcncr2lly be detorminod by groups of facilities for which the factors 

bearing on cstimatc~d useful life are simil['.r. The amount of· dc?reciation 

writtun off in any fiscal pc:riod may vary v1ith voltlme of production or be 

- 11 .. 
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increased for multishift oporation, provided the method followed is con-

sistent 1-vi th bc:.sic ob jecti vo set forth in subparagraph (b) above. Special 

methods havo.been established for de~ermining depreciation on emergency 

facilities covered by Certificates of Necessity by a special directive set 

forth in an appendix o~ this Section • 

.(d) Depreciation should be based upon original cost of the facilities, 

whethGr measured by purchnsc.~greomcnt for a c&sh consideration, tho fair 

value of securities is ~ued -in exchange, o~ similar appro'IJriatE:; m'?2.surcs, 

~altho1.~gh it is pc;rm.issible that su~h cost of facilities be adjusted, 't·Jh£re 

desired by the contr2ctor for purposes of depreciation computations for 

contract pricing, to current price levels by the use of a general price in-

dox, provided in such event that the pr~ctice will be followed consistently 

in the future ~nd also provided thot othertvise: the charge is made at the 

SBmc annual re>.tcs applied to such adjustsd costs as would have boen appro-

prir.tely applied on original costs in view of the esti.m2.tcd us cful life of 

the fc-!.cilitics. In other words, no deficicmcy in actual depreciation pro-

vis ions in any prior yc;ar, bc>.s od upon current price lENels, should be in-

eluded in .... the dcprcciP.tion charge for the current yeD.r.!.7 No other basis 

of det0r1nining npprcQiation in value of f2cilities may be utilized in de-

torT •. linint:. depreciation for purposes o.f contract costs; for this purpcs e 

the tc..x basis of facilitiGs values ~cceptable for internal revenue purposes 

-~Particular attention is invited to the ~ubjcct mc:Lttor bct-v.reen the brackets. . . 

It is dos::red thE'.t comDent be subnitted on this concept, together ·td .. th sub-

strlt)t:~..Cl.tion therefor. 



. ,, 

(e) No depreciation will be allowable as such, or as a rental or use 

charg£ 1 on the cost of facilities which are fully depreciated but still in 

use when a substantial portion of such depreciation was on a basis that 

represented, in effect, a rocovery thereof as a chc.rge against defense con

tracts or subcontracts in ne;gotiated pricin£; or statutory renegotiation of 
contracts.. Otherwise, the contractor may compute nonnal depreciation on the 

cost of facilities in use without reference to previous depreciation pro-

visions. Fully depreciated facilities will b0 determ~inod on the basis of 

relating original cost to accumul8.ted depreciation on such cost 1 regardless 

of whether there is an adjustment of current depreciation charges based 

upon adjustiJ1g the cost of facilitios to current price levels. 

(f) l!o cJ.epreciatio.n may be allowed on facilities 1-Jhich m-e not in 

use, except such facilities as arc hsld for re~sonable production standoy 

purposes and, ~rhen specifically provided by mutur~l a.greeme:nt, on facilities 

rGproscnting additional plant capacity res8rved for defense production. 

15-313. OL. RE::pairs a.nd :~taintene.nce. Repairs and maintenance of facil

ities {including Government-owned facilities) are illow~ble elements of 

contract costs.. It is necessr.lry that such expenses exclude expenditures 

for plant nnd equipment which, according to gonerc:.lly accepted accounting 

principles, should be capitclizeq. and mc-.de the subject of depreciation. There 

is, of course, a t1-rilight zone bot1•r0en repairs <?.nd maintenance ~nd capital 

expenditures within which a contraetor should be permitted to operate upon 

the basis of his established accounting practico, if tho results are equit-

able. For exc.mple, certain major costs of building alt8rations and rebuild-

ing or 

.;,. 12 -
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rehC1'bili tc,ting rna:chine.ry and equipment may reasonably be treated in some 

· inst?.nces C!.s ei thcr repairs and !M.intenance expenses or ,capital e.xpendi tures, 

depending in part upon the contractor's established policy, In making 

decisions ~nth respect to the alternative account1.ng treatment of those items, . 

co11Sidoration should be given to the materiality of the 2.mounts involved, and 

the question of the substantial enhancement in value of a contractor's facili-

tics at the expanse of the Government for use during periods in which the 

contractor will have little defense.busincss, In the latter case, for con-

tra.ct pricing p~J.rposes, the cost gener·C\lly- should be considered to be of a· 

capital nature and the subject of depreciation. In those instc.nces vmere it 

ma:r be ~ppropriate to charge the cost of extraordinary rehab:tlitation to 

expense 1 special care should be talc en in equi taqly alloc.?ting the costs to 

c.ll t~e benefited cla.sses of T:ork (see 15-313.07 "Preparatory Costs"). 

Repa.irs and maintenance costs on facilities which are not in use ·will not 

be.2llowed, except on individual items of machinery and equipment (as distinct 

from entire pl·ants or significant. portions thereof) held for ree..sonable standby 

pur!Jcses. Repairs: and mainten~.nce on additional plant capacity reserved for 

defense J,Jroduction v.:ill be allowed only if specif'l;.cally provided by contractual 

~.greement. 

· In some instc:mces, Rllm7ance of substantial extraordinary .rehabUite.tion 

expenses as a chc.rge against defense ·business m~.y be pcrmi tted but Tlill be 

contingent upon the contractor's v.rri tten ~.greoment to hold the facilities 

avail~.blc for defense y:ork for a stated minir.Iwn period. 

15-313,05 Profits or Losses on Disposition of Plant and Equipment •. ~r. 

determining c0ntra.ct costs 1 no recognition 1-:rill be . given to. profits or :'.~s:::es 

on disposition of plant and equipment for the reason that depreciation, 

~ 13-



. 
'· 

r?~s~n~bly dctcrmi~ed1 provides the exclusive ch~rge for the cost of using a 

contrnct-:>r' s fncilities.. However, when a contractor has capitalized special 

purp~se f~cilities acouired solely for performance under defense contracts 
.. • • • ' •I • 

(r~ther than charge t~e costs thereof to_speeific contracts) and engineering 

c:-u:nge:s ~r complete or partiB.l tGrmin~.tion of contra.cts finds such fee ili ties 

n?t fully depreciated and not rea.son~.bly useful for other business of the con

tr~ctor, an addition~l cost allowance n~y be made in determining costs of the 

termin~tcd contracts for the purpo~e of eontract s~ttlemcnt1 provided such 

facilities are·transfcrrod to the·Gover~-nen~,. if' so desi:rcd, or an equitable 

adjustmqnt is made in favor of the Government in recognition of any resale or 

salvagG v~lue estimated for. such f<?.cilitic.s. 

15•313.06 Rentals of Plant ~.nd Equipment. Rent2.ls of plant or equipment 

ar·~ c:>.llm'ra~le if re~sonc.bly required for th8 perform~nce of .the contract and if 

bone fide and reasonable as to rate and duration. Special care. should be 

exercised in determining re8.sonablcness of rentnls in cases in v:hich re.tes 

were r-rrived t=~.t c.s e1. result of less than arm's_ len~th barg?.ining. Rental 

,, costs ma:r not. be bona _fide '¥lder tho follo17ing circumstance.s: 

(a) Rcnt~ls P..re pa~.d to persons, including corpor~tions, affilia.ted 

·ui th the contr~ctor. 

(b) Rent2ls arc paid to unaffiliated persons, including. corporations, 

upon property: f_ormorly oYmod by tb.e c·ontrC~.ctor 11hen such property was fully 

' depre9iato~. or substc:.nti~.lly fully depreciated before sPle or transfer = .. ::d 

Go-·.tern.mcnt contrB.cts . absorbed a significant portion of such dcpre~iation. 
. ' 

In ai thel' cc..se (a) or (b), rontc.ls 1':ill be limited to .'·=. reason~_ble ~mount 
I . . . ; 

of de::>~eciation1 as might bo determined if the property :-;ere o-~-:no·::~ by the 

contra.ctor, plus ct;irrying costs which ere not paid b-.Y the contr~:ctor under 

-14 
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the t,crns of the lease, including onintcnance, tn.xca, and insurance (but 

not interest on the investment). 

15-313.0] Prcpera.tor:-r Costs, inc~uding Engineering... Preparatory costs 

or ex:penses' also knovm e.s "make-ready costs"' arc . costs specially incurred in 

prcp~.r~t..ng to opcr·::-to under a specific ~or:t.ract or contracts. They include 

costs of orga.nization and planning,. employee r,eeruitmont and training, engineer

ing ~nd development (including prod~c:t design, product spe~ifications, and 

planning of production processes and layout) and plant alteration c.nd rearrange-
. . . ' 

ment. Prep,?.ratory costs do n"t includ~ . ~i tial production ( stc.rting load) costs 

uhich 2re treated in paragraph 15-313~08 or sp~cial tooling 1~hich is treated 

in part>gra.ph 15-313.10. 

PrcpPrntory costs, when incurred for·thc exclusive benefit of Government 

production, are allocable directly or indirectly. to tho contracts benefiting 

from' such costs. ~;:'hen preparC~.tory cos~s benefit ot~cr classes of Yrork as well 

c.s Government :·:ork, an equitable allocation to all benefited classes of :vrork is 

proper. 

Prcpr~.ratoi7 costs may have been incurred prior to the award of a definitive 

contr2ct. The amounts of such costs, for purposes of contract co$t .~llOi~rances, 

arc subjGct to approval of contrP.cting officers based upon a.dvance understc.nd-

ings or upon subsequent negotiation. In such case a specific provision cover-

ing the 2.lloYiabili ty of prc;...av;ard preparatory costs should be incarporatcd in 

any defini t.i ve contract Ylhen futuro pricing or repricing may be based in pc.rt 

upon ectual· contract costs. Similarly, it is desirable thc.t prior approval of . 

the contracting officer be obtained in tho event th~t unusual charges of this 

type are. to be incurred during the life of the contr.9.ct. Houever, the ab3bnO:::' 

of such provision ar approval 1Yill not preclude consideration of the costs 1n 
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subseaue·nt price negotiations or .determinations ·under such contracts. 

15-313 • 08 Initial Production Costs.. Ini t.ial Production Costs 1 also 

knu,::n as nstarting-load costs", are non-recurring costs tl.at arise in the . . . . . ' . . .. . . 
earl~f stages ·Of production because of the contractor's unfamiliarity or lnck 

of ex-::·erience with th~ particular mater-ials,. ma~ufacturing processes, or 

teehrr.i.c:.:1es involved. They are to be distinguished from preparatory costs or. 

exoenscs (also known ~s "make-ready.costs")• 

Initi~l production costs may consist of the excessive portion of material. 

costs incurred in· the early stages of produetion.; on contracts requiring new .. 

products or greatly incre~sed production, as the result of abnormal quantities· 

of mater5.c.ls used or abnormal scre.p losses. Initial costs may· al.so cons.ist .. 

of the excessive portion of direct-labor costs, plus a proper portion.of the 

rel~.ted· overhead, incurred in the early st2.ges of production due to such 

causGs e.s· excessive defective work re~ulting from ineA~erienced l~bor,: idle 

tine ~nd subnormal production occasioned by testing and chnnging methods of ... 

processing, ~nd cost of training employees. The justific~tion for such sp~cial 

·.:· costs depends upon their nc-.ture and caus.es 1 and not merely upon the fact thet 

to.ta.l production costs are high. 

- ·.After e. re~.sonable volume of production has been attc.inod and initial· 

manufC'.ctt:ring diff lcul ties have been overcome~ unit cost rrill usu~lly t~nd.; .. 

to level off, thereby evidencing .the end of the initial period· of pro~ucti;)n. 

·but not necessarily representing the lowest unit. cost eventunlly at~a.inable 

during the 0peration of the entire contract. If 1 ho-r;~ver, these. cos:ts .con-

tinuc C'.bnormally high . after a contractor has been allo'1.7ed. a. .rcasonC1ble l~ngth 

of time in v:rhic.h to lc·arn hoH to make a product efficiently, .. the. exces&ivr;. 

costs may not properly be allowable for purposes of cost reimbursement :~~_. 

. - 16-
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cst~~ating uhd0r cost tJ~e contracts, ~stim&ting for formal pricing plir• 

poses in fixed price contracts, or in establishing costs under terminated 

contrc:~ct set tlcmsnts. 

15-313.09 Reconversion Expenses. Reconversion expenses e:.re those con-

nccted vr.Lth re:storation of facilities to approximatsly the same p..l'lysicai 

arranf_cment e.nd condition they wore in immediately prior to the beginning 

of defense work, including the rt!1noval of Government propcrt:,r. In many 

cases, ro?onvcrsion costs, except for the removal· of Government property 

.arc incurred for. th~ benefit of ;future production, in 1-rhich cases such 

costs should b.e assessed ag~inst such production. However, in a specific 

cc;sc r.nd where .all of the; circumstances outlined below exist, roconvcrsion 
' . . . . 

.~ costs Ji1['_;r be recognized through specific contractual provision. 

(a) Thcr0 must ha.ve been a major alteration or rearrr-illgcment of fa-

:-;"~ · cili ties c;.t the incc1Jtion of. defense work for the sole purpose of pcrfon11-

~~:.. Ch11CO of dcf.cnse cont!'c.cts, or. facilities were newly E..cquirod buildL"'lgs in 

~r;_·: vrhich Government maGh:inery and . equipn~cnt has be.en installed. In the lat-

·-r 

tcr case, only. tl,~o cost of. removing Government property is to be considered. 
. . .. . ... . . 

(b) T.i:lC nuccssity o.~ rc.conversion of fa.cilitios ~o approxim<Stoly the 

sa.)~ physical arrC'nt;:eucnt. and condition they w.~:.:rc i~ i.mr.l~diatcly prior to 

the beginning _..of defense v!ork 9-nd the costs thereof must be r8c:sonably 

certain and dctcrminc.blc. . , 

(c) . T.he:r'? _is little or no .post dcf~nse work COliL.;terci::~l benefit to the 

·co!'ltrnctor as the result of such ~.ltcr2.tion or rcarre.ngement. 

(d) Ncithor.the partiy~lar.contr~ct nor eny othc: con~r~ct cont~ins 

nn 2.llo't·mncc for the use of! facil~tics which would compens~te th..:- .. contrc.c

tor for reconversion expenses. 

Reconversion costs. shall be e.llowe:d only in prici.l'lg those fixed price .. 

... • 17,-
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contracts in existence or_actually being nego~iated at the t~n8 the costs 

of conversion were incurred. ·In the event of subsequent conversions or .. 

modifications for additional fixed price contracts, care must be exercised 

to avoid duplic~tion of ~llowances for reconversion costs. Specific con-

tractual provisions 1nay be included in cost-reimbursemcnt-t;ypc contracts to 

compGnsate the contractor for actual reconversion costs incurred in circu~-

st2nces mocting the above conditions. 

1.5-313.10 .Special Tooli..n.g. The term "special tooling" means property 

of ~uch.specialized nature that its use, without substantial modification 

or alteration, is limited to the production of the particulc-~r supplies or 

the p8rformDnce of tho p~rt~_cult~.r services for which acquired or furnished. 

It incJ.udos, but is not limited to, jigs, dies, fixtures, molds, patterns, 

special tnps, special gauges, 2.nd special test cquipmc.:;nt. 

The cost of specinl toolmg, -vrhen acquired for and its usefulness is 

·limited to·~Cnc or more Gover:n.'ile:nt contracts in· force or being ncsotiE:ted 

c.t the tir:w of .'lcquisition, is [tllocable to the specific Government con-

tracts. The cost of tooling which is :=ipecial to other· classes df work vJill 

bu allocated to such work. The cost of non-special tooling is not subject 

to direct allocation, but is subject to depreciation, which is tre~ted 

clse't·Iherc in this Part, except thc.t ir1 the production of standard connner-

cial products such tooling costs :m.?_y be troated ·as indirect manufacturi."lg 

expense on en expenditure basis, in lieu of depreciation, when the result

ant charges- arc reasonably 0quitable between fiscal years. When the entire 

cost he!s been e.llocatcd to Government contracts, the asset concerned shall 

become contr~ctor.acquircd Government property nnd be subject to the pro-

visions of Section XIII and i~ppend:ix B, ASPR, applicable to contrc.ctor-

acquired Government property. 

15-313.11 Research and Development. Research and development expsnses 

18-
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may be divided into two major categories -• ·(1) product research and develop-

ment, [.~nd (2) general rc1search. 

( e:.) Product research and development is that effort 1d1ich is ·directed 

toward the sotution of specific problems cncountcred·in the design or·pro-

dtiction of a. particular product which t~~s or is anticipated to havo militnry 

or comr~k:rci[;tl use. · The current costs are allovJable ns costs on defense 

~ 

contrc:.cts end may be allocated thereto only to th6 extent applicable to the 

supplies or services cov~/rcd by the contracts, and provided such costs are 

not rci;•ltburs ed to the contract~r under· separate. research and/ or develop-

mcnt contracts. No costs of prod't~ct resC:~.rch [:nd dev.elopmcnt may b'c allo-

catcd to Dcp['.rtmc.;nt of Dc.fcmsc product rcs0arch ~'1d devclopr:wnt contracts 

otht::r th~.J.1 the:; direct costs of performing· the contract £:.ncl the proper shnre 

of tho indirect costs of administerj_n.g the product research and development· 

pre gram.-

~. , (b) . Gencr[:l resco.rch is· all resG~rch other than thc.t v.Thich is directed 
. 

tm·:ard the solution of specific problems encountered in the design or pro- . 

/~·.' duction of a pc.rticclar product i..rllich hc:.s or is anticipated. to have mili-

ta~,r or com.m~..;rcial usc. Tho cost of genE.:;r[l.l research, when rensonablc in 

amount D.nd incurred in accordance Nith the contractor's 0st~olished prac-

tice, is allocable to all classes of vjork, including defense work, provided 

such costs are not reimbursed to the contrC'ctor under scparc:to research 

' contracts. Whore the contractor's organization is devoted prL~arily to 

research work, as distinct from manufacturing, no cost of general res(;arch 

may be allocated to Dcpe.rtl:lcnt of Defense contracts for gcnere.l research 

other than t.hc direct costs of performing the contract and the proper share 

of the indirect costs of administering the rcsbarch program.. No general 

research co~ts vJhich were incurred in accounting pe:riods prior to the . award 

of the particular defense contract(s) (including amounts capitali4cd in 

~ 19 
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tho. _cost of patents obtained) shall be allocated thereto, nor vJill the con

tractor be required to.dcfcr research costs incurred during the period of 

p.::rforman~c of d£fcnse contracts to subsequent accounting periods. 

{c) At tho option of the procuring a.t.cncy, cost e~lowances.for rc

sC;nrch and development Hork may be mndc conting.ent upon th.o c'ontractor 

agrcc:ing to waive any royalty chC~..rges, under all patents prev:iously obtained 

or Hhich may be obtained in the futuro from SUCh work, to the extent SUCh · 

royalties are applicable to defense 1.~ork, either directly or indirectly~ 

15-313.12 Patents c.nd Royalties. 

(a) Lmorti.zo.tion of the. cost of purchc..sed patents owned by a contrac-

tor applicablo to products or processes covered by a contract is an ~llow-
. . 

c.ble el(;mcnt of cost to the extent reasonably allocable to the contract. 

Research e.nd ·development costs loading to pe!tents rLre trGatcd in pr.ragr[',ph 

15-313.11. 

· (b) Royalty ro st·s arG e~lm-re.blc. if ·bona. fide and ruasonzbie. Special 

care should be exercised in detcr~ining reasonableness of royalties in 
. . . . . 

cc-.sc.s in v:hich c:.mounts were arrived at as e. result of less than irm's 

length bargaini.r1g •. Royalty costs may not be bona fide under the follovJing 

circ1L-nstances: 

(i) Royalties are paid to persons, including corporations, 

affiliated with thG contractor. 

(ii) Royc:.lties are paid to \maffiliatod persons, including 

corporr>.:tions, upon patents formerly o-vmcd by the contractor ·when 
. . 

·the costs of such patents or the research c-.nd development work there-

on v:cre subst~nti~lly recovered through charges ag,airist the costs 

of defepse business. 

In c;ither cas~ Ci)' or .Cti) royalties 1-1ill be limited to·. such charges as might 

be de~ennL~cd if the patcnt.wcre owned by th~ contractor in accordance ~~th the 

- 20 .;. 
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provisions of this paragra.ph and po.ragraph 15-313.11 relative to research and 

develoym:ent. 

·(c) Cere should be exercised in preventing charges for th~· use of patents 

11hen. the Govermnent, · in fact, a1;ree.dy has rights to such patents •. (See Section 

IX, ISI'R) 

15-313 •. 13 Plant Protection Expenses. 

(a) Thes·~ expenses represent· costs inc:u.rred in protecting the contr8.ctor' s 

persop~cl and plant against fire, theft, sabotage, espionage, civil disorder, . 

en~my ?ttack, or.other violent destructive forces, Plant protection expenses 

are allov:able costs of defense contracts. . Normally they will consist of gua,rds' 

11ag.ss and le.bor costs rel.::.ted thereto, costs of individua.l equipment, cost of 

plant protecti,on equipment if of minor amount, and depreciation of plant equip-

ment, To the extent these_ costs are attributable solely to defense special 

·."'J sec~ity.r~quircments, they .are allocable entirely to defense contracts. Costs 

of norma.l· plant protection not resulting from such special requirements s gener-

all], should be indirectly allocated to all c"Iasses of work, 

(b) A special :problem may arise in the case of fixed price contracts, the 

security: classification of -which is· altered after· the. contract has b!;!en entered 

ir!to. :.:n--.1en such a contract price is negotiated·, the contrac:tor ·is presU11ed to 

kno·vr the plant protection requirements under the contra.ct e.nd is .expected there-

fore to meet such requirements within the c·ontract price. However, if the 

security classification of the contr~ct '7ere changed by t}1e Government ·after 

e~terin~ into the co~tract1 additional costs~of plant protection may.be.allowed 

the contractor by contract amen<Lilcnt. The C'-dditional costs may include not 

only current costs of an operrting nc?.ture. but also costs of a ce..pitC'l nature :if 

the p~rties agree that the· capital costs ere incurred solely bec·cruse of the 
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changed security classificatiotl Of •. the. contract ~nd 't'JOuld not h2.Ve been necessar.y 

fram the contrC-~.ctor r s point of vi ow. f.lso . ., if C~. classified contract • is reclassi

fied dowm7ard ·during its performan6<3 thereby permitting a sa.vings in plant ·pro-

tection· costs, ~uch s2vings should; if material, be the subject of a contract 

amendi·,ent pass.ing the savings on to the Government. 

(c) Civil defense costs must be Allooateci.. to . ail vrork .·of~ .the·· ct>ntractor 

perfarwed et" the part1.cular loc2tion ·wher~ ·the ·costs are incurred.· V.Jhen the 

.GoYornment 's P?,;;"tion of ·the output of the particule.r pi.aiit is not Tile.'teric?.l 1 . · .. , 

the reasonableness of the incurred costs need not be questioned.· However:, s:lnce 

usu~.lly pAst experience T:ill not provide 8 guide. as t0 reasonableness, civil 

defense costs should be the subject of specific agreement v;hen the amount o·f 

such costs to be a.llocC'.ted to Government c'ontract·s is substantial. ,Hhen this·· .. 

is t::e ·case, recrsonableness· may be judged in liGht of: 

,! ( i) :Jieco~nende.tions · ~nci requirements: o{ the G.uly constituted 

Governmental a.uthority ·hcvfne; jurisdiction ov.er civil defense in the 

local area .• 

The extent of like r:1oasures being· taken by other businesses 

t!ithin the lo:>cal area, particulc:1rly those not· producing under Gover·n.;;_: ·: 

ment contracts.~ t ... : 

(iii) The portion 0f toteti cost likely to be alloca.tcd to 

Gavernraent·contracts as furnishing an inducement to the contractor 

to incur the cost-

15-313.t4 Insurance and Bonds. 

(a.) The net cost. of insurance and bonds1 after deduction of dividends· o:.:· 

other allo~·rances v:hich may be expected, if r~:o.sona.biy · necessary t"o the operation 

"Jf ~ husiness, is a.n allowable cost on Government c·ontracts. to the extent allo-
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cable. Sorae, but'·'not all', of the typos of' cove:rage which m2.y ·be rcasonc-.bly 

necessa~ arc property, aircraft, ·cuto.mobile,· c~neral li~b{lity,·product· 

· lir:.bj_iity 1 wol·lcr~cn' s compensation, employ·cos·, .. group;· accident ;Jncl disabil-

"ity, ·use C~.nd occupancy, and· ci'nployees' fidelity and: surety· bonds (in-cluding 

p0rfbrinancc bonds). 

(b) Insurance on the ·li vos ·of officers is not an allo·vnlble: cost,· ex-

cept whon premiums arc paid· in-behalf of executives or cmplGyoes ·pursuant 

·.to specific c.grcer11Gnt or c;:stablishod poli~J 't-hereby such· pa;ymvnt may bci 

properly considered. as addi.tion8.1 comp-ensation (Paragraph· 15-330.02). 

( c} · When a contractor assumes · fnstirablc risks of· aey type 1 ·a· rc·ason-

c>.blc provision for· losses estimated by the. contra.coor is nn allo1~rnble cost 

if such provisl.on is bascd.upon actual loss experience to the. ·extent fens-

ible:; or,_ in the absence of adequate loss· cxpcrie:nce data, it is not in 

0xccss of net cost's which 1~ould be· paid for such insurance if CC'.rried' by · 

priv~t6 insurance 'compani0s 1 less agents' cornrnissions and other acquisition 

and s~..;rVicLnr:, costs. .... ' 
•• •• 0 

{d) Where the contrc:·.ct requires· rcvicH nnd approval ·of contractors · 

i...'1surance program b;;.;. the irtsurcnco r.uthoritiGs of ·.the military: departments, 

procurement c:nd e.udit personnel of the military depertmonts 1rJill be governed 

thereby·. 

15-313.15 Taxes. 

(n) ·:. in ;·enoral, taxes which the; contractor is required to pr..y :nnd 

\vllich are paid or accrticd in accordance with generally accepted nccounting 

principles r-..rc nllo-r,.rablo, except for Federal .incomci- end excess pro.fi ts 

taxes; taxes in connection ~~th financing, refinancing or refunding 'opera

tions {see par~grc.ph i.S-330.05); and special assessment's on land \·Jtiich 

rep resent capital improveiilc.mts. 
· .... 
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(b) Tmces TiJ~1icu. are believed to be illeg2lly or erroneously assessed 

against the contractor, may be allo1-red as a cost of work performed, p:ro-

yidcd the.t the c.ontractor; (1) promptly requests instructions from the con

tracting officer concerning such taxes; (2) ngrees to comply with such in

structions; a.'1d ( 3) if so dirGcted by tho contracting officer also agrees 

to taku.2ll necessary action in cooperc..tion with and for the benefit of 

the Government, to determine the leg~lity of such assessment or, as the 

c2.sc me..y be, to secure a refund of such ta.."Cos and any interest or pen.?.lties 

thereon. Interest and penalties incurred by a contractor by roason of tho 

nonp~0~cnt of any tax at tho direction of the contracting officer, shall 

be r.llo1-.rable c.s -a. cost~ Rcc:-.sonable expenses of C!I1Y proceeding instituted 

by tho contrc:ctor at thB direction of the contracting officer to deterr.rl.ne 

the legality of such an assessment or to secure a refund of such taxes, 

L~terest or pcnalti0s for the benefit of the Government, shall also be 

nllo1-;ablc as~c costs • 

(c) lilly refund of taxes, penal tics or interest thereon shall be 

credited to contract costs in.tho proportion in Hhich contract costs nb-

sorb the costs of taxes, interest or penalties. If at the tim~ th0 refund 

is received by the contractor, no defense: contracts arc being performed, 

the ar.1ow1t otho~.Jisc to be croditcd to contract cost's shall oe' p2id directly 

·to the; Govcrrr:.-r1cnt • 

(d) iiJhere it becomes evident in negotiating a contract price that a 

contractor J~Y be required to.pay a tax, tho loga~ity.of which is ques-

tionable or in dispute, such tai mc::.y be u·sed in negotinting the cont-ract 

price, provided that the contract· conteins provisions substantially simil2.r 

to those set out in subparagraph (b) (1) (Z) and (3) above. 

. l. 
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15-313.16 Str~\CS Qnd Lockouts. The situntion& ~d conditions sur-

rounding strikcs.and lockouts aro so ·varied that it is impossible to estab-

lish a general principle providing for allol-ianco or disa.ilo"t-iancc of ·c·osts · 

incurred during such occurrences. Each case must be considered on its own 

mari.ts ·in the light of the philosophy exprossed or implied in.·thG. principles 

and stendr.rds expressed in Part ·2 o.f ·this 'section. 

15-320 Selling and Distribution Expenses. . . 

15-320.1 J..llocation of Selling md Distribution Expenses. Sell::ing and 

distribution expenses in general arc subject to allocation to the cost of 

defense work to the extent ctppropriate, . considering th~ mothods of selling 

and distribution to the Government or to prime contr&ctors or subcontractors. 

Gcn0rally, selling end distribution expenses should bo allocated between 

product lines 1 or to products sold to the re;s:pocti ve customer types ( 1-1hcrc 

so.lcs methods nrc different) 1 based on analysis of the cost clements in re-

l~t.ion to t~1c s e.los of forts. In so1·.1c; cases, it mc:y be appropric:te to first 

~.llocate those expenses in whole or in pert as· betw0en defense and nonde-

fonse businc!SS 1 8n<l then to allocate tho expenses applicc:~blo to defense 

business tif;.c?.irlst tho individuC'.l defense contrG.cts. or products. The prin

ciple of direct ·costing is VOIJ=- importe.nt in this area. For example, when 

special defense products arc ~old to the GoYc::rnment or to defense contrac

tors by scpe?..ratoly identifinblc c?.nployoos of tho manufacturor,. the compcn-

sntion e-nd <.::xpcn~os of such employees m~y be nppropric:.tcly ch~rged to costs 

of such products. V.Jhon, in such cases 1 th0r0 is a separate sales orgc.ni-

zation or identifiable group of rcprcs(;ntr:ti.vos engagGd in selling to non-

defense customers 1 no portion of compensation [\.nd expenses th . ...;roof should 

be chc.~rged to defense products. On the other extreme, 1--1hdn st['.ndard com .. 

. mercic..l products arc sold at f:L"ted prices direct to the GovE.;rnment or to 

defense contractors 1 r..s well as .to numerous customEJrs not engaged ei thor 

directly or indirectly in defense production, by menns of one 



. 
•: 

.r.· 

cstcblished ·sales organ:lzntion, the same sellfu·g expense per unit of product 

may be used in cost estimating, except when the quantities expected to be 

sold arc so abnormal in relation to sales effort that the Use 6£ historical 

costs "{t10uld. result in the inclusion of an unreasonnble amount of estimr-.tcd 

selling expenses. In the l~ttcr case, 

. f 
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tho fixed selling czpenses should becharged to normal nondefense sales~ leaving 

the defense sales chargeable only with a proper share of the variable costs. For 

an illustration of this princip~e see pe.ragraph 15-320.5 ro advertising. 

15-320.2 Salesncn's or Agents' Compensation. 

( n) Salesmen's or agents' compens~.tion alloc.able to defense contracts 

should be rcc..son2ble in the light of the services rendered. If inequitable or 

8Xorb:l.t2nt compensation is pai~, it shall be s~b.jcct to disallowance, to the 

degree dc;;:!med excessive, for the pt'.l'pose of allocation of costs to defense 

contra.cts. For exa:r.iple, v;hen defense business consists of standard com;!lercial 

products ·rrhich c.re sold nornally on c.. commission basis, sudden. expatlsion of 

defense business rnc:.y necessitate ·the ll.djustinent in the amount of compensation 

alloc~'ble to defense contrncts. 

(b) No fee, cornri-.ission, percentage., or brokerage fee shall be a1loYmd as 

a contr2ct cost when contingent upon or rosultj_ng from an award of a contract., 

except amounts paid to bona. fide employees or established commercial or selling 

agencies maintained by the contractor for the purpose· of securing business. 

This provision shall be El.pplicd in a mc..nner consistent ·with rcpr6sentations or 

a.grem~~cnts of contractors or prospective contractors in tho light of .. n.SPR, 

Section I, P~rt 5. 

15-320.3 Genera.l Sales EA:penses. These expenses, consisting of salaries 

and expenses in connection vri th direction and supervision of all sales efforts, 

clericE~l expenses in r:mintaini!}g salss records and statistics in some cases., 

and sinul~r overall sales expenses, nay be considered to be allocable indirectly 

to defense products or contracts in some cases based upon the specific facts 

in each cc:tsc, provided the basis of allocation is equitable as between defense 

and nondefense business as a whole in the light of the relative services rendered. 
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15-320.4 Bidding Expenses. Current bidding e'T_enses of both· successful 

and· U!1succcssful bids norma~l..v .. will bo treated as. indirec~ expenses. c.~d, appor-
• ' ..... • ~ • : • • I ' • ' ' • 

tioned c.urrently to nll business_ of the con:t,rc-:.?t.or in which event z:lO bidding 
,. 

eA.'J)cnscs af pest accounting periods ~~~11 be chargeable. to defense contr~cts. 

Hotte\rc,r, -rrhere ·it is the contrnctpr's established practice to trent bidding. 
·. . . : . 

exr.-cnsos by some other method, such method may be acceptable if tho results are 

subst?.ntially the sar.1e as '\7ould he.ve resulted from the application of ·tho method 

doscribed nbove. 

· 15-320.5 ;"dvGrtising. ·l~dvcrtising expenses include the costs of materials, 

space, time, lc:.yot~t., and GA"Pensos of the department which supervises such activ-

ities. Ld·:ertising expenses are generally incur~ed to promote the sale of. the 

contr~,ctor 's regular comnercial products ~.nd should be e.ssigncd t~oreto.. I~dver-

tising :lJaY be appropriately considered for ~1location to tho cost of defense 

contrDcts in the following cases: ·· 

(a) :~dvertising directed solely tovf~rds' the recruitment. of nev: 

(b) ·;~dvertising in trad6 and technical journals for the purpose 

of establishing necessary business contacts in connectiol) -rrith the sale 

of dofense.products to Government cofltractors. o.r when such per:todicals 

2.r0 bc;licvod to be of vclue in the dissemination of technical inforr:1o.-

tion ·,-:j_thiri the cont~actor's industry, 

(c) Publication of catalogs, price lists, ~-nd technical prunph-

lets ·-r:hich C!.id users of the contractor's products, i~cluding the · 

Govern.':lont ·or defe~se contractors, excluding, of course;·the cost.of 

such' publications t?repa.rod for the Government under ·separate contract 

~onsideration. 
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, :. (d): _t·dver~~sing for C?lllL1ercial pro.ducts,: qt}).er thap as. in .(a} 

thl'ough (c) above, ~ot :i~ excess ·O! the qontractort~. average annual 

cos.ts ~flew;-red. pr.ior ·to~ the ar;a;t;"d . of defe~1se . contrac:ts. establisheQ..· 
. . . . . .. . .. - . . ... ....... .. - ... 

_.· practl.c~~'- .may. be .. allocated to. d·erenl;)~ prime contracts .and .qubcontracts · 

fo~ ·:~-'!.l~h .eo~ercie.l products on tpe basis that the· G9sts. vvil~ .. :first .. · - ...... ·.-. · .. · 

be assi;.!ned .. ·.to the contractor's ·nondefense. business in·the saoc amol.mt·: 
• ·,'to.J • • ' , - I, , . ' 

pC:r. unit so~ !as ·.vras.·.assigned. to. $UCh· .. units prior ·to obtaining- de:fenso.: · 

t?usi~~s-s; _the· .a.mo.unt>remaining after ::~c.n.: as.signment mey'. 'be elloca.ted 

to. defense p~ime and subcontract~ b1:1t n.o~t ;n e~cess·, of ·the :e.mo.unt per 

~it .. on: nonq.efense. bus.iriess.; provi~e41 ·:hm:u~·v~.r;. the:ti·:whon defense ··. 

· ~;~· sales arc merely iQci~e.nt.a1, such :cost ·.2-~lo·cations may be ·.L1ade:;~. on an · .... 

.. .... ... ·, ...... 
. : ...... ~ 

· .-(~} Asv.e;t:"tis~ng.-~q_sts.,· other t.he.n ~as .. in. (a): through. (e},·.abovc1·:··,··:· ·.;; -.~· 

may not be .. ·e.llo.cr.teq to de.fen.~e . prime cont~a·cts· ·and. ·subc ontrac.t~-: ~for·~-.' ... ,. ·; ! ·. .. . ... . . . ... . . . . . . . . 

noQ-:-c.om.qcr.-qial .. products,:· .. Th~ sole :exc_ept~on .. to· this rule exis~ts .;in · · .. 

. crses .. where, in connectiqn with undertaking defense work, the. GO~.·· .:·,.· ... 
~ ' ' . . •. . . . . ' . . ' 

tractor's vo_lume of nondefense '\7ork is reduced substantially,· and .the ..... 

. ~.rket demand for the 7ontractor 's nondefense ~~~ork is. such t}lat the 

reduction· \Touf.d not other~\rise have occurred. In such cases 1 in order 

to ~nnintain good will,· the contra~tor may need·to continue to advor-

tiso in accordance with the contractor's ·.average annual costs incurred 

prior to the a~:1ard of defense contracts. In such event., ·the. excess of 

reasonab~e advcrti'sing costs· over the_ amount. chargea~le·to nondefense 

bu~iness at per unit .rates previously prevailing may ··be allocated to 

defense business. 

15-320.6 Product Transportation and Delivery E.."q)ens~~· These expenses·, 
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when required ~y the torms of a contract, are_ properly allowable.· Whenever 

significant in amount and provided j_t is feasible, they- sho~d be determined 

and allocat~d. a~ a d~rcct co~t of the product or contract. 

15-320.7 Warehousing Expon~~ Vl1enever a manufacturer maintains and 

ships products from warehou3es strat~gically located in order to provide better 

service or reduce transport.ation costs to customers (as is frequently found 

vnth sta~dard_co~~crcial products or spare p~rts), tpe expenses of warehousing 

such :stocl-:s, incl~ding transportation from facto~J to warehouse, are: allo-~7abl.e 

men fairly allocated to defens~ sales. in relation. to total sales of products . . 

delivered from such r:arehouses.. On the other hand, Yf~e~e products sold under 

a defense contract are not delivered or serviced from such warehouses none of 
~ 

the cost of oneration thereof.. is ~llocable to .the cont:r:a.ct. 
f. .a. •..•• 

15-320.8 Service and ~·;-arranty E.xpenses • In cases where the contract 

terms covering sa.le of defe.nsp produc,ts includ.e an .. obligation on .:tl~~- part ~f 
. . .. . . . . ' : . . 

the contrP.ct.9rs, ·vrithout add;itional separa~e comp~nsa.tion, to provi49 serv.ice 

in instc:.llation, tr.aining . .opera~or$,- c.orr~c-t;,ing defects_ in t1;1e product1 re-
'~ . ' . 

placing defective parts., mald,.ng re,fundE; ~n. c~e pf .inadequate performance_, e:tc•, 

the p~ice. qr. cost of tho product .~hould include an allowance for ~he cos~ 9f 

. such undel;_'_~akings. Generally, .~ny warranty o:f t~e prodll:ct as to ,performance,_ 

materi~ls1 .and.worlcmanship will be for .a. definite period of ti~e •. ln the case 

of cost~.reimhursernent-type contra.cts, .ac.tual costs of performance to be reim

bursed to the contractor vrill include .. such ·Of the foregoing costs as must be 

incurred tq, comply vri.th the tetr.tS of the contract., and the .. peri~d of performance 

of· the contract will usually not expire until the end of warranty period and 
• 

completion of performance of any -v:rork required by the terp1s Q~ the warranty. 
: . . . " -

However, in some fixed~price contracts, a uarranty may e~e~d- for a period cf 
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time'considerabiy:beyond delivery. ·In :~u~h· ·c'ase~s,' .. ·i~.· is,. nccess~~··t,d estimate:: .. 
. . ;, . ·: 

the cost ~of ·se~iices·· ·and warranties, ustiaity·j:as.'-a~:PC~~:entag~ -~~-~- -p~odu6e ·cGs.t;,·,. 
. . . •. ·,. ,•.;,. 

for purpose's.-··of'· price n~gotiation. _. E~·tinlt:'.ting:.wa,rra~ty c9sts ·nru:·st ~srially·;be ··r. 

:· t' 

based upon p~:st· experience in similar .cirbU.fistanc·~s·~ <-When all~vance·~ .. :·a.re m~.de 
•• • • : · •.. : I ; '.·.~ • • ': • ':' : • ~ • • !' ' 

-fd'r costs of performance. under warrantl~~~·as .:pr.o~:3:u~t co.sts., ·there 'should ·be·-: ri~· 
. ' ··. ·'' .·. ·. 

duplication of the ellovrance for -the risks· -in figuring all9''U!!bl~~ :pl:.-&r:i.ts.- '.·. · : ·. . : • .... 

15-320.9': Entert?int:nent Expenses. Entertainmerrl~ .~xpense~, as .stich1 ' shall 
~ .: ~ :. ··~~-~ ~:. ·.: : ;· . 

not b~ corisider~4.: ~i t~ex: .. d~ectly ·· o;~··· itidfree~ ~~.}\ ... -~P.~-~-.. -9!. ·:p~rf~hg. ·Gover~- .... 

ment C()~traCtS. ~rev~~:\~~~n :,~~eris'~s -arise~~!!,,~ ;r~~ult ~/~chtise or me~>ls 1 .. 

. . ·. .• ·. . . • ' •.. :· .• ·. ::- ·.· .. : .• :· ··. . . . ·.' . . ;": .~ ... : ( •. :·· .J. : .... . . 

local t.ran$portatioq·,: ·:rcnta.l of ·.faciii t1e§.: .. :fb~: P~.~ti:n.R~.I .. ·and·. ·other;· ·iriciden*'al : . 

costs 1 arid t!i€ primary purp~se of {riciiri+:i.rtg s~ch "'?~~;: -~~' t~~: 'd{~s"eliiiha,td:Qn, o,t 
•. ·.. . . : ~- .. : _:'\_.:·_·,·:·:·..... .. . . · ........ ) r:.~J)!f:. • .... , ~ .. ~ ... i':. . . 

technical information or the stimulati-on ·-Gi'·: prpductiQn, .such .. cost"S· ··are alloyrab.+e · · 
. . . • .... -...... t.. . . . .. .. 

• • •• •'.! ;.'~· •. [ • •• •. •• ~ .. 
.. ···· ... 

. : ... ·.. . . . . . . ·~~ ~-: ~: ·::. :·. :'.. .. .... .. . 

in deterinining ·the· cost of. Government· c·antractffl•;:., .~. 
. ':.. ., - . . ".:·· .. .:,. ·, ... ,. • . .. . .. ~:f._:··.:.( :·.· :--·; ~·-. .. 
i5~ 3.30 .. General·. and Administra!~ivc·' Expenses .• , ! . -:.; ·. · . . .......... · .• •.:: r < 

: . . . . . . . . . ·. . :· .. . . . ·, .... . : .. i .• '! • •. :· ·:·.:... :~ ("; ,~ !· ,· ... 

15~ 330~·01 : J~llo,cation of .General· ·and Arlmin~si;rat~ve Expenses'~ -:>•_;11.mong the . 

. . ,. : 

acceptable ba:ses . ., d~pC?nding upon .. the( eircuost~·nc.~s,.. of allo·c-~ting general.and. 

adrninistr~»ti vc eXP<an!'Je_s· S::.~ ·~oc~~sing; costs (dire~~ ~~o~1 'ra6tOFY 6verhe<td1 • 

: • '. • . • . • . ,:.-' ."; ,' : ~ . : ·; ~ : ·_' ' '• '• • ' ' . I ~ .' • : . : ,:. . . : ' • • • : " • . • . • •' . : • ,} 

and othe·~· factory:.'prp9-uqtion costs: exclusive-.:of .. (iirect 'material)j····ractory·.:i~put 

costs {pr66e SS:i:ng :·~o 13ts ~1~;. ~{rect nia terial) 1 ·cOst ~~ goodS . c'Oinpleted 1 cos~ . ~·~ 
, . .J • • . • . • : f ~ . • • ' . • . I , .. , . • . r • ~ , . . •. • 

sales, and sales (where no more sati'sfabtory.basiQ is a~ilable·), ,:provided that 

.... ..:. 

... . •. 

•"-· eqUitable . resUlts i afe thereby obtained. · In the se·lection .- of the ·particular 
t ~ ' ; 0 .. • • ~ : •• ' 

. : .. 

method or methods of e.pportio!k'ilent, special consideration should be given. to . 
. . '" 

# •• 

any such unusual factors as charges of-subcontractors and fixed asset improve

merit programs. All pertinent factors should. be rev~ewed from time to tire1 
. ; 

espec.ially if and when there is a ·.chang!b·. in ~~- n?-ture· ~r volume of production, 

to determine whether the indirect ... expenses continue. to ·be apportioned equitably. · · 

. . . ~ 
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Where the nature of a contractor's business has not changed basically by a shift 

to de!en.se prod":lction, the presumption is that his former methods., if tested by 

operation over a considerable period., are satisfactory.. However., this is only 

a presumption and should be reexamined in light of pr~bable increased_production. 

When the business has changed substantially because of .such a shift, the contractor's 

former methods of allocating iridirec£. ·~xPenses ·may be entirely :Lnappropri~te and · 

.. so should be thoro~ghly revieW-ed.. ·' · 

15-33_0.92 Executive ComPens~ti·o~. ,. · 

(a)_ Executive .comp~nsatio'n c6n.si~t·s 'of ·all e~luments (including ·salaries, 
. . . . . 

bonuses 1 _stock option~~ etc.) paid or·acc~ed:for services actually rendered to 

.~the contractor b~ executives, ~ffi.c~rs., ·Partners:; ··sole. proprie~ors, and ?thers of __ 

similar rank a.nd a?ilities. : sUch··6;o~·ts are allowable when re~sona[?le. ip ~mount ~ 
. . . . . . 

the light of the services rendered.·: Whkr~· the(c·ontraetor•s ·o~ganization was .a. 
o;-:1· •';: • • 

goiilg concern for a significant ··~e;i~·d! pr~-o~_:·t~ .. th~ av[Srd. of ~·defen~e contraots_,_ 

the amount of compensation established· by' ·tlie:, contractor· ··will normally be considered 
• '' o _., . • ' o, • .. I • ' ' •' 

.. reasonable~ · In other eases and .. in· any:· ease :\fber.e:. ·t~~-'. amount. there_o:r. ·appears not. 

·to have been dete~ed. tfu.kgii'!lrm!s ;iength;bargaip~~·~~~ ~~e ~l;,yez: ~. 
. .. . ...... ..... I .. •· . 

'· 

the executive special consid~ratiori mii.Y. be · reQUired• ·Arm' a. length bar~ining .. . .. 

may be ... lacking in any_ one ~f the follOWing· situations among others~ 

(1) Th~ executive or a .member .or· his immediate .fa.m:!,~y .owns. pr is 
. . 

-- commit.ted to acquire a substantial fine1.ricial interest .:·in the. contractor 1s 

organization; or 

(2) Ownership of the contractor is• limited to.a .small .. cohesive group; 

or 

(3)· The volume of Government contracts when related to the co11-tractor 1s 

total business is such as to influence the contractor in his determination of 
. ! . . ' . • .. 

executive. compensation; or 
.. . I . . . 
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Detcri·d.ne.tion of the foregoing facts in any case may require submission of 

cost data of the tr~nsfcror, 

15-312 Labor. The cost of obt&ining :tho services of any individual 

includes the base salary or v.ra.ge, plus the cost of all fringe benefits, 

Therefore, botJ.1 the basic salary or 1-.ra~.e and all fringe benefits 1-1ill be 

consider~d in detern1ining the ree.sonableness of the earnin&;s of an indi-

v-idual in relation to services rendered, Direct labor cost consists of 

salaries and 1-.rages identific:d specifically tdth the: performance of a con-

tract, job, or prod.uct. Lc.bor services utilized for joint o1.1,icctiv0s may 

be trce.tvJ e.s indirect cos·::.s if spE:cific identification is ilnpTactical or 

uneconomical 2r1d the results of c.llocation arc equite.ble. In determining 

. historical costs, lc:JJor v.rill gencrclly be charged ·at actual rates prJ.id by 

the contractor. Hm-~evor, if it is tne contractor's consistent practice 

to charge for pcrforT;1cnce of groups of 
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12.bor c.t an :;.verage rate,: 'or ·to ·use standard labor rates, with consequent 

savings in clerical e1cpense or impr;ovement in la·bor·· "control, such methods; 

may b'~ used, p~ovided lBbor gl:'Qupings ·and the adjustment for c·e>st· va.riances 

result in a reasonably ac·c·ure.te- ~:lsse·ssment of total charges. Similarly, when 

lc:-.bor costs c·re required fo-r making· cost estimates:, the use of standard labor 

rates a.nd· standard tinie allowances (appropriately adjusted for experience 

yar~.anoe2) or reliable engineerin·g estimates is acceptable-. Ordinarily the 

use of· v;rage· rates higher than current going-rates will not be permitted for 

estimating purposes. In order to ·avoid subste.·ntial allowances for such con-

tingencies, escalatio:.1 or pri.ce-redetermination clauses are provided •. H6w-

ever, situations involving increR.ses in v:C~.ge ra.tes ·which are reasonably cer~ 

tain and determinable or relatively minor in amount may warrant recognition 

being given thereto in makin[; estimates. 

15-312.1 Fringe Benefi ts-V~ca.tions, Holidays~ Sick Leave, !i:lili tar:r 

Leave·, Pensi0n and itetircment Plans, and Employee Insure nee, but 
Exclude Scvcrcmce Pays. 
Corn.:~:-:en.s2Llon of f.lhes€: types :Ls allovrB.ble to the extent thC1t, in each individual 

case, it is reouired by (i} larr, (ii):emploYer~employee ngreement, (iii)' 

est.:!.bli3hed policy that consti tu_tes, in effect, an implicit agreenient on ···· · 

the contractor's part, or (iv) circl.unstances of the particular employment.·.·· 

'i'hf! cost of' "fringe benefits" is part of the co·st of the Y~ork perforined. 

by the b'mployee ·::hile on the ,lob, and must be considered ~s he;ving a. dire.ct 

relatio.nship to such vmrlc. Hov-mver, ·in recognition of the·· different .. ab·count-

ing tre~tmcnts by different contractors e.ccorded fringe benefitsi the .. cost · 

thereof may be alloceted to Government contrrcts on any of the following 

b~ses, provided equitable results arc achieved: 

(a) ·Each· class of compensation is prefe:r.·abl;; .. -
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t'J be ~.ccrued as a cost over. the periljd in Ylhich it is ee.rned. 

(b) 'l~11ere it is _the contractor's established practice to record the 

costs e2t the time .of payment, such practice may be acceptable. This is 

ti1e most commonly used method of. accounting for "fringe benefits, 11 but 

its use might result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during r-rhich · 

most of the contractor 1 s employees took v~.cations or military 1ea.ves, 

recognition of the·cost at time of_payment would be inequitable to the 

Government. On the other hand, if tho contract or contracts extended 

~~Gr approximatGly one year at?d the proportion of Government vlork to 

the cantractor 1s commercial work rcmaiped stable,, this method might be 

eouitable. 

(c) ;~)hen the costs of any of the elements of fringe benefits are 

gre2.ter or lesser Yd. th respect. to defense. business as compared '\1\rith 

nondefense business, such ~osts should be allocated, so far as feasible 

and appropriate, between the· t".'fO classes of business before further 

cdlocation of such costs to individual contracts or products. If this 

method of cost .allocat~on ~s used, it should be used consistently for 
./ 

all elements of fringe benefits having ?.. different cost relati~nshj_l~ 

of defense business as compared Kith nondefense busine:~:: .. 

.• 
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benefits based upon eA~erience.for a representative period in lieu of 
J 

individual consideration for each item. Changed conditions and cir-

cumstances would have to be considered in making such a determination. 

The experience rate -rrould then be applied to tho more direct labor c.osts 
.. ·: . 

to determine the allowable costs. The use of such rate should be subject 

to revision in light of changed conditions, 

The cost of pension and retirement plans is covered more fully as tlie 

subject of a directive set forth as Appendix to this Section. 
,. 

15-312 .1~· Severance Pay • The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) law, 

(ii) employer-employee agreement, (iii} establi$hed policy t~at constitutes, 

in effect., an implicit agreement on the contractor's part, or (iv) circum-

stc-.nces of the particular employment. Theoretically, the right to severance 

pay is eR..rned during the entire period of employment of the individual or1 

when based upon specified years of service, is earned during those years, 

In thco~, the cost of severance payments should be recorded in the contract• 

or t s accou..11ts during the periods in v:hich the employee earned the right to 

such pa;yments. Ho-rmver, fe~: contractors accrue severe.nce payments because 
; . 

(1) th~ _cl~rictll expense involved in identifying and recording the cost for 
~ .• 

each em~loyee i~. not justified; e.nd ( 2) there is considerable doubt that 

any substential payments vrlll have to be made since payment is solely con-
•· ' . . 

tingent upon future events. 

The cost of severance payments may be included in cost estimates on~y 
. . 

to t~o extent that such estimates are bnsed upon severance payments actually 

made over a representative past period. In determining historical costs 

severance payments· actually made arc allOYiable if not in excess of th.b ~!'>i-·i• 

7 
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of such p2.yments over a representative past period. Where the Contractor pro-

rides for c.ccruals of severance payments in lieu of r8cordirig the· cost thereof 

at the time· ·of payment, such method vJill be acceptable if the a.mount of the 

2ccrual is reasonable in light of payments actually made over ~- representative 

p<::st period. Generally, tho cost of severance payments made during the por

foru:c.nce of defense contracts ·should be. a.llo,c~.ted to all classes of Y:ork being 

performed at tho time of payment s..i.nce it is a reduction of tota.l work '117hich 

causes tho severance. Because of the degree of uncertainty surrounding defense 

production, the.. follovring paragr~phs arG dovote·d t() the treatment of' severance 

payments anticipated to be necessary upon the cOmpfetion or termination of 

defQnse production• 

Tfuere the contractor is an .estc.blished concern 2nd its level of employ- . 

ment h;::.s not bsen substanti8.lly increased -rrith tho advent of defense c.ontr.2.cts, 

the contingency of substantial severance pa;,rmE:mts upon completion or.tcrmina

tio!: qf· such c·ontr2.cts is so remote the.t consideration need not. be given 

thereto., in m2.king cost. cstima.tes or ~n determining historical costs• 

. , .A· specific contractuc.l provision may recognize severance pay in either 

of the follovring si tuati.ons: 

(1) The contr2ctor is ne-nly established, is producing other 

t~1an a substantially standard comrnercial item, and the 11eight of av~ila-

~- blo evidence indicates that upon completion of defense vrork the contrac

tor. t s operc:tions ~;;ill cease or greatly dir.rl.nish. Illustrative of this 

si tu.:·:ttion. is a contractor organized to oper2.te a. qovernment-owned fa.cili ty• 

(2) ·Tho contractor is not no•;Jly established, is producing other 

than a substa.ntially com1ncrcial item, c.nq its level of employment increased 

subGtantiall:, .. ~:iith the adv.ent of defez;se contracts (particularly T:hcre ne17 
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fa.cilities ctr mP-. .jor .. potti.oos .ther~of . .Y.iere placed:.in ... operation) and• the· 

iieight of available . ev'fdence indicates tha.t upon. the. completion of defehSC· · 

·,.-;ork the cont~ .. C1.ct6r 's Or:>c!'atio~n·s· yrill· shrink to approximately the pre-

c.'Jntr~ct avrard level. . r 

·I-n either cc.se (1) or ( 2) above the tr~atment··of severance pay by. con.-· 

tre.ctual.·provision should Vc).:i;r r.rith the type of contract.· In the- case of 

cost-t:;-pe contracts and those fixed price eontrt~.cts the pri~e· of ·whic.h is 

negotiated upon cor:1pletion1 the contractue1 provision m2.y provide for recog:... 

ni tion of severance pnyments actually made upon completion or termination.· 

~nero price is determined before ·completion, estimates· of severance pay 

costs mP.y be included in total e·stimt.J.ted cost.- Determination 'of ·the amouht ·· · 

~i of seve.rance pc_y to be included in ecst estimetes is pe.rticularl~,r difficul te 

The ~.~aunt included should n.ot be the o.stimatcd t'otal possible ·ruture · lin.bili ty 

w., for severance pa:\rnents since the contrc.ctor ·-is' expected to give" notice of 

::~ sep~ration in lieu of making severance paynierits.-· The· ·runoti.nt included should .. 

reprssent a conservative estimate in light ·of the· degree of contingent ·risk 

assUii1Gd by the contractor. Where ~.grecment is· not possible, consideratiori : ·:-

shcmld be gi von to the use of e. tyPe of contra.ct W'hrch 170Uld permit recogni-

tion ~f the cost of severance payments upon completion or <tcl"i'ni.n&t:ion· ·of ·thEf 

contract~ \.here an allo-v1e.nco for severn nee pe.y is prQviq~O. .. i)1 :~ .... ;fixod ·price 

contract; c?re !mist be ·exercised to prevent duplict!tion of P.llovrance--t;hGrefor · 

in other c·ontrc-cts. 

. . 
.... 
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15-312.2 Premium Payments for Overtirr~ and Extra-Shift Work. Costs of 

this nature consist of only the premium portion of overtime and extra~shift 

payments or accruc.ls to employees, not the straight-time portion. Thus, if 

the r2.te for overtime ·work is time-and-one-half of the regular rate, the 

premium p0rtion is the Cl.dditional one-half, Similarly, if the wage rate for 

a second shift is twenty: cents an hour above the regular rate, this additional 

amount is the premium, 

Overtime and shift premiums are allm'mble, but the contractor must dis-

close a.nd justify overtime other than of an o.ccasional nature. V·}henever such 

overtime allo·vrc nces a.rc; claimed under cost-type contracts, a.pproval of the 

contrccting officer or }::tis authoriz(3d representc? .. tive must be obtained. (See· 

·· pa.r~ graph 12-102. ) 

Such premiums may be classified as either direct or indirect labor cost, 

but overtime pr.emiums should be separately stc:ted in either event. When tre~.ted 

as direct J.B.bor cost, overtime premiums should not be included in tho base 

for distribution of overheca.d. The amount of overtime and shift premium cost 

:li, cl1arged on ·Government contracts shall not be disproportionate to the amount 

of such costs charged on non-Government t--.rork being concurrently performed in 

the cbntractor's plant. 

15-312.3 Unclaimed Yia.ges. Costs under cost-reimbursement-type contrc.cts 

should reflect a credit for uncle.imed wages based upon agreement as to the 

" amount -t.hsreof reasonably expected not to be paid subsequent to the date, of 

' settlement. In this event, all unclaimed wage lia.bility rests with the c.-..... _ 

tractor. Vlhen such an agreement cannot be reached, the Government will assum·J 

liability for payment of unclaimed VTCI.ges and eliminate all alloYrances ther8-

for from reimbursement to the contractor. 

- 8-
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· 1.5-313 other Hanufacturing Expenses: 

15-.313.01 Allocation of Indirect I1anufacturi~g Expenses. Among the 

accDptablo bases, depending: upon circumst~ce.s 1 for allocating indirect man-

u:racturing expenses are direct-labor-cost, direct-labor-hours, ma.qhine-hours 1 

and. units processed. In, more complex manufacturing plants, it is appro-

priato to depe.rtroontalize the ple..nt·for·purpbsos of accounting for manufac

turing expens·es v1hen any given type of defense production is concentrated 

in dcpartmE:'nts having a much higher or loNer expE:nse rate than 'the average. 
•• • • 0 

ExpGnse dep£:.rtmentalization is also desirable in larger ~nd more· complex 

plants for purposes of expense hu0geting cmd control b~r the responsible 

formnan, rognrdless of the need for a more refined method of expense allo-

cation. · \!·.;hen manufacturing e:q)enses. are depart·.:wntalized, it is necessary 

to chDrge service-depCI.rtment expenses (such as. the power plc.nt) and fc.c-

.. tor~i genc;;ral expenses (such as truces, insurance 1 etc.) to the .productive 

dciJc:.rt:.Jlcnts on appropriate b2ses before allocating the· respecti VEJ produc

ti vo ·department expenses to products (or pr.rts thereof) or to contracts or 

job orders for products. Appropriate bases should be selected for service-

. dcpcrtmcnt 2nd other expense d.istributions to productive departments - e.g., 

kilo-:·rc.t ts of poni1ectcd po1.ver loctd or metered p01-1er consumption, in the 

case of ole~tric power. 

When direct-labor dollars exp~nded ·fairly_ reflect machine effort, as 

well as labor effort, in any· pr-oductive department, it is most s irrrple 1 as 

well as appropriate, t.o use t!u··t. bt..sis of e:>.."J)Cnse t:!.llocation in pre.ference 

. to n dircct-lc..bor-hou.1 .. or machine-hour oasis. When there is much automatic 
. ' 

or semi.?.utomatic machinery in a productive department, the ·usc of a machine-

hour-rate is generally more appropriatE.: for expense allocation. The units-

processed-bC'.sis of allocation is gcnc::rally arypropriEtte vrhon a given productive 

- 9 -
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department processes only one item, or·the several items are so similar as 

to be suscept-ible· to measurement .. o:f. 1lJlit"s processed in t.enns of. a common de-

nominGtor -- e.g., steel· sheets of various gauges processed through a roll-

ing ·:mill. 

15-313.02 Allocation of Engiheering Expenses. Enginoerin5 expenses 

include such items as the cost of product design, tool design, lay-out of . 

production lines, detenni.t'1ati-on of mc.chine ·methods end drafting. The prin-

•ciple of dir-ect costing (see paragraph 15.;.211). vJOuld indic~te the ·desir-

ability of charging directly to the benE:fitted activities (production, fa-

cilities, and rcsec:~rch and development) all engineering costs vJhich cnn be 

directly identified ·-oith such activiti•Js-' lc;aving only e. relatively Yitinor-

a:r:1ount of engineerinf costs (consist in€:, chiefly of· engineerin~ ad.mil;listra-

tiv£ expensc;s) to be-allocated to thE. actiVities. ·All engineering costs 

chC1.rgod dir,~ctly or 2.i.loca.ted ·should in· turn bu assign2d to products, prod-

uct lines, job orders, contrc.cts, etc. Further treatment of various prob-

lems in connection Hith the costing of. resoarch and developmen,t, tooling, 

and preproduction expenses is included in this Par.t· (sec paraeraph __ ); 

facilities contracts e_re included iri Part L .• 

15-313.03 Depreciation •. 

(a) D9prccia.tion accounting is a system of ac;counting which cd .. "'TlS to 

distribute tho cost of tangible: capital nsscts' less cstim::-~ted salvage value 

(if': any), over their osti.rnr~ted useful ltfc in e. syster:12.tic and rationnl man-

ner. It is a process of allocation, not of valuation •. Depreciatio~ for 

tJ.1c year is the portion of the total charge under such a system thc:-.t is al-

located to the year·. . Depreciation on a contractor' s· plant, equipment and 

other capital facili tiGs is ar1 [•.lloHeble c;lc·mcnt of contrc.ct cost, usually 

of an indirect ne.ture. 
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(b) Useful ~-~f~;, as above referred to, has. reference ·to the prospec

tive period.of economic usefulness in the p2xticular contractor's operations 

c.s distinguishe~ f~_om physical life. In establishing estim2ted useful life, 

cons idera.tion should be gi von to all of the factors of wear and tear, ob-

so].escence (both economic and technological), and inadequacy, which arc com-

m.":n to the deprecic.tion problem,· Of these factors 1 obsolescence is most 

often the limiting or controlling one. Obsolescence of facilities, from . 

the s"t.Pndpoint of econo:~o.ic utility, is c:.l1~~Yays a .prospect or contingE;ncy to 

bo anticipG:.tcd (differing only in degree,· in each instance) Hit~1 rGspect t·o 

an entire _entE.rprise or an indivi~ual plE'.nt, as v1ell as groups or individual 

itons of plant and equipment, Costs of dop~eciation and m~intonance are 

mutually rel2.ted. '•ier..r c-.nd tc2.r i.nf'Y be incrc;;c-,sed by lc.ck of mC'.intenance 

or mo..y be 1:12de good by me.intenc>.nce {often indefinitely, so long .:lS it is 

economj_cal to ~to so end provided obsolescence or inadequacy has not become 

eminent) •. Hence, cstirnatos of useful life of facillties in each case should 

take into considcrr..tion the o.ctual maintenance policy in effect. 

(c~ Depr?ciation may be deter~nined by application of ~.ny one of the . :. 
~e~c.ral~Y. ~<;9?Pt od met bods; ho1·rcvor, t.h.i;.; selected method and rate of depre

cir.tion used .should, in the absl:nce: of compelling. reasons to the contrary, 
. ·. ' . . . ~: : : . . ' . . 

·~ol}.~i~tc~!tly be ap)2liod from yenr to year. Generally 1 hoNcver, deprecia

tion is too intangible to warr2nt. attempts at meticulous estimates b:.r ap-

plicc-.tion of ro.tes by indi vidue.l i te:ms of plant and equipment, although 

such 'tttempts are frequent and will be recognized. Hence, dcprcci;.:.tion 

~Till gcncr2lly be detorminod by groups of facilities for which the factors 

bearing on cstimatc~d useful life are simil['.r. The amount of· dc?reciation 

writtun off in any fiscal pc:riod may vary v1ith voltlme of production or be 

- 11 .. 
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increased for multishift oporation, provided the method followed is con-

sistent 1-vi th bc:.sic ob jecti vo set forth in subparagraph (b) above. Special 

methods havo.been established for de~ermining depreciation on emergency 

facilities covered by Certificates of Necessity by a special directive set 

forth in an appendix o~ this Section • 

.(d) Depreciation should be based upon original cost of the facilities, 

whethGr measured by purchnsc.~greomcnt for a c&sh consideration, tho fair 

value of securities is ~ued -in exchange, o~ similar appro'IJriatE:; m'?2.surcs, 

~altho1.~gh it is pc;rm.issible that su~h cost of facilities be adjusted, 't·Jh£re 

desired by the contr2ctor for purposes of depreciation computations for 

contract pricing, to current price levels by the use of a general price in-

dox, provided in such event that the pr~ctice will be followed consistently 

in the future ~nd also provided thot othertvise: the charge is made at the 

SBmc annual re>.tcs applied to such adjustsd costs as would have boen appro-

prir.tely applied on original costs in view of the esti.m2.tcd us cful life of 

the fc-!.cilitics. In other words, no deficicmcy in actual depreciation pro-

vis ions in any prior yc;ar, bc>.s od upon current price lENels, should be in-

eluded in .... the dcprcciP.tion charge for the current yeD.r.!.7 No other basis 

of det0r1nining npprcQiation in value of f2cilities may be utilized in de-

torT •. linint:. depreciation for purposes o.f contract costs; for this purpcs e 

the tc..x basis of facilitiGs values ~cceptable for internal revenue purposes 

-~Particular attention is invited to the ~ubjcct mc:Lttor bct-v.reen the brackets. . . 

It is dos::red thE'.t comDent be subnitted on this concept, together ·td .. th sub-

strlt)t:~..Cl.tion therefor. 
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(e) No depreciation will be allowable as such, or as a rental or use 

charg£ 1 on the cost of facilities which are fully depreciated but still in 

use when a substantial portion of such depreciation was on a basis that 

represented, in effect, a rocovery thereof as a chc.rge against defense con

tracts or subcontracts in ne;gotiated pricin£; or statutory renegotiation of 
contracts.. Otherwise, the contractor may compute nonnal depreciation on the 

cost of facilities in use without reference to previous depreciation pro-

visions. Fully depreciated facilities will b0 determ~inod on the basis of 

relating original cost to accumul8.ted depreciation on such cost 1 regardless 

of whether there is an adjustment of current depreciation charges based 

upon adjustiJ1g the cost of facilitios to current price levels. 

(f) l!o cJ.epreciatio.n may be allowed on facilities 1-Jhich m-e not in 

use, except such facilities as arc hsld for re~sonable production standoy 

purposes and, ~rhen specifically provided by mutur~l a.greeme:nt, on facilities 

rGproscnting additional plant capacity res8rved for defense production. 

15-313. OL. RE::pairs a.nd :~taintene.nce. Repairs and maintenance of facil

ities {including Government-owned facilities) are illow~ble elements of 

contract costs.. It is necessr.lry that such expenses exclude expenditures 

for plant nnd equipment which, according to gonerc:.lly accepted accounting 

principles, should be capitclizeq. and mc-.de the subject of depreciation. There 

is, of course, a t1-rilight zone bot1•r0en repairs <?.nd maintenance ~nd capital 

expenditures within which a contraetor should be permitted to operate upon 

the basis of his established accounting practico, if tho results are equit-

able. For exc.mple, certain major costs of building alt8rations and rebuild-

ing or 

.;,. 12 -
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rehC1'bili tc,ting rna:chine.ry and equipment may reasonably be treated in some 

· inst?.nces C!.s ei thcr repairs and !M.intenance expenses or ,capital e.xpendi tures, 

depending in part upon the contractor's established policy, In making 

decisions ~nth respect to the alternative account1.ng treatment of those items, . 

co11Sidoration should be given to the materiality of the 2.mounts involved, and 

the question of the substantial enhancement in value of a contractor's facili-

tics at the expanse of the Government for use during periods in which the 

contractor will have little defense.busincss, In the latter case, for con-

tra.ct pricing p~J.rposes, the cost gener·C\lly- should be considered to be of a· 

capital nature and the subject of depreciation. In those instc.nces vmere it 

ma:r be ~ppropriate to charge the cost of extraordinary rehab:tlitation to 

expense 1 special care should be talc en in equi taqly alloc.?ting the costs to 

c.ll t~e benefited cla.sses of T:ork (see 15-313.07 "Preparatory Costs"). 

Repa.irs and maintenance costs on facilities which are not in use ·will not 

be.2llowed, except on individual items of machinery and equipment (as distinct 

from entire pl·ants or significant. portions thereof) held for ree..sonable standby 

pur!Jcses. Repairs: and mainten~.nce on additional plant capacity reserved for 

defense J,Jroduction v.:ill be allowed only if specif'l;.cally provided by contractual 

~.greement. 

· In some instc:mces, Rllm7ance of substantial extraordinary .rehabUite.tion 

expenses as a chc.rge against defense ·business m~.y be pcrmi tted but Tlill be 

contingent upon the contractor's v.rri tten ~.greoment to hold the facilities 

avail~.blc for defense y:ork for a stated minir.Iwn period. 

15-313,05 Profits or Losses on Disposition of Plant and Equipment •. ~r. 

determining c0ntra.ct costs 1 no recognition 1-:rill be . given to. profits or :'.~s:::es 

on disposition of plant and equipment for the reason that depreciation, 

~ 13-
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r?~s~n~bly dctcrmi~ed1 provides the exclusive ch~rge for the cost of using a 

contrnct-:>r' s fncilities.. However, when a contractor has capitalized special 

purp~se f~cilities acouired solely for performance under defense contracts 
.. • • • ' •I • 

(r~ther than charge t~e costs thereof to_speeific contracts) and engineering 

c:-u:nge:s ~r complete or partiB.l tGrmin~.tion of contra.cts finds such fee ili ties 

n?t fully depreciated and not rea.son~.bly useful for other business of the con

tr~ctor, an addition~l cost allowance n~y be made in determining costs of the 

termin~tcd contracts for the purpo~e of eontract s~ttlemcnt1 provided such 

facilities are·transfcrrod to the·Gover~-nen~,. if' so desi:rcd, or an equitable 

adjustmqnt is made in favor of the Government in recognition of any resale or 

salvagG v~lue estimated for. such f<?.cilitic.s. 

15•313.06 Rentals of Plant ~.nd Equipment. Rent2.ls of plant or equipment 

ar·~ c:>.llm'ra~le if re~sonc.bly required for th8 perform~nce of .the contract and if 

bone fide and reasonable as to rate and duration. Special care. should be 

exercised in determining re8.sonablcness of rentnls in cases in v:hich re.tes 

were r-rrived t=~.t c.s e1. result of less than arm's_ len~th barg?.ining. Rental 

,, costs ma:r not. be bona _fide '¥lder tho follo17ing circumstance.s: 

(a) Rcnt~ls P..re pa~.d to persons, including corpor~tions, affilia.ted 

·ui th the contr~ctor. 

(b) Rent2ls arc paid to unaffiliated persons, including. corporations, 

upon property: f_ormorly oYmod by tb.e c·ontrC~.ctor 11hen such property was fully 

' depre9iato~. or substc:.nti~.lly fully depreciated before sPle or transfer = .. ::d 

Go-·.tern.mcnt contrB.cts . absorbed a significant portion of such dcpre~iation. 
. ' 

In ai thel' cc..se (a) or (b), rontc.ls 1':ill be limited to .'·=. reason~_ble ~mount 
I . . . ; 

of de::>~eciation1 as might bo determined if the property :-;ere o-~-:no·::~ by the 

contra.ctor, plus ct;irrying costs which ere not paid b-.Y the contr~:ctor under 
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the t,crns of the lease, including onintcnance, tn.xca, and insurance (but 

not interest on the investment). 

15-313.0] Prcpera.tor:-r Costs, inc~uding Engineering... Preparatory costs 

or ex:penses' also knovm e.s "make-ready costs"' arc . costs specially incurred in 

prcp~.r~t..ng to opcr·::-to under a specific ~or:t.ract or contracts. They include 

costs of orga.nization and planning,. employee r,eeruitmont and training, engineer

ing ~nd development (including prod~c:t design, product spe~ifications, and 

planning of production processes and layout) and plant alteration c.nd rearrange-
. . . ' 

ment. Prep,?.ratory costs do n"t includ~ . ~i tial production ( stc.rting load) costs 

uhich 2re treated in paragraph 15-313~08 or sp~cial tooling 1~hich is treated 

in part>gra.ph 15-313.10. 

PrcpPrntory costs, when incurred for·thc exclusive benefit of Government 

production, are allocable directly or indirectly. to tho contracts benefiting 

from' such costs. ~;:'hen preparC~.tory cos~s benefit ot~cr classes of Yrork as well 

c.s Government :·:ork, an equitable allocation to all benefited classes of :vrork is 

proper. 

Prcpr~.ratoi7 costs may have been incurred prior to the award of a definitive 

contr2ct. The amounts of such costs, for purposes of contract co$t .~llOi~rances, 

arc subjGct to approval of contrP.cting officers based upon a.dvance understc.nd-

ings or upon subsequent negotiation. In such case a specific provision cover-

ing the 2.lloYiabili ty of prc;...av;ard preparatory costs should be incarporatcd in 

any defini t.i ve contract Ylhen futuro pricing or repricing may be based in pc.rt 

upon ectual· contract costs. Similarly, it is desirable thc.t prior approval of . 

the contracting officer be obtained in tho event th~t unusual charges of this 

type are. to be incurred during the life of the contr.9.ct. Houever, the ab3bnO:::' 

of such provision ar approval 1Yill not preclude consideration of the costs 1n 
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subseaue·nt price negotiations or .determinations ·under such contracts. 

15-313 • 08 Initial Production Costs.. Ini t.ial Production Costs 1 also 

knu,::n as nstarting-load costs", are non-recurring costs tl.at arise in the . . . . . ' . . .. . . 
earl~f stages ·Of production because of the contractor's unfamiliarity or lnck 

of ex-::·erience with th~ particular mater-ials,. ma~ufacturing processes, or 

teehrr.i.c:.:1es involved. They are to be distinguished from preparatory costs or. 

exoenscs (also known ~s "make-ready.costs")• 

Initi~l production costs may consist of the excessive portion of material. 

costs incurred in· the early stages of produetion.; on contracts requiring new .. 

products or greatly incre~sed production, as the result of abnormal quantities· 

of mater5.c.ls used or abnormal scre.p losses. Initial costs may· al.so cons.ist .. 

of the excessive portion of direct-labor costs, plus a proper portion.of the 

rel~.ted· overhead, incurred in the early st2.ges of production due to such 

causGs e.s· excessive defective work re~ulting from ineA~erienced l~bor,: idle 

tine ~nd subnormal production occasioned by testing and chnnging methods of ... 

processing, ~nd cost of training employees. The justific~tion for such sp~cial 

·.:· costs depends upon their nc-.ture and caus.es 1 and not merely upon the fact thet 

to.ta.l production costs are high. 

- ·.After e. re~.sonable volume of production has been attc.inod and initial· 

manufC'.ctt:ring diff lcul ties have been overcome~ unit cost rrill usu~lly t~nd.; .. 

to level off, thereby evidencing .the end of the initial period· of pro~ucti;)n. 

·but not necessarily representing the lowest unit. cost eventunlly at~a.inable 

during the 0peration of the entire contract. If 1 ho-r;~ver, these. cos:ts .con-

tinuc C'.bnormally high . after a contractor has been allo'1.7ed. a. .rcasonC1ble l~ngth 

of time in v:rhic.h to lc·arn hoH to make a product efficiently, .. the. exces&ivr;. 

costs may not properly be allowable for purposes of cost reimbursement :~~_. 

. - 16-
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cst~~ating uhd0r cost tJ~e contracts, ~stim&ting for formal pricing plir• 

poses in fixed price contracts, or in establishing costs under terminated 

contrc:~ct set tlcmsnts. 

15-313.09 Reconversion Expenses. Reconversion expenses e:.re those con-

nccted vr.Lth re:storation of facilities to approximatsly the same p..l'lysicai 

arranf_cment e.nd condition they wore in immediately prior to the beginning 

of defense work, including the rt!1noval of Government propcrt:,r. In many 

cases, ro?onvcrsion costs, except for the removal· of Government property 

.arc incurred for. th~ benefit of ;future production, in 1-rhich cases such 

costs should b.e assessed ag~inst such production. However, in a specific 

cc;sc r.nd where .all of the; circumstances outlined below exist, roconvcrsion 
' . . . . 

.~ costs Ji1['_;r be recognized through specific contractual provision. 

(a) Thcr0 must ha.ve been a major alteration or rearrr-illgcment of fa-

:-;"~ · cili ties c;.t the incc1Jtion of. defense work for the sole purpose of pcrfon11-

~~:.. Ch11CO of dcf.cnse cont!'c.cts, or. facilities were newly E..cquirod buildL"'lgs in 

~r;_·: vrhich Government maGh:inery and . equipn~cnt has be.en installed. In the lat-

·-r 

tcr case, only. tl,~o cost of. removing Government property is to be considered. 
. . .. . ... . . 

(b) T.i:lC nuccssity o.~ rc.conversion of fa.cilitios ~o approxim<Stoly the 

sa.)~ physical arrC'nt;:eucnt. and condition they w.~:.:rc i~ i.mr.l~diatcly prior to 

the beginning _..of defense v!ork 9-nd the costs thereof must be r8c:sonably 

certain and dctcrminc.blc. . , 

(c) . T.he:r'? _is little or no .post dcf~nse work COliL.;terci::~l benefit to the 

·co!'ltrnctor as the result of such ~.ltcr2.tion or rcarre.ngement. 

(d) Ncithor.the partiy~lar.contr~ct nor eny othc: con~r~ct cont~ins 

nn 2.llo't·mncc for the use of! facil~tics which would compens~te th..:- .. contrc.c

tor for reconversion expenses. 

Reconversion costs. shall be e.llowe:d only in prici.l'lg those fixed price .. 

... • 17,-
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contracts in existence or_actually being nego~iated at the t~n8 the costs 

of conversion were incurred. ·In the event of subsequent conversions or .. 

modifications for additional fixed price contracts, care must be exercised 

to avoid duplic~tion of ~llowances for reconversion costs. Specific con-

tractual provisions 1nay be included in cost-reimbursemcnt-t;ypc contracts to 

compGnsate the contractor for actual reconversion costs incurred in circu~-

st2nces mocting the above conditions. 

1.5-313.10 .Special Tooli..n.g. The term "special tooling" means property 

of ~uch.specialized nature that its use, without substantial modification 

or alteration, is limited to the production of the particulc-~r supplies or 

the p8rformDnce of tho p~rt~_cult~.r services for which acquired or furnished. 

It incJ.udos, but is not limited to, jigs, dies, fixtures, molds, patterns, 

special tnps, special gauges, 2.nd special test cquipmc.:;nt. 

The cost of specinl toolmg, -vrhen acquired for and its usefulness is 

·limited to·~Cnc or more Gover:n.'ile:nt contracts in· force or being ncsotiE:ted 

c.t the tir:w of .'lcquisition, is [tllocable to the specific Government con-

tracts. The cost of tooling which is :=ipecial to other· classes df work vJill 

bu allocated to such work. The cost of non-special tooling is not subject 

to direct allocation, but is subject to depreciation, which is tre~ted 

clse't·Iherc in this Part, except thc.t ir1 the production of standard connner-

cial products such tooling costs :m.?_y be troated ·as indirect manufacturi."lg 

expense on en expenditure basis, in lieu of depreciation, when the result

ant charges- arc reasonably 0quitable between fiscal years. When the entire 

cost he!s been e.llocatcd to Government contracts, the asset concerned shall 

become contr~ctor.acquircd Government property nnd be subject to the pro-

visions of Section XIII and i~ppend:ix B, ASPR, applicable to contrc.ctor-

acquired Government property. 

15-313.11 Research and Development. Research and development expsnses 

18-
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may be divided into two major categories -• ·(1) product research and develop-

ment, [.~nd (2) general rc1search. 

( e:.) Product research and development is that effort 1d1ich is ·directed 

toward the sotution of specific problems cncountcred·in the design or·pro-

dtiction of a. particular product which t~~s or is anticipated to havo militnry 

or comr~k:rci[;tl use. · The current costs are allovJable ns costs on defense 

~ 

contrc:.cts end may be allocated thereto only to th6 extent applicable to the 

supplies or services cov~/rcd by the contracts, and provided such costs are 

not rci;•ltburs ed to the contract~r under· separate. research and/ or develop-

mcnt contracts. No costs of prod't~ct resC:~.rch [:nd dev.elopmcnt may b'c allo-

catcd to Dcp['.rtmc.;nt of Dc.fcmsc product rcs0arch ~'1d devclopr:wnt contracts 

otht::r th~.J.1 the:; direct costs of performing· the contract £:.ncl the proper shnre 

of tho indirect costs of administerj_n.g the product research and development· 

pre gram.-

~. , (b) . Gencr[:l resco.rch is· all resG~rch other than thc.t v.Thich is directed 
. 

tm·:ard the solution of specific problems encountered in the design or pro- . 

/~·.' duction of a pc.rticclar product i..rllich hc:.s or is anticipated. to have mili-

ta~,r or com.m~..;rcial usc. Tho cost of genE.:;r[l.l research, when rensonablc in 

amount D.nd incurred in accordance Nith the contractor's 0st~olished prac-

tice, is allocable to all classes of vjork, including defense work, provided 

such costs are not reimbursed to the contrC'ctor under scparc:to research 

' contracts. Whore the contractor's organization is devoted prL~arily to 

research work, as distinct from manufacturing, no cost of general res(;arch 

may be allocated to Dcpe.rtl:lcnt of Defense contracts for gcnere.l research 

other than t.hc direct costs of performing the contract and the proper share 

of the indirect costs of administering the rcsbarch program.. No general 

research co~ts vJhich were incurred in accounting pe:riods prior to the . award 

of the particular defense contract(s) (including amounts capitali4cd in 

~ 19 
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tho. _cost of patents obtained) shall be allocated thereto, nor vJill the con

tractor be required to.dcfcr research costs incurred during the period of 

p.::rforman~c of d£fcnse contracts to subsequent accounting periods. 

{c) At tho option of the procuring a.t.cncy, cost e~lowances.for rc

sC;nrch and development Hork may be mndc conting.ent upon th.o c'ontractor 

agrcc:ing to waive any royalty chC~..rges, under all patents prev:iously obtained 

or Hhich may be obtained in the futuro from SUCh work, to the extent SUCh · 

royalties are applicable to defense 1.~ork, either directly or indirectly~ 

15-313.12 Patents c.nd Royalties. 

(a) Lmorti.zo.tion of the. cost of purchc..sed patents owned by a contrac-

tor applicablo to products or processes covered by a contract is an ~llow-
. . 

c.ble el(;mcnt of cost to the extent reasonably allocable to the contract. 

Research e.nd ·development costs loading to pe!tents rLre trGatcd in pr.ragr[',ph 

15-313.11. 

· (b) Royalty ro st·s arG e~lm-re.blc. if ·bona. fide and ruasonzbie. Special 

care should be exercised in detcr~ining reasonableness of royalties in 
. . . . . 

cc-.sc.s in v:hich c:.mounts were arrived at as e. result of less than irm's 

length bargaini.r1g •. Royalty costs may not be bona fide under the follovJing 

circ1L-nstances: 

(i) Royalties are paid to persons, including corporations, 

affiliated with thG contractor. 

(ii) Royc:.lties are paid to \maffiliatod persons, including 

corporr>.:tions, upon patents formerly o-vmcd by the contractor ·when 
. . 

·the costs of such patents or the research c-.nd development work there-

on v:cre subst~nti~lly recovered through charges ag,airist the costs 

of defepse business. 

In c;ither cas~ Ci)' or .Cti) royalties 1-1ill be limited to·. such charges as might 

be de~ennL~cd if the patcnt.wcre owned by th~ contractor in accordance ~~th the 

- 20 .;. 



I 
I ~ 

.! 
t ,\ 

provisions of this paragra.ph and po.ragraph 15-313.11 relative to research and 

develoym:ent. 

·(c) Cere should be exercised in preventing charges for th~· use of patents 

11hen. the Govermnent, · in fact, a1;ree.dy has rights to such patents •. (See Section 

IX, ISI'R) 

15-313 •. 13 Plant Protection Expenses. 

(a) Thes·~ expenses represent· costs inc:u.rred in protecting the contr8.ctor' s 

persop~cl and plant against fire, theft, sabotage, espionage, civil disorder, . 

en~my ?ttack, or.other violent destructive forces, Plant protection expenses 

are allov:able costs of defense contracts. . Normally they will consist of gua,rds' 

11ag.ss and le.bor costs rel.::.ted thereto, costs of individua.l equipment, cost of 

plant protecti,on equipment if of minor amount, and depreciation of plant equip-

ment, To the extent these_ costs are attributable solely to defense special 

·."'J sec~ity.r~quircments, they .are allocable entirely to defense contracts. Costs 

of norma.l· plant protection not resulting from such special requirements s gener-

all], should be indirectly allocated to all c"Iasses of work, 

(b) A special :problem may arise in the case of fixed price contracts, the 

security: classification of -which is· altered after· the. contract has b!;!en entered 

ir!to. :.:n--.1en such a contract price is negotiated·, the contrac:tor ·is presU11ed to 

kno·vr the plant protection requirements under the contra.ct e.nd is .expected there-

fore to meet such requirements within the c·ontract price. However, if the 

security classification of the contr~ct '7ere changed by t}1e Government ·after 

e~terin~ into the co~tract1 additional costs~of plant protection may.be.allowed 

the contractor by contract amen<Lilcnt. The C'-dditional costs may include not 

only current costs of an operrting nc?.ture. but also costs of a ce..pitC'l nature :if 

the p~rties agree that the· capital costs ere incurred solely bec·cruse of the 

.. 21 -
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changed security classificatiotl Of •. the. contract ~nd 't'JOuld not h2.Ve been necessar.y 

fram the contrC-~.ctor r s point of vi ow. f.lso . ., if C~. classified contract • is reclassi

fied dowm7ard ·during its performan6<3 thereby permitting a sa.vings in plant ·pro-

tection· costs, ~uch s2vings should; if material, be the subject of a contract 

amendi·,ent pass.ing the savings on to the Government. 

(c) Civil defense costs must be Allooateci.. to . ail vrork .·of~ .the·· ct>ntractor 

perfarwed et" the part1.cular loc2tion ·wher~ ·the ·costs are incurred.· V.Jhen the 

.GoYornment 's P?,;;"tion of ·the output of the particule.r pi.aiit is not Tile.'teric?.l 1 . · .. , 

the reasonableness of the incurred costs need not be questioned.· However:, s:lnce 

usu~.lly pAst experience T:ill not provide 8 guide. as t0 reasonableness, civil 

defense costs should be the subject of specific agreement v;hen the amount o·f 

such costs to be a.llocC'.ted to Government c'ontract·s is substantial. ,Hhen this·· .. 

is t::e ·case, recrsonableness· may be judged in liGht of: 

,! ( i) :Jieco~nende.tions · ~nci requirements: o{ the G.uly constituted 

Governmental a.uthority ·hcvfne; jurisdiction ov.er civil defense in the 

local area .• 

The extent of like r:1oasures being· taken by other businesses 

t!ithin the lo:>cal area, particulc:1rly those not· producing under Gover·n.;;_: ·: 

ment contracts.~ t ... : 

(iii) The portion 0f toteti cost likely to be alloca.tcd to 

Gavernraent·contracts as furnishing an inducement to the contractor 

to incur the cost-

15-313.t4 Insurance and Bonds. 

(a.) The net cost. of insurance and bonds1 after deduction of dividends· o:.:· 

other allo~·rances v:hich may be expected, if r~:o.sona.biy · necessary t"o the operation 

"Jf ~ husiness, is a.n allowable cost on Government c·ontracts. to the extent allo-

.;:· 22 -
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cable. Sorae, but'·'not all', of the typos of' cove:rage which m2.y ·be rcasonc-.bly 

necessa~ arc property, aircraft, ·cuto.mobile,· c~neral li~b{lity,·product· 

· lir:.bj_iity 1 wol·lcr~cn' s compensation, employ·cos·, .. group;· accident ;Jncl disabil-

"ity, ·use C~.nd occupancy, and· ci'nployees' fidelity and: surety· bonds (in-cluding 

p0rfbrinancc bonds). 

(b) Insurance on the ·li vos ·of officers is not an allo·vnlble: cost,· ex-

cept whon premiums arc paid· in-behalf of executives or cmplGyoes ·pursuant 

·.to specific c.grcer11Gnt or c;:stablishod poli~J 't-hereby such· pa;ymvnt may bci 

properly considered. as addi.tion8.1 comp-ensation (Paragraph· 15-330.02). 

( c} · When a contractor assumes · fnstirablc risks of· aey type 1 ·a· rc·ason-

c>.blc provision for· losses estimated by the. contra.coor is nn allo1~rnble cost 

if such provisl.on is bascd.upon actual loss experience to the. ·extent fens-

ible:; or,_ in the absence of adequate loss· cxpcrie:nce data, it is not in 

0xccss of net cost's which 1~ould be· paid for such insurance if CC'.rried' by · 

priv~t6 insurance 'compani0s 1 less agents' cornrnissions and other acquisition 

and s~..;rVicLnr:, costs. .... ' 
•• •• 0 

{d) Where the contrc:·.ct requires· rcvicH nnd approval ·of contractors · 

i...'1surance program b;;.;. the irtsurcnco r.uthoritiGs of ·.the military: departments, 

procurement c:nd e.udit personnel of the military depertmonts 1rJill be governed 

thereby·. 

15-313.15 Taxes. 

(n) ·:. in ;·enoral, taxes which the; contractor is required to pr..y :nnd 

\vllich are paid or accrticd in accordance with generally accepted nccounting 

principles r-..rc nllo-r,.rablo, except for Federal .incomci- end excess pro.fi ts 

taxes; taxes in connection ~~th financing, refinancing or refunding 'opera

tions {see par~grc.ph i.S-330.05); and special assessment's on land \·Jtiich 

rep resent capital improveiilc.mts. 
· .... 
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(b) Tmces TiJ~1icu. are believed to be illeg2lly or erroneously assessed 

against the contractor, may be allo1-red as a cost of work performed, p:ro-

yidcd the.t the c.ontractor; (1) promptly requests instructions from the con

tracting officer concerning such taxes; (2) ngrees to comply with such in

structions; a.'1d ( 3) if so dirGcted by tho contracting officer also agrees 

to taku.2ll necessary action in cooperc..tion with and for the benefit of 

the Government, to determine the leg~lity of such assessment or, as the 

c2.sc me..y be, to secure a refund of such ta.."Cos and any interest or pen.?.lties 

thereon. Interest and penalties incurred by a contractor by roason of tho 

nonp~0~cnt of any tax at tho direction of the contracting officer, shall 

be r.llo1-.rable c.s -a. cost~ Rcc:-.sonable expenses of C!I1Y proceeding instituted 

by tho contrc:ctor at thB direction of the contracting officer to deterr.rl.ne 

the legality of such an assessment or to secure a refund of such taxes, 

L~terest or pcnalti0s for the benefit of the Government, shall also be 

nllo1-;ablc as~c costs • 

(c) lilly refund of taxes, penal tics or interest thereon shall be 

credited to contract costs in.tho proportion in Hhich contract costs nb-

sorb the costs of taxes, interest or penalties. If at the tim~ th0 refund 

is received by the contractor, no defense: contracts arc being performed, 

the ar.1ow1t otho~.Jisc to be croditcd to contract cost's shall oe' p2id directly 

·to the; Govcrrr:.-r1cnt • 

(d) iiJhere it becomes evident in negotiating a contract price that a 

contractor J~Y be required to.pay a tax, tho loga~ity.of which is ques-

tionable or in dispute, such tai mc::.y be u·sed in negotinting the cont-ract 

price, provided that the contract· conteins provisions substantially simil2.r 

to those set out in subparagraph (b) (1) (Z) and (3) above. 

. l. 
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15-313.16 Str~\CS Qnd Lockouts. The situntion& ~d conditions sur-

rounding strikcs.and lockouts aro so ·varied that it is impossible to estab-

lish a general principle providing for allol-ianco or disa.ilo"t-iancc of ·c·osts · 

incurred during such occurrences. Each case must be considered on its own 

mari.ts ·in the light of the philosophy exprossed or implied in.·thG. principles 

and stendr.rds expressed in Part ·2 o.f ·this 'section. 

15-320 Selling and Distribution Expenses. . . 

15-320.1 J..llocation of Selling md Distribution Expenses. Sell::ing and 

distribution expenses in general arc subject to allocation to the cost of 

defense work to the extent ctppropriate, . considering th~ mothods of selling 

and distribution to the Government or to prime contr&ctors or subcontractors. 

Gcn0rally, selling end distribution expenses should bo allocated between 

product lines 1 or to products sold to the re;s:pocti ve customer types ( 1-1hcrc 

so.lcs methods nrc different) 1 based on analysis of the cost clements in re-

l~t.ion to t~1c s e.los of forts. In so1·.1c; cases, it mc:y be appropric:te to first 

~.llocate those expenses in whole or in pert as· betw0en defense and nonde-

fonse businc!SS 1 8n<l then to allocate tho expenses applicc:~blo to defense 

business tif;.c?.irlst tho individuC'.l defense contrG.cts. or products. The prin

ciple of direct ·costing is VOIJ=- importe.nt in this area. For example, when 

special defense products arc ~old to the GoYc::rnment or to defense contrac

tors by scpe?..ratoly identifinblc c?.nployoos of tho manufacturor,. the compcn-

sntion e-nd <.::xpcn~os of such employees m~y be nppropric:.tcly ch~rged to costs 

of such products. V.Jhon, in such cases 1 th0r0 is a separate sales orgc.ni-

zation or identifiable group of rcprcs(;ntr:ti.vos engagGd in selling to non-

defense customers 1 no portion of compensation [\.nd expenses th . ...;roof should 

be chc.~rged to defense products. On the other extreme, 1--1hdn st['.ndard com .. 

. mercic..l products arc sold at f:L"ted prices direct to the GovE.;rnment or to 

defense contractors 1 r..s well as .to numerous customEJrs not engaged ei thor 

directly or indirectly in defense production, by menns of one 
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cstcblished ·sales organ:lzntion, the same sellfu·g expense per unit of product 

may be used in cost estimating, except when the quantities expected to be 

sold arc so abnormal in relation to sales effort that the Use 6£ historical 

costs "{t10uld. result in the inclusion of an unreasonnble amount of estimr-.tcd 

selling expenses. In the l~ttcr case, 

. f 
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tho fixed selling czpenses should becharged to normal nondefense sales~ leaving 

the defense sales chargeable only with a proper share of the variable costs. For 

an illustration of this princip~e see pe.ragraph 15-320.5 ro advertising. 

15-320.2 Salesncn's or Agents' Compensation. 

( n) Salesmen's or agents' compens~.tion alloc.able to defense contracts 

should be rcc..son2ble in the light of the services rendered. If inequitable or 

8Xorb:l.t2nt compensation is pai~, it shall be s~b.jcct to disallowance, to the 

degree dc;;:!med excessive, for the pt'.l'pose of allocation of costs to defense 

contra.cts. For exa:r.iple, v;hen defense business consists of standard com;!lercial 

products ·rrhich c.re sold nornally on c.. commission basis, sudden. expatlsion of 

defense business rnc:.y necessitate ·the ll.djustinent in the amount of compensation 

alloc~'ble to defense contrncts. 

(b) No fee, cornri-.ission, percentage., or brokerage fee shall be a1loYmd as 

a contr2ct cost when contingent upon or rosultj_ng from an award of a contract., 

except amounts paid to bona. fide employees or established commercial or selling 

agencies maintained by the contractor for the purpose· of securing business. 

This provision shall be El.pplicd in a mc..nner consistent ·with rcpr6sentations or 

a.grem~~cnts of contractors or prospective contractors in tho light of .. n.SPR, 

Section I, P~rt 5. 

15-320.3 Genera.l Sales EA:penses. These expenses, consisting of salaries 

and expenses in connection vri th direction and supervision of all sales efforts, 

clericE~l expenses in r:mintaini!}g salss records and statistics in some cases., 

and sinul~r overall sales expenses, nay be considered to be allocable indirectly 

to defense products or contracts in some cases based upon the specific facts 

in each cc:tsc, provided the basis of allocation is equitable as between defense 

and nondefense business as a whole in the light of the relative services rendered. 

-25.-
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15-320.4 Bidding Expenses. Current bidding e'T_enses of both· successful 

and· U!1succcssful bids norma~l..v .. will bo treated as. indirec~ expenses. c.~d, appor-
• ' ..... • ~ • : • • I ' • ' ' • 

tioned c.urrently to nll business_ of the con:t,rc-:.?t.or in which event z:lO bidding 
,. 

eA.'J)cnscs af pest accounting periods ~~~11 be chargeable. to defense contr~cts. 

Hotte\rc,r, -rrhere ·it is the contrnctpr's established practice to trent bidding. 
·. . . : . 

exr.-cnsos by some other method, such method may be acceptable if tho results are 

subst?.ntially the sar.1e as '\7ould he.ve resulted from the application of ·tho method 

doscribed nbove. 

· 15-320.5 ;"dvGrtising. ·l~dvcrtising expenses include the costs of materials, 

space, time, lc:.yot~t., and GA"Pensos of the department which supervises such activ-

ities. Ld·:ertising expenses are generally incur~ed to promote the sale of. the 

contr~,ctor 's regular comnercial products ~.nd should be e.ssigncd t~oreto.. I~dver-

tising :lJaY be appropriately considered for ~1location to tho cost of defense 

contrDcts in the following cases: ·· 

(a) :~dvertising directed solely tovf~rds' the recruitment. of nev: 

(b) ·;~dvertising in trad6 and technical journals for the purpose 

of establishing necessary business contacts in connectiol) -rrith the sale 

of dofense.products to Government cofltractors. o.r when such per:todicals 

2.r0 bc;licvod to be of vclue in the dissemination of technical inforr:1o.-

tion ·,-:j_thiri the cont~actor's industry, 

(c) Publication of catalogs, price lists, ~-nd technical prunph-

lets ·-r:hich C!.id users of the contractor's products, i~cluding the · 

Govern.':lont ·or defe~se contractors, excluding, of course;·the cost.of 

such' publications t?repa.rod for the Government under ·separate contract 

~onsideration. 
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, :. (d): _t·dver~~sing for C?lllL1ercial pro.ducts,: qt}).er thap as. in .(a} 

thl'ough (c) above, ~ot :i~ excess ·O! the qontractort~. average annual 

cos.ts ~flew;-red. pr.ior ·to~ the ar;a;t;"d . of defe~1se . contrac:ts. establisheQ..· 
. . . . . .. . .. - . . ... ....... .. - ... 

_.· practl.c~~'- .may. be .. allocated to. d·erenl;)~ prime contracts .and .qubcontracts · 

fo~ ·:~-'!.l~h .eo~ercie.l products on tpe basis that the· G9sts. vvil~ .. :first .. · - ...... ·.-. · .. · 

be assi;.!ned .. ·.to the contractor's ·nondefense. business in·the saoc amol.mt·: 
• ·,'to.J • • ' , - I, , . ' 

pC:r. unit so~ !as ·.vras.·.assigned. to. $UCh· .. units prior ·to obtaining- de:fenso.: · 

t?usi~~s-s; _the· .a.mo.unt>remaining after ::~c.n.: as.signment mey'. 'be elloca.ted 

to. defense p~ime and subcontract~ b1:1t n.o~t ;n e~cess·, of ·the :e.mo.unt per 

~it .. on: nonq.efense. bus.iriess.; provi~e41 ·:hm:u~·v~.r;. the:ti·:whon defense ··. 

· ~;~· sales arc merely iQci~e.nt.a1, such :cost ·.2-~lo·cations may be ·.L1ade:;~. on an · .... 

.. .... ... ·, ...... 
. : ...... ~ 

· .-(~} Asv.e;t:"tis~ng.-~q_sts.,· other t.he.n ~as .. in. (a): through. (e},·.abovc1·:··,··:· ·.;; -.~· 

may not be .. ·e.llo.cr.teq to de.fen.~e . prime cont~a·cts· ·and. ·subc ontrac.t~-: ~for·~-.' ... ,. ·; ! ·. .. . ... . . . ... . . . . . . . . 

noQ-:-c.om.qcr.-qial .. products,:· .. Th~ sole :exc_ept~on .. to· this rule exis~ts .;in · · .. 

. crses .. where, in connectiqn with undertaking defense work, the. GO~.·· .:·,.· ... 
~ ' ' . . •. . . . . ' . . ' 

tractor's vo_lume of nondefense '\7ork is reduced substantially,· and .the ..... 

. ~.rket demand for the 7ontractor 's nondefense ~~~ork is. such t}lat the 

reduction· \Touf.d not other~\rise have occurred. In such cases 1 in order 

to ~nnintain good will,· the contra~tor may need·to continue to advor-

tiso in accordance with the contractor's ·.average annual costs incurred 

prior to the a~:1ard of defense contracts. In such event., ·the. excess of 

reasonab~e advcrti'sing costs· over the_ amount. chargea~le·to nondefense 

bu~iness at per unit .rates previously prevailing may ··be allocated to 

defense business. 

15-320.6 Product Transportation and Delivery E.."q)ens~~· These expenses·, 
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when required ~y the torms of a contract, are_ properly allowable.· Whenever 

significant in amount and provided j_t is feasible, they- sho~d be determined 

and allocat~d. a~ a d~rcct co~t of the product or contract. 

15-320.7 Warehousing Expon~~ Vl1enever a manufacturer maintains and 

ships products from warehou3es strat~gically located in order to provide better 

service or reduce transport.ation costs to customers (as is frequently found 

vnth sta~dard_co~~crcial products or spare p~rts), tpe expenses of warehousing 

such :stocl-:s, incl~ding transportation from facto~J to warehouse, are: allo-~7abl.e 

men fairly allocated to defens~ sales. in relation. to total sales of products . . 

delivered from such r:arehouses.. On the other hand, Yf~e~e products sold under 

a defense contract are not delivered or serviced from such warehouses none of 
~ 

the cost of oneration thereof.. is ~llocable to .the cont:r:a.ct. 
f. .a. •..•• 

15-320.8 Service and ~·;-arranty E.xpenses • In cases where the contract 

terms covering sa.le of defe.nsp produc,ts includ.e an .. obligation on .:tl~~- part ~f 
. . .. . . . . ' : . . 

the contrP.ct.9rs, ·vrithout add;itional separa~e comp~nsa.tion, to provi49 serv.ice 

in instc:.llation, tr.aining . .opera~or$,- c.orr~c-t;,ing defects_ in t1;1e product1 re-
'~ . ' . 

placing defective parts., mald,.ng re,fundE; ~n. c~e pf .inadequate performance_, e:tc•, 

the p~ice. qr. cost of tho product .~hould include an allowance for ~he cos~ 9f 

. such undel;_'_~akings. Generally, .~ny warranty o:f t~e prodll:ct as to ,performance,_ 

materi~ls1 .and.worlcmanship will be for .a. definite period of ti~e •. ln the case 

of cost~.reimhursernent-type contra.cts, .ac.tual costs of performance to be reim

bursed to the contractor vrill include .. such ·Of the foregoing costs as must be 

incurred tq, comply vri.th the tetr.tS of the contract., and the .. peri~d of performance 

of· the contract will usually not expire until the end of warranty period and 
• 

completion of performance of any -v:rork required by the terp1s Q~ the warranty. 
: . . . " -

However, in some fixed~price contracts, a uarranty may e~e~d- for a period cf 
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...... -.. ' 
·.· .. 

time'considerabiy:beyond delivery. ·In :~u~h· ·c'ase~s,' .. ·i~.· is,. nccess~~··t,d estimate:: .. 
. . ;, . ·: 

the cost ~of ·se~iices·· ·and warranties, ustiaity·j:as.'-a~:PC~~:entag~ -~~-~- -p~odu6e ·cGs.t;,·,. 
. . . •. ·,. ,•.;,. 

for purpose's.-··of'· price n~gotiation. _. E~·tinlt:'.ting:.wa,rra~ty c9sts ·nru:·st ~srially·;be ··r. 

:· t' 

based upon p~:st· experience in similar .cirbU.fistanc·~s·~ <-When all~vance·~ .. :·a.re m~.de 
•• • • : · •.. : I ; '.·.~ • • ': • ':' : • ~ • • !' ' 

-fd'r costs of performance. under warrantl~~~·as .:pr.o~:3:u~t co.sts., ·there 'should ·be·-: ri~· 
. ' ··. ·'' .·. ·. 

duplication of the ellovrance for -the risks· -in figuring all9''U!!bl~~ :pl:.-&r:i.ts.- '.·. · : ·. . : • .... 

15-320.9': Entert?int:nent Expenses. Entertainmerrl~ .~xpense~, as .stich1 ' shall 
~ .: ~ :. ··~~-~ ~:. ·.: : ;· . 

not b~ corisider~4.: ~i t~ex: .. d~ectly ·· o;~··· itidfree~ ~~.}\ ... -~P.~-~-.. -9!. ·:p~rf~hg. ·Gover~- .... 

ment C()~traCtS. ~rev~~:\~~~n :,~~eris'~s -arise~~!!,,~ ;r~~ult ~/~chtise or me~>ls 1 .. 

. . ·. .• ·. . . • ' •.. :· .• ·. ::- ·.· .. : .• :· ··. . . . ·.' . . ;": .~ ... : ( •. :·· .J. : .... . . 

local t.ran$portatioq·,: ·:rcnta.l of ·.faciii t1e§.: .. :fb~: P~.~ti:n.R~.I .. ·and·. ·other;· ·iriciden*'al : . 

costs 1 arid t!i€ primary purp~se of {riciiri+:i.rtg s~ch "'?~~;: -~~' t~~: 'd{~s"eliiiha,td:Qn, o,t 
•. ·.. . . : ~- .. : _:'\_.:·_·,·:·:·..... .. . . · ........ ) r:.~J)!f:. • .... , ~ .. ~ ... i':. . . 

technical information or the stimulati-on ·-Gi'·: prpductiQn, .such .. cost"S· ··are alloyrab.+e · · 
. . . • .... -...... t.. . . . .. .. 

• • •• •'.! ;.'~· •. [ • •• •. •• ~ .. 
.. ···· ... 

. : ... ·.. . . . . . . ·~~ ~-: ~: ·::. :·. :'.. .. .... .. . 

in deterinining ·the· cost of. Government· c·antractffl•;:., .~. 
. ':.. ., - . . ".:·· .. .:,. ·, ... ,. • . .. . .. ~:f._:··.:.( :·.· :--·; ~·-. .. 
i5~ 3.30 .. General·. and Administra!~ivc·' Expenses .• , ! . -:.; ·. · . . .......... · .• •.:: r < 

: . . . . . . . . . ·. . :· .. . . . ·, .... . : .. i .• '! • •. :· ·:·.:... :~ ("; ,~ !· ,· ... 

15~ 330~·01 : J~llo,cation of .General· ·and Arlmin~si;rat~ve Expenses'~ -:>•_;11.mong the . 

. . ,. : 

acceptable ba:ses . ., d~pC?nding upon .. the( eircuost~·nc.~s,.. of allo·c-~ting general.and. 

adrninistr~»ti vc eXP<an!'Je_s· S::.~ ·~oc~~sing; costs (dire~~ ~~o~1 'ra6tOFY 6verhe<td1 • 

: • '. • . • . • . ,:.-' ."; ,' : ~ . : ·; ~ : ·_' ' '• '• • ' ' . I ~ .' • : . : ,:. . . : ' • • • : " • . • . • •' . : • ,} 

and othe·~· factory:.'prp9-uqtion costs: exclusive-.:of .. (iirect 'material)j····ractory·.:i~put 

costs {pr66e SS:i:ng :·~o 13ts ~1~;. ~{rect nia terial) 1 ·cOst ~~ goodS . c'Oinpleted 1 cos~ . ~·~ 
, . .J • • . • . • : f ~ . • • ' . • . I , .. , . • . r • ~ , . . •. • 

sales, and sales (where no more sati'sfabtory.basiQ is a~ilable·), ,:provided that 

.... ..:. 

... . •. 

•"-· eqUitable . resUlts i afe thereby obtained. · In the se·lection .- of the ·particular 
t ~ ' ; 0 .. • • ~ : •• ' 

. : .. 

method or methods of e.pportio!k'ilent, special consideration should be given. to . 
. . '" 

# •• 

any such unusual factors as charges of-subcontractors and fixed asset improve

merit programs. All pertinent factors should. be rev~ewed from time to tire1 
. ; 

espec.ially if and when there is a ·.chang!b·. in ~~- n?-ture· ~r volume of production, 

to determine whether the indirect ... expenses continue. to ·be apportioned equitably. · · 

. . . ~ 
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Where the nature of a contractor's business has not changed basically by a shift 

to de!en.se prod":lction, the presumption is that his former methods., if tested by 

operation over a considerable period., are satisfactory.. However., this is only 

a presumption and should be reexamined in light of pr~bable increased_production. 

When the business has changed substantially because of .such a shift, the contractor's 

former methods of allocating iridirec£. ·~xPenses ·may be entirely :Lnappropri~te and · 

.. so should be thoro~ghly revieW-ed.. ·' · 

15-33_0.92 Executive ComPens~ti·o~. ,. · 

(a)_ Executive .comp~nsatio'n c6n.si~t·s 'of ·all e~luments (including ·salaries, 
. . . . . 

bonuses 1 _stock option~~ etc.) paid or·acc~ed:for services actually rendered to 

.~the contractor b~ executives, ~ffi.c~rs., ·Partners:; ··sole. proprie~ors, and ?thers of __ 

similar rank a.nd a?ilities. : sUch··6;o~·ts are allowable when re~sona[?le. ip ~mount ~ 
. . . . . . 

the light of the services rendered.·: Whkr~· the(c·ontraetor•s ·o~ganization was .a. 
o;-:1· •';: • • 

goiilg concern for a significant ··~e;i~·d! pr~-o~_:·t~ .. th~ av[Srd. of ~·defen~e contraots_,_ 

the amount of compensation established· by' ·tlie:, contractor· ··will normally be considered 
• '' o _., . • ' o, • .. I • ' ' •' 

.. reasonable~ · In other eases and .. in· any:· ease :\fber.e:. ·t~~-'. amount. there_o:r. ·appears not. 

·to have been dete~ed. tfu.kgii'!lrm!s ;iength;bargaip~~·~~~ ~~e ~l;,yez: ~. 
. .. . ...... ..... I .. •· . 

'· 

the executive special consid~ratiori mii.Y. be · reQUired• ·Arm' a. length bar~ining .. . .. 

may be ... lacking in any_ one ~f the follOWing· situations among others~ 

(1) Th~ executive or a .member .or· his immediate .fa.m:!,~y .owns. pr is 
. . 

-- commit.ted to acquire a substantial fine1.ricial interest .:·in the. contractor 1s 

organization; or 

(2) Ownership of the contractor is• limited to.a .small .. cohesive group; 

or 

(3)· The volume of Government contracts when related to the co11-tractor 1s 

total business is such as to influence the contractor in his determination of 
. ! . . ' . • .. 

executive. compensation; or 
.. . I . . . 
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(4) The services rendered by any individual are clearlY dispro

portionate in a major degree to.the compensation paid. 

Allowances for compensation of partners or sole proprietors may-properlY 

be included in executive compensation even though not actually paid or 

accrued"in the accounts. Where executive compensation is considered to be 

unreasonable in amount, the excess over the amount considered reasonable will 

not be included in determining the amount allocable to Government contracts. 

In the case _of cost type contract, any allowances for compensation for 

partners or sole proprietors should be incorporated in the contract. 

(b) The cost of options to purchaae stock of the contractor corporation 

granted to executives thereof is a part of executive compensation, and, as 

sue~, may be allocated to Government contracts, as follows: 

(1) The cost of stock options to the grantor corporation is the 

excess, if any, over the option price of the fair market value of the stock 

on the date the option is granted to a specific individual. 

(2) This cost is to be. amortized at an annual rate not to exceed 

three percent of the fair market value of the stock on the.date the option is 

granted. The period of arnortization is to begin with the date that the option 

is.granted in recog~ition of the fact that the benefits to the corporation 

extend over a period of years and do not accrue in one year when the option 

is granted or when it is exercised. 

15-330.03 Travel Expense. Travel expense, when incurred for business 

purposes, is an allowable cost. The cost·may represent payment for actual 

costs incurred, or payment may be_on a per diem or mileage basis in lieu of 

actual cost, or a combination of the two methods may be used, provided the 

method used does not result in an unreasonable charge. 

The mode of travel, accommodation or subsistence shall be in keeping with_ 

the contractor's established practice. Should there be no establi~hed p~~ 
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the cost shall not exceed an amount COI!'Jnensurate with the nature and responsi

bilities of the traveler. Costs of cntertairunent shall not be included. 

Special circumstances cre~.tc situations for which there may be no preced~nt. 

For example~ costs of transporting entire families from one geographic loc~tion 

to ~.nothcr, C~.nd establishing th_em therca.t 1 may have to be incurred if a competent 

skilled labor force is to be recruited and maintained, Genernlly such costs are 

allovmblo 1 b,lt there rn~y be specific instane0s in which a pc.rt· or ci.ll Yrill be 

excluded if considered excessive or ~~nccessar.y. 

15-330.04 Legnl, 1ccounting, ~nd Other Professional Exnensos. Costs of 

professionnl services, io7hethcr performed by the contractor's employees or by 

other rr£1~bers of the particular profession retained .by the contr?ctor1 are 

gencr::llly allownble. Such costs !:lUst be reasonable in light of services rendered, 

and paynent nrust not be contingeat upon recovery of the cost fron tho Govern."Tlent. 

Such services Bust have been reasonably required by the business~ although 

not necoss~rily required solely for tho perfornc~nce of Govor~rncnt contrccts. 

F~ctors to be considered (anong othors) when dotermining the reasonableness or 

necessity· of incurring the cost in a p8rticular case are: (i) past pattern of 

such costs1 p~rticul~rly in tho years prior to the award of Gover~uont contracts; 

(ii) the imp~ct of Govern~ent contracts on the size of the contractor's business 

(i.e., T:hr:t ne'i-: problems arise); (iii) the- nnture and scope of n~nagerial services 

expected of the contractor's m1n orgcnization; (iv) the degree of conflict of 

interests ·:rhich nc:.y exist bet"rrccn the· contractor end the u.s. Government; and 

(v) whether or not the proportion of Govern.TJcnt production. of the contractor's 

tot2-.l production is such as to influence the contractor in favor of incurring 

thG cost, p2.rticularly vlhere the services rendered are not of a eontinu:i.ng n8.ture· 

and hc:.ve li ttlo relationship to. production under Government contracts • 
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If, in· light of the foregoing, it nppcr:·rs that any othcrv-Iisc allo".'1able costs 

arc not TC~Sona'\:.ly required by the busineSS or are 8XC6SSi1'e 1 the allO'rTable por-

tion r;ill b'? reduced to an appropriate e.mount, if a.ny, for purposes of allocation. 

15-330,05 Business Organization Expenses, Business orge.nization expenses 

consist of th·JSC ordin.:try and ro~sonably necessary expenses which are incurred 

becet.usc of the use of the corporate, partnership, or oth~r foro of organization. 

Recurring business organizati~n c:.-.."Penses c.re ellmvP..ble. EXB.J'"!lplcs of such recur-

ring eJ<:l:E:;nsos, -r:ith respect to a corpor~.te forn of organization, are fees paid 

to nmnbers of the board ·:)f directors, cost of shareholders meetings, proxy solici-

tati:)ns, prepe.rc-.tion and publication of nnnunl reports to shareholders and prepara-

tion and submission of required reports to regulatory bodies he.ving jurisdiction. 

Non-rr:currj_~g expenses, particularly those directly related t·J the acquisition of 

addi tiorw.l c~pi te.l, 8.re not allov:P.ble. Examples of unallowable cants would in-

elude log~l c.tnd professionc.l fees pCl.id in connection with the prcpa.r.~tion of a 

prospectus, costs of propnrat.ion and issuance. of stock rights, and am0rtizntion 

of "orge.nization expr;mso". iJ.lowablG costs shall. normally be considered to be 

rec.s:Jn .. ::·.b}_c in C:!:lount vrhen incurrGd in accordance with the contractor's established 

pract.icos, pc-.rticularly those in effect prior to the awC~.rd of Government contrCl.cts. 

15-330.06 Bc.d Debts. B~d debt losses, whether actual or estin~t.cd, arise 

from ths c:ontractor's non-Government business. No allowance for such losses 

shall be m!l.dc: in costs or prices under Goverru:1ent prime contrc:-.cts. However, in 

the cf.!.so Qf subcontracts 1 particula.rly lower-tier subcontracts several contracts 

reDovcd from the prime contractor, consideration may be givGn to a ree.sone.ble 

e~lo-rrnnc.o for b~.d debt losses not to exceed the rate experienced by tho subcon-

tr~.ctor in d0ing business with the same class of custorner. 

15-330_.07- Contributions e.nd Donations. Contributions and donntions to 
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established nonprofit charitable, scientific1 and educational organizations are 
, 

properly all!)cabJ.e to Govern.'nent contracts; prov~dcd th2t such costs ( i) may 

rcas0n~i'bly be expected to result in future benefits to the contractor through 

advcncing, directly or indirectly; tho technolO~J of his industry or incrsasing 

the supply ~f trained manpower e.vaila.bl0 to it; ( ii) are in lieu of the cost of 

simil~r facilities, ~.-rhich facilities the contrc:.ctor ·would othcrvrise hA:ve to· 

provide, ~s for example, employee medi~al or recreational facilities; or (iii) are 

expected of tho contr2.ctor by the community end it can reasonably be expected 

that the prestige of the contractor in the eotu1ltlnity v;ould suffer through the 

let.ck of such contributions. In genoral, i ter.1 (iii) will not be npplied unless 

it is tl1c prnctice of rimst business firms in the sa.r:1e corn..l1luni ty to nake contri-

butions to such orgcnizc-.tions. 

The propriety of thG ?mount of particular contributions and donations ~nd 

the ~ggregate thereof for each fiscal period must bo . judged 0rdin~.rily in light 

.of the pattern of past contributions, particularly those made prior to the 

pl~cing of Goverrunent contr~cts. Th8 anount of each allowable contribution must 

be deductible for P1.1.rpose-s of Federal incor:.1e ta.x, but the deductibility of the 

contribution for incor:1e tc.x purposes does not in itself justify its c:llovr~bility 

as cJ coritract cost. 

15-330•08 Trade, Business, end Professional .~~cti vi ties. 

(o.) It.1cr:1berships. Costs of membership in trade, business, nnd professional 

organiz:1tions ~re allowable r.hon incurred in accordance with the following 

standards: 

(i) rienber·ships a.re consistent with the est~blishcd practice of 

the:) contractor, particularly his prr:.ctice prior to tho arrnrd of Govern-

T:tcn~. contracts. HoYvever, if th(;:, no.turo or voltunE.! of t.he contract:~r' s 
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productton has been e~torcd significantly by GovE::rnment contracts, 

dcpnrturc front the prier program may be justified. 

(ii) Whon tho organization is a locc?.l one ~.nd membership would 

be expected of all eilnilar business fir,~s in the business coln.Y!lunity. 

Local organizations must.be pr~narily for tr~do, businGss, or pro-

fossional purposes. Sociel, cultural, or recreational nctivitiGs, 

if any, of such org~izations must be incidental. 

(iii) . If the orgnnizntion is regional, nc;.tional 1 or international 

in scope, me:mbcrship therein should be held by n mr.jority of like firms 

in the s 2!Tlo indus try. 

(b) Subscriptions. The cost of subscriptions to trade, business, pro-

fcssional, or technice.l pcriodicc.ls or serv1.cos is allouablc whGn incurred 

in E·.ccordanco with thu contrc:-.ctcr•·s 0stablished practice C!.nd the costs are 

r0asontlblG in amount. 

1.5-330.09 Employee aorale, Health, an:i Welfare. Expenses for employee 

mor·alc., hcc..lth, t...Y}d wolf~re activities, such as employee public~tions 1 ill· 

noss or first aid clinics, linprovomont of working conditions, and ethers 

aimod to inprove o:nploycr-cmployoe rolc.tions or employee pcrformcnce, may 

be considered to be cl.lowablc if th0y oro roason~blc .;:nd necessary. The 

contre.ctor' s esto.bli£.ihod practice or custom in the industry or m-ea v:ill 

be consi~orcd in. n:ta.ld..ng such determination. 

15-330.10 C~fetcrins, Corrnnissaries, Dormitorie;;s ~ ~nd CC~ntocns • This 

class of expense consists of the cost, l~ss revenue, of food, bcv8r2ges 1 or 

living nccomr.1odations provided for members of the contrcctor' s organization 

at their regular duty stations. When rcasoncbly required by the natur~ of 

the contractor Is oporr.tions, plPnt locD.tion, ostablishcd policies 1 or em• 

ployor-cmployee agreement, such costs shall be allowable. On the other 

hand, any profit on such activities 
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sh~ll be considered ns ~ credit to ~he contractor's overnll expenses before 

alloc6.tion to defense contracts, unless. such e:A"'Penses nre reduced for nil the 

co'sts of such r.-.ctivities, including uso of fncilities, spaceJ nnd utilities 

with clir~n<-'.tion of such credits !rom tho contractor's general expenses subject 

to cost r.lloc_;:-.tions to defense business·. 

15-340 Finc.ncit'.l ['.nd Other Expenses: 

1.5-340.1 ·Interest on Borrov;ed .Capitnl. Profit l!k~rgins ~.llow~.ble in con

tr."'ct pricir1g r-.re b~sed, ,':'_mong v.:l!'ious fnctors, upon considert:'.tion of normal 

interest return on totQl cc.pital employed (including borrowed cnpitnl) ~nd com

pens~tion for risks (including lOSS Of any cnpi.tal) except to the CA.-tent thD.t 

risks ~.re the subject of co!i!pensation through cost nllow~nces or nro assumed 

by the Government under spocinl ferns of contrr.ct pricing, y:hon no pricing 

nllo-rr::-·nce for such .risks should be :mndo. In this way, every contr<1ctor should 

receive nondiscrL:1in.:-.tory tror.tment, whether he furnished his entire capital or 

borro-r:s a l.~rge portion thereof, or -rJhothor he is orgr'.nized in the for!'!1 of .':\ 

corp~r0.tion, n p(l.rtnership, or D. sole proprietorship. Accordingly, ix+.ores-f:. 

pnid or 2ccrued, reg~dless of the nature Gf the obligation which givos riso to 

the ir:.tcrost cost, is not ~n allow~blc item of cost to be charged directly or 

indi~!:'ectly to the GoverrL'Tl.cnt contracts. 

15~340.2 Contingencies. 

(n) No c.llovrcnce for fu.ture contingencies shnll bo includGd in me.king 

detern.i:1~.tions of historic[ll costs. Costs of events "~rhich occurred during the 

period :Jf contre'.ct performC?.nce, but the amount of which is currently indeterrnin

abl·3, mc.y be recognized ~.s folloY.rs: 

1~ A mutually agreed upon settlement rnc.y be negotiated in 

lieu af v7~.i ting for tho exact future determination. 
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2. Tho contr~ct lnD.y be held open as to the pc.rticulnr item 

pending tho ex~ct deterr.rl.n~.tion of the 1:..mount of the cost 

on ~n.cctunl b~sis. 

Individuc-.1 p~·r~gx:C~.phs of this Part cont~in more specific tre~tment of contingen-

cie.':- rcl-~.tcd to the subject Illc~tter of such pnr-:'.grr·.phs, ~.nd in such event they 

1·:ill b€'.~ cor::trolling. 

(b) ;·.llo~.;:~.nces for specific contingencies ·which ."'.re re~son."'.bly cort3in 

and dctcrrrlin:".ble m::.y be m[l.do in cost estii!t~.tes f~r use in negoti~ting forwnrd 

prices of fixed price contr:-·.cts. Other contl.ngencies ~c not -~llowo.ble ns costs 

in forr;."'rd pricing r'.ctions, but their possible L11pnct m."..y be considered in 

estrtblishing c~Jntr-'lct prices :.~nd ceilings in .~ccord~.ncc with P~rt 4, Section 

III, ASPR. 

lS-340.3 Tormin~.tion Costs.- The :-ddition~.l costs th~t ~.rise ~s the result 

of torDin."'.tion e>r c:1ncell~tion ·of Government contrn.cts (or subcontrr'.cts, including 

purch~se orders), for the convenience of the Government, .1.re ~.llovr.<'l.ble. These 

costs inr.1ude: 

( n) Settlement Expenses: Rensont'.ble costs of settlement,. including 

nccounting, leg~l, cleric[l.lj nnd ~ther expenses re~sonnbly necessn~ for the 

prep:-!.r~·.tion ~f settlenent clni!!lS q.nd supporting dnt:1 Y:rith _respect to the terni-

n~ted portion of the contract ~nd for the termiht'.tion ~nd settlement of sub-

contr~cts thereunder, including expenses incurred for the purpose of obtnining 

p~ymcnt from the Government but only to the extent renson~bly necessnry for the 

prep~r.~tion ~nd presentntion of settlement proposnls nnd eost evidence in 

connection thcrevri th. Settlement expenses include re:--.son:1ble stornge, trnns-

port.~tion, ~.nd other costs incurred for the protection of property :1cquired or 

produced for the contr~ct or in connection with the disposition of such property. 
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(b) T'J be excluded from ;'.lloY.ro.ble costs in the event of tor1ni.nation 

e~.rc th2 following: 

1. Costs due to un~e~son~ble del~y on the pnrt of the 

contractor in complying with the cl.~uso of the contract enti tlud 

"Terr:lin~tion for the Convenience of. the Government." 

2. Costs incurred as tho result of purchasing or producing 

f~cilities, m~terinls, or services in excess of tho re~son~ble 

qu~.ntit~tivo requirements of the entire contr~ct. 

15-340.4 Losses on Other Contrncts. L loss sustained by Q contractor on 

any contrr-.ct is not ~.ll·J"\.iC'.ble :.:!S r'. cost of porform~nce of {l.ny other contrr:lct. 

Such losses sh:Ul include any excess of cost over income uJlder any f.'nd all 

othor contr::.cts 1'vhethor such other contrncts nro of ~ supply, rese.?.rch and 

devclopnont, or other n~turo. 
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Detcri·d.ne.tion of the foregoing facts in any case may require submission of 

cost data of the tr~nsfcror, 

15-312 Labor. The cost of obt&ining :tho services of any individual 

includes the base salary or v.ra.ge, plus the cost of all fringe benefits, 

Therefore, botJ.1 the basic salary or 1-.ra~.e and all fringe benefits 1-1ill be 

consider~d in detern1ining the ree.sonableness of the earnin&;s of an indi-

v-idual in relation to services rendered, Direct labor cost consists of 

salaries and 1-.rages identific:d specifically tdth the: performance of a con-

tract, job, or prod.uct. Lc.bor services utilized for joint o1.1,icctiv0s may 

be trce.tvJ e.s indirect cos·::.s if spE:cific identification is ilnpTactical or 

uneconomical 2r1d the results of c.llocation arc equite.ble. In determining 

. historical costs, lc:JJor v.rill gencrclly be charged ·at actual rates prJ.id by 

the contractor. Hm-~evor, if it is tne contractor's consistent practice 

to charge for pcrforT;1cnce of groups of 

- 4 .. 
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12.bor c.t an :;.verage rate,: 'or ·to ·use standard labor rates, with consequent 

savings in clerical e1cpense or impr;ovement in la·bor·· "control, such methods; 

may b'~ used, p~ovided lBbor gl:'Qupings ·and the adjustment for c·e>st· va.riances 

result in a reasonably ac·c·ure.te- ~:lsse·ssment of total charges. Similarly, when 

lc:-.bor costs c·re required fo-r making· cost estimates:, the use of standard labor 

rates a.nd· standard tinie allowances (appropriately adjusted for experience 

yar~.anoe2) or reliable engineerin·g estimates is acceptable-. Ordinarily the 

use of· v;rage· rates higher than current going-rates will not be permitted for 

estimating purposes. In order to ·avoid subste.·ntial allowances for such con-

tingencies, escalatio:.1 or pri.ce-redetermination clauses are provided •. H6w-

ever, situations involving increR.ses in v:C~.ge ra.tes ·which are reasonably cer~ 

tain and determinable or relatively minor in amount may warrant recognition 

being given thereto in makin[; estimates. 

15-312.1 Fringe Benefi ts-V~ca.tions, Holidays~ Sick Leave, !i:lili tar:r 

Leave·, Pensi0n and itetircment Plans, and Employee Insure nee, but 
Exclude Scvcrcmce Pays. 
Corn.:~:-:en.s2Llon of f.lhes€: types :Ls allovrB.ble to the extent thC1t, in each individual 

case, it is reouired by (i} larr, (ii):emploYer~employee ngreement, (iii)' 

est.:!.bli3hed policy that consti tu_tes, in effect, an implicit agreenient on ···· · 

the contractor's part, or (iv) circl.unstances of the particular employment.·.·· 

'i'hf! cost of' "fringe benefits" is part of the co·st of the Y~ork perforined. 

by the b'mployee ·::hile on the ,lob, and must be considered ~s he;ving a. dire.ct 

relatio.nship to such vmrlc. Hov-mver, ·in recognition of the·· different .. ab·count-

ing tre~tmcnts by different contractors e.ccorded fringe benefitsi the .. cost · 

thereof may be alloceted to Government contrrcts on any of the following 

b~ses, provided equitable results arc achieved: 

(a) ·Each· class of compensation is prefe:r.·abl;; .. -
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t'J be ~.ccrued as a cost over. the periljd in Ylhich it is ee.rned. 

(b) 'l~11ere it is _the contractor's established practice to record the 

costs e2t the time .of payment, such practice may be acceptable. This is 

ti1e most commonly used method of. accounting for "fringe benefits, 11 but 

its use might result in inequities in some cases. For example, if a 

Government contract was performed over the summer months during r-rhich · 

most of the contractor 1 s employees took v~.cations or military 1ea.ves, 

recognition of the·cost at time of_payment would be inequitable to the 

Government. On the other hand, if tho contract or contracts extended 

~~Gr approximatGly one year at?d the proportion of Government vlork to 

the cantractor 1s commercial work rcmaiped stable,, this method might be 

eouitable. 

(c) ;~)hen the costs of any of the elements of fringe benefits are 

gre2.ter or lesser Yd. th respect. to defense. business as compared '\1\rith 

nondefense business, such ~osts should be allocated, so far as feasible 

and appropriate, between the· t".'fO classes of business before further 

cdlocation of such costs to individual contracts or products. If this 

method of cost .allocat~on ~s used, it should be used consistently for 
./ 

all elements of fringe benefits having ?.. different cost relati~nshj_l~ 

of defense business as compared Kith nondefense busine:~:: .. 

.• 
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benefits based upon eA~erience.for a representative period in lieu of 
J 

individual consideration for each item. Changed conditions and cir-

cumstances would have to be considered in making such a determination. 

The experience rate -rrould then be applied to tho more direct labor c.osts 
.. ·: . 

to determine the allowable costs. The use of such rate should be subject 

to revision in light of changed conditions, 

The cost of pension and retirement plans is covered more fully as tlie 

subject of a directive set forth as Appendix to this Section. 
,. 

15-312 .1~· Severance Pay • The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) law, 

(ii) employer-employee agreement, (iii} establi$hed policy t~at constitutes, 

in effect., an implicit agreement on the contractor's part, or (iv) circum-

stc-.nces of the particular employment. Theoretically, the right to severance 

pay is eR..rned during the entire period of employment of the individual or1 

when based upon specified years of service, is earned during those years, 

In thco~, the cost of severance payments should be recorded in the contract• 

or t s accou..11ts during the periods in v:hich the employee earned the right to 

such pa;yments. Ho-rmver, fe~: contractors accrue severe.nce payments because 
; . 

(1) th~ _cl~rictll expense involved in identifying and recording the cost for 
~ .• 

each em~loyee i~. not justified; e.nd ( 2) there is considerable doubt that 

any substential payments vrlll have to be made since payment is solely con-
•· ' . . 

tingent upon future events. 

The cost of severance payments may be included in cost estimates on~y 
. . 

to t~o extent that such estimates are bnsed upon severance payments actually 

made over a representative past period. In determining historical costs 

severance payments· actually made arc allOYiable if not in excess of th.b ~!'>i-·i• 

7 
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of such p2.yments over a representative past period. Where the Contractor pro-

rides for c.ccruals of severance payments in lieu of r8cordirig the· cost thereof 

at the time· ·of payment, such method vJill be acceptable if the a.mount of the 

2ccrual is reasonable in light of payments actually made over ~- representative 

p<::st period. Generally, tho cost of severance payments made during the por

foru:c.nce of defense contracts ·should be. a.llo,c~.ted to all classes of Y:ork being 

performed at tho time of payment s..i.nce it is a reduction of tota.l work '117hich 

causes tho severance. Because of the degree of uncertainty surrounding defense 

production, the.. follovring paragr~phs arG dovote·d t() the treatment of' severance 

payments anticipated to be necessary upon the cOmpfetion or termination of 

defQnse production• 

Tfuere the contractor is an .estc.blished concern 2nd its level of employ- . 

ment h;::.s not bsen substanti8.lly increased -rrith tho advent of defense c.ontr.2.cts, 

the contingency of substantial severance pa;,rmE:mts upon completion or.tcrmina

tio!: qf· such c·ontr2.cts is so remote the.t consideration need not. be given 

thereto., in m2.king cost. cstima.tes or ~n determining historical costs• 

. , .A· specific contractuc.l provision may recognize severance pay in either 

of the follovring si tuati.ons: 

(1) The contr2ctor is ne-nly established, is producing other 

t~1an a substantially standard comrnercial item, and the 11eight of av~ila-

~- blo evidence indicates that upon completion of defense vrork the contrac

tor. t s operc:tions ~;;ill cease or greatly dir.rl.nish. Illustrative of this 

si tu.:·:ttion. is a contractor organized to oper2.te a. qovernment-owned fa.cili ty• 

(2) ·Tho contractor is not no•;Jly established, is producing other 

than a substa.ntially com1ncrcial item, c.nq its level of employment increased 

subGtantiall:, .. ~:iith the adv.ent of defez;se contracts (particularly T:hcre ne17 
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fa.cilities ctr mP-. .jor .. potti.oos .ther~of . .Y.iere placed:.in ... operation) and• the· 

iieight of available . ev'fdence indicates tha.t upon. the. completion of defehSC· · 

·,.-;ork the cont~ .. C1.ct6r 's Or:>c!'atio~n·s· yrill· shrink to approximately the pre-

c.'Jntr~ct avrard level. . r 

·I-n either cc.se (1) or ( 2) above the tr~atment··of severance pay by. con.-· 

tre.ctual.·provision should Vc).:i;r r.rith the type of contract.· In the- case of 

cost-t:;-pe contracts and those fixed price eontrt~.cts the pri~e· of ·whic.h is 

negotiated upon cor:1pletion1 the contractue1 provision m2.y provide for recog:... 

ni tion of severance pnyments actually made upon completion or termination.· 

~nero price is determined before ·completion, estimates· of severance pay 

costs mP.y be included in total e·stimt.J.ted cost.- Determination 'of ·the amouht ·· · 

~i of seve.rance pc_y to be included in ecst estimetes is pe.rticularl~,r difficul te 

The ~.~aunt included should n.ot be the o.stimatcd t'otal possible ·ruture · lin.bili ty 

w., for severance pa:\rnents since the contrc.ctor ·-is' expected to give" notice of 

::~ sep~ration in lieu of making severance paynierits.-· The· ·runoti.nt included should .. 

reprssent a conservative estimate in light ·of the· degree of contingent ·risk 

assUii1Gd by the contractor. Where ~.grecment is· not possible, consideratiori : ·:-

shcmld be gi von to the use of e. tyPe of contra.ct W'hrch 170Uld permit recogni-

tion ~f the cost of severance payments upon completion or <tcl"i'ni.n&t:ion· ·of ·thEf 

contract~ \.here an allo-v1e.nco for severn nee pe.y is prQviq~O. .. i)1 :~ .... ;fixod ·price 

contract; c?re !mist be ·exercised to prevent duplict!tion of P.llovrance--t;hGrefor · 

in other c·ontrc-cts. 

. . 
.... 



' '· 

15-312.2 Premium Payments for Overtirr~ and Extra-Shift Work. Costs of 

this nature consist of only the premium portion of overtime and extra~shift 

payments or accruc.ls to employees, not the straight-time portion. Thus, if 

the r2.te for overtime ·work is time-and-one-half of the regular rate, the 

premium p0rtion is the Cl.dditional one-half, Similarly, if the wage rate for 

a second shift is twenty: cents an hour above the regular rate, this additional 

amount is the premium, 

Overtime and shift premiums are allm'mble, but the contractor must dis-

close a.nd justify overtime other than of an o.ccasional nature. V·}henever such 

overtime allo·vrc nces a.rc; claimed under cost-type contracts, a.pproval of the 

contrccting officer or }::tis authoriz(3d representc? .. tive must be obtained. (See· 

·· pa.r~ graph 12-102. ) 

Such premiums may be classified as either direct or indirect labor cost, 

but overtime pr.emiums should be separately stc:ted in either event. When tre~.ted 

as direct J.B.bor cost, overtime premiums should not be included in tho base 

for distribution of overheca.d. The amount of overtime and shift premium cost 

:li, cl1arged on ·Government contracts shall not be disproportionate to the amount 

of such costs charged on non-Government t--.rork being concurrently performed in 

the cbntractor's plant. 

15-312.3 Unclaimed Yia.ges. Costs under cost-reimbursement-type contrc.cts 

should reflect a credit for uncle.imed wages based upon agreement as to the 

" amount -t.hsreof reasonably expected not to be paid subsequent to the date, of 

' settlement. In this event, all unclaimed wage lia.bility rests with the c.-..... _ 

tractor. Vlhen such an agreement cannot be reached, the Government will assum·J 

liability for payment of unclaimed VTCI.ges and eliminate all alloYrances ther8-

for from reimbursement to the contractor. 
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· 1.5-313 other Hanufacturing Expenses: 

15-.313.01 Allocation of Indirect I1anufacturi~g Expenses. Among the 

accDptablo bases, depending: upon circumst~ce.s 1 for allocating indirect man-

u:racturing expenses are direct-labor-cost, direct-labor-hours, ma.qhine-hours 1 

and. units processed. In, more complex manufacturing plants, it is appro-

priato to depe.rtroontalize the ple..nt·for·purpbsos of accounting for manufac

turing expens·es v1hen any given type of defense production is concentrated 

in dcpartmE:'nts having a much higher or loNer expE:nse rate than 'the average. 
•• • • 0 

ExpGnse dep£:.rtmentalization is also desirable in larger ~nd more· complex 

plants for purposes of expense hu0geting cmd control b~r the responsible 

formnan, rognrdless of the need for a more refined method of expense allo-

cation. · \!·.;hen manufacturing e:q)enses. are depart·.:wntalized, it is necessary 

to chDrge service-depCI.rtment expenses (such as. the power plc.nt) and fc.c-

.. tor~i genc;;ral expenses (such as truces, insurance 1 etc.) to the .productive 

dciJc:.rt:.Jlcnts on appropriate b2ses before allocating the· respecti VEJ produc

ti vo ·department expenses to products (or pr.rts thereof) or to contracts or 

job orders for products. Appropriate bases should be selected for service-

. dcpcrtmcnt 2nd other expense d.istributions to productive departments - e.g., 

kilo-:·rc.t ts of poni1ectcd po1.ver loctd or metered p01-1er consumption, in the 

case of ole~tric power. 

When direct-labor dollars exp~nded ·fairly_ reflect machine effort, as 

well as labor effort, in any· pr-oductive department, it is most s irrrple 1 as 

well as appropriate, t.o use t!u··t. bt..sis of e:>.."J)Cnse t:!.llocation in pre.ference 

. to n dircct-lc..bor-hou.1 .. or machine-hour oasis. When there is much automatic 
. ' 

or semi.?.utomatic machinery in a productive department, the ·usc of a machine-

hour-rate is generally more appropriatE.: for expense allocation. The units-

processed-bC'.sis of allocation is gcnc::rally arypropriEtte vrhon a given productive 

- 9 -



I 
'. 

department processes only one item, or·the several items are so similar as 

to be suscept-ible· to measurement .. o:f. 1lJlit"s processed in t.enns of. a common de-

nominGtor -- e.g., steel· sheets of various gauges processed through a roll-

ing ·:mill. 

15-313.02 Allocation of Engiheering Expenses. Enginoerin5 expenses 

include such items as the cost of product design, tool design, lay-out of . 

production lines, detenni.t'1ati-on of mc.chine ·methods end drafting. The prin-

•ciple of dir-ect costing (see paragraph 15.;.211). vJOuld indic~te the ·desir-

ability of charging directly to the benE:fitted activities (production, fa-

cilities, and rcsec:~rch and development) all engineering costs vJhich cnn be 

directly identified ·-oith such activiti•Js-' lc;aving only e. relatively Yitinor-

a:r:1ount of engineerinf costs (consist in€:, chiefly of· engineerin~ ad.mil;listra-

tiv£ expensc;s) to be-allocated to thE. actiVities. ·All engineering costs 

chC1.rgod dir,~ctly or 2.i.loca.ted ·should in· turn bu assign2d to products, prod-

uct lines, job orders, contrc.cts, etc. Further treatment of various prob-

lems in connection Hith the costing of. resoarch and developmen,t, tooling, 

and preproduction expenses is included in this Par.t· (sec paraeraph __ ); 

facilities contracts e_re included iri Part L .• 

15-313.03 Depreciation •. 

(a) D9prccia.tion accounting is a system of ac;counting which cd .. "'TlS to 

distribute tho cost of tangible: capital nsscts' less cstim::-~ted salvage value 

(if': any), over their osti.rnr~ted useful ltfc in e. syster:12.tic and rationnl man-

ner. It is a process of allocation, not of valuation •. Depreciatio~ for 

tJ.1c year is the portion of the total charge under such a system thc:-.t is al-

located to the year·. . Depreciation on a contractor' s· plant, equipment and 

other capital facili tiGs is ar1 [•.lloHeble c;lc·mcnt of contrc.ct cost, usually 

of an indirect ne.ture. 
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(b) Useful ~-~f~;, as above referred to, has. reference ·to the prospec

tive period.of economic usefulness in the p2xticular contractor's operations 

c.s distinguishe~ f~_om physical life. In establishing estim2ted useful life, 

cons idera.tion should be gi von to all of the factors of wear and tear, ob-

so].escence (both economic and technological), and inadequacy, which arc com-

m.":n to the deprecic.tion problem,· Of these factors 1 obsolescence is most 

often the limiting or controlling one. Obsolescence of facilities, from . 

the s"t.Pndpoint of econo:~o.ic utility, is c:.l1~~Yays a .prospect or contingE;ncy to 

bo anticipG:.tcd (differing only in degree,· in each instance) Hit~1 rGspect t·o 

an entire _entE.rprise or an indivi~ual plE'.nt, as v1ell as groups or individual 

itons of plant and equipment, Costs of dop~eciation and m~intonance are 

mutually rel2.ted. '•ier..r c-.nd tc2.r i.nf'Y be incrc;;c-,sed by lc.ck of mC'.intenance 

or mo..y be 1:12de good by me.intenc>.nce {often indefinitely, so long .:lS it is 

economj_cal to ~to so end provided obsolescence or inadequacy has not become 

eminent) •. Hence, cstirnatos of useful life of facillties in each case should 

take into considcrr..tion the o.ctual maintenance policy in effect. 

(c~ Depr?ciation may be deter~nined by application of ~.ny one of the . :. 
~e~c.ral~Y. ~<;9?Pt od met bods; ho1·rcvor, t.h.i;.; selected method and rate of depre

cir.tion used .should, in the absl:nce: of compelling. reasons to the contrary, 
. ·. ' . . . ~: : : . . ' . . 

·~ol}.~i~tc~!tly be ap)2liod from yenr to year. Generally 1 hoNcver, deprecia

tion is too intangible to warr2nt. attempts at meticulous estimates b:.r ap-

plicc-.tion of ro.tes by indi vidue.l i te:ms of plant and equipment, although 

such 'tttempts are frequent and will be recognized. Hence, dcprcci;.:.tion 

~Till gcncr2lly be detorminod by groups of facilities for which the factors 

bearing on cstimatc~d useful life are simil['.r. The amount of· dc?reciation 

writtun off in any fiscal pc:riod may vary v1ith voltlme of production or be 

- 11 .. 
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increased for multishift oporation, provided the method followed is con-

sistent 1-vi th bc:.sic ob jecti vo set forth in subparagraph (b) above. Special 

methods havo.been established for de~ermining depreciation on emergency 

facilities covered by Certificates of Necessity by a special directive set 

forth in an appendix o~ this Section • 

.(d) Depreciation should be based upon original cost of the facilities, 

whethGr measured by purchnsc.~greomcnt for a c&sh consideration, tho fair 

value of securities is ~ued -in exchange, o~ similar appro'IJriatE:; m'?2.surcs, 

~altho1.~gh it is pc;rm.issible that su~h cost of facilities be adjusted, 't·Jh£re 

desired by the contr2ctor for purposes of depreciation computations for 

contract pricing, to current price levels by the use of a general price in-

dox, provided in such event that the pr~ctice will be followed consistently 

in the future ~nd also provided thot othertvise: the charge is made at the 

SBmc annual re>.tcs applied to such adjustsd costs as would have boen appro-

prir.tely applied on original costs in view of the esti.m2.tcd us cful life of 

the fc-!.cilitics. In other words, no deficicmcy in actual depreciation pro-

vis ions in any prior yc;ar, bc>.s od upon current price lENels, should be in-

eluded in .... the dcprcciP.tion charge for the current yeD.r.!.7 No other basis 

of det0r1nining npprcQiation in value of f2cilities may be utilized in de-

torT •. linint:. depreciation for purposes o.f contract costs; for this purpcs e 

the tc..x basis of facilitiGs values ~cceptable for internal revenue purposes 

-~Particular attention is invited to the ~ubjcct mc:Lttor bct-v.reen the brackets. . . 

It is dos::red thE'.t comDent be subnitted on this concept, together ·td .. th sub-

strlt)t:~..Cl.tion therefor. 
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(e) No depreciation will be allowable as such, or as a rental or use 

charg£ 1 on the cost of facilities which are fully depreciated but still in 

use when a substantial portion of such depreciation was on a basis that 

represented, in effect, a rocovery thereof as a chc.rge against defense con

tracts or subcontracts in ne;gotiated pricin£; or statutory renegotiation of 
contracts.. Otherwise, the contractor may compute nonnal depreciation on the 

cost of facilities in use without reference to previous depreciation pro-

visions. Fully depreciated facilities will b0 determ~inod on the basis of 

relating original cost to accumul8.ted depreciation on such cost 1 regardless 

of whether there is an adjustment of current depreciation charges based 

upon adjustiJ1g the cost of facilitios to current price levels. 

(f) l!o cJ.epreciatio.n may be allowed on facilities 1-Jhich m-e not in 

use, except such facilities as arc hsld for re~sonable production standoy 

purposes and, ~rhen specifically provided by mutur~l a.greeme:nt, on facilities 

rGproscnting additional plant capacity res8rved for defense production. 

15-313. OL. RE::pairs a.nd :~taintene.nce. Repairs and maintenance of facil

ities {including Government-owned facilities) are illow~ble elements of 

contract costs.. It is necessr.lry that such expenses exclude expenditures 

for plant nnd equipment which, according to gonerc:.lly accepted accounting 

principles, should be capitclizeq. and mc-.de the subject of depreciation. There 

is, of course, a t1-rilight zone bot1•r0en repairs <?.nd maintenance ~nd capital 

expenditures within which a contraetor should be permitted to operate upon 

the basis of his established accounting practico, if tho results are equit-

able. For exc.mple, certain major costs of building alt8rations and rebuild-

ing or 
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rehC1'bili tc,ting rna:chine.ry and equipment may reasonably be treated in some 

· inst?.nces C!.s ei thcr repairs and !M.intenance expenses or ,capital e.xpendi tures, 

depending in part upon the contractor's established policy, In making 

decisions ~nth respect to the alternative account1.ng treatment of those items, . 

co11Sidoration should be given to the materiality of the 2.mounts involved, and 

the question of the substantial enhancement in value of a contractor's facili-

tics at the expanse of the Government for use during periods in which the 

contractor will have little defense.busincss, In the latter case, for con-

tra.ct pricing p~J.rposes, the cost gener·C\lly- should be considered to be of a· 

capital nature and the subject of depreciation. In those instc.nces vmere it 

ma:r be ~ppropriate to charge the cost of extraordinary rehab:tlitation to 

expense 1 special care should be talc en in equi taqly alloc.?ting the costs to 

c.ll t~e benefited cla.sses of T:ork (see 15-313.07 "Preparatory Costs"). 

Repa.irs and maintenance costs on facilities which are not in use ·will not 

be.2llowed, except on individual items of machinery and equipment (as distinct 

from entire pl·ants or significant. portions thereof) held for ree..sonable standby 

pur!Jcses. Repairs: and mainten~.nce on additional plant capacity reserved for 

defense J,Jroduction v.:ill be allowed only if specif'l;.cally provided by contractual 

~.greement. 

· In some instc:mces, Rllm7ance of substantial extraordinary .rehabUite.tion 

expenses as a chc.rge against defense ·business m~.y be pcrmi tted but Tlill be 

contingent upon the contractor's v.rri tten ~.greoment to hold the facilities 

avail~.blc for defense y:ork for a stated minir.Iwn period. 

15-313,05 Profits or Losses on Disposition of Plant and Equipment •. ~r. 

determining c0ntra.ct costs 1 no recognition 1-:rill be . given to. profits or :'.~s:::es 

on disposition of plant and equipment for the reason that depreciation, 

~ 13-
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r?~s~n~bly dctcrmi~ed1 provides the exclusive ch~rge for the cost of using a 

contrnct-:>r' s fncilities.. However, when a contractor has capitalized special 

purp~se f~cilities acouired solely for performance under defense contracts 
.. • • • ' •I • 

(r~ther than charge t~e costs thereof to_speeific contracts) and engineering 

c:-u:nge:s ~r complete or partiB.l tGrmin~.tion of contra.cts finds such fee ili ties 

n?t fully depreciated and not rea.son~.bly useful for other business of the con

tr~ctor, an addition~l cost allowance n~y be made in determining costs of the 

termin~tcd contracts for the purpo~e of eontract s~ttlemcnt1 provided such 

facilities are·transfcrrod to the·Gover~-nen~,. if' so desi:rcd, or an equitable 

adjustmqnt is made in favor of the Government in recognition of any resale or 

salvagG v~lue estimated for. such f<?.cilitic.s. 

15•313.06 Rentals of Plant ~.nd Equipment. Rent2.ls of plant or equipment 

ar·~ c:>.llm'ra~le if re~sonc.bly required for th8 perform~nce of .the contract and if 

bone fide and reasonable as to rate and duration. Special care. should be 

exercised in determining re8.sonablcness of rentnls in cases in v:hich re.tes 

were r-rrived t=~.t c.s e1. result of less than arm's_ len~th barg?.ining. Rental 

,, costs ma:r not. be bona _fide '¥lder tho follo17ing circumstance.s: 

(a) Rcnt~ls P..re pa~.d to persons, including corpor~tions, affilia.ted 

·ui th the contr~ctor. 

(b) Rent2ls arc paid to unaffiliated persons, including. corporations, 

upon property: f_ormorly oYmod by tb.e c·ontrC~.ctor 11hen such property was fully 

' depre9iato~. or substc:.nti~.lly fully depreciated before sPle or transfer = .. ::d 

Go-·.tern.mcnt contrB.cts . absorbed a significant portion of such dcpre~iation. 
. ' 

In ai thel' cc..se (a) or (b), rontc.ls 1':ill be limited to .'·=. reason~_ble ~mount 
I . . . ; 

of de::>~eciation1 as might bo determined if the property :-;ere o-~-:no·::~ by the 

contra.ctor, plus ct;irrying costs which ere not paid b-.Y the contr~:ctor under 
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the t,crns of the lease, including onintcnance, tn.xca, and insurance (but 

not interest on the investment). 

15-313.0] Prcpera.tor:-r Costs, inc~uding Engineering... Preparatory costs 

or ex:penses' also knovm e.s "make-ready costs"' arc . costs specially incurred in 

prcp~.r~t..ng to opcr·::-to under a specific ~or:t.ract or contracts. They include 

costs of orga.nization and planning,. employee r,eeruitmont and training, engineer

ing ~nd development (including prod~c:t design, product spe~ifications, and 

planning of production processes and layout) and plant alteration c.nd rearrange-
. . . ' 

ment. Prep,?.ratory costs do n"t includ~ . ~i tial production ( stc.rting load) costs 

uhich 2re treated in paragraph 15-313~08 or sp~cial tooling 1~hich is treated 

in part>gra.ph 15-313.10. 

PrcpPrntory costs, when incurred for·thc exclusive benefit of Government 

production, are allocable directly or indirectly. to tho contracts benefiting 

from' such costs. ~;:'hen preparC~.tory cos~s benefit ot~cr classes of Yrork as well 

c.s Government :·:ork, an equitable allocation to all benefited classes of :vrork is 

proper. 

Prcpr~.ratoi7 costs may have been incurred prior to the award of a definitive 

contr2ct. The amounts of such costs, for purposes of contract co$t .~llOi~rances, 

arc subjGct to approval of contrP.cting officers based upon a.dvance understc.nd-

ings or upon subsequent negotiation. In such case a specific provision cover-

ing the 2.lloYiabili ty of prc;...av;ard preparatory costs should be incarporatcd in 

any defini t.i ve contract Ylhen futuro pricing or repricing may be based in pc.rt 

upon ectual· contract costs. Similarly, it is desirable thc.t prior approval of . 

the contracting officer be obtained in tho event th~t unusual charges of this 

type are. to be incurred during the life of the contr.9.ct. Houever, the ab3bnO:::' 

of such provision ar approval 1Yill not preclude consideration of the costs 1n 
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subseaue·nt price negotiations or .determinations ·under such contracts. 

15-313 • 08 Initial Production Costs.. Ini t.ial Production Costs 1 also 

knu,::n as nstarting-load costs", are non-recurring costs tl.at arise in the . . . . . ' . . .. . . 
earl~f stages ·Of production because of the contractor's unfamiliarity or lnck 

of ex-::·erience with th~ particular mater-ials,. ma~ufacturing processes, or 

teehrr.i.c:.:1es involved. They are to be distinguished from preparatory costs or. 

exoenscs (also known ~s "make-ready.costs")• 

Initi~l production costs may consist of the excessive portion of material. 

costs incurred in· the early stages of produetion.; on contracts requiring new .. 

products or greatly incre~sed production, as the result of abnormal quantities· 

of mater5.c.ls used or abnormal scre.p losses. Initial costs may· al.so cons.ist .. 

of the excessive portion of direct-labor costs, plus a proper portion.of the 

rel~.ted· overhead, incurred in the early st2.ges of production due to such 

causGs e.s· excessive defective work re~ulting from ineA~erienced l~bor,: idle 

tine ~nd subnormal production occasioned by testing and chnnging methods of ... 

processing, ~nd cost of training employees. The justific~tion for such sp~cial 

·.:· costs depends upon their nc-.ture and caus.es 1 and not merely upon the fact thet 

to.ta.l production costs are high. 

- ·.After e. re~.sonable volume of production has been attc.inod and initial· 

manufC'.ctt:ring diff lcul ties have been overcome~ unit cost rrill usu~lly t~nd.; .. 

to level off, thereby evidencing .the end of the initial period· of pro~ucti;)n. 

·but not necessarily representing the lowest unit. cost eventunlly at~a.inable 

during the 0peration of the entire contract. If 1 ho-r;~ver, these. cos:ts .con-

tinuc C'.bnormally high . after a contractor has been allo'1.7ed. a. .rcasonC1ble l~ngth 

of time in v:rhic.h to lc·arn hoH to make a product efficiently, .. the. exces&ivr;. 

costs may not properly be allowable for purposes of cost reimbursement :~~_. 

. - 16-
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cst~~ating uhd0r cost tJ~e contracts, ~stim&ting for formal pricing plir• 

poses in fixed price contracts, or in establishing costs under terminated 

contrc:~ct set tlcmsnts. 

15-313.09 Reconversion Expenses. Reconversion expenses e:.re those con-

nccted vr.Lth re:storation of facilities to approximatsly the same p..l'lysicai 

arranf_cment e.nd condition they wore in immediately prior to the beginning 

of defense work, including the rt!1noval of Government propcrt:,r. In many 

cases, ro?onvcrsion costs, except for the removal· of Government property 

.arc incurred for. th~ benefit of ;future production, in 1-rhich cases such 

costs should b.e assessed ag~inst such production. However, in a specific 

cc;sc r.nd where .all of the; circumstances outlined below exist, roconvcrsion 
' . . . . 

.~ costs Ji1['_;r be recognized through specific contractual provision. 

(a) Thcr0 must ha.ve been a major alteration or rearrr-illgcment of fa-

:-;"~ · cili ties c;.t the incc1Jtion of. defense work for the sole purpose of pcrfon11-

~~:.. Ch11CO of dcf.cnse cont!'c.cts, or. facilities were newly E..cquirod buildL"'lgs in 

~r;_·: vrhich Government maGh:inery and . equipn~cnt has be.en installed. In the lat-

·-r 

tcr case, only. tl,~o cost of. removing Government property is to be considered. 
. . .. . ... . . 

(b) T.i:lC nuccssity o.~ rc.conversion of fa.cilitios ~o approxim<Stoly the 

sa.)~ physical arrC'nt;:eucnt. and condition they w.~:.:rc i~ i.mr.l~diatcly prior to 

the beginning _..of defense v!ork 9-nd the costs thereof must be r8c:sonably 

certain and dctcrminc.blc. . , 

(c) . T.he:r'? _is little or no .post dcf~nse work COliL.;terci::~l benefit to the 

·co!'ltrnctor as the result of such ~.ltcr2.tion or rcarre.ngement. 

(d) Ncithor.the partiy~lar.contr~ct nor eny othc: con~r~ct cont~ins 

nn 2.llo't·mncc for the use of! facil~tics which would compens~te th..:- .. contrc.c

tor for reconversion expenses. 

Reconversion costs. shall be e.llowe:d only in prici.l'lg those fixed price .. 

... • 17,-
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contracts in existence or_actually being nego~iated at the t~n8 the costs 

of conversion were incurred. ·In the event of subsequent conversions or .. 

modifications for additional fixed price contracts, care must be exercised 

to avoid duplic~tion of ~llowances for reconversion costs. Specific con-

tractual provisions 1nay be included in cost-reimbursemcnt-t;ypc contracts to 

compGnsate the contractor for actual reconversion costs incurred in circu~-

st2nces mocting the above conditions. 

1.5-313.10 .Special Tooli..n.g. The term "special tooling" means property 

of ~uch.specialized nature that its use, without substantial modification 

or alteration, is limited to the production of the particulc-~r supplies or 

the p8rformDnce of tho p~rt~_cult~.r services for which acquired or furnished. 

It incJ.udos, but is not limited to, jigs, dies, fixtures, molds, patterns, 

special tnps, special gauges, 2.nd special test cquipmc.:;nt. 

The cost of specinl toolmg, -vrhen acquired for and its usefulness is 

·limited to·~Cnc or more Gover:n.'ile:nt contracts in· force or being ncsotiE:ted 

c.t the tir:w of .'lcquisition, is [tllocable to the specific Government con-

tracts. The cost of tooling which is :=ipecial to other· classes df work vJill 

bu allocated to such work. The cost of non-special tooling is not subject 

to direct allocation, but is subject to depreciation, which is tre~ted 

clse't·Iherc in this Part, except thc.t ir1 the production of standard connner-

cial products such tooling costs :m.?_y be troated ·as indirect manufacturi."lg 

expense on en expenditure basis, in lieu of depreciation, when the result

ant charges- arc reasonably 0quitable between fiscal years. When the entire 

cost he!s been e.llocatcd to Government contracts, the asset concerned shall 

become contr~ctor.acquircd Government property nnd be subject to the pro-

visions of Section XIII and i~ppend:ix B, ASPR, applicable to contrc.ctor-

acquired Government property. 

15-313.11 Research and Development. Research and development expsnses 

18-
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may be divided into two major categories -• ·(1) product research and develop-

ment, [.~nd (2) general rc1search. 

( e:.) Product research and development is that effort 1d1ich is ·directed 

toward the sotution of specific problems cncountcred·in the design or·pro-

dtiction of a. particular product which t~~s or is anticipated to havo militnry 

or comr~k:rci[;tl use. · The current costs are allovJable ns costs on defense 

~ 

contrc:.cts end may be allocated thereto only to th6 extent applicable to the 

supplies or services cov~/rcd by the contracts, and provided such costs are 

not rci;•ltburs ed to the contract~r under· separate. research and/ or develop-

mcnt contracts. No costs of prod't~ct resC:~.rch [:nd dev.elopmcnt may b'c allo-

catcd to Dcp['.rtmc.;nt of Dc.fcmsc product rcs0arch ~'1d devclopr:wnt contracts 

otht::r th~.J.1 the:; direct costs of performing· the contract £:.ncl the proper shnre 

of tho indirect costs of administerj_n.g the product research and development· 

pre gram.-

~. , (b) . Gencr[:l resco.rch is· all resG~rch other than thc.t v.Thich is directed 
. 

tm·:ard the solution of specific problems encountered in the design or pro- . 

/~·.' duction of a pc.rticclar product i..rllich hc:.s or is anticipated. to have mili-

ta~,r or com.m~..;rcial usc. Tho cost of genE.:;r[l.l research, when rensonablc in 

amount D.nd incurred in accordance Nith the contractor's 0st~olished prac-

tice, is allocable to all classes of vjork, including defense work, provided 

such costs are not reimbursed to the contrC'ctor under scparc:to research 

' contracts. Whore the contractor's organization is devoted prL~arily to 

research work, as distinct from manufacturing, no cost of general res(;arch 

may be allocated to Dcpe.rtl:lcnt of Defense contracts for gcnere.l research 

other than t.hc direct costs of performing the contract and the proper share 

of the indirect costs of administering the rcsbarch program.. No general 

research co~ts vJhich were incurred in accounting pe:riods prior to the . award 

of the particular defense contract(s) (including amounts capitali4cd in 
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tho. _cost of patents obtained) shall be allocated thereto, nor vJill the con

tractor be required to.dcfcr research costs incurred during the period of 

p.::rforman~c of d£fcnse contracts to subsequent accounting periods. 

{c) At tho option of the procuring a.t.cncy, cost e~lowances.for rc

sC;nrch and development Hork may be mndc conting.ent upon th.o c'ontractor 

agrcc:ing to waive any royalty chC~..rges, under all patents prev:iously obtained 

or Hhich may be obtained in the futuro from SUCh work, to the extent SUCh · 

royalties are applicable to defense 1.~ork, either directly or indirectly~ 

15-313.12 Patents c.nd Royalties. 

(a) Lmorti.zo.tion of the. cost of purchc..sed patents owned by a contrac-

tor applicablo to products or processes covered by a contract is an ~llow-
. . 

c.ble el(;mcnt of cost to the extent reasonably allocable to the contract. 

Research e.nd ·development costs loading to pe!tents rLre trGatcd in pr.ragr[',ph 

15-313.11. 

· (b) Royalty ro st·s arG e~lm-re.blc. if ·bona. fide and ruasonzbie. Special 

care should be exercised in detcr~ining reasonableness of royalties in 
. . . . . 

cc-.sc.s in v:hich c:.mounts were arrived at as e. result of less than irm's 

length bargaini.r1g •. Royalty costs may not be bona fide under the follovJing 

circ1L-nstances: 

(i) Royalties are paid to persons, including corporations, 

affiliated with thG contractor. 

(ii) Royc:.lties are paid to \maffiliatod persons, including 

corporr>.:tions, upon patents formerly o-vmcd by the contractor ·when 
. . 

·the costs of such patents or the research c-.nd development work there-

on v:cre subst~nti~lly recovered through charges ag,airist the costs 

of defepse business. 

In c;ither cas~ Ci)' or .Cti) royalties 1-1ill be limited to·. such charges as might 

be de~ennL~cd if the patcnt.wcre owned by th~ contractor in accordance ~~th the 
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provisions of this paragra.ph and po.ragraph 15-313.11 relative to research and 

develoym:ent. 

·(c) Cere should be exercised in preventing charges for th~· use of patents 

11hen. the Govermnent, · in fact, a1;ree.dy has rights to such patents •. (See Section 

IX, ISI'R) 

15-313 •. 13 Plant Protection Expenses. 

(a) Thes·~ expenses represent· costs inc:u.rred in protecting the contr8.ctor' s 

persop~cl and plant against fire, theft, sabotage, espionage, civil disorder, . 

en~my ?ttack, or.other violent destructive forces, Plant protection expenses 

are allov:able costs of defense contracts. . Normally they will consist of gua,rds' 

11ag.ss and le.bor costs rel.::.ted thereto, costs of individua.l equipment, cost of 

plant protecti,on equipment if of minor amount, and depreciation of plant equip-

ment, To the extent these_ costs are attributable solely to defense special 

·."'J sec~ity.r~quircments, they .are allocable entirely to defense contracts. Costs 

of norma.l· plant protection not resulting from such special requirements s gener-

all], should be indirectly allocated to all c"Iasses of work, 

(b) A special :problem may arise in the case of fixed price contracts, the 

security: classification of -which is· altered after· the. contract has b!;!en entered 

ir!to. :.:n--.1en such a contract price is negotiated·, the contrac:tor ·is presU11ed to 

kno·vr the plant protection requirements under the contra.ct e.nd is .expected there-

fore to meet such requirements within the c·ontract price. However, if the 

security classification of the contr~ct '7ere changed by t}1e Government ·after 

e~terin~ into the co~tract1 additional costs~of plant protection may.be.allowed 

the contractor by contract amen<Lilcnt. The C'-dditional costs may include not 

only current costs of an operrting nc?.ture. but also costs of a ce..pitC'l nature :if 

the p~rties agree that the· capital costs ere incurred solely bec·cruse of the 
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changed security classificatiotl Of •. the. contract ~nd 't'JOuld not h2.Ve been necessar.y 

fram the contrC-~.ctor r s point of vi ow. f.lso . ., if C~. classified contract • is reclassi

fied dowm7ard ·during its performan6<3 thereby permitting a sa.vings in plant ·pro-

tection· costs, ~uch s2vings should; if material, be the subject of a contract 

amendi·,ent pass.ing the savings on to the Government. 

(c) Civil defense costs must be Allooateci.. to . ail vrork .·of~ .the·· ct>ntractor 

perfarwed et" the part1.cular loc2tion ·wher~ ·the ·costs are incurred.· V.Jhen the 

.GoYornment 's P?,;;"tion of ·the output of the particule.r pi.aiit is not Tile.'teric?.l 1 . · .. , 

the reasonableness of the incurred costs need not be questioned.· However:, s:lnce 

usu~.lly pAst experience T:ill not provide 8 guide. as t0 reasonableness, civil 

defense costs should be the subject of specific agreement v;hen the amount o·f 

such costs to be a.llocC'.ted to Government c'ontract·s is substantial. ,Hhen this·· .. 

is t::e ·case, recrsonableness· may be judged in liGht of: 

,! ( i) :Jieco~nende.tions · ~nci requirements: o{ the G.uly constituted 

Governmental a.uthority ·hcvfne; jurisdiction ov.er civil defense in the 

local area .• 

The extent of like r:1oasures being· taken by other businesses 

t!ithin the lo:>cal area, particulc:1rly those not· producing under Gover·n.;;_: ·: 

ment contracts.~ t ... : 

(iii) The portion 0f toteti cost likely to be alloca.tcd to 

Gavernraent·contracts as furnishing an inducement to the contractor 

to incur the cost-

15-313.t4 Insurance and Bonds. 

(a.) The net cost. of insurance and bonds1 after deduction of dividends· o:.:· 

other allo~·rances v:hich may be expected, if r~:o.sona.biy · necessary t"o the operation 

"Jf ~ husiness, is a.n allowable cost on Government c·ontracts. to the extent allo-
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cable. Sorae, but'·'not all', of the typos of' cove:rage which m2.y ·be rcasonc-.bly 

necessa~ arc property, aircraft, ·cuto.mobile,· c~neral li~b{lity,·product· 

· lir:.bj_iity 1 wol·lcr~cn' s compensation, employ·cos·, .. group;· accident ;Jncl disabil-

"ity, ·use C~.nd occupancy, and· ci'nployees' fidelity and: surety· bonds (in-cluding 

p0rfbrinancc bonds). 

(b) Insurance on the ·li vos ·of officers is not an allo·vnlble: cost,· ex-

cept whon premiums arc paid· in-behalf of executives or cmplGyoes ·pursuant 

·.to specific c.grcer11Gnt or c;:stablishod poli~J 't-hereby such· pa;ymvnt may bci 

properly considered. as addi.tion8.1 comp-ensation (Paragraph· 15-330.02). 

( c} · When a contractor assumes · fnstirablc risks of· aey type 1 ·a· rc·ason-

c>.blc provision for· losses estimated by the. contra.coor is nn allo1~rnble cost 

if such provisl.on is bascd.upon actual loss experience to the. ·extent fens-

ible:; or,_ in the absence of adequate loss· cxpcrie:nce data, it is not in 

0xccss of net cost's which 1~ould be· paid for such insurance if CC'.rried' by · 

priv~t6 insurance 'compani0s 1 less agents' cornrnissions and other acquisition 

and s~..;rVicLnr:, costs. .... ' 
•• •• 0 

{d) Where the contrc:·.ct requires· rcvicH nnd approval ·of contractors · 

i...'1surance program b;;.;. the irtsurcnco r.uthoritiGs of ·.the military: departments, 

procurement c:nd e.udit personnel of the military depertmonts 1rJill be governed 

thereby·. 

15-313.15 Taxes. 

(n) ·:. in ;·enoral, taxes which the; contractor is required to pr..y :nnd 

\vllich are paid or accrticd in accordance with generally accepted nccounting 

principles r-..rc nllo-r,.rablo, except for Federal .incomci- end excess pro.fi ts 

taxes; taxes in connection ~~th financing, refinancing or refunding 'opera

tions {see par~grc.ph i.S-330.05); and special assessment's on land \·Jtiich 

rep resent capital improveiilc.mts. 
· .... 
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(b) Tmces TiJ~1icu. are believed to be illeg2lly or erroneously assessed 

against the contractor, may be allo1-red as a cost of work performed, p:ro-

yidcd the.t the c.ontractor; (1) promptly requests instructions from the con

tracting officer concerning such taxes; (2) ngrees to comply with such in

structions; a.'1d ( 3) if so dirGcted by tho contracting officer also agrees 

to taku.2ll necessary action in cooperc..tion with and for the benefit of 

the Government, to determine the leg~lity of such assessment or, as the 

c2.sc me..y be, to secure a refund of such ta.."Cos and any interest or pen.?.lties 

thereon. Interest and penalties incurred by a contractor by roason of tho 

nonp~0~cnt of any tax at tho direction of the contracting officer, shall 

be r.llo1-.rable c.s -a. cost~ Rcc:-.sonable expenses of C!I1Y proceeding instituted 

by tho contrc:ctor at thB direction of the contracting officer to deterr.rl.ne 

the legality of such an assessment or to secure a refund of such taxes, 

L~terest or pcnalti0s for the benefit of the Government, shall also be 

nllo1-;ablc as~c costs • 

(c) lilly refund of taxes, penal tics or interest thereon shall be 

credited to contract costs in.tho proportion in Hhich contract costs nb-

sorb the costs of taxes, interest or penalties. If at the tim~ th0 refund 

is received by the contractor, no defense: contracts arc being performed, 

the ar.1ow1t otho~.Jisc to be croditcd to contract cost's shall oe' p2id directly 

·to the; Govcrrr:.-r1cnt • 

(d) iiJhere it becomes evident in negotiating a contract price that a 

contractor J~Y be required to.pay a tax, tho loga~ity.of which is ques-

tionable or in dispute, such tai mc::.y be u·sed in negotinting the cont-ract 

price, provided that the contract· conteins provisions substantially simil2.r 

to those set out in subparagraph (b) (1) (Z) and (3) above. 

. l. 
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15-313.16 Str~\CS Qnd Lockouts. The situntion& ~d conditions sur-

rounding strikcs.and lockouts aro so ·varied that it is impossible to estab-

lish a general principle providing for allol-ianco or disa.ilo"t-iancc of ·c·osts · 

incurred during such occurrences. Each case must be considered on its own 

mari.ts ·in the light of the philosophy exprossed or implied in.·thG. principles 

and stendr.rds expressed in Part ·2 o.f ·this 'section. 

15-320 Selling and Distribution Expenses. . . 

15-320.1 J..llocation of Selling md Distribution Expenses. Sell::ing and 

distribution expenses in general arc subject to allocation to the cost of 

defense work to the extent ctppropriate, . considering th~ mothods of selling 

and distribution to the Government or to prime contr&ctors or subcontractors. 

Gcn0rally, selling end distribution expenses should bo allocated between 

product lines 1 or to products sold to the re;s:pocti ve customer types ( 1-1hcrc 

so.lcs methods nrc different) 1 based on analysis of the cost clements in re-

l~t.ion to t~1c s e.los of forts. In so1·.1c; cases, it mc:y be appropric:te to first 

~.llocate those expenses in whole or in pert as· betw0en defense and nonde-

fonse businc!SS 1 8n<l then to allocate tho expenses applicc:~blo to defense 

business tif;.c?.irlst tho individuC'.l defense contrG.cts. or products. The prin

ciple of direct ·costing is VOIJ=- importe.nt in this area. For example, when 

special defense products arc ~old to the GoYc::rnment or to defense contrac

tors by scpe?..ratoly identifinblc c?.nployoos of tho manufacturor,. the compcn-

sntion e-nd <.::xpcn~os of such employees m~y be nppropric:.tcly ch~rged to costs 

of such products. V.Jhon, in such cases 1 th0r0 is a separate sales orgc.ni-

zation or identifiable group of rcprcs(;ntr:ti.vos engagGd in selling to non-

defense customers 1 no portion of compensation [\.nd expenses th . ...;roof should 

be chc.~rged to defense products. On the other extreme, 1--1hdn st['.ndard com .. 

. mercic..l products arc sold at f:L"ted prices direct to the GovE.;rnment or to 

defense contractors 1 r..s well as .to numerous customEJrs not engaged ei thor 

directly or indirectly in defense production, by menns of one 



. 
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.r.· 

cstcblished ·sales organ:lzntion, the same sellfu·g expense per unit of product 

may be used in cost estimating, except when the quantities expected to be 

sold arc so abnormal in relation to sales effort that the Use 6£ historical 

costs "{t10uld. result in the inclusion of an unreasonnble amount of estimr-.tcd 

selling expenses. In the l~ttcr case, 

. f 
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tho fixed selling czpenses should becharged to normal nondefense sales~ leaving 

the defense sales chargeable only with a proper share of the variable costs. For 

an illustration of this princip~e see pe.ragraph 15-320.5 ro advertising. 

15-320.2 Salesncn's or Agents' Compensation. 

( n) Salesmen's or agents' compens~.tion alloc.able to defense contracts 

should be rcc..son2ble in the light of the services rendered. If inequitable or 

8Xorb:l.t2nt compensation is pai~, it shall be s~b.jcct to disallowance, to the 

degree dc;;:!med excessive, for the pt'.l'pose of allocation of costs to defense 

contra.cts. For exa:r.iple, v;hen defense business consists of standard com;!lercial 

products ·rrhich c.re sold nornally on c.. commission basis, sudden. expatlsion of 

defense business rnc:.y necessitate ·the ll.djustinent in the amount of compensation 

alloc~'ble to defense contrncts. 

(b) No fee, cornri-.ission, percentage., or brokerage fee shall be a1loYmd as 

a contr2ct cost when contingent upon or rosultj_ng from an award of a contract., 

except amounts paid to bona. fide employees or established commercial or selling 

agencies maintained by the contractor for the purpose· of securing business. 

This provision shall be El.pplicd in a mc..nner consistent ·with rcpr6sentations or 

a.grem~~cnts of contractors or prospective contractors in tho light of .. n.SPR, 

Section I, P~rt 5. 

15-320.3 Genera.l Sales EA:penses. These expenses, consisting of salaries 

and expenses in connection vri th direction and supervision of all sales efforts, 

clericE~l expenses in r:mintaini!}g salss records and statistics in some cases., 

and sinul~r overall sales expenses, nay be considered to be allocable indirectly 

to defense products or contracts in some cases based upon the specific facts 

in each cc:tsc, provided the basis of allocation is equitable as between defense 

and nondefense business as a whole in the light of the relative services rendered. 
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15-320.4 Bidding Expenses. Current bidding e'T_enses of both· successful 

and· U!1succcssful bids norma~l..v .. will bo treated as. indirec~ expenses. c.~d, appor-
• ' ..... • ~ • : • • I ' • ' ' • 

tioned c.urrently to nll business_ of the con:t,rc-:.?t.or in which event z:lO bidding 
,. 

eA.'J)cnscs af pest accounting periods ~~~11 be chargeable. to defense contr~cts. 

Hotte\rc,r, -rrhere ·it is the contrnctpr's established practice to trent bidding. 
·. . . : . 

exr.-cnsos by some other method, such method may be acceptable if tho results are 

subst?.ntially the sar.1e as '\7ould he.ve resulted from the application of ·tho method 

doscribed nbove. 

· 15-320.5 ;"dvGrtising. ·l~dvcrtising expenses include the costs of materials, 

space, time, lc:.yot~t., and GA"Pensos of the department which supervises such activ-

ities. Ld·:ertising expenses are generally incur~ed to promote the sale of. the 

contr~,ctor 's regular comnercial products ~.nd should be e.ssigncd t~oreto.. I~dver-

tising :lJaY be appropriately considered for ~1location to tho cost of defense 

contrDcts in the following cases: ·· 

(a) :~dvertising directed solely tovf~rds' the recruitment. of nev: 

(b) ·;~dvertising in trad6 and technical journals for the purpose 

of establishing necessary business contacts in connectiol) -rrith the sale 

of dofense.products to Government cofltractors. o.r when such per:todicals 

2.r0 bc;licvod to be of vclue in the dissemination of technical inforr:1o.-

tion ·,-:j_thiri the cont~actor's industry, 

(c) Publication of catalogs, price lists, ~-nd technical prunph-

lets ·-r:hich C!.id users of the contractor's products, i~cluding the · 

Govern.':lont ·or defe~se contractors, excluding, of course;·the cost.of 

such' publications t?repa.rod for the Government under ·separate contract 

~onsideration. 
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, :. (d): _t·dver~~sing for C?lllL1ercial pro.ducts,: qt}).er thap as. in .(a} 

thl'ough (c) above, ~ot :i~ excess ·O! the qontractort~. average annual 

cos.ts ~flew;-red. pr.ior ·to~ the ar;a;t;"d . of defe~1se . contrac:ts. establisheQ..· 
. . . . . .. . .. - . . ... ....... .. - ... 

_.· practl.c~~'- .may. be .. allocated to. d·erenl;)~ prime contracts .and .qubcontracts · 

fo~ ·:~-'!.l~h .eo~ercie.l products on tpe basis that the· G9sts. vvil~ .. :first .. · - ...... ·.-. · .. · 

be assi;.!ned .. ·.to the contractor's ·nondefense. business in·the saoc amol.mt·: 
• ·,'to.J • • ' , - I, , . ' 

pC:r. unit so~ !as ·.vras.·.assigned. to. $UCh· .. units prior ·to obtaining- de:fenso.: · 

t?usi~~s-s; _the· .a.mo.unt>remaining after ::~c.n.: as.signment mey'. 'be elloca.ted 

to. defense p~ime and subcontract~ b1:1t n.o~t ;n e~cess·, of ·the :e.mo.unt per 

~it .. on: nonq.efense. bus.iriess.; provi~e41 ·:hm:u~·v~.r;. the:ti·:whon defense ··. 

· ~;~· sales arc merely iQci~e.nt.a1, such :cost ·.2-~lo·cations may be ·.L1ade:;~. on an · .... 

.. .... ... ·, ...... 
. : ...... ~ 

· .-(~} Asv.e;t:"tis~ng.-~q_sts.,· other t.he.n ~as .. in. (a): through. (e},·.abovc1·:··,··:· ·.;; -.~· 

may not be .. ·e.llo.cr.teq to de.fen.~e . prime cont~a·cts· ·and. ·subc ontrac.t~-: ~for·~-.' ... ,. ·; ! ·. .. . ... . . . ... . . . . . . . . 

noQ-:-c.om.qcr.-qial .. products,:· .. Th~ sole :exc_ept~on .. to· this rule exis~ts .;in · · .. 

. crses .. where, in connectiqn with undertaking defense work, the. GO~.·· .:·,.· ... 
~ ' ' . . •. . . . . ' . . ' 

tractor's vo_lume of nondefense '\7ork is reduced substantially,· and .the ..... 

. ~.rket demand for the 7ontractor 's nondefense ~~~ork is. such t}lat the 

reduction· \Touf.d not other~\rise have occurred. In such cases 1 in order 

to ~nnintain good will,· the contra~tor may need·to continue to advor-

tiso in accordance with the contractor's ·.average annual costs incurred 

prior to the a~:1ard of defense contracts. In such event., ·the. excess of 

reasonab~e advcrti'sing costs· over the_ amount. chargea~le·to nondefense 

bu~iness at per unit .rates previously prevailing may ··be allocated to 

defense business. 

15-320.6 Product Transportation and Delivery E.."q)ens~~· These expenses·, 
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when required ~y the torms of a contract, are_ properly allowable.· Whenever 

significant in amount and provided j_t is feasible, they- sho~d be determined 

and allocat~d. a~ a d~rcct co~t of the product or contract. 

15-320.7 Warehousing Expon~~ Vl1enever a manufacturer maintains and 

ships products from warehou3es strat~gically located in order to provide better 

service or reduce transport.ation costs to customers (as is frequently found 

vnth sta~dard_co~~crcial products or spare p~rts), tpe expenses of warehousing 

such :stocl-:s, incl~ding transportation from facto~J to warehouse, are: allo-~7abl.e 

men fairly allocated to defens~ sales. in relation. to total sales of products . . 

delivered from such r:arehouses.. On the other hand, Yf~e~e products sold under 

a defense contract are not delivered or serviced from such warehouses none of 
~ 

the cost of oneration thereof.. is ~llocable to .the cont:r:a.ct. 
f. .a. •..•• 

15-320.8 Service and ~·;-arranty E.xpenses • In cases where the contract 

terms covering sa.le of defe.nsp produc,ts includ.e an .. obligation on .:tl~~- part ~f 
. . .. . . . . ' : . . 

the contrP.ct.9rs, ·vrithout add;itional separa~e comp~nsa.tion, to provi49 serv.ice 

in instc:.llation, tr.aining . .opera~or$,- c.orr~c-t;,ing defects_ in t1;1e product1 re-
'~ . ' . 

placing defective parts., mald,.ng re,fundE; ~n. c~e pf .inadequate performance_, e:tc•, 

the p~ice. qr. cost of tho product .~hould include an allowance for ~he cos~ 9f 

. such undel;_'_~akings. Generally, .~ny warranty o:f t~e prodll:ct as to ,performance,_ 

materi~ls1 .and.worlcmanship will be for .a. definite period of ti~e •. ln the case 

of cost~.reimhursernent-type contra.cts, .ac.tual costs of performance to be reim

bursed to the contractor vrill include .. such ·Of the foregoing costs as must be 

incurred tq, comply vri.th the tetr.tS of the contract., and the .. peri~d of performance 

of· the contract will usually not expire until the end of warranty period and 
• 

completion of performance of any -v:rork required by the terp1s Q~ the warranty. 
: . . . " -

However, in some fixed~price contracts, a uarranty may e~e~d- for a period cf 
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time'considerabiy:beyond delivery. ·In :~u~h· ·c'ase~s,' .. ·i~.· is,. nccess~~··t,d estimate:: .. 
. . ;, . ·: 

the cost ~of ·se~iices·· ·and warranties, ustiaity·j:as.'-a~:PC~~:entag~ -~~-~- -p~odu6e ·cGs.t;,·,. 
. . . •. ·,. ,•.;,. 

for purpose's.-··of'· price n~gotiation. _. E~·tinlt:'.ting:.wa,rra~ty c9sts ·nru:·st ~srially·;be ··r. 

:· t' 

based upon p~:st· experience in similar .cirbU.fistanc·~s·~ <-When all~vance·~ .. :·a.re m~.de 
•• • • : · •.. : I ; '.·.~ • • ': • ':' : • ~ • • !' ' 

-fd'r costs of performance. under warrantl~~~·as .:pr.o~:3:u~t co.sts., ·there 'should ·be·-: ri~· 
. ' ··. ·'' .·. ·. 

duplication of the ellovrance for -the risks· -in figuring all9''U!!bl~~ :pl:.-&r:i.ts.- '.·. · : ·. . : • .... 

15-320.9': Entert?int:nent Expenses. Entertainmerrl~ .~xpense~, as .stich1 ' shall 
~ .: ~ :. ··~~-~ ~:. ·.: : ;· . 

not b~ corisider~4.: ~i t~ex: .. d~ectly ·· o;~··· itidfree~ ~~.}\ ... -~P.~-~-.. -9!. ·:p~rf~hg. ·Gover~- .... 

ment C()~traCtS. ~rev~~:\~~~n :,~~eris'~s -arise~~!!,,~ ;r~~ult ~/~chtise or me~>ls 1 .. 

. . ·. .• ·. . . • ' •.. :· .• ·. ::- ·.· .. : .• :· ··. . . . ·.' . . ;": .~ ... : ( •. :·· .J. : .... . . 

local t.ran$portatioq·,: ·:rcnta.l of ·.faciii t1e§.: .. :fb~: P~.~ti:n.R~.I .. ·and·. ·other;· ·iriciden*'al : . 

costs 1 arid t!i€ primary purp~se of {riciiri+:i.rtg s~ch "'?~~;: -~~' t~~: 'd{~s"eliiiha,td:Qn, o,t 
•. ·.. . . : ~- .. : _:'\_.:·_·,·:·:·..... .. . . · ........ ) r:.~J)!f:. • .... , ~ .. ~ ... i':. . . 

technical information or the stimulati-on ·-Gi'·: prpductiQn, .such .. cost"S· ··are alloyrab.+e · · 
. . . • .... -...... t.. . . . .. .. 

• • •• •'.! ;.'~· •. [ • •• •. •• ~ .. 
.. ···· ... 

. : ... ·.. . . . . . . ·~~ ~-: ~: ·::. :·. :'.. .. .... .. . 

in deterinining ·the· cost of. Government· c·antractffl•;:., .~. 
. ':.. ., - . . ".:·· .. .:,. ·, ... ,. • . .. . .. ~:f._:··.:.( :·.· :--·; ~·-. .. 
i5~ 3.30 .. General·. and Administra!~ivc·' Expenses .• , ! . -:.; ·. · . . .......... · .• •.:: r < 

: . . . . . . . . . ·. . :· .. . . . ·, .... . : .. i .• '! • •. :· ·:·.:... :~ ("; ,~ !· ,· ... 

15~ 330~·01 : J~llo,cation of .General· ·and Arlmin~si;rat~ve Expenses'~ -:>•_;11.mong the . 

. . ,. : 

acceptable ba:ses . ., d~pC?nding upon .. the( eircuost~·nc.~s,.. of allo·c-~ting general.and. 

adrninistr~»ti vc eXP<an!'Je_s· S::.~ ·~oc~~sing; costs (dire~~ ~~o~1 'ra6tOFY 6verhe<td1 • 

: • '. • . • . • . ,:.-' ."; ,' : ~ . : ·; ~ : ·_' ' '• '• • ' ' . I ~ .' • : . : ,:. . . : ' • • • : " • . • . • •' . : • ,} 

and othe·~· factory:.'prp9-uqtion costs: exclusive-.:of .. (iirect 'material)j····ractory·.:i~put 

costs {pr66e SS:i:ng :·~o 13ts ~1~;. ~{rect nia terial) 1 ·cOst ~~ goodS . c'Oinpleted 1 cos~ . ~·~ 
, . .J • • . • . • : f ~ . • • ' . • . I , .. , . • . r • ~ , . . •. • 

sales, and sales (where no more sati'sfabtory.basiQ is a~ilable·), ,:provided that 

.... ..:. 

... . •. 

•"-· eqUitable . resUlts i afe thereby obtained. · In the se·lection .- of the ·particular 
t ~ ' ; 0 .. • • ~ : •• ' 

. : .. 

method or methods of e.pportio!k'ilent, special consideration should be given. to . 
. . '" 

# •• 

any such unusual factors as charges of-subcontractors and fixed asset improve

merit programs. All pertinent factors should. be rev~ewed from time to tire1 
. ; 

espec.ially if and when there is a ·.chang!b·. in ~~- n?-ture· ~r volume of production, 

to determine whether the indirect ... expenses continue. to ·be apportioned equitably. · · 

. . . ~ 
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Where the nature of a contractor's business has not changed basically by a shift 

to de!en.se prod":lction, the presumption is that his former methods., if tested by 

operation over a considerable period., are satisfactory.. However., this is only 

a presumption and should be reexamined in light of pr~bable increased_production. 

When the business has changed substantially because of .such a shift, the contractor's 

former methods of allocating iridirec£. ·~xPenses ·may be entirely :Lnappropri~te and · 

.. so should be thoro~ghly revieW-ed.. ·' · 

15-33_0.92 Executive ComPens~ti·o~. ,. · 

(a)_ Executive .comp~nsatio'n c6n.si~t·s 'of ·all e~luments (including ·salaries, 
. . . . . 

bonuses 1 _stock option~~ etc.) paid or·acc~ed:for services actually rendered to 

.~the contractor b~ executives, ~ffi.c~rs., ·Partners:; ··sole. proprie~ors, and ?thers of __ 

similar rank a.nd a?ilities. : sUch··6;o~·ts are allowable when re~sona[?le. ip ~mount ~ 
. . . . . . 

the light of the services rendered.·: Whkr~· the(c·ontraetor•s ·o~ganization was .a. 
o;-:1· •';: • • 

goiilg concern for a significant ··~e;i~·d! pr~-o~_:·t~ .. th~ av[Srd. of ~·defen~e contraots_,_ 

the amount of compensation established· by' ·tlie:, contractor· ··will normally be considered 
• '' o _., . • ' o, • .. I • ' ' •' 

.. reasonable~ · In other eases and .. in· any:· ease :\fber.e:. ·t~~-'. amount. there_o:r. ·appears not. 

·to have been dete~ed. tfu.kgii'!lrm!s ;iength;bargaip~~·~~~ ~~e ~l;,yez: ~. 
. .. . ...... ..... I .. •· . 

'· 

the executive special consid~ratiori mii.Y. be · reQUired• ·Arm' a. length bar~ining .. . .. 

may be ... lacking in any_ one ~f the follOWing· situations among others~ 

(1) Th~ executive or a .member .or· his immediate .fa.m:!,~y .owns. pr is 
. . 

-- commit.ted to acquire a substantial fine1.ricial interest .:·in the. contractor 1s 

organization; or 

(2) Ownership of the contractor is• limited to.a .small .. cohesive group; 

or 

(3)· The volume of Government contracts when related to the co11-tractor 1s 

total business is such as to influence the contractor in his determination of 
. ! . . ' . • .. 

executive. compensation; or 
.. . I . . . 
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(4) The services rendered by any individual are clearlY dispro

portionate in a major degree to.the compensation paid. 

Allowances for compensation of partners or sole proprietors may-properlY 

be included in executive compensation even though not actually paid or 

accrued"in the accounts. Where executive compensation is considered to be 

unreasonable in amount, the excess over the amount considered reasonable will 

not be included in determining the amount allocable to Government contracts. 

In the case _of cost type contract, any allowances for compensation for 

partners or sole proprietors should be incorporated in the contract. 

(b) The cost of options to purchaae stock of the contractor corporation 

granted to executives thereof is a part of executive compensation, and, as 

sue~, may be allocated to Government contracts, as follows: 

(1) The cost of stock options to the grantor corporation is the 

excess, if any, over the option price of the fair market value of the stock 

on the date the option is granted to a specific individual. 

(2) This cost is to be. amortized at an annual rate not to exceed 

three percent of the fair market value of the stock on the.date the option is 

granted. The period of arnortization is to begin with the date that the option 

is.granted in recog~ition of the fact that the benefits to the corporation 

extend over a period of years and do not accrue in one year when the option 

is granted or when it is exercised. 

15-330.03 Travel Expense. Travel expense, when incurred for business 

purposes, is an allowable cost. The cost·may represent payment for actual 

costs incurred, or payment may be_on a per diem or mileage basis in lieu of 

actual cost, or a combination of the two methods may be used, provided the 

method used does not result in an unreasonable charge. 

The mode of travel, accommodation or subsistence shall be in keeping with_ 

the contractor's established practice. Should there be no establi~hed p~~ 

-31-



•,.. l 

the cost shall not exceed an amount COI!'Jnensurate with the nature and responsi

bilities of the traveler. Costs of cntertairunent shall not be included. 

Special circumstances cre~.tc situations for which there may be no preced~nt. 

For example~ costs of transporting entire families from one geographic loc~tion 

to ~.nothcr, C~.nd establishing th_em therca.t 1 may have to be incurred if a competent 

skilled labor force is to be recruited and maintained, Genernlly such costs are 

allovmblo 1 b,lt there rn~y be specific instane0s in which a pc.rt· or ci.ll Yrill be 

excluded if considered excessive or ~~nccessar.y. 

15-330.04 Legnl, 1ccounting, ~nd Other Professional Exnensos. Costs of 

professionnl services, io7hethcr performed by the contractor's employees or by 

other rr£1~bers of the particular profession retained .by the contr?ctor1 are 

gencr::llly allownble. Such costs !:lUst be reasonable in light of services rendered, 

and paynent nrust not be contingeat upon recovery of the cost fron tho Govern."Tlent. 

Such services Bust have been reasonably required by the business~ although 

not necoss~rily required solely for tho perfornc~nce of Govor~rncnt contrccts. 

F~ctors to be considered (anong othors) when dotermining the reasonableness or 

necessity· of incurring the cost in a p8rticular case are: (i) past pattern of 

such costs1 p~rticul~rly in tho years prior to the award of Gover~uont contracts; 

(ii) the imp~ct of Govern~ent contracts on the size of the contractor's business 

(i.e., T:hr:t ne'i-: problems arise); (iii) the- nnture and scope of n~nagerial services 

expected of the contractor's m1n orgcnization; (iv) the degree of conflict of 

interests ·:rhich nc:.y exist bet"rrccn the· contractor end the u.s. Government; and 

(v) whether or not the proportion of Govern.TJcnt production. of the contractor's 

tot2-.l production is such as to influence the contractor in favor of incurring 

thG cost, p2.rticularly vlhere the services rendered are not of a eontinu:i.ng n8.ture· 

and hc:.ve li ttlo relationship to. production under Government contracts • 
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If, in· light of the foregoing, it nppcr:·rs that any othcrv-Iisc allo".'1able costs 

arc not TC~Sona'\:.ly required by the busineSS or are 8XC6SSi1'e 1 the allO'rTable por-

tion r;ill b'? reduced to an appropriate e.mount, if a.ny, for purposes of allocation. 

15-330,05 Business Organization Expenses, Business orge.nization expenses 

consist of th·JSC ordin.:try and ro~sonably necessary expenses which are incurred 

becet.usc of the use of the corporate, partnership, or oth~r foro of organization. 

Recurring business organizati~n c:.-.."Penses c.re ellmvP..ble. EXB.J'"!lplcs of such recur-

ring eJ<:l:E:;nsos, -r:ith respect to a corpor~.te forn of organization, are fees paid 

to nmnbers of the board ·:)f directors, cost of shareholders meetings, proxy solici-

tati:)ns, prepe.rc-.tion and publication of nnnunl reports to shareholders and prepara-

tion and submission of required reports to regulatory bodies he.ving jurisdiction. 

Non-rr:currj_~g expenses, particularly those directly related t·J the acquisition of 

addi tiorw.l c~pi te.l, 8.re not allov:P.ble. Examples of unallowable cants would in-

elude log~l c.tnd professionc.l fees pCl.id in connection with the prcpa.r.~tion of a 

prospectus, costs of propnrat.ion and issuance. of stock rights, and am0rtizntion 

of "orge.nization expr;mso". iJ.lowablG costs shall. normally be considered to be 

rec.s:Jn .. ::·.b}_c in C:!:lount vrhen incurrGd in accordance with the contractor's established 

pract.icos, pc-.rticularly those in effect prior to the awC~.rd of Government contrCl.cts. 

15-330.06 Bc.d Debts. B~d debt losses, whether actual or estin~t.cd, arise 

from ths c:ontractor's non-Government business. No allowance for such losses 

shall be m!l.dc: in costs or prices under Goverru:1ent prime contrc:-.cts. However, in 

the cf.!.so Qf subcontracts 1 particula.rly lower-tier subcontracts several contracts 

reDovcd from the prime contractor, consideration may be givGn to a ree.sone.ble 

e~lo-rrnnc.o for b~.d debt losses not to exceed the rate experienced by tho subcon-

tr~.ctor in d0ing business with the same class of custorner. 

15-330_.07- Contributions e.nd Donations. Contributions and donntions to 
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established nonprofit charitable, scientific1 and educational organizations are 
, 

properly all!)cabJ.e to Govern.'nent contracts; prov~dcd th2t such costs ( i) may 

rcas0n~i'bly be expected to result in future benefits to the contractor through 

advcncing, directly or indirectly; tho technolO~J of his industry or incrsasing 

the supply ~f trained manpower e.vaila.bl0 to it; ( ii) are in lieu of the cost of 

simil~r facilities, ~.-rhich facilities the contrc:.ctor ·would othcrvrise hA:ve to· 

provide, ~s for example, employee medi~al or recreational facilities; or (iii) are 

expected of tho contr2.ctor by the community end it can reasonably be expected 

that the prestige of the contractor in the eotu1ltlnity v;ould suffer through the 

let.ck of such contributions. In genoral, i ter.1 (iii) will not be npplied unless 

it is tl1c prnctice of rimst business firms in the sa.r:1e corn..l1luni ty to nake contri-

butions to such orgcnizc-.tions. 

The propriety of thG ?mount of particular contributions and donations ~nd 

the ~ggregate thereof for each fiscal period must bo . judged 0rdin~.rily in light 

.of the pattern of past contributions, particularly those made prior to the 

pl~cing of Goverrunent contr~cts. Th8 anount of each allowable contribution must 

be deductible for P1.1.rpose-s of Federal incor:.1e ta.x, but the deductibility of the 

contribution for incor:1e tc.x purposes does not in itself justify its c:llovr~bility 

as cJ coritract cost. 

15-330•08 Trade, Business, end Professional .~~cti vi ties. 

(o.) It.1cr:1berships. Costs of membership in trade, business, nnd professional 

organiz:1tions ~re allowable r.hon incurred in accordance with the following 

standards: 

(i) rienber·ships a.re consistent with the est~blishcd practice of 

the:) contractor, particularly his prr:.ctice prior to tho arrnrd of Govern-

T:tcn~. contracts. HoYvever, if th(;:, no.turo or voltunE.! of t.he contract:~r' s 
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productton has been e~torcd significantly by GovE::rnment contracts, 

dcpnrturc front the prier program may be justified. 

(ii) Whon tho organization is a locc?.l one ~.nd membership would 

be expected of all eilnilar business fir,~s in the business coln.Y!lunity. 

Local organizations must.be pr~narily for tr~do, businGss, or pro-

fossional purposes. Sociel, cultural, or recreational nctivitiGs, 

if any, of such org~izations must be incidental. 

(iii) . If the orgnnizntion is regional, nc;.tional 1 or international 

in scope, me:mbcrship therein should be held by n mr.jority of like firms 

in the s 2!Tlo indus try. 

(b) Subscriptions. The cost of subscriptions to trade, business, pro-

fcssional, or technice.l pcriodicc.ls or serv1.cos is allouablc whGn incurred 

in E·.ccordanco with thu contrc:-.ctcr•·s 0stablished practice C!.nd the costs are 

r0asontlblG in amount. 

1.5-330.09 Employee aorale, Health, an:i Welfare. Expenses for employee 

mor·alc., hcc..lth, t...Y}d wolf~re activities, such as employee public~tions 1 ill· 

noss or first aid clinics, linprovomont of working conditions, and ethers 

aimod to inprove o:nploycr-cmployoe rolc.tions or employee pcrformcnce, may 

be considered to be cl.lowablc if th0y oro roason~blc .;:nd necessary. The 

contre.ctor' s esto.bli£.ihod practice or custom in the industry or m-ea v:ill 

be consi~orcd in. n:ta.ld..ng such determination. 

15-330.10 C~fetcrins, Corrnnissaries, Dormitorie;;s ~ ~nd CC~ntocns • This 

class of expense consists of the cost, l~ss revenue, of food, bcv8r2ges 1 or 

living nccomr.1odations provided for members of the contrcctor' s organization 

at their regular duty stations. When rcasoncbly required by the natur~ of 

the contractor Is oporr.tions, plPnt locD.tion, ostablishcd policies 1 or em• 

ployor-cmployee agreement, such costs shall be allowable. On the other 

hand, any profit on such activities 
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sh~ll be considered ns ~ credit to ~he contractor's overnll expenses before 

alloc6.tion to defense contracts, unless. such e:A"'Penses nre reduced for nil the 

co'sts of such r.-.ctivities, including uso of fncilities, spaceJ nnd utilities 

with clir~n<-'.tion of such credits !rom tho contractor's general expenses subject 

to cost r.lloc_;:-.tions to defense business·. 

15-340 Finc.ncit'.l ['.nd Other Expenses: 

1.5-340.1 ·Interest on Borrov;ed .Capitnl. Profit l!k~rgins ~.llow~.ble in con

tr."'ct pricir1g r-.re b~sed, ,':'_mong v.:l!'ious fnctors, upon considert:'.tion of normal 

interest return on totQl cc.pital employed (including borrowed cnpitnl) ~nd com

pens~tion for risks (including lOSS Of any cnpi.tal) except to the CA.-tent thD.t 

risks ~.re the subject of co!i!pensation through cost nllow~nces or nro assumed 

by the Government under spocinl ferns of contrr.ct pricing, y:hon no pricing 

nllo-rr::-·nce for such .risks should be :mndo. In this way, every contr<1ctor should 

receive nondiscrL:1in.:-.tory tror.tment, whether he furnished his entire capital or 

borro-r:s a l.~rge portion thereof, or -rJhothor he is orgr'.nized in the for!'!1 of .':\ 

corp~r0.tion, n p(l.rtnership, or D. sole proprietorship. Accordingly, ix+.ores-f:. 

pnid or 2ccrued, reg~dless of the nature Gf the obligation which givos riso to 

the ir:.tcrost cost, is not ~n allow~blc item of cost to be charged directly or 

indi~!:'ectly to the GoverrL'Tl.cnt contracts. 

15~340.2 Contingencies. 

(n) No c.llovrcnce for fu.ture contingencies shnll bo includGd in me.king 

detern.i:1~.tions of historic[ll costs. Costs of events "~rhich occurred during the 

period :Jf contre'.ct performC?.nce, but the amount of which is currently indeterrnin

abl·3, mc.y be recognized ~.s folloY.rs: 

1~ A mutually agreed upon settlement rnc.y be negotiated in 

lieu af v7~.i ting for tho exact future determination. 
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2. Tho contr~ct lnD.y be held open as to the pc.rticulnr item 

pending tho ex~ct deterr.rl.n~.tion of the 1:..mount of the cost 

on ~n.cctunl b~sis. 

Individuc-.1 p~·r~gx:C~.phs of this Part cont~in more specific tre~tment of contingen-

cie.':- rcl-~.tcd to the subject Illc~tter of such pnr-:'.grr·.phs, ~.nd in such event they 

1·:ill b€'.~ cor::trolling. 

(b) ;·.llo~.;:~.nces for specific contingencies ·which ."'.re re~son."'.bly cort3in 

and dctcrrrlin:".ble m::.y be m[l.do in cost estii!t~.tes f~r use in negoti~ting forwnrd 

prices of fixed price contr:-·.cts. Other contl.ngencies ~c not -~llowo.ble ns costs 

in forr;."'rd pricing r'.ctions, but their possible L11pnct m."..y be considered in 

estrtblishing c~Jntr-'lct prices :.~nd ceilings in .~ccord~.ncc with P~rt 4, Section 

III, ASPR. 

lS-340.3 Tormin~.tion Costs.- The :-ddition~.l costs th~t ~.rise ~s the result 

of torDin."'.tion e>r c:1ncell~tion ·of Government contrn.cts (or subcontrr'.cts, including 

purch~se orders), for the convenience of the Government, .1.re ~.llovr.<'l.ble. These 

costs inr.1ude: 

( n) Settlement Expenses: Rensont'.ble costs of settlement,. including 

nccounting, leg~l, cleric[l.lj nnd ~ther expenses re~sonnbly necessn~ for the 

prep:-!.r~·.tion ~f settlenent clni!!lS q.nd supporting dnt:1 Y:rith _respect to the terni-

n~ted portion of the contract ~nd for the termiht'.tion ~nd settlement of sub-

contr~cts thereunder, including expenses incurred for the purpose of obtnining 

p~ymcnt from the Government but only to the extent renson~bly necessnry for the 

prep~r.~tion ~nd presentntion of settlement proposnls nnd eost evidence in 

connection thcrevri th. Settlement expenses include re:--.son:1ble stornge, trnns-

port.~tion, ~.nd other costs incurred for the protection of property :1cquired or 

produced for the contr~ct or in connection with the disposition of such property. 
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(b) T'J be excluded from ;'.lloY.ro.ble costs in the event of tor1ni.nation 

e~.rc th2 following: 

1. Costs due to un~e~son~ble del~y on the pnrt of the 

contractor in complying with the cl.~uso of the contract enti tlud 

"Terr:lin~tion for the Convenience of. the Government." 

2. Costs incurred as tho result of purchasing or producing 

f~cilities, m~terinls, or services in excess of tho re~son~ble 

qu~.ntit~tivo requirements of the entire contr~ct. 

15-340.4 Losses on Other Contrncts. L loss sustained by Q contractor on 

any contrr-.ct is not ~.ll·J"\.iC'.ble :.:!S r'. cost of porform~nce of {l.ny other contrr:lct. 

Such losses sh:Ul include any excess of cost over income uJlder any f.'nd all 

othor contr::.cts 1'vhethor such other contrncts nro of ~ supply, rese.?.rch and 

devclopnont, or other n~turo. 
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FOR. DEPARTHENT .. OF ~EFENSE USE. ONLY 

PROPOSED REVISION 
OF .... 

SECTION TV ·~:/..}+. . . 5 .~ . •. 
CONTPtACT COST PRINCIPLES AND STANDJillDS 

... '15-000 Scope of ·section. T~~s s.ection sets f.orth, in. generai: · prip.~ 
ciples and standards to be applied uh.iformly (exc~pt as expr.essly _quali-. 
fied) in. the. deterrn.:L'1ation of .historical costs,. the preparation and .pres
entBtiori. Of cost estimat.es. by contractor;3 J·. a.nd the review1 ,from a" COS't. . . 
stan~point J o.~ COt: tractors~ pricing proposals of. thC?Se pr~m~ OO~t:r~.cts.. an~ 
subcontracts which are subject to nerotj_ation, approval ~r rev=!-ew wtthin 
the Depar~ment of Defense as indicated in 15-103 and 15-104 • 

. . lS~Odl Effective Date of Section. This section shall.be. compli~d 
w~:th 0~. a~tc!- ·a~ter J 1953; although compliance. is. authorized' 
from the date of its issuance. 

PART 1 - APPLICABILITY P~D PURPOSE 

15'-101 Applic~tion. 

(a) General!t These.cost principles are.to be applied by procurement 
and auG-it per·sonnel of the Depar·tment. of Defense v1herever cost· data are to 
be considered in the :nef;oti~·tion and administration of contracts. Where 
incorporo.ted in a . contract (as indicated belOl\" )',the contract may··. treat any 
element of cost more specifically than provided in this Section,· s·o .long 
as there is no i.r1eonsistency therewith. Horeover, basic agreements may be 
neggti~:tted. l-Ji th indiVidual contractors specifying in more detail:· ·Uniform 
procedures or prctctices to be followed by the contractor. provided such 
agreement is consistent with the provisions of this Section.· 

. , . (b) C0st-Type Contracts. Cost estir11ates 't·:ill be developed and eval
uated, and reimbursements to the contractor for costs· incurred -vrlll be 
determ:i.ned, through the applict:tion of these cos:t princ'iples a,nd standards • 

. Therefore; Part 2 and either Part 3, 4, 5, or 6 ('tvhichever is a-ppropriate 
to the type of -vmrk called for b~t the contract) will be incorpore.ted by 
reference in evecy. .ccst .. type prj.mc contract and every cost7type subc.ontract 
thereunder. 

' . . 
(c) _Fi:~ed Price Contracts. Cost is but one of severa.J., factors to be 

considered in the negotiation of prices or in negotiating settle·\-:1ents in 
the event ·of term .. i.:nation for the convenience of the Goverrnnent. In con
sidering.cost data as a basis for negotiatiQ~, the cost principles and 
standards contained in this Section s:tJ,all .. be used as criteria for the 
evaluation of cost data submitted by contractors in all pricing actions 
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arJ.sJ.ng under fixed price contract, including p:re-award negotiations, nego-
tiations during or upon completion of the contract, and negotiations in the 
event of termination for the convenience of the Government •. · Accordingly, 
PRrt 2 and either Part 3, 4, 5, or 6 (whichevor·is appropriate to the type 
of work called for by the contract) will be incorporated by reference m 
tho clause of every contre.ct ·entitled Termination for the Convenienc8 of 
the Governr11ent. Sirnilariy, i~here future pricing actions are contemplated, 
tlte price redetermination or inc0ntiv~ clause shall incorporate by ref
e;;rence the same Parts :l.ncluded in. the clause'.of. the contr.act entitled Term
ination for the Convenience of the Govermnont. 

15-103 Use of Cost Estimc:.tes. The proper use of cost est:i.I11r.tcs re
quires the exercise of judgment and discriJ:o.inat.ion~ It is :L-npractice.l to 
lay down hard and fast rules which. would be·' completely comprehensive :in: 
·this area. Iri gencrai, cost esti.me.tes ·shall ~e obtained from contractors 
in all cases c:x.t!c~pt·· iJhcre othe·r valid and adequate pricing criteria exist 
or ~hG ostj_jne.t.Gs tvould not materially assist the Contracting Officer in 
negotic:.ting ·prices. i · ,, .. 

{a) Examples. of valid, but not necossar~ly ·c.dequate j_n a particular 
case, pricing crit8ria to bG considered for the purpose of detcrmjning 
whuthor cost est:iJnates will be of material asststa.nce include, but are not 
lii.ai ted to, the follovJi.ng: 

(1) Competitive price proposals. 

(2) Published m2,rket prices. 

{3) Co.ta.log prices, including discounts~ 

(4) Previous procurement experience on the same or simil~ 
items,· with computed ad.justments of the prices ·paid where approp.ria.te 
to !;lake a.llo\oJance for changes ·in specification or quanti tios, or 
changes in ·labor, m.c-terial and other· :cost indices. 

. . • ! 

(b) Examples of situations 1,rherc cost estimates are ordinarily re ... 
quired aro as follows: 

f (1) Under outright fixed-price ·contracts 1·Jhen there is 211 ab-
sence of competition, prior ·:ex:Perience or other valid. pric'ing criteria. 

(2) Under fiXed-price contracts ·c·ontaining price-redetennination 
provisions: . 

. a. l{egotiation of tentative .initial prices.!t. 
·b. Negotiation of finn prices on a fon;~rd basis. 
~· In corabi..'1ation with histo~ical costs· to arrive at firm 

prices for both retroactive and .prospective applicatio~. '·' · 
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(3) .Under incentive-type contracts: 
. . . 

a. Negotiation of t~ntative target costs·wh.en,.f'irrn-targets 
cannot be initially determined. · . . , . 

b. Negotiation: of firm target prices and target. costs, iiJ..
·cluding . th0se. cases· where· the· target~ are set . during the . cour~~ 
of the . contract. · · · 

(4) Under cost-reim~ursement-type contrects: 
. . 

a. Initial estimates as a basj_s for .establishing fi..?ced fe~s. 
· b. N egotiat,ion of fixed· overhead rates • 

(5) .Under all the aboye types of .contrac~s for negot~~tion ~f: ·: 

a. Contract pr.ice ceilings. 
b. Contro.ct changes affecti.I1g· the contract. consid~~ation~ .. 

·· · · 15-104 · Use of Historical (Actual) Cost. Hist9~ical -(actU:al) .. c~t 
sha.ll·be·uscdfor tne following. purposes: 

(e.) Under cost-reimburser:wnt-type contracts: 

(1) Deter:onination of allov.rablE: cost. 

( 2) · In COinbination 'Hi th cost estimate· to .negotiat.e .. ffxBd over
head rates (where· the contract provides. for usE; of such, rates) • 

.. 
(b) Under fixed-price contra.cts, with retroactive price-r.edetermina

tion; negotiation of retroactive fixed-prices. 

(c) Under incenti vo-t.ype contracts: determination of ,final prices 
after contract completion. 

{d) Under. contracts.· tenninated for the convenience .of tho·. Gove~
mc:nt:: as required by S.ection VIII hereof. 

:- ... ~. 

In addition to thG above listinr of purposes for vJhich use of historical 
cost is mandatory, such cost data ma:.r be useful in other circumste.nces and 
should. qe. applied ,:Jhe;re appropriate. 

15-105 Reserved. 

15-106 L11plementation by the Hilitc:.ry Departments. 

(a) This st~tement of contract cost princj.plcs and standards shall be 
followed in procur(..:.mcnt operations within the Department of Dcfens.e without 
modification or cxp~.nsion in any way except for: (i) the more specific 
trc2-t1nent of. particular it·ems of cost authorized in parngraph 15 .. 101, nnd 
( j_i) interi-m interpretations authorized by (c) of_ this paragraph. The cost 
principles and sta.Yldards contained iri this Section are expressed iri broad 

·, 
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terms in order that they be 3ufficiently flexible to meet th(; requiro·~ents ·n 

of the 1v.ide variety of circumstances end conditions prevailing in different 
industries. Being expressed in broad terms there is considerable latitude 
for the ap1_Jlication of good business judgment t.o the facts of a particular 
case by procurernent and audit perso:cmel.. In order that this latitude not 
be restricted; any interpretation of these principles e~d~tandnrds made in 
the course of contract negotiation. and administ.ration shall ·be on a case-
by-case basis in light of the specific facts thereof -- no. system of vrritten 
interpretations (other than authorizeO. in (c) hereof) to be follo1rmd gen~. 
orally will be permitted. 

(b) It is ~npracticable and unnec&ssary to include in these costs . 
principles end standards every 8lement of cost or possible si tu"'-tions that · 
mif.)1t arise• Where specific guidance is lacking, the· philpsophy expressed 
or implied in similar or relc..ted items should be followed.. Nonetheless 1 
revisioYls and a:r.nend~nonts will be necessnry. Any expansion of or change in. 
this Section deemed to be desirable by any procurement or audit activity 
v-rill be forhw.rded through appropriate channels to the Office of the Sacrc
tary of Defense for consideratiop._ 

' · (c) Where .considered essential by major procurement and audit activi
ties~/ of the nili tc.ry dcpartm9nts, tci."!lporary interpretations of these cost 
principles and standards may be ·is~ued b;-/=· -'such activities~· Any such inter
pretatj_on is subject to the follovTi..'1g circumstances, conditions, c:nd in• 
struction~: 

(1) Its issuance J!lUSt be considered essential by the .tssuirig 
authority.. In othor words, the problem could. not· have been :met 
adequately by interpretations made on a caso-by~case basis prior to 
consideration by the Office of th.c Secretary of Defense under -{b) 
hereof. · 

(2) It must be con~istent. 1-rith these. cost principles and 
sta.adards. 

(3) It vJill expire by its terms not rrio:re than six months after 
issuance and, in any event, upon the issuance of an ai1endmcnt to these 

.. cost prj_nciples c:.nd standards coverin~-. the subject matter of tho '-in
terpretation. 

}.I &'1:·rf 
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Heads of Procuring 
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NAVY 

ONM 

Hq. AAA . Busanda (CIS) . 

'AIR FORCE 

DCS-H Director of Procurement 
and Production .Engi-
nee ring 

AUC. 

DCS·C Auditor General 



15-203.2 Use of Standard·Costs in ·cost Estimates. ·Wherever future 
cost estlinates are required, the use, where economically feasible, qf modern 
standard cost methods should be encouraged, because they provide an ex
cellent lfs.eans of cost estimc:ting and cost analysis, as. well as enable more 
effective control of actual costs during contract performance. Such methods 
provide for pricing material costs on the basis of bills of materials, 
labor costs on the basis of studies of tiinc requirements, and overhead 
costs on tho basis of bud~et.ed expenses for the expected volume and types 
of production, with reasonable allowances for cost variances :indicated by 
expcrienc8 to be expected for defective work and failure to achieve full 
efficiency. Such methods generally provide the assurance of acc~racy of 
cost estimates, as well as the means of ·more effective c.ost control, when 
variances of actual costs from standards are measured frequently and re
corded in the fonaal accounts. 

1)-203.3 Use of· Strndard Costs in Determining Actual Costs. ~Jherever 
·contract price negotiations or settlements .depend upon actual costs, and 
contractors have satisfactory standard cost systems; standard cosfs of prod
ucts, or po.rts thereof, with appropl1 i2.. to adjustments for varirtnces from . 
actual costs, may bo considered to rel?resent actual costs, provided such . 
costs reasonr.bly reflect the application of the principles and standards, 
set forth in this section. l~ormo.lly, whc;re adequate standard costs are·;. 
available for complete end-products 1 fixed-price ·co.ntr·acts should be us ec;l. 

1)-203.4 Use of ·Job-Order or Process Cost-Accounting Method. The use 
of either the job-order or process· cost-accounting method in determin:ing. 
historical costs of contr2.ct performance is acceptable. In any pric:ing 

· nct-otiation~ which ·rE;quire consideration <?f vmrk in proc.ess at an inter
mediate po:Lnt in the period of contrac.t performance, special care must be 
exercised in order to segregate any p~rt of the wor~ in process costs which 
is not npplicable to the complet_ed pf?rtion to the cut-off point. 

1)-203~5 Usc of Historical Cost.s for Purposes of Cost Estimating. 
Regt:.rdl0ss of the r1K:thod usod (st.andard,· job-order or process) 1 "l.ll'U·aodified 
historical cost data, tr7hon used in the _prGparation of cost estimates, may 
not provide a. satisfc-.ctory stcmdard of future porform&nce; in this event 
~heir use would be undGsirable.. Where no mor<3 satisfactory cost data are 
c-.:vrd.lable, historical costs may be·_. used: in the preparation of estimates 
provided they e.r~ c.djustcd to 't:;limina.to nonrecurrint:; costs and to r·oflcct 
nc-vr conditions, if c;,ny, vrhich me.y be applicable to future production. 

1)-204 Basis of ~pplicatioh of-Principles end Standards t~ Pricing of 
Standard Co:m:1ercia.l Products. Standard commerci_al pr.oducts are those 1-1hich 
are norrnally manufactured and sold in le.rge _volume to . customers wno ~re 
neither prime contra.ctors nor subcontractors. for defense work, notwith;.. 
standing the fact ·that substantia~ quantities may be sold to defense con
tractors or the Government with relatively little. or no change in spe-cifi
cations. In genoral1 it will be expected that standard cormncrcial products 
vrlll be purch~sed under fixed-price contracts, and that prices will be 
established without prLmarJr r8fcrence to the respective contractor's costs. 
The usc of escc..la.tion clauses generally should take care of major contin
gencies which should not ·bo added t~est~nated costs in contract pricing 
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(4} Two copies of each interpretation will ·be fon·1arded upon 
issuance to .the Office of the Secretary of Defense to be considered 
as a recmnmend&t.ion of th~ ... iS.S\ling. ~J.it.ho.rity .f.q;r. _rgyj_~iOn• in this . 
Section·. in accordance with ·'(b) hereof •.. The Office of ·th~ Secretary 

.· 

·· :·o:t 'Defense· ~ill consider the recomr.tendation and will take app!'opriate 
· · .. action WJ..th:in the siX months spocificd in (c)(3) hereof• 

. . . . . . . . ' .. 

~ ·· ·: (.5) Any· such interpretation deemed by· the· Office of the Secr·e-
. tacy of D9fense to ·be unnecessary or inconsistent with this Sect·ion· · 
viill_be ·rescinded by the issuing· authority upon receipt of· notice to·· 
that effect~ . '... . . 

1.5-107 ·Deviations. ·The authority to ~eviate, as provided·in:p~ra:.;.· 
grc..ph 1-108 of this. R.egulation, is further restricted in respect·. to· this 
Section i5, t6 per1n:it such deviations only on a specific contract l;:>·e.sis·~ 

. . 

·p.ART 2 &. .. GET;JEP~L PRINCIPLES .lU\ID STANDARDS FOR DETEH1'UNATION· OF·· COSTS 

15-2.01 ·Composition o£ Tot:c:.l Cost. The total cost of 1-Jork .. porfomed 
or to·bo performed under a contract or subcontract to_which these principles 
arc iq)plic.ab1c is the net sum. of (e.) tho allowable direct costs reasonably 
incident to the performance of the contract -or subcontract, (h) the· ··prop
br1y allocaJ)le · p·orti6n of allowable indir-ect costs 1 and (c)· les·s a.ppl:Lcablc 
income a11d qthcr. credits. According to the· circumstances involved, these · 
costs mf.::r . .bo stated c;;ither in. terms of. the agg:r-egfl,tc for an entire· contract 
or· in terms ·of individual units of products or services covcrod by the· c·on.
tra·ct. 1-1ith equal· application of these· principles and .standards ... 

15-202 Factors. Determining Allowabili ty of Costs. Factors to be con
sidered in·dotermining the CllloHability of costs include (a) conformity with 
tho meaning of total cost outlined in paragraph 15-201; (b) reasonableness 
in the runounts of particular clements of costs; (c) ~eserved?; (d) appli
cation of generr:.lly accepted accounting principles and practices; (e) avoid
anew of duplication of allov3ances for the same price component in both cost 
and profit; (f) exclusions of specific ·elernents of costs as a matter of 
public or business policy, as set forth in this section; and (g) exercise 
of good business judgment i...'l"l incurrence of the cost. 

15-203 Actual and Estimated Costs. Costs used in negotiating con
tracts, or in making settlements thGrcunder, may be either of a historical 
nature {actual costs) or may be estime.tes of future costs, in 'tvhole or in 
part, whichever is appropriat8 for the specific t~~o of contract pricing as 
indicated in paragraphs 15-103 and 15-104. 

15-203~1 Applicability of Cost Principles to Deten,unation of Cost 
Est:lm.ates r.s Wclras Actual Costs. In general, thG same cost principles 
apply to mr-.k:ing cost estimates as to determination of actual costs. There
foro 1 this Section will consider the ·cost principles set forth here:in as 
applicable interchangeably to either cost estimates or actual costs 1 exc;ept 

r as ~y be indicated specifically to the contrary • 
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be considered in detennin$ng either costs or profit (or fee·)~~· l-iajor · fc:tc- . 
tors to be considered in this. respect include prolonged delivery schedules, 
unstablp market conditions for matcr~al or labor, or uncertainty as t'o 
cost of performance •. Depending upon the type of "Contract, either the con• 
trtlctor or tho· Government may assume such risks~ Where. the Govorrunent as
s~~cs all. the risk of cost increases. or addition?I unknown ~osts, or a sub• 
sta..'1-Gial share thereof (as it generally does ·when these risks·: are gret!t) 
through tho USQ of cost:O:rcirnburse~cnt•typc COntractS 1 escalation or. ·price
r0dcte:rmination clauses 1 or incenti vo-t~rpo contracts, the profit allo~·mricc 
for contingencies should bo roducod to tho E:;.xtent appropriate. In negotia-. 
tion of prices undor outright fixed-price contracts, risks of loss· or other 
cost increases, other than those reasonably certain and dt:.term:inabl~, should 
be recognized in profit me.rgins rather than in allo'tvancos for contin&~nt 
incr8asos in cost. H01-1evcr1 no hc'.rd and fast line may be; drawn hero,· but 
it is irnportc.nt that such allouanccs not b~ duplic_ated. · For example::, a 
contractor's cost estimatos may·· prop0rly include reasonable estimates_ of 
cost applic~~blc to nor.mnlly . experienced defccti vo work in ma,nufact'urin_g 

. proc0sses. l!Jhcre reasoncbly .certain and determinable contingencie's are 
recognized in cost estimate;s, such contingencios should not be considered 
as clements of risk in doterrriinL"'lg the r~lo-v:able. profit. Thdre r.l.Tc other 
factors having a simil[:.r bo~.ring on ·cost e.nd profit detcr.cninatio'n; for 
oxru:tplo, · in contracting for construction· under cost-rc:L-nbursement-t:'tpe · 
contracts, it is customary practice' to cxcludo general, achninistrati vc and 
-finf!.ncial . oxpcnse:s from costs, but to allow instead for those facto1~s as 
a part of tho fixod f00" -

15-208 Reserved. 

15-209 Special Provis:.~_ons Rola:'0ing to Cost Determinations, :J:nclud:ing 
Li!.1itati6ns., Because of the noud- for- standards. of rcason~.bleness ·in. de
turdini.ng oi thcr cstir.latc:d or E'.ctual· -_costs of .perforrflw"'lCe of specific con
tracts,· including the applicf:.tion of business and public policies, a con
sidcro.blc portion of this Section, namely Part 31 is devoted to stc.ndards 
of allo~vabilj_ty of specific clcm0nts of costs under supply and research 
contracts vJith commercial organizations. Horeovcr, because of unusual ac ... 
counting practices or problems invol vcd in de-termining costs under .f[tcili
ties contracts$ construction contracts·and.rcsca.rch and devolopm0nt con
tracts 'tvith non-profit :institutions, Parts 41 5, and 6 rospcctiv0ly1 are 
de;voted thereto. 

15-210 Direct vs, In~irect Costs. Evor,y acc~ptable method_ of cost 
accounting or estirn.['ting embodies the principle .. of direct costing· of cer
tain 1nztcri~ls and subcontract work. Dire~t costing of productive labor 
is gcncrcl. practice. Othe:r ~xpcns0s ~ay bi.~ costcd directly ·sometimes~ but 
gcnC:r~lly many of thor!'l aro Ellocatcd to products, job orders,· or contre.cts 1. 

etc. on an arithmetical basis in ratio to r~.ppropric.te m0asures of porfonn
ance - for this ruason,. such allocated expenses arG termed "indirect 
costs." 

15~211 Principle of Direct Costing. Every major item of cost (actual 
or estimated) should be identified with tho unit being cost·od1 whether it 
be the product; a job order, or a contract, when such itums of cost do not, 
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of.= ·such products •· However, in those instances ... where· cost ·analyses for 
.~tandard cor!hilG.rc:ial product.s are required .in firi:il price· negotiations. under 
·ftxed.-price: contrc-.. cts, those principles and standards will be applicable 
to th0 extent appropricte. Care must .be· used in such cases in. order not 
to ·iinpos.e · irr1pra.ctical ~uquiremcnts .on' contractor·s for cost esti..Tn2.tes -- ·. 
to. -moet·. which requircm~nts 'In.ight result. in work entirely disproportionate 
·to· the ·arnoimt.s involved. Cost .analyses in -such cases may some tines bo 
qas od upon othGr data tnan current cost es tima tos -- for example·,. when a , 
.manufacturer ·hr~s no cost data. for a specific standard cont.':ler.cicl .product 1 : 

ho n1ay have ·available for analysis, historical· sales 1 costs :and profit data 
on a group of products I including the. ~pecific .one subjec.:t to· price nego- · 
tiation. · · · .. · · 

15•205 Application of Genere.lly l~cc·epted Accounting Principles. It : 
is to· be underst-ood that generally accepted accounting principles .. with ·re- · 
spoct 'to product or'contract costs ~re nowhere;. codified or.reduced to rigid 
formulae. Such .pr:inciplcs pernut tho use of alternative practices. or con
ventions,·. pa·rticulL:rly in different ·types of business activities; yet in .. 
the main. ·thoro are· generally accepted l:i."nits in principle regarding account
ing practices., tho .vj_olation of which would not be condoned by 'the accounting 
professi.on.t To the extent thoro is a t'tvilight zone bet-vmen accepted ·and 
non-accepted practices, it is dosirablL that definito understandings be 
r0achod bot1.vecn the contracti."1g: pnrtics. This section covers e. number of 
subjects of this natur0 1 so fnr.as they can bo covered for general.applica
tion. Yot inevitably thcru v7ill be uany occasions where specific contrac
'tu:::~l provi&i.ons ·or supplementary inte;rpretations of the contract t0rm.s in 
thcr eppiJ..catj_on of cost principles vlill be needed. (See paragraphs 15-105 . 
and ·15..:106.) . · · · 

· ·.. 15··205-l Rolat:i.on of Gunorally ·.AccGptud Accounting Principles to 
Internal Revenut Code~ General acc~pted accounting principles are observed, 
in the main, :L"1 the Inturnal R~vonuo Code· and Tr0asury regulations governing 
deductions for businuss costs in determining income subject to Federal in
come tC1.x. For this rcasori the Internal Rovenuu Code and Treasury rugula
t:ions r.1ay provide some guidance as to whether tho contractor's costs 2.re 
sot forth in accordance with f:;Cnerally accepted accounting.principlos. 
Ho1.rovor 1 provisions for tho Internal Hevcnue Code: and Trc..asui'y regulntions 
she.ll not b(~ controlling for this purpose; in fact P.art 3 of· this Section 
contains a number of exmnplcs ·or deviations therefrom. re:quired Ol" pe;rmitted 
to be obsc:rvcd iri dotormining contre..ct .costs. 

15-206 Contractor's Accounting SJrstem. Subject to the observance of 
the cost principlos sot forth in this section, any system of accounts ~d 
e..ny method of cost accounting or l:.:Stirne.t.ing will bG acceptable 1 ~.f they arc 
in e.ccord with goner[;.lly accepte;d accounting principlc.:s and. practic0s and 
if they produce equitr::blo r0sults under thb particular circumstances. 

15-207 Relation of Contract Costs tnd Profits. The use of actual·or 
estimated costs m procurement pricing is only~one phase of establishing 
tho total pricc·or monetary cons~deration under a contract. The determi
nation of rwasonc.ble profit is e.nother important phase.. These two··phases 
of pricing e.rc mutually dependent to .. tho·ext&nt that certain factors mt>.y 
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and variable expenses and upon est~-na.ting variable expenses by cost cen
ters in proportion to anticipated levels of prQduction or work.loads; such 
budgets provide the best means for esti~ting 6xpense rates. Historical 
indirc.ct expenses, or cxpcnso·ratos, should not be usod ind~scrL-ninc.tcly 
as the ·equivalent of budgeted rat0s for· this purpos·e without adjustment 
for nonrecurring expenses and.adjustment of .the·portion of the ratcs,repre
scnting fixed expenses when substantial chang0s in production or work loads 
a.rc expected. 

(b) Tho use of a fixed indirect ~xpense rate negotiated prior to the 
expiration of a significant portion of the period to which such rate ap. 
plies in liou·of the determination of historical i:ndirect expense is ac
ceptable where· mutually agrcee.ble to the contracting parties provided there 
is r(.;asonc•.blc assurance that the results would be eqyitc..blc when compared 
with actual ratc:s. Consideration of cost clements in ne.gotiating s~ch 
rates must be consistent with the provisions of this Section concerning 
cost allowability and allocability. Wnen :pr·ed.etcrmined expense rates are 
used tho contract should specifically state· the types of items which are 
to be treated a.s direct costs. The contractor must exclude from direct 
costs any cost element included in prodot.ermined expense r~tcs in order 
to avoid duplicate chr..rgcs. 

.• 
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in fact, have; substantially proportionate applicability to more than one n 

class of work. This principle may often be applicable to such elements 
of expense (when of major consequence)., as tr~v~l, . commissions, adver-
tising, engineering services, etc., as well as the normal itQms of.ma-
terials and productive labor. This principle should be applied equally 
to the costing of both defense e.nd nondcfonso proclucts or services by any 
con;tractor who is engaged in mixed production, Th0re are no absolut.o rules 
by. v;hich to determine ,.rhich items or clements of cost should be .. direct 
costod. In apptying tho principle, any contractor must folloH' .a. consistent 
pattern of costing if the results ~re to be equitable •. In .. some inst.~.nc~s, 
this .. principle may be applied by· direct costing only .. the in~jor items of a 
given. cost element to all products, leaving ndnor it.ems, if approp.ri~_te,. 
sub joct. to indirect cost allocations.· · · 

15-212 Indirect Costs. Indirect costs, which h~vc the character of 
common or jo.in:t costs, usually consist of indir~et materials, indirect 
labpr, and: oth~r items. These .costs .gener~lly are grouped in classes,. as 
follovJS~ · · · · · 

'.· .. : . 

(a)' r-1anufacturing (shop, lcl,borato:ry) expenses (often termed. "r.ienu;.. 
f~cturing o;v-erhcE.d" or ·nburc;len11 ) 1 whic.'l-). ·arc incurred in fabric.cting tbo .. ·:· 
article. or SE)rvico rcndc.:rcd;. ·.. · · .. · ·· · · · 

·.,(b) . Eng.inecr'in.g expGnsos to extent' no't_ includc.d :iri (a) or (c);.; 

(c) . Sf.;lling end distr:ibut;ion expcns.es, 'incurred ,in 1-rw~rketinf': the 
products marlufe.cturod.; . 

(d) Gc~n8ral and administr~.tive expenses incurred in the; ovurall man
agE;ment, supervision, D.nd conduct of the business; 

(c) Financial and other expenses. 

15-213 Methods of l~llocntion of Indire:;ct Costs. No general rules re
garding allocation of L~direct costs to products, job orders, or contracts 
c['.n · bo stated for &11 individual cas.:;s, boca~;.;;.:; ~he nature of the particu
lc.r ope;rations and tho actue~ conditions in oach instance dcterm:ino the 
most suite.ble method or methods to be employed. Any m0thod of allocation 
of indir0ct costs t-dll be aceoptablo if it is in accord vJ:ith gcnernlly ac
cepted accounting principles tnd precticcs and if it produc8s· equitable 
results under the pe.rticulnr circumstm1cos. 

15-213.1 Use of PrGdctcrmincd Rates for Indirect Expenses (Overhead 
Costs). 

(a) Indirect expenses must always b8 predicted for purposes of cost 
estimates. This involves determination by tho contractor of expense rntcs 
in accord~~cc with whatover m0thod or methods of Gxponso allocation arc 
follo1-md. In accordance with the aim of oncouraging the use of standard 
costs (paragraph 15·203.2), contractors should be encouraged to use accepted 
standard cost methods of budgeting based upon distinguishing between fixed 

"'!- 9 .. 
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WASHINGTON 6, D.C.OFFICE 
1200 Eighteenth Street, N.W 

Rear Admiral L. H. Thomas, S.C., U.S.N. 

,-•l•pllon• 
REPUBLIC 7-6512 

June 20, 1955 

Staff Director, Purchasing & Contracting Policies Division 
Office of the Assistant Secretary of Defense ( S & L) · 
Washington 25, D. c. 

Dear Admiral Thomas t 

We appreciate the invitation to submit cOJIIDlents 
on proposed revisions to Part 2, Section XV, of the Armed 
Services Procurement Regulation. This response takes in
to account your original letter of April 11, 1955, and 
your subsequent letter of Mq 25. extending to June 20 the 
deadline for submission of industry comments on this pro
posed change. 

General Comments 

Before considering the specific provisions of 
this proposed revision to ASPR, we should like to discuss 
the revision generally with emphasis upon its total effect 
and upon certa:l.n broad principle 8 or procurement lilich are 
involved in the proposed restatement of cost principles 
applicable to cost-reimbursement type contracts. 

Resultant Impro~ement in Proposed Regulations • 

In general, the proposed revision to Part 2, 
Section XV, of ASPR appears to be an improvement over the 

.present regulatory language 'Which it is designed to amend. 
The proposed amendment is well written, generally clear in 
its language, and is to be commended for its inclusion of' 
certain contract cos~ items not heretofore speci.tical:lY 
covered in proeurement regulations. Moreover j we filxi 
useful the new pattern of the regulation lihich includes as 
to each item or cost a definition, a statement as to the 
extent of allowabili ty or unal.l.owabili ty ~ and a specific 
indication as to whether. or not special contract provisions 
are required ~ make the 1 tem. allowable as a contract cost. 

We ask that you express our appreciation for this 
improvement to t~ government officials participating in 
this effort to revise and expand this section of basic pro
curement regulations lihich has a direct impact on the pub
lic interest and ie therefore or the gravest concern to 
both imustry and government. We should like to point otq;, 
however, that the proposed revision represents only a start 

MACHINEA.Y. ALLIED PllODUCTI INITITUTE AND ITI AFFILIATED ORGANIZATION, COUNCiL FOR ;',·iJ! 
TECHNOLOGICAL ADVANCEMENT. ARIINGAGED IN RIIIARCH IN THE ECDNOIIIICI OF CAPITAL GOOD& : 
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in the direction of a new approach to contract cost principles, am we hope 
that our specific suggestions will provide some bench narks for further re
vision prior to final publication. 

Sc~ of Application or Pr2f0sed Contract Cost Principles 

We note from your letter of AprU 11 the View of the Department of 
Defense that the provisions of D<m Instruction No. hl0$.11 (which specifi
cally cancelled permissift authorit7 '00 employ ASPR cost principles as a 
•working guide• in the negotiation of prices under fixed price contracts) 
together with this proposed revision are suf'ficient to meet the objections 
of industry as to past misapplication of such cost principles to negotiated 
fixed price contracts. We should be inclined to agree were it not for one 
circumstance lllich, in our judgment, requires. further clarification. 

It is our wnerstanding that military audit agencies cont:inue to 
be guided by an internal audit instruction (Joint Letter No. 12, August 5, 
1949) authorizing the awlication ot Section XV, Cost Principles;, in the pre
paration of advisory audit reP,orts and the segregation of costs in accordance 
with the prescribed audit format. Although the publication or DCJ) Directive 
Ll.OS.ll is an entirely appropriate step, it appears to have been addressed 
primarily to contracting officers and contract negotiators rather than audit 
personnel. Accordingly I we urge that the proposed revision or Section rv I 
ASPR, be expaz:ded to include--under •scope of part•--an express prohibition 
agai-nst the use of cost principles laid do 1m therein in connection with all 
phases of the negotiation of fiXed price cantr~ts including audit review. 
We recommend further that internal audit instructions ot the Department of 
Defense be appropriately revised for the pUrpose of calling this prohibition 
to the particular attention of military auditors. 

In this connection, ve feel obliged to remind ,.au of the Institute's 
new that, all too trequent.ly, in establishing procurement pol:-icy the subject 
or auii t is ignored and the procurement policy established" is contravened by 
audit practices. Our news on this subject are spelled out in more detail on 
page 16 of the enclosed copy of the MAPI statement entitled, liThe Government 
Contract--How to Use it Most Eff~tively in the Public Interest•_. 

ASPR Cost Principles vs. Generally Accepted Commercial Acco\Dlting Principles 

Although this proposed revision to ASPR makes frequent reference to 
the application ot generally accepted accounting principles and, indeed, 

· establishes such application as a standard for the determination ot cost. 
aUOwa.bility, the principles proposed, as ill the past, do ~ot in tact agree 
with general commerciaJ. accounting practice in many important respects. Cer

. ·tain expenses, generally considered to be normal costs of doing business, 
are expressly disallowed ~y these cost principles • 

Quite aside from the Ulo gicali ty o·t employing as a test of cost 
·eligibility a standard to lihich this mole body of cost principles does not 
itself adhere, we believe that this incompatibill.ty of military contract cost 
principles with commercial accounting practice is frequently inequitable, 
uneconomic from the over-all standpoint ot the govermnent,. and, in some 
measure at least, 'Wholly unjustified. 
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l5=201 Buio biDe!ple! aad St!Nlardf 

(b) SubMoUou (111) aDd (iv) ot this paft&rapb eboul.d be 
deleted because thq teDd to aecond-pesa the contractor. Ill eeleoti.D& 
a contractor the sovemMDt i.Ddioatea ita iDteDt to relJ OD the OOD• 
trac~r' a 3vdpent aDd abU1t.1ea. !hereafter, the allowabil1t7 ot coate 
·wurrec~ abould be buect on the other taotora lilted 1n eubaeotiou (1), 
· (11) aDd (v) ot thla panerapb. 

lS-202.2 IJirect Labor - fhia p&raarapb pzvvidee that tbe coat 
of direct l&bOr ili01Ud8a liiii&ried aDd va~ea epee~ ideatiftable 
with aDd properl7 chargeable to• pertormaace of tbe oontnct. I preaw. 
Ule word •ealar1ecl• aboulcl be •aalariu.• »ut liON illportant, th1a k1Dd 
of laDpage plaoea too IIUCb of a bvdeD on oontraotore 1D proviJl& tbeir 
· oosta because, in this 1Datanoe, it eatablisbea t1IO atandarda ot al 1 ov
abU1t7 that a1st be •t• . It lbould be eutfioient U tbe ita. la properq 
chargeable to the wrk ·1n aooonlanoe vi tb proper aooounti.D& pr1Dc1plea. 

1$-203 Indireot Coate 

(b) '1'be fourth eeMenoe, begilmJ:Dg v1 th · "ADl' aigniticaDt · . 
cbarlp ••• ,• is mmeoeeea17 and oontuaiD& aDd ebo\.lld be deleted. lt 
also lbould be made olear tbat eeleotion ot tbe JDOst appropriate •thocl 
of allocation ot auob ooate 1e DOt lett to the auditor. 

lS-203.1 Iad1reot Manutacturlnufaand ProductioZL-U --The 
fourth sentenCe of tlil8 p&ragrajih iho be rewoided to 1 tlfbe . 
contractor aq depart.Dtallse or othendee eat.bliah ooat c81ltere in 
order to distribute •'-'Qultabl.J tbe i.Ddirect coats.• 

l~l·h General ad A~tntive ~ea •• ln the MOODd 
NDtence, 8 woi& 6provu;a eq~e rea\ii~ thereb7 obtatned" 
aboulct be deleted aDd the words •prorided tbe Mtbod oontonu with 
aenerall:r accepted aocouatiDI prino1p1es• ehould be subat1 tuted. the 
wol'ding ot the tbird and tour eentencu 1a not olear and 111&ht \&Ddul,. 
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emphasise th• factors. liated ad neW!Ct the Udit.or 1D the exerciae 
of hia . .1ud8M"t; !beretote, it 1a rec'1'1118Dde4 that the7 be cleleted.. 

1S.204.1 Advertia!!l -- Altbouah ~er\iaiDs apeDeea M7 not 
be directli' related iii fJfl817 ili8taDce to a parUoular acw~t contract, 
1t is ·quite probable that the gove~t zwwertb~a 11q be U.• beDe
ticiaJ7 ot lover costa ot production tibioh are uda poeeible bJ tbe 
volume ot business the contractor ob~ bJ meaaa ot hie advertising. 
In several instances, the proposed Wrieiona recognise ·tbe principle 
that certain indirect costa required' to keep the bwsiDua ot a COJDpaiJT 

going are allocable to aovel'DI8Dt ~q.,tracta. tberetore; it is atronall' 
recOmmended that institutional ac!Ye~iDg axpenaea -· cleaigDed to pro
mote the name of a oompa.DT rather than one ot ita producta -- be con-
sidered a reimburseable item, on an allocated basis. lt also is recommended. 
that there be added to the t110 types ot allowable ac!Yertis:S ng coats: (l) 
Invitationa tor aubmittiDg bid proposals b7 prospective auboontraotora 
and vendors, and (2) ColaW11t7 advertising placed with local lledia 
primarUJ' to stimulate production and to pro110te emplopr-apl.oyee and 
emplo)'8r-colllllUD1 ty rela tiona. · 

15-204.3 Bidd~enaea -- It is conceivable that a question 
may arise rel&tlve to owable costa inc·\llTed in connection with the 
presentation ot bid information. It therefore is felt that 1naert1on 
ol the woi'dS "and presenting" attar the word "preparing" ill the tirat 
sentence and after the word "clevelop~ant" in the same sentence will 
clarity the intent or this parqraph. There also 1s need for claritica• 
tion of' the prohibition, in the second sentence, on charging past biddiag 
expenses by allocation. In almost every instance, bidding expense liOuld 
be incurred prior to the period chargeable to the govemment contract. 
Under the circumstances, this prohibition· in effect denies the ·recovery 
or bidding expense except as additional bidding expense on future con-· . 
tracts might be incurred during the accounting period chargeable to the 
tovernment contract. W8 also wnder whether it was intended that biclding 
expense be allocated to "all business ot tbe contract," as the revised 
Section XV states, or whether it should be "all bid busineaa of the 
contractor. n 

15·204.5 CivU Detenaa -- The ·laat sentence ot thia subsection 
should be deleted. Because of th~ chan&in& situation in civU defense, 
it is possible and even probable that ·a contractor may be placed in t.be 
position of having to cooperate with loo~ government autboritiea b~ · 
contributing substant~ally to some local civil defense p~Ject tor the 
good of the ooJIIIlWlity. ~uch an ~ense. sho\4ld be an allowable 1 tam ot . 
cost ~ven though it may not be apeoitioal.l.y provided tor in the contract. 



ACSm. L. H. Thomas - S 

. 15-204.6 eon;ensation tor Personal Services --The major short-
comi.Dg of this detaed 8Dd eomewti&tl coiifUS!iig portiOn of the &eotion lV 
revisions is ita refiectioo ot tbe unsound principle that compensation 
tor personal. aen'icea, whether 1Jiaecl1ate or deferred and whether _in 
cash, stock or other property, should be limited b;r any arbitrary cri
teria such as a percentage ot base compensation or the extent ot a 
contractor' s govemment business. IJse ot either ;rardstick not only is 
arbitrary but discriminatoey. The only proper criterion should be that 
established by· the federal tax laws and general business practice, . 
Damely, that the compensation be reasonable, under all tbe circumstances, 
tor the personal services actually rendered. We therefore recomend 
deletion of sub-paragraph (.)) (e) 1n ita entirety •. 

We also recommend deletion of sub-section (c) on Page 1509, Y'lich 
.would disallow, as an i tern or cost, the cost of options to purchase stock 
ot the contractor carp oration. The Board ot Contract Appeals bas ruled 
that these costs are allowable. Furtbe~re, ~ companies have found 
that programs ot this type ilive an employee the feeling of working tor 
hiinselt, a stockholder, and thereby encourage continuity ot employment 
which, in tum is reflected in lower· production costs to customers -
including the govenzent. 

A third objectionable feature ot Paragraph 204.6 is the taUure 
to recognize, tor cost detem~tiQn purposes, the carryover features ot 
the Internal Revenue Code. (->ub-section 2-11, Page l$10.) 

lS-204.8 Contributions and ~nations -- Insert comma after 
n charitable. 11 

1$-204.9. Depreciation -- The major deficiency of this portion 
or Section_ XV -- the failure t6 take into account the new Internal Reve
nue Code provisions regarding the manner of charging depreciation -- was 
offset, in part, by the tiay 12 Defense Department announcement ot an 
interim cost interpretation paragraph (15-602) t.hat embodied the rapid 
write-off' privileges of the Code. It is essential that paragraphs 
1$-204.9 and lS-602 be consolidated prior to publication o! the final 
revisions to Part 2, s·ection XV. 

15-204.10 Employee l'torale, Health and Weltare -- The languaE;e ot 
this paragraph may be sUbject to a restricted interpretation by govem
ment administrative and audit personnel because of the ver,y limited number 
or examples that are cited in the second sentence. Among the many others 
that could be cited are bond purchasing plans; length-of-service awards, 
athletic and recreational programs, housing advisory service and other 
employee couhseling services. 

15-20L .15 Initial Production Costs --·The second sen tenet; ot 
paragraph two under this heading 8ho\lild be deleted. In view of the fact 
that paragraph l5-20lb states that all costs must be reasonable, the 
statement that certain costs will be subject to disallowance it theycon
tinue "to an unwarranted extent" would appear U> invite controversy -
particularl,- when there ia no definition of "unwarranted. 11 
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ti-204.16 Insurance .lndemDif'ication -- This entire section 
implies at &llowance ot co1G V1l1 be predicated vef7 la!'ielY upon 
prior. approval b7 the aovemment ot illsurance coverage. Such prior 
approval is impraot.ical to obtain durin& contract net,ot.iations. The 
insurance co~erage dictated b7 ooDDOn business prudence aDd in effect 
at the time of undertaJd.ng a contract is a nonnal business axpenae 
and should bfa allowed ill twJ., 

(b) There is need tor olaritication of what "government 
required" means in this subsection.. Does this mean required by law, by 
an agency or Gepartment ot government, by a oontractini officer, or does 
the term embrace all ot these? Another provision ot this subsection 
aays the costs of government required iNNrance are allowable w1 thin the· 
limitations ot "premiWil rates app~ed by the government." In view of 
our national policy that the regulation ot insurance rates is a state 
function, this provision seems to be inconsistent with that policy. Still 
another provision ot this ·subsection aqs costs allowed tor use and 
occupancy insurance will, in principle, be limited so as to exclude 
coverage or profit, interest, federal income taxes and &J1l' other items 
of expense unallowable under this part of the Regulations. This is a 
completely impractical prohibition because there is no practical way ot 
determining how much ot t.he coat ot such insurance is attributable to 
coverage of profit and interest. · · 

(c) This subsection should be revised to recognize that 
there may be instances were a contractor who is obligated to deliver 
under the terms ot a oontract would tind himself in a position where in
surance on government-owned property under his management would be es
sential to his own protection ... regardless of whether it 1a required 
by the government. 

(t) Use of the word "contingent" in this subsection could 
invite misinterpretation. It is a basic principle ot insurance that it 
protects against contingent losses. 

(g) "Indemnitication", as used in the title or this paragraph 
and in this subsection, should be det~d or deleted. 

15-204.22 Materials and·Suppl1es 

(a) At the end ot this subsection, add the folloWing sentences 
"In computing materials costs, consideration will be given to reasonable 
overruns, spoUage and detective work." · 

(b) Combine the second· and third sentences by replacing the 
period after the word "allowances" with a comma. The reference to lost 
discounts in the final sentence ot this subsection is too strict and 
should be modified to provde that the contractor will be excused 
tor failure to take cash discounts unless he has tailed to have an ade
quate system tor processing invoices subject to discount or unless the 
discount was lost due to negligence on the part ot the contractor in 
hiring or retai-ning inefficient employees •. 
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(e) The tlat disallow&nce ot "wr1 te-downs" of values, as 
stated in this subsection, is inequitable because it is an accepted 
accounting practice to recognise that due to ·technological advances, 
engineering changes, defects, shelt-vear, etc., 100 percent utUiza
tion ot stock inventories seldom with be realised. 

(f) The first sentence ot this subsection should be modi
fied to pennit the inclusion of "handling and purchasing costs.• 

lS-204.27 PENSIJN AND ~'TIRElaT PLANS 

(a) The fourth sentence of this subsection is inconsistent 
with the current Treasury Department position and requires explanation. . . 

. (b) !he requirement in this subsection that the militaey 
pass upon the allowabUi ty of all pension plans prior to contract fina
lization is impractical. It should be modified to restrict military 
consideration of plans alreaey approved b7 tbe Intemal f<evenue &ervice 
to "consideration of cost and allocabUity. 11 

(c) The second sentence of this subsection should be 
deleted for the same reason deletion ot paragraph 1S·204.6e was recom• 
mended. Both would discriminate &j;ainst companies with 5overnment 
business in excess ot 25% ot their total volume of business. 

(d) This subsection should be moditied to require compliance 
with the carryover provisions of the Intemal Revenue Code with respect 
to pension and retirement cost determinations. 

1S-20h.28 Plant Protection Expenses -- This paragraph should be 
revised further to recognize a third class of plant protection expensec 
that should be allowable -- the .costs of clearing personnel to handle 
classified work, the acquisition of special cabinets and safes for 
stora~e purposes, etc., as required by .any defense contracts. 

l$-204o29 Pre-Contract Coets -- The first and last sentences of 
this subsection appear to be contradictory. Xhey should be revised 
further to make it clear that such costs will be allowed when authority 
therefor is specifically. set forth in the con~ract. 

15-204. 31 Proti ts and Losses on lJispos·i tion of Plant Equipment 
or Other Capital Assets -- The flat exclusion of such profits and 
losses cannot be justified. This subsection sho~d be modified to 
. exclude them from contract costs -- except to the extent that such 
gains or losses adjust depreciatio.n on assets acquired tor government 

_business. 
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1S-20u. 32 Reconversion t~nses -- This subsection limi ta the 
allowable costs to those related tlie removal ot government property 
and then only 1f' speciticall7 provided tor in the contract. It should 
be ll¥)ditied to recognize that ·most expenditures ot this type are not 
made until well after co~letion of tbe govemment work which occasioned 
them. It also should penait accruals baaed on estimates and subject to 
adjustment at a later date. 

lS-204.3S Research and Dev.elopment 

General Research -- This subsection sho-.ud be revised fur
ther to elirdiiate the stipulation that a contractQr 1111st agree to 
divulge to the govet11118Dt the results or any independent general re
search before the costs ot such research can be considered a reimburse
able 1 tem. '.lhe t,C:wemment should be anti tled to such information only 
insofar as such resear~ is applicable to the contract involved. 
Further revision of this subsection al~o is necessar,y to delete the 
stipulation that such expenses shall not be allowable tor companies 
with more than 25~ governrAent business -- unless specifically authorized. 
in the contract. 

kelated Research -- The last sentence ot this subsection 
of Paragraph 15-264.35 shoUld be revised further to specify that no 
portion of such research will be allowable under cost type research 
and development contracts "unless specifically provided tor in the 
contract." 

Subsection (o) ot this paragraph also should be revised further 
to specify that research and development QOsts incurred in accounting 
periods prior to the award or a contract will be allowed "only to the 
extent specifically authorized by the contract." 

Sincerely yours, 
) 

~..v~cc..J.u~ 
Theron J. Rice, Manager 
Na tiorial Defense Department 

'2003/2329 
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WESTON ELECTRICAL INSTRUMENT CORPORATION 

NEWARK 5 ~ NEW JERSEY 

June 20.9 19.5.5 

Rear Admiral L~ Ho Thomas~ USN 
Office of the Assistant SecretarY 

of Defense (Supply and Logistics) 
The Pentagon 
Washington 2.5~ Do Co 

Dear Admiral Thomas~ 

Attached is a statement of comments pr.epared by the Government 
Contracts· Connni tt.ee of the National .A-ssociation of ManUfacturers upon 
the draft of a .Proposed revision of Part 2.9 Section XV, Anned Servi-ces 
Prc.curement Regt.llation o 

We compliment you and your staff for developing this draft for 
industry us considerationo We are all well aware of the difficulties 
encountered in its preparation and though we have certain serious objec
tions to it9 we· consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect todayo 

We firmly believe.9 too.9 that the Office of the Assistant Secre
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have primary responsibility for improving 
the existing contract cost principles inasmuch as the basic issues have 
a procurement policy character, overriding in importance the related 
technical accounting aspectso 

We also want you to-know of our appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wisho We would welcome the chance to discuss the 
whole subject with you at your convenienceo 

Sincerely, 

(s) Ross Nichols 

Ross Nichols.9 Chairman 
Government Contracts Committee 
National Association of Manufacturers 



NATIONAL ASSOCIATION OF MANUFACTURERS 
GOVERNMENT CONTRACTS COMMITTEE 

STATEMENT RE MARCH 23, 19 55 DRAFI'· OF 
PROPOSED REVISION OF PART 2, SECTION XV, 
ARMED SERVICES PROCUREMENT REGULATION 

Our views are broadly divided into General Comments and 

Specific Commentso In the former category, we consider the following 

two fundamental issuesg 

lo Proper Application of the Proposed Contract Cost 
Principleso Contract cost principles are an 
important tool in· contract administration, but 
instructions for the use of this tool are lacking o 

Past and present experience with the misuse of the 
cost principles indicate the need for firm ground 
rules governing their useo 

2 o Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor 0s Costso Arbitrary 
disalloW""dllces by the Department of Defense of some 
of the contractor 0s true costs are not consonant 
with sound business practiceo 

In our judgment, these two issues override other ·considerationso They 

should be faced up to and clearly disposed of as a matter of first 

priority in the total undertaking of revising the. existing contract 

cost principleso 

Our views on these two issues underlie the observations which 

are set forth in the second part of this statement under the heading 

of Specific Commentso Here we indicate our thoughts on specific 

paragraphs and language of the proposed revisiono 
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GENERAL COMMENTS -------
Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 

from the manner in which the cost principles are used. The question of 

what cost principles· say is, to be sure, logically distinct from the 

question of how they are used. The reality of the matter, however, 

demands that the two questions be treated as inseparable. For years now 

Part 2, Section XV, ASPR has asserted that.the cost principles therein 

are for use in cost reimbursement type contracts, and for years the ·cost 

principles have been applied to fixed price contract situations so as 

· virtuallY to transform fixed price contracts in many instances to cost 

type contracts. 

A bulwark against this undesirable trend in contract admin-

istration has been established by Department of Defense Instruction 

4105oll (November 23, 1954). However, this single instruction is not 

enough by itself to reverse a long~standing practice of treating price 

revision negotiations as though they were on a cost basis. Militar.y 

auditors, for example, are still under Joint Letter No. 12, which 

occasions the treatment of fixed price contracts as cost type contra~ts 

by emphasizing the use of Part 2, Section XV cost principles in fixed 

price contract situations. 

The point is that no matter how sound these cost principles may 

be, they should not be used to derogate contract pricing negotiations to 

a formula basis whereby price is essentially determined by adding to-

gether allowable costs and a profit allowance. There is need for specific 

instructions delimiting the use or these principles, distinguishing between 
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two entirely different kinds of contracts--the fixed price type and the 

cost typeo In the absence of·such instructions, there is inadequate 

basis for. assuming that the cost principles--regardless of their content-

will not continue to be misused in pricing proceedings pertaining to fixed 

price contracts. 

These instructions must not only be cont~olling over the pro

curement line of command, they must also be binding upon the audit line 

of commando Indeed, the whole issue of the proper use of cost principles 

is wrapped around the relationship between military buyers and militar,y· 

auditorso The proper relationship is one where the buyers have the freedom 

of decision for determining when and the extent auditors are needed and 

how their findings are usedo Similarly, as auditors are in a service role 

to buyers~ they should not be placed in a position of dominating or second 

guessing the very ones whom they are supposed to serveo It is submitted 

that if the buyer-auditor relationship were better defined, much of the 

misuse of contract cost principles would be correctedo 

Our recommendation, therefore, is that the revised statement 

of cost principles should be accompanied by well-defined instructions 

delimiting their applicabilityo Such instructions, which should reflect 

the above considerations,· might be set forth in an expanded Paragraph 15-200 

~r in Part 1, Section XV. In any event, the cost principles should not be 

released without adequate guide lines as to how they should and should not 

. be used, otherwise the same old abuses or the past may be expected and the 

opportunity for accomplishing a major improvement in contract administration 

will not be realizedo 
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Extent to Which the Department of Defense ~11 Pay Its Fair Share 
or a ContractorVs Costso 

Our standard for measuring the validity of the several paragraphs 

reciting allowability or non-allowability of contractor costs is stated 

briefly as follows: 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
of a contractor's costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such businesso 

This is simply recognizing that the Department of Defense should pay its 

fair share of the contractorvs costso Anything less is unsound business 

practiceo 

General rules arbitrarily classifying legitimate costs of a con-

tractor as unallowable for purposes of contract pricing are by and large 

inimical to the proposition that the government will pay its fair share 

of costso Whereas under a reasonable allocation of costs to government 

contracts the government may very well not share at all or share to only 

a very limited degree in certain costs, the absolute disallowance of 

legitimate costs from any consideration regardless of their allocability 

to government contracts is detrimental to the full and proper use or cost 

type contracts o The revised cost principles should shift the emphasis 

from the question of what is allowable to the question or what is reason-

ably allocableo 

Since varying circumstances def,y the application of inflexible 

rules and since sound.accounting practice is open to differing judgments, 

appropriate allocability of certain eosts in a given set of circumstances 

might very well be expected to be a subject about which reasonable men 
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might disagreeo The resolution of differing opinions in such circumstances 

should be regarded as a matter of negot.iation between the contractor and 

the contr~cting officer within a broad framework of good accounting 

practice and fairnesso This approach·toward handling cost allocation 

questions is in keeping with the reality that cost allocations in many 

instances cannot be determined with scientific exactitude and are not 

properly.the subject of arbitrary ruleso 

S P E C I F I C COMMENTS 

15=201·= BASIC PRINCIPLES AND STANDARDSo Reference to the 

· exercise of good business judgment as a factor in determining the allow-

ability of cc~st·s :.s rspeti ti ve of the test, of reasonableness and invites 

second guessingo Accordingly~ the reference should be deletedo 

Provision should be made to recognize standard costs and 

associated variances whenever their use is consistent with the contractor's 

accounting practic.eo Su~h costs ar6 the equivalent of actual costs. 

l$-202ol DIRECT MATERIALSo Costs of reasonable overruns, 

spoilage and defective work should be provided foro 

15=202o2 = DIRECT LABORo Use of.average or standard rates if 

such is in· keeping with the contractorus esta.blished practice should be 

provided foro 

15=203o3 = SELLING AND DISTRIBUTION EXPENSESo The broad state~ 

ment that these expenses ara not generally allowable is unfairo The 

proper approach is to indicate that the government should pay its share 

of these ordinar.y business expenses to the extent that they may be 
' 

reasonably allocable to government contractso 
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15~204ol ~ ADVERTISINGo The severe limitation upon allowable 

costs of advertising is unfairo The proper approach is to indicate that 

the government should pay its share of these ordinary business expenses 

to the extent that they may be reasonably allocable to government contractso 

15-204o2 - BAD DEBTSo The flat prohibition of allowing bad 

debt expenses is unfairo Again, the norm of reasonable allocability 

should prevailo This is particularly pertinent to bad debts in connec

tion ~nth subcontractingo 

. 15 ... 204o4 .,. CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES. 

The limitation upon the allowability of these ordinary business expenses 

when the subject services are intentionally furnished at a loss is 

unwarranted a 

15 ... 204o5 - CIVIL DEFENSEo The exclusion of contributions for 

projects not on contractor;s own premises is unreasonableo Effective civil 

defense cannot be localized to individual plant siteso 

15-204o6 - COMPENSATION FOR PERSONAL SERVICESo The arbitrary 

percentage limitations provided as tests .of allowability of certain costs 

should be eliminated in favor of the standard of reasonableness. 

15-204o7 ~ CONTINGENCIESo The blanket disallowance of contin

gencies is unrealistico When a liability exists, a reasonable estimate 

thereof should be permittedo 

15-204o9 - DEPRECIATIONo As a matter of consistent accounting 

procedure and good business practice; depreciation recognized by the Inter

nal Revenue Service should be allowedo Double standards are undesirable. 



l5-204oll co ENTERTAINNENT EXPENSEo Unless there is an overriding 

public policy to the contraryj entertainment expenses reasonably allocable 

to governrne~t contracts should be recognizedo 

1.5=204~12 = EXCESS FACILITIESo The proposed basis for allowing 

costs of ~aintaining and housing idle and excess facilities is too narrow. 

The government should share an allocable portion of the contractor's costs 

for ca~ring idle and excess facilities which are reasonably necessary to 

his C·Fera tJ,.ons .. 

15=204ol5 = INITIAL PRODUCTION COSTSo Provision for possible 

disallowance of excessive initial. production costs should be deleted. 

If the gove::'!llTlent. does not choose to pay costs of a contractor under the 

indicated circ·~stances 9 it should terminate the contract .. 

15-204ol6 ~ INSURANCE AND INDEMNIFICATIONo Intrusion of procure

ment agencies iLto areas which are management functions through approval 

requirements shc·uld be discouragedo The' test of reasoi".ableness of coverage 

and cf rates i.s sufficien"t.o 

. l$-204ol7 ""' INTEREST AND OTHER FINANCIAL EXPENSESo To the extent 

that these expenses are reasonably allocable to government contracts, they 

should be acce'ptedo 

15=204o20 -MAINTENANCE AND REPAIRSo The allocability of de

ferred maintenance expenses to goverr~nt contracts should be a matter of 

negotiation between the contractor and contracting officero The stipulation 

that t.hese expenses are allowed only if they are covered 'by a· specific 

contractual provision is un~uly restrictiveo 
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15-204o35 ~ RESEARCH AND DEVELOPMENTo Arbitrar,y percentage 

limitations provided as a condition of allowability of costs should be 

eliminated. The rule of reasonableness should applyo 

Similarly~ the requirement for a contractor to divulge 

to-the government the results of his independent research should be 

strickeno The requirement is unfair o 

15=2.04o36 C=> ROYALTY PAYMENTSo To the extent allocable to 

government contracts~ royalty payments·~hould be recognized without 

special approval actiono 

15~204o38 = SEVERANCE PAYo It is impractical to establish in 

advance a fixed method of allocating to government contracts the costs of 

mass severance payo The basis of allocation should be open to negotiation. 

15-204o42 = TRAINING EXPENSESo The provisions are unnecessarily 

restrictiveo The rule of reason should applyo 

15-204o44 ... TRAVEL EXPENSESo The central point should be more 

explicitly statedj namely, that the government should pay the portion of 

the contractorvs reasonable travel expenses allocable to government 

contractso Reference to entertainment expenses should be deleted as this 

subject is covered elsewhere (15-204oll)o 
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15-204o 25 - OVERTIME, EXTRA PAY ~ID:FT AND MULTI SHIFI' PRDtiUMS. 

Contractor should have reasonable freedom of judgment with respect to 

premium pay to indirect laboro The unqualified requirement for government 

approval is needlessly burdensomeo 

15-204o27 - PENSION AND RETIREMENT PLANS. This paragraph, which 

now contains material beyond the requirements of a statement of cost prin

ciples~ should be confined to the proposition. that the government should 

··pay such portion of the expense of Internal Revenue Service (IRS) approved 

pensions and retirement plans as may.be reasonably allocable to government 

contracts. _When these plans are not subject to IRS approval, the usual 

test of reasonableness should apply. 

15-204o30 - PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, 

ENGINEERING AND OTHERo Subparagraph (c) should be dropped. The cost of 

·professional services in connection with organization and reorganization 

matters and with patent infringement litigation is covered elsewhere 

(15-204o23 and 15-204o26), and the ·cost of professional services for the 

other purposes indicated in subparagraph (c) is an ordinar,y business 

expense of which _government contracts should bear ~ fafr portion. 

15-204o33 - RECRUITING EXPENSEo ·Costs. of special benefits or 

emoluments should be subject to the contracting officer's approval. Their 

unqualified disallowance is unwarranted. 

15-204o34 - RENTALS OF PLANT AND ~UIFMENT. As the general rule 

of reasonableness applies, the special regulations on sale and leaseback 

agreem7nts should be droppedo 
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RADio-ELECTRONics -TE·LE-VISION MANUFACTURERS AssociATIO~ 

SUITE 800 WYATT BUILDING 

777-14'ttf STREET, N. W. · 
WASHINGTON S,O.C. 

June 20, 1955 

Rear Achiral L. H. Thanae, SC, USN 
Staff Director 
Purchasi~ & Contracting 

Policies Division 
Office of the Assistant Secretary 

of Defense 
iashingto~ 25 1 D. c. 

Dear Adzniral Thana sa 

NATIONAL 8·3802 

I refer to your letter of April ll forwarding. to us for consiqeration 

and camnent a co;y of the proposed revision to Part 21 Section r-1 1 of the 

Armed Service Prccurement Regulation. 

Owing to the deep·and abiding interest of the electronics industry in 

the cost principlee applicable to goventment contracts, this Association 
. 

has devoted intensive and tiMe-consuming study to the terms of the proposed 

revision. The Association is thoroughly in accord with your objective to 

include !""ore equ1.table coverage of some costitems incurred by contractors, 

and to clarify cost detennination under the Section to pranote unifonni ty 

·in ite application. Our CarunittA,e .feels that the proposed revision appears 

to have achieved this objective in part. In same cases, however, we dis-

covered in the proposed revision certain anissions fran the existing regu-
. 

lation which are not easily explainable and which are therefore likely to 

cause misunderstanding and contusion in the future. In other cases, we 

thought the revision went into su~h detail as to make it partake of a check

off list tha t will tend to crystallize. lower echelon thinking to the exclu

sion of equally valid al tema tivea. Our detailed comments followt 

15-200 SCOPB OF PART 

We recQTlmend that this opening paragraph be amplified to make it 
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clear that the entire section has no applioa tion to other than cost.! 

type contracts. We are aware that a policy to this effect was 

an'Wlciated in Department of Defense Instruction #4J.05. Nevertheless, 

since this Instruction is an internal directive of the Department 

of Defense cancelling an ~rlier Munitions Board Instruction it seems 

to us too informal 8"1 d temporary an expedient to establish finn and 

unequivocal policy for the entire procurement establishments of the 

three mili ta.ry services. We accordi.Rgly recanmend that language be 

inserted in the opening paragraph of Part 2 of the Section making it 

unmistakably clear that the Section only applies to cost-type contracts. 

We also recanmend tha,t the tonner wording of l$-101 excluding 

Section XV for use in negotiating pre-detennined overhead rates, ex

cept as a guide 1 be added to 15-200. 

15-201 BASIC PRINCIP~ AND.STANDARDS 

a. No canment. 

b. We recanmend deletion of (iii). The present language enda.ls 

the cost inspector with authority outside the scope of his proper 

functions and well beyond his ·experience and capacity. It ·retained 

in the regulation it will stimulate unnecessary interferenCe in manage-

· ment decisions. 

c. and d. No comment. 

General• Ve also recommend that sanewhere in l$-201 ·be included 

the same language on the use of nonnal or standard costs for detennil'iing 

provisional or interim payments as is contained in the present 15-201. 

Some of our member comp1nies are apprehensive that non-inclusion or 

the Jl"esent provisions will jeopardize the ·Continuatioo of their pres~ht 

use. 

15-202 DIRiCT COSTS 

In the next to last sentence after the word, •consistentJ.)"' ve • 
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recarunend that the foll.OW'ing langug.ge be inserted& • ••• within each 

sep:ai9te unit engaged ~ mimd production•. 'lhl.s change should take 

care of large com;:anies with ·several operating divisions which are an

gaged in the manufacture of different product lines and possess virtual 

operating au ton any. 

15-202.1 DIRiCT MAT6RIAI.S 

~ prafar. the language of the present section 202 .1. Our Cannli t

tee··considered that the advantages gained by the greater brevity of the 

revised 202 .l were rnore than offset by the comprehensive de taU and 

clear-cut provis1ori for overruns, spoilage, etc., eat forth in t.lta 

existing regulation. 

15-202.2 DI~T LA.BOR 

"rle urge inclusion 0 f language making provision for the use of 

a varage la. bor rates 'Un dar appropriate circ\lnsta.nce s. 

1_5-202 .3 O'l"nBR DIRiCT COOTS 

In the last sentence, line .3, change the word "similar" to 

"the samen. Our COMmittee felt that the word •similar- was too vague 

· · and speculative, and vested too much discretion in the coet inspector 

to make unauthorized cost deletione. 

l$-203 INDIR6CT COSTS 

(a) No conment. 

(b) We recanmend delation of the lasttto sentences of (b). 

The enumeration of specific changes •ems to our Conmli ttee to be an 

unnecessary amplification, carrying with it the danger t~t it will be 

used as a check-off list b)r the cost inspector. 

1,5-203.1 D·IDIR6CT MANUFACTURIRJ ~lD PROOUCTION EXP"mS&S 

In the ~irst sentance of 203.1 change the words "necessary to" to 

"incurred in". The present language is unnecessarily broad and subject 

to eonflictine interpretations by the Govert11'11ent and the Contractor. 
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At the beginning of the third sentence add the words •ExaMples 

or- to make it clear that the items are inclusive but not limited thereto. 

1$-203.2 INDI IEGT ~IDTIIE6RING E!P&NSES 

At the end of. the first. sentence- add •· ••• and such other related 

costs as the contractor consistently charges to overhead" • Our Canmittee 

felt that the first sentence as written failed to take into account 

other legitimate costs habitually charged to engineering overhead linder 

reputable accounting methods. 

1$-203.3 56LLING AND DISTRIBUTION EXI'mSIS 

The proposed revision resta. tes the hoary and fallacious concept 

that selling to the Government involves no market:ing expense on the 

pirt of the contractor. Our Committee strongly considers that this 

fiction has outlived its usefulness; it is time for the government to 

recognize that a variety of perfectly legitimate selling expenses are 

:incurred by every reputable contractor who sells his products to the 

Government. This is especially true of the more established suppliers 

of military equipnent who mu~t ot necessity maintain close and effective 

liaison with the purchaser. Although marketing in the ordinary can-

'· 
merical sense is certainly_ not necessary for doing business with ·the 

government, the proposed language fails to recognize any for.m of non-
• 

canmercial marketing expenses. We, therefore,· recommend that the 

p:1ragraph as presently wr1. tten be changed as followSI 

Firs1;, change the second sentence to read, "There may be an a.l
location to government work of those expenses in this category 
including but not limited to, administrative, technical, consulting 
and other services, which are for the purpose of negotiating, 
admi~stering and servicing government contracts•. 

Second, delete the rest of the p:tragraph. 
/ 

1$-203.4 G»JERA.L AND AIMINISTRATIVE EXP&~ 

We recomnand that everything in this plragraph after the second 

S$ntence be deleted. There are innumerable ot~r .factors which should 



- s-
receive consideration in datennini"lg the equitability ·of G and A. 

Differe:1t large canpanies use different methods and snalJe r cornp3.nies 

may make entirely different allocations. Moreover, cost patterns, 

inventory variations and astablisment of theoretical ratios may have 

little or no relevancy to the Jractice~ of comp1nies which do both com-
~ 

•rcial and mill tary business or which are new to the government con-

tract field. 

15-203.5 BlSJi P~OD FOR ALLOCATION OF DYDIF..&CT EXP6NS~ 

As presently written this p3.ragraph seems to presuppose that 

each contractor has only one goven1ment contract. What happens if 

a contractor has half a dozen contracts of different types, extending 

for different base periods? We believe the entire paragraph should 

be deleted si nee the ma. t tar appears to be a de qua tely covered in 

Paragraph l5-203(b). 
. . 

15-204 APP~ICA TIO~S OF BASIC COST PRINCIPL65 AND STANDARDS TO S~CTKD 

IT.cM S OF COST. 

In the next to last sentence we reconrnend that you. strike every

thing after the word "Standards"• Our Canmittee felt that to include 

si."Jlila r or related i tams would broaden the treatment to the point of 

complete uncertainty. 

lie. also recanmend that the words "This paragraph and 

cede the last sentence for the sake of complete clarity. 

15-204.1 ADV~RTISINJ 

" ••• pre-

Mle recommend th3. t a subparagraph (3) be inserted to cover in

stitutional advertising. Such advertising ·does not offer the product 

for sale canmercially and may not appear exclusively in trade and tech

nical journals. We also recQ'I'lrend that the word "onlY" be deleted fran 

(a). 



15-2<&.2 BAD D~TS 

No COITUt18n t • 

15-2<1J.3 BIDDING AXP~ 

-6-

We recanmend t11a t in the second sentence the words "all 

business" be cha.n~d to :"the applicable business". In the case of 

complnies doing both canmercial and governnent business it is some-

- times custauary to exclude certain expenses solely incurred for ooe 

type or business fran the accounts ·of the other. This worke both 

to the advantage of the goverrrnen.t and the contractor. 

15-204.4 CAF&T,gRIAS, DININJ ROCMS AND OTH6R FOOD· SARVICAS 

It should be recognized that the sale of inexpensively priced 

lunches to employees in a can}Xlny dining roan or cafeteria has becQTI.e 

standard operating practic~ for all large canpinies and most snall 

ones; it is a fonn or fringe benefit which employees expect. We, 

therefore,. see no reason why it shoul_d. be singled out for special and 

discriminatory treatment, especially since food services of this kind 

are by their very nature almost i.Mm\D'le fran any possible rnisalloca tion 

or abuse. We, thereforel recommend that in the third sentence every

thing after the word •alla~able" be stricken and the sentence ended 

with a period; we also request that the entire last sentence or ths 

paragraph be deleted. 

l$-204.5 CIVn DiF.6r& 

lie recanT~\ end that the words •on the contractor's .premi~·s pur

suant. to suggestions or requirements of civU defense authorities ••• " 

in the third sentence ~ deleted. In the a tanic age shelters and ~ther 

civil detense measures are not necessaril1 located on the contractor' as 

premises. 

The last sentence of the. plr&graph should also be deleted as it 

tails to tbake into account supervening circumstances and the overriding 

... 
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authority· of local, civil and federal autho.L~ ties to require different 

kinds of civil defense measures and financial contributions. 

15-204.6 C<MPA!&TION FOR ~RSONAL SARVIC&S 

a. · In the first sentence add after • includes" the folla~ingt 

• ••• all renUITlera tion J:Bid or set aside such as• ~ Also insert the 

word •incentive and" before ·•deferred compensation, etc.• The 

sentence as presently written fails to take into account reserve 

fun1s set aside for salaries, ~ges and bonuses. 

b. In the third line it seems probable that the drafter 

meant corporate "officers", not "officials•; we are also uncertain 

what is maant by "executives". 

We recOI'ln'!end deletion of (iii) as being. absolutely speculative 

and not relatable to any lmown standard or criterion. Some CQTlplnies 

with little or no r:!Overnnent rosiness JllY their executives far more 

than do other c~:p:tnies with a preponderant government busin~ss, 

(Viz. the chemical industry vs. the electronics industry)& anall 

companies in the non-defense category often pay more than large 

companies in the defense one, and vice-versa. Has anyone in the 

Defense DeJ:B rtmant made· a· study o.f executive canpensation in diffel'

ent i.'1dustrias? Have they read the recent articles in the Harvard 

Business Review on the subject? 

c. Delete thg word "not" arxi make reasombleness the test, as 

1 t is anyway throughou~ this section. 

d. In the first line delete the word •pro~ction•.. Sane officers 

and e1"1ployees perfonn services which may not fall exactly within the 

production category yet which are of inestimable importance to the 

canpany. 

(1) Insert the words •or practice adopted ora in the third 

line after •established plan". This will take care of smaller companies 
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which have a practice of plying bonuses rather than an established plan, 

and ;.rill also penr.it the establislJnent or· such a plan or }ractice by 

a growing canpany • 

. (2) , Add • ••• when considered in light of total canpensation" 

to end of sentence. Overall compensation should be the test rather 

than any one canponent thereof'. 

( 3 ) No canrn.en t. 

(4) We recommend that everything after the words •salaey 

classification•. be deleted. The reason for this recommendation is 

that many snall ~panies bave management incentive plans which might 

be considered unreasonably· restricted for purpose of. this JBr&.g:raph. 

The government has other safeguards here which can be availed of to 

guard ·against abuse. 

(5) No conment. 

( 6) Insert 11 stockholders" after 11 officer" to make it clear 

that officer stockholders is the group aimed at. 

(7) We recanmend deletion of this sentence as. being re-

dundant • 

•• 
(l) · No comment. 

(2) Deletea ~~Except as provided in (3) below.• Xxplana

ti on f Ollal Sl 

(i) No co.ne~at. 

(ii) Ve suggest deletion _or everything in •• after 

the. first sentence. Our Conun:tttee feels that any plan a Pll" oved by the 

Internal Revenue Bervice must be acceptable to the military department 

for accounting and cost allocation purposes or hope;Less contusion will 

result. 

(3) We request deletion of this pa:ragraph in its entirety. 

Our committee considers that the 7S% test in· 3 (i) ia absolutel7 
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unrealistic and has no relevance to the merit or lack of merit o~ 

. any particular profit-sharing plan; it would be wholly inequitable 

during any emergency when the ratio of govenunent business ~ com

merical business may pud~nly increase since it penalizes the pa triotio 

eupplier. ;Furthermore, there is no criterion ~or establishing what 

~s meant by government business; does the .. tenn mean current ales only, 

or does it include back-log? 

( NCYI'Ba The Defense Dep~.rbnent amendment or May 25 arrived after 
·oUi=Canmittee met to consider the revision. While we cannot say 
with certainty haw the Canmittee would react to the amenchent we 
believe it would still be objectionable tor the same reasons ae 
stated above, since the principle remains unaltered.) 

t. 

(1) through (4). No comment. 

g. We recanmerd that ~his subptragraph be rewri ttan a a tollowea 

•For the purPc>se ot determining rea.sonableness, the anployar ·Contri

bution under profit sharing plans and s took bonus p~ns shall be 

subject to the same provisions as provide.d for in the Internal 

Revenue Code•. The same standal'ds ·prescribed by the Internal Revuue 

Services for employer contributions must be accepted by the millta·ry 

services or absolute chaos will result. 

h. No comment. 
• 

1$-204.7 CONTINGKNCIBS 

We think the first sentence could be bettAr expres.se.d .as followS. 

•This type or charge is all011able only if it results fran the creation 

and maintenance of reserves to provide for events whose occurrence can 

be reasonably foretold with respect to tjm& and intensity". Our COJIII4ttee 

felt that the ~n~nce should be rephraeed in the positive, but. without 

any reference to assurance of an evant happening, which removes it . 

from the ca. tegory of a contingency. 

15-204.6 . COOTRIBUTIONS AND OONATIOE 

Ve suggest that a canma be inserted atter"c~ritable• in t.he 
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second line. 

15-204.9 DEPRECIATION 

a. No canment. 

b. Our Commi tU!e noted that for some time the •ciecl1ning 

balance• and other methods of establishing depreciation have been re-

cognized by the provisions of the Internal Revenue Code. To mal"e it 

clear that where such recognition exists the military services should 

likewise accord recognition we recommend that the words • ••• including 

those methods. recognized by the Internal Revenue Code (subject to the 

li.Tflitations set forth in subparagraph e. below)• be inser~ after 

•acco.:nting principles• in line S, second sentence. 

c. we reco111r:1end that this paragraph be revised to give. positive 

authorization for depreciation charges as followsa •c. Charges for 

depreciation on idle or· excess facilities will normally be allowed 

on such facilities as are reasonablY necessary for standb,y purposes•. 

In companies producing both conunercial and military type equipment 

it would be difficult to show ,that a standb,y facility is exclusively 

for one or the other. In actual fact they are for both - and would be 

so used, depending on the degree of national mobilizaticn. 

d. Mfe recOlllmend that the following language be added to the 

end of the paragraph• ••• except that depreciation may cootinue to be 

charged until such time as the unrecognised depreciation has been 

absorbed•. 

e. We recommend that the second sentence of this paragraph be 

revised as follows a •Arter the expiration of· the aaergency period 

' ----

for the facilities concerned, where a deter.mination of •true depreciation• 

has been made, the remaining balance of the cost of such tacili11;y over 

t~ amount of •true depreciation• recognised previously in costs will 

be recognized as allowable, subject to paragraph lS-204.12•. 'l'hia 

will take care of depreciation requirements over and above accelera ~d 
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a.n:tortiz.a tion. 

15-204.10 jMPWYAE MORALI1 H&ALTH AND W&LFAR& 

No camnent. 

l5-2~.ll ENTARTAIM-mNT EXP&NSE 

We request that the words •except in reasonabl.e amounts and 

when related to necessary business meetings• be added at the end of V 
~ 

the second sentence. 

15-204.12 EXCESS FACI-LITIES 

We recanme~d. that the words •contract perf'onnance• be deleted 

fro.n line 3 of the first· sentence. ~is will make the paragraph 

conform to the wording of 204.9 c. 

15-204.13 FINES AND P8NALTI&S 

No canment. 

15-2Q4.l4 ~NGE BENEFITS 

No cc:mment. 

15-204.15 IFITIAL PRODUCTION COSTS .. 
lie req"Jast deletion of the -la. s~ sentence of' the second pzqra.ph. 

In the constantly advancing sta. te of the military electronics art, what 

qualification doe~ the cost inspector possess to decide whether the 

contractor has had reasonable time to make the product efficiently? 
• 

If the Government is dissatisfied it should terminate the contract.--

not disallow costs incurred in_ good faith during the course of p!r-

fonnance. 

15-204.16 DJSURANCE INDEMNIFICATION 

a. No canrrent. 

b. We ·recommend tha. t b. be rewritten as follar~sa •Costs of 

Goverrunent required insurance are allowable. Costs of other insurance, 

except that applicable to Governnent-OW'lled property, are allowable provided 
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(l} the insurance has been approved by the militaey depar bnent con

earned pursuant to a contractual requirement, or (2) in the absence 

of such apPr-oval requirement, the types of coverage, extent of coverage 

am rates are reasonable under the cirmastances. Costs allowed fr:r 

use ~ d occupancy insurance will be allowable except coverage relating 

to profit, interest, .federal inccme taxes, and any other items 

of expense unallowable under this part•. 

c., d., and e. No canment. 

f • We suggest that mention be made of the interrelation of 

this subJ:aragraph to related provisions in ASPR VII. 

g. We request that •ifll be substituted for •only to the extent 

expressly". 

1$-204.11 IN'l'bR&ST AND O'l'iWi FINANCIAL nPENSBS 

RE'lMA has a CCilt~uing interest in obtaining recogni tier. from 

the Defense Department and the General Accounting Office of the alla~

ability of certain kinds of interest, especially when the contractor 

has relied on his Olin efforts in financing his J:erform.an~ of Govern-

ment contracts •. A memorandlln on this subject is m process of pre---~. )...c_, '- ' ' 

t:aration and will be subnitted to the Assi~tance Secretary of Defense .1 f'e; ~ 

(Canptroller) within the neXt few weeks. / 

. In any event, we consider it essential that this paragraph as 

·finally wri tt~ be absolutely consistent in f'orm and content with ex

isting Defe~se Department contra et financing policie 61 especially. on 

progress pa.1Jnenta and Defen&e loans. The interest problem ·is so 

interrelated with contract financing ·tba t no policy for one should be 

adopted tba t ie incCI'l sis tent vi th the other. 

l$-2d!.l8 LABOR HILlTIONS 
• 

No carJnent.e 

-_~7-- --~------ ··~--.,.-...... 
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15-~0h.l9 1005~ ON OTH&R CONTRACTS 

This raragraph is inconsistent with the Court of Claims decision 

in Bell Aircraft Corp.,· v. United States, 100 F. Supp. 661 (Ct. ClE. 

1051) aff'd per curiam, 344 U.s. 860 (l9S2), where a Goveranent con

tractor was allc:Med to capitalize losses or. experiJnenta.l c ontra.ct~ and 

allocate them as ccsts to ether Governnent contracts. ~e su::;r·est thc1t 

the paragraph be rewritten to pe~it allc:Mability of such losses when-. 

ever penr.i tted by sound accounting practices. 

15-204.20 MAINT~NC6 AJlD RAPAIRS 

a. No comment. 

't. No canment. 

1$-204.21 MANUFACI'URI!U AND PRODUCTION ~GI~RIID 

We request that the words "provided such division results in 

an equitable distribution, Viz.," be ~~serted imr.ediately before (i) 

and at the end of the preoe ding sentence. 

15-204.22 MAT.3RIALS AND SUPP:w:BS 

a. No comment. 

b. We request that this subparagraph· be changed to read as 

follarss "Cost of materials and sur-plies shall be suitably adjusted 

for applicable portions ot incane an:! other credits. Such incane and 

other credits include trade discounts, refunds, rebates and allc:Mances, 

cash discounts taken (to the extent that such discounts are in excoss / 

ot interest paid) and credits for scrap, salvaee and materials returned 

to vendors.• 

c. No canrnent. 

d. Insert the words "or reeularly manuractured and sold ey the 

contractor through commercial channels• after "stock• in the first line. 

/ 
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e. In the vieH of our members, flat disallowance of tt.w-ri te-

dov1n" of values of inventories is not equitable. It is an accepted 

accountin~ principle th~t owing to technological advances, engineering 

cmnges, defects, self-~-1ear, etc., .100% utilization of stock inven-

tories \·rill !lot h3 rea:JJ.zed, and replacement value may be lower than 

orig:.r!al cos to lih~re the contractor can demonstrate that the methods 

·J.se d to reduce the values of inventories are logical, and have been 

a9plied Cvnsistently, and that prudence Was exercised in acquiring the 

~tocks· involved, such j.nv:~ntory valuations should be allowed to the 

extent alloC?.ble tc Government Business.-

f. We sug~est insertion of "non-affiliated" before n customer" 

:~~ l:iJ1e 7; some carq:e.n:_; di vinions purd:a se from each other at specia~ · 

prj ces. 

1 J "04 23 ORJA 7··~ZA TICJ~ .6XP~NS~ =.:- L. • 

No ccmment. 

No comment. 

1~:-201+• 25 OV.;;;RTIJ-1.~, ~XTRA PAY SHIFT AND t-lULTI-SHIFT ~l.MS 

The p:tragrap~ as presently written shm..rs a tendency to consider 
shjft. prem1UMs as o·J.t of the ordinary and not to be authorized without 

· special. '!E nnission.· In actual fact multi-shift operations, and premium 
ray for u."'lpopul.?.r shifts, is standard operating pro~dure for many 
canp.:1ries; Drovision is often made for them in union contracts. lie re
CQT1J:end th3.t a little (a) precede the p3.ragraph as now written; that 
all mention of shift paym~nts and shift premiums be . deleted therefrom; 
and that a new subpara~raph (b) be added to read as follows& "Shift 
prar~::L tuns in accordance with the contractors 1 pra.ctices CJ,nd procedures 
are allowable". 

In addition, our Committee noted several deficiencies in the pro
visions for overtime. We feel that .all indirect labor {i.e., janitors, 
plant maintenance staff, adninistra ti ve and service :t:ersonnel, etc.) 
should be permitted, necessary overtime without special authorization. 
~ergency overtime for direct labor should be penni tted without written 
authorization. The contractor should not have to run the risk of cost 
disallowances whenever he JT!akes arrangements for necessary overt:iJne 
witho~t a written chit from the contracting office~. Provision should 
also be made for p~edetermined overhead rates. 
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•• •", deletin·c "all other ~tent expenses •• •" The:! pre r.en t t.lord:lr.g (~i ~-

Cl.llo.: s an unspecified ca. ter,vlj' of costs. 

a. 1/e recomr.1end that the fourth and fifth sen t.ences be· delt:: ted. 

They presuppose that let:itimate penEion plans are not cc:nditicned on 

profits. In many cases they are, especially in smaller can!Bries; 

some times corporate b~T-laws susrend p2~.111ents into th6 pension fund . 
during had years and authorize the deficier..c:· to 'be made up in pro-

fi table years. 

b. Strike everything c:.fter ''Military Department" ir! the first 

sentence. No consideration seen:s to mve been ~::i ven to the pctential 

chaos created by a llov;ing one rranch of the Government to diEallow 

. what another has approved. An IRS approved plan should always be a c-

·-· ·--· --.. ---·-----

ceptable to the mili ta.ry. services. We also request that the present 
. . 

second and third sentences be deleted and the following new second 

sentence be inserted after "Military Departments": "Consideration of 

the plans by the Military De~rtrnent wil.L be liJni ted to cor:sidera tion 

of cost and allocability thereof and will be the responsibility of 

the Departrnent to which audit cognizance will be assigned". 

c. We request that the first sentence be changed to read, "The 

cost of pension and retirement plans approved.by the Internal Revenue 

Service are allowable except as otherwise determined to be unallowable 

under this ~ragraph"• The rest of the subpiragraph may stand. 

d. No ccrnrnent. 

e. We request that the last sentence of this paragraph e. be 

deleted. It conflicts with the contractor's arrang~mten ts Wlder the 
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I..'l'lternal Revenue Code and penalizes government contractors :i.n re

lation to their comr·ercial. canpeti tors. 

f. In the second sentence we sun:~st substitution of the words 

8 may be" for "is usually" before "necessary"; there is no hard and 

fast rul~ in such cases. Also, immediately after the end of the · 

second sentence we request the insertion of a new sentence·to read 

as follCMst "Where the contractor can demonstrate tmt reasonable 

provision has ber3n made for the effect of Such reversionary credits 

in his method of detennining pension contributions, nos pecial pre

vision for these credits is required" • The beginnmg of the succeed

ing sentence should then be changed from 11 Under these circumstances •• ·" 

to "Otherwise ••• " 

We further recommend that the ]a st sentence of :f. and the suc

ceeding subparagraphs (1) and ( 2) be deleted in their entirety. They 

spell out in detail ~o or three of a great many methods of making 

such arrangements and will tend_ to crystallize lower echelon thinking 

and make them suspicious ·of equally legitimate but different procedures. 

g. Change the Ja st two lines to read as follow sa "• •• pension 

and retirement plans will be considered on an- indi vidUa.l case ba. sis 

and are alla-lable subject to the usual tests of reasonableness and 

allocability·" · 

15-204.28 P~!T PROTECTION EXPENSiS 

Our Cemmittee was uncertain whether this paragraph applied solely 

to the physicalprotection of plants and facilities or embraced the 

whole. spectrum of industrial· securi t:y. There was a general feeling 

that as presently wr.itten only relatively minor expenditures appeared 

to be covered; the paragraph is silent on such major cost items as 

security clearances, au·toma. tic detection devices, accommodations for 
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classified ~ocuments, etc. Yet there is nowhere else in ASPR XV 

where the latter items logically fit. 

15-204.29 PRECONTRACT COSTS 

We request that the last sentence be rewritten as follows: 

"Such costs will be allowed when authority therefor is specifically 

set forth in the c~ntract and nay be limited to a period of tjme". 

15-204~30 PROF6SSIONAL S.6RVI~ - u;GAL~ ACCOUNTI!ll, monr~RING 
AND OT!ii\R 

Our Committee felt that the scope and_extent of Government re-

gula tions, the changing requirements of contract clauses, and shifting· 

Government interpretation of such clauses make it necessary that the 

contractor avaj_l himself of professional assistance. iihether such 

assistance is separately en~aged or comes frcm·the contractor's staff 

should be irrelevant. Nor should paEt cost patterns, jmpact of :J.overn-

ment business, etc., b~. detenning factors in judging allowability. 

11e suggest th:it subpa.ra.graph a. be rewritten as follows: 

"a. This item includes the cost of professional servi·ces 

rendered by the members of the part~cular profession, either as part 

of the contractor's organization or se~ra. tely enE;aged. These costs 

are allowable when reasonable and should be allocated in accordance 

with the principles set forth in 15-201." 

b. ile suggestithat b. be deleted in its entirety as unnecessary . 

. ampli'fica tion tending to crystallize lower echelon thinking to the 

exclusion of other legitimate alternatives. 

c. We request that the -v;ord "UI1successful" be inserted before 

"def.ense" a~d "prosecution" in line 4. 

15-204.31 PROFITS AND LQSsgs, etc. 

We concur with the present. wording but suggest the addition· 

of the following to the last sentence; " ••• except to the extent 

that such gains or los see adjust de pre cia tion on assets acquired foJ: 
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Goverrunt!r.t bllsiness, cr unless SPeCifically providE::d fer in the 

contract. 

Our Corrunittee felt that this paragraph should be rt!l-Tritten to 

permit certain kinds of re~sicn ex~enses, Sllch as resto~tion cf 

facilities to· pre-Defense work condition, whenever su'brt2.11tial changes 

in plant and facilities have been effected at Government behest or pur-

suant to the spcciali zed requirements of defense productio~. 

lS-204.33 RbCRUITING l:{P~·TSE 

No corn:r.ent. 

1$-204.34 ~NTALS OF P:LA!·.;T AND _c;.~UIR-mwT 

we recomnend deletion of sub1~ragraph b. and correction of sub

paragraph a. by insertion of the words "and tii )" between 11 
••• under 

(i)" and "above ••• " in the first line. 

15-?04.35 RESLARCrl AND DEVELOa.!ENT 

a. No Corn.ment. 

b. (1) ile recomrn~~d deletion of (iti) on the ground that it is an 

exorbitant and overreachir~g dema-rJd on the part of the governm~nt. 

We also request deletion of (iv) for the same reasons as· set fort~1 

eari.ier under 204.6e (3), to-wit: no loGical be.sis for differentiating 

bet1·:reen customers ever and under 75~;; no lor,ical basis for the 75/6 

figure in the first place; and no criterion in the regulation for 

detenninir:g \·Iha 1 cor. ~titutes Government business, e.g. curr~nt sales, 

sales plus backlog, or pa :;;t history of Goverr .. ment b~sine s& 

It seems to us that the last sentence of (1), relating to pre-

detennined overhead rates, mould also bt! deleted; it is merely another 

cost i tern and is ado qua tely ccYo::!red elsev.rhere. 
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(~) We reque~t revision of the second sentence of (2) _by 

insertion of the wordE "and development" between " ••• reimbursed to 

a contractor)t• ar.d "may, if allocated ••• " on line 7; we also request 

substitution of the word "related" for "all" later in the same line 1 

and deletion of "production" in the following line. We recommend. 

deletion of the last sentence of this subparagraph since there is no 

valid reason why under certain circ~stances and in some fields of 

application part of rclated.research costs should r:ot be allocated 

to R c-.nd. D contracts. 

We reques·t deletion of all of c ... Under certain circumstances 

capitalized developnent costs and a pro-rata share of pa. tent costs 

should be allowatle. 

15-201.!.36 ROYALTY PA1Mi;NTS 

The words "or proprieto!jr or technical information" should be 

inserted after"pa. tents"at the end of the first sentence, and after 

·npatent (s)"_ in lines l·and 3 of the second sentence. We request that 

the second sente~ce end after "alla11a ble" on line 3 • 

15-20b.37 ·SERVICE AND WARRANTY EXPENSES 

We request that consideration be given to including in this 

Section a clause which would give the contractor the right to include 

these expenses as an allowable cost where it has been the contractor's 

practice to include these expenses in the normal course of business. 

15-204.3 8 SjWERAN CE PAY 

Our Canmittee felt that the paragraph as presently written 

could have inequitable results. It should be rewritten to provide for 

allowabili ty on either an actual or an accrual basis. 

15-20u.39 SP~CIAL 'IDOLING 

We reccrrunend that the entire paragraph be deleted and in lieu 

th:reof a s:bnple statement be inserted t? the effect that special tooling 

is allowable subject to the terms and conditions prescribed for its 
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~oqui~:ition in Section XIII of ASPR. 

lS-~O!&.ilO TAUS -._;.;;;,.;...; ...... .......,......., ... 

· lS-~04 ,4J. TRADA, BUSIN&SS AND PRO:b"6'SSIONAL ACTIVITD;S · 

1:;-~~.42 TRAD!ING EXP~NS65 

Ve raquest tlia t sub-paragraph" c. of this paragraph be deleted 

i."'l its entirety; ·there is no valid reason for differentiating betNeen 

costs of on-the-job-traini~ and training in educational institutions 

sine e the ex:pen se of the former nay be as grea. t or greater than the 

latter. 

We su~?;est. that a. and b. be cotftbined into one p3.ragraph, the 

latter bein~ added as a last sentence to the fo:nner with the words 

"which are lirrli ted to on the job. traini.r:g" deleted, 

We also sut;gest deletion of "director of " and "and" in line 

3 of t~e first sentence; the term "training staff" should include 

it~ head or heads. 

l$-20u.43 TRANSPORTATION ~XP~S~ 

l$-20u.4h TRAV~L iXP-61-;~s 

We recommend deletion of d. There is no definition of "premium" 

transport3.tion in the regulation, and the term is generally unkncwn 

in in dust~~.· Canra nies are enti tJ.ed to haw their personnel travel 

by wl'_la tever means they see fit, . 

The foregoing concludes our comments on the proposed r~vision of 

Part '2 1 ASPR 1:V • We urge that these corrtMents, together with those of 

the other industry groups and associations consulted be carefully 

stu.die d before an~' final revision of the regulation is attempted. The 

cost 9rinciples applicable to Go7ernment contracts touch every aspect 
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of the contractor's perfo~ance; stringent or unrealistic requirements 

can play havoc with a contractor's internal accoW1ting system and with 

his ability to cwpetently perform. 

Very truly yours, 

€ . ~ ' Y'\ c.. c \).A J\ o.JI\ J ' 

E. E. McClaran . ( ~~·'-# 
Controller, · · \! · 
Eitel~ cCullougr, I·n co 

Chainnan, R6'JMA 
Accounting .q.nd Cost Principles-· 

Task Canmittee 
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Rear Admiral L. H. Thoaas,USII 
Statt Director 
Purohaaing and Contncting Policies Division 
Department of Defense 
The Pentagon . 
Washirigton· 25, D• C• · 

Dear Admii-al Thomasa 

June 17, 19SS 

· The Chamber of Commerce ot the United States appreciates tbe 
opportunity to submit 1 t,s oo~~~~e'nta and reoOlllllenda tiona regardinc tbe 
proposed revisions to Part II, Section xv, ot tbe Armed Se,..ioea Pzro• 
curement Regulations, 11b1oh prescribes a set ot administrative ooat 
prlncipies that are applicable .to cost-reillbursanent tJPe oontraote. 

,In view ot the tact .that oost-re1mbureanent t)'l)e contraota 
now account tor approx1matel7 one-fourth of all defense procnareen~, 
we regard this ASPR revision as · ~ne of the most important ainoe the 
Armed ServiCes Procuraumt Act was enacted eisbt years ago. 

And despite the recent directive that tJlese cost principles 
no longer Jiay be used ~· a working suide by contracting ottioers 1ri the 
negotiation ot prices lmder tized ... prioe contracts, it 1s inevitable 
that they will have some intluencie on such· ne&ot1at1ons. . 

Copies ot JOur April ll letter and. enclosure were HDt by u 
to tbe more than 100 mamers ot our Committees on lfational Def8D8e 
and Taxation and our Manutactur• Department Commit,tee,. In add1Uon, 
we solicited the recOmmendations ot our Insurance aDCi Domeatio DiJ
tribution Departments on provisions ot particular interest to th•• 
Co11111ents also were received trom some of O\U' trade association ~era. 
All ot theee. expressions ot opinion were evaluated &&ainat the back
ground ot our policy declarations on DeteMe Procurement. 

Time did not permit, the reproduction and diatribution ot )'Our 
May 2S letter, in wich you extended the deadline tor submission ot 
our Section XV comments and requested that SU4:h 0011111181lta cover turther 
revisions to parapapb lS-204. 6e. However, our OOIIDents will oover 
these chan.ges, as well ae those which accompanied ,our April U letter~ 

:--

General Comments 

- Despite certain cletioienoieJ ot a rather aerioua nature, the 
proposed revisions to Seetion XV represent, on the whole, a step for• 

A NATIONAL FEDERATION WORKING FOR GOOD CITIZENSHIP, GOOD GOVERNMENT AND GOOD BUSINESS 

·-· ·-·--·-- ·------·-· --·---.-
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ani 1a the adwiniatration of aovenaent oontracta. J'or example the7a 

1. Are written 1n a bua1nees rather than legal language aDd 
are IIUCh mre detailed than are the present. Coat Principles • 

• 2e lletleot. belate<! .aceptance ot aaD7 modem business prao• 
tioea. 

). -Provide tor a more realistic allovanoe of certain coat 
items •. 

Ia. Pendt inoluaion of aaD7 additional el~ta ot coat tbat 
are not DOw allowed. 

On the other baDCl, the proposed provisions a 

1. Leave too IIIUOh latitQde tor administrative determination. 
For 8DJ1Ple, the introduction ot' pbra~es such as: •aa are reasonably 
necesaa%'7" leaves much to be deterained by 6ovemment auditors who, in 
the past, trequent17 have not damonatra ted a villingness to accept 
certain normal and proper business practices and procedures. 

2. Perpetuate \lllwarrented distinctions between the principles 
goveming sovenaent contract accountin& and those governing tax and · 
seneral corporate acoountin&. 

). Continue to disallow certain elanenta ot cost which are 
an inherent part ot doing business, and would disallow several important 
categories ot expenditures which, under present regulations and rulings 
by the Board of Contract Appeals, are acceptable as items or. reimburse
able coat. 

4. Discriminate againat business concems whose government 
business is in excess ot 2S) ··ot its total volume. A cost that is 
allowable tor a contractor w1 th less than 2S% government business 
should be just as allowable tor OQntractors doing a higher percentage 
ot aovei"'IDent bwsineea • 

. s. Inolud• a D\Diber ot bl&nket stipulations that should be 
matters tor consideration 1n specific contract negotiations. 

Specitic Comments and Recommendations 

The Challlber' 1 comments and reco•endations on apeoitic pro
Yisiona ot the proposed revisions to Section XV are as tollowaa 

· 15-200 SoP!rt of Part .._ Thia paragraph should be amplified 
to state that this of SecUon XV does not apply tAl fixed-prioe 
tJpe contracts, includin& price redete~nation and incentive typ .. , 
aftd tha\ where contrtota ptovidt ror phdet-emined overhead ratea 
tb1. prihoipl.tl 11t torth abaU be \ltled. on11 as a l)aaia tor ne&otia• 
tift& IUOh N ie1a 
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Items tor !P&eial consideration.--There are a DUmber ot cost items 
'Nhich the proposed revision. or section XV I ASPR I continues to disallow I not 
only in contravention of normally accepted commercial accounting principles, 
but in seeming. violation or the proposed revision' a cnm genera1 standard ot 
reasonableness in detennining the allowability ot contract cost. We ref'er 
specifically to advertising, general selling and distribution expenses, am 
entertairunent expenses. 

Although ve shall have more to sq on each of' these subjects in 
Our specific reconnendations mich tollow, ve shoul.d like to register. our 
general view that the allowance of' such costs should be made a matter of 
special negotiation, dependent upon the individual circumstances of each 
case. In general, these expenses are customary costs of' doing business and 
are expecially reiated to the continuing growth aDi vigor of a business 
enterprise and as such contribute mater1ally to the whole ot a compall1'' s 
productive potential. Although not perhaps directly allocable to any govern
ment contract work, the government may nevertheless be the beneticiary or 
substantially lower productive costs made poaaible by the volume and scale· 
or operations the contractor has attained through tbis type ot expense. 

Certainly, there are iJxlividual contract situations (e.g., the 
entertainment of government officials) ·were it would be inappropriate and, 
we believe, unwise policy to allow expenses ot these types aa ·a reimbursable 
contract cost. But to disallow categorically all ot such expenses (with 
the JYtinor exception permitted in the case of advertising) is, ve believe, 
quite lUljustifiable and clearly not in the government's long-run interest. 

Factors Affecting the Allowability of Costs 

We do not question the apparent objective ot greater claritication 
i.Jnplici t in the enumeration ot two additional factors . affecting the allow
ability of contract costs. We do, however, take strong exception to t,be 
probable results or applying neWly created tests tor determination of' cost 
allowabUity ldlich involve •the exercise ot good business judgment in the 
incurrence or cost• and •signiticant deviations in the established prac
tices or the contractor V\ich substantially increase the contract costs•. 

In the. f'irst place, the proposed· revision retains the overriding 
test or reasona~leness 1 lilich should be sufficient to protect the govern
ment's interest. To add a new and most nebulous criterion, the application 
of which would necessarily be even more inpreciae and nebulous in character, 
involving retrospect! ve review and reversal or business judgments made under 
then existing circu.matancea, v.Ul. lead only to contusion, inequity, am a 
temptation to be uncertain 1n judgment in the first instance. 

In the 1ni tial award of' a defense contract, a contractor' 1 general 
reputation, management know-how, responsibUity and productive efficiency are 
presumably surveyed vi th care. It is totally contrary to good contracting 
policy, in the interest ot government as well aa the contractor, to superiJnpoae 
upon this general review authority a cr1 terion invol v1ng retroactive review ot 
individual business judgments 1d. th respect to the incurrence of' costa. This is 
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particularly true in view or the·· fact that e post audit is removed, and 
necessarily so, from the existing circumstances which underre the business 
judgment at the time that it is executed. 

Like1o:ise 1 we believe, the second of the factors to which we have 
called~ttention is unnecessar,y·ir. the light of pre-existing tests of general 
re9Sonableness and the application of genera~ accepted accounting·principles 
and practices. Ue recommend, therefore, that both or these newly established 
standards for cost determination be eliminated from the proposed revision. 

Use of Standard Costs 

'l'he proposed regul..ation appears to be completely silent on the use 
of standard costs and variances from those costs. Throughout the text of the 
nm~ draft there is an impliqation that an actual cost system is to be main
tained,· at least for all direct elements or cost ilwolved. Q1 the other hand, 
repet.ted reference is made to the acceptability of a contractor's standard 
practice-which may 1 of course 1 include the use of standard costs~.nd we 
recommend, therefore, that the use of such a cost system be expressly author
ized by c..ppropriate language in the new regulation. 

Specific Recommenda~ions 

The folloWing specific recommendations apply to pertinent subject 
and paragraph headings 1 as indicated belatl: 

Direct Costs (Paragraph 15~202) 

Revised Subparagraphs lS-202 .1 and 15-202.2 are· somewhat less specific 
i."l respect to allowances for reason able overrWls, spoilage 1 defective work., use 
of average labor rates, et cetera., than are the corresponding provisions of ASFR 
which they are intended to supplant. ~ve recommend, therefore 1 a continuance or 
the present provisions of the regulation or an appropriate revision and expan
sion of language . in the new~ proposed subparagraphs. 

lh the case or "other direct costs", Subparagraph 15-202.3, we 
recomrr.end a revision or the last sentence to read as follaws: "Ylhen., however, 
items ordinarily chargeable as indirect costs are charged to a government con
t.ract as direct costs, such iteros must be el:!Jni.nated from. the overhead alloca
tion." (Underscoring supplied.) ThiS suggestion arises from the fact that a 
single contractor may charge a normally indirect cost to a government contract 
as a direct cost in one factory but as an indirect cost in another factory 1 
depending bot~' upon circumstances and contract provisions. · 

Indirect Costs (Par~graph 15-203) 

We have a number of spec:lfic comments and recommendations with refer
ence to the various types of indirect costs discussed in the proposed revision. 

Indirect engineerL?lg expenses .-The language of this subparagraph of 
the proposed revision does not appear to recognize the position of a manufac
turer who sells to the government an article essent~lly identical to his 
reguL.;r .civilian output and on whicb the incurrence or indirect engineering 
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expense is taking place cont:inualli. It is perfectly pOssible for a manu-
. facturer or this type to hav~ no direct engineering man-hours expended on 
items sold to the goverrw!nt, but to deny him reimbursement Of the allocable 
portions of certain regular engineering costs which apply to coJI11Tercial-type 
item sold to the govemment is, we believe, wholly indefensible. We urge, 
therefore, that the regulation take expressly into account this not \Ulusual 
situation and authorize the allowance as a contract cost o! indirect engineer• 
ing expenses Wlder such circumstances • . 

We recommend .f'urther that the first sentence or this subparagraph be 
~nded by deletion of the word "chiefly" and the addition of the rollo-N'ing: 
"and such other related costs as the contractor consistently charges to 
engineering overhead"• Such amendments would avoid any possibility o£ inter
pretation restricting ~ost allowability to the three general categories of 
expense specifically identified in the presently proposed language • 

Selling and distributions e~nses.--This item of.contract cost is 
one to which we have aireaai addressea a general comment, and, in accordance 
with t1£at general obsarvation, we reiterate our objection to the proposition 
that "Generally, such expenses are not considered to be all~A.ble. ••"• It is 
true that the lAnguage or the proposed ·revision appears to repres·ent a partial 
liberalization of present practice with. reference to the allowance of such 
cost tmder the gove~nt contract. Nevertheless, the allowance of any such 
cost is made dependent upon a reasonable defin·i.tion of benefits to contracts in 
question and clearly prohibits the expenses ot 11pure selling". 

lie disagree with the philosophy that selling and distribution expenses 
are generally tmnecessary in obtaining .government ·business 1 and urge the 
following specific revisions in the proposed language of Subparagraph 15-202.3: 
First, elimination in its entirety of the second sentence and the word. "active" 
at the beginning or the third sentence; second, deletion or the words "rather 
than pure selling" at the conclusion of the third sentence; and third, complete 
elimination of the last sentence. 

-203.4 .
.ll.lthough the enumeration o actors to e consi ered reac · g eq table re
sults in the allocation Of general and administrative expenses was undoubtedly 
intended to be a clarification of present provisions, we f'eel that this attempt 
at further specification 6f matters for review in such allocations may only lead 
to further confusion. We would recommend, therefore, that all of subparagraph 
15-203.4 following the second paragraph be deleted. The result would be to 
bring the allocation or such expenses into line with normal commercial accol.mt-

. ing practices and, in addition, avoid any possible overemphasiS on the uae of' 
factors specifically' enumerated. Moreover, it is not entire:cy- clear to us 
just how the factors or inventory' levels and ratios might affect the equitable 
distribution of general and administrative expenses. 
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A~plle<itions of Basic Cost Principles and Standards to 
Selected Items of Cost (Paragraph 15-204) . 

Our specific comr:1ents and recoriunenda tiona w1 th reference to indi
vid~~l items of cost treated in this proposed revision to Section XV 1 ASFR, 
appear.below. · · 

Advertising (Subparagraph lS-204.1).-This is another of the cost 
iteJm to which we have mde reference in our comments above. The proposed 
revision to ASPR restricts the allowan.ce of advertising cost to institutional 
advertising in trade and technical journals and to helP-Wanted advertising. 
At the risk of appearing repetitious, we wish to reiterate that institutional 
advertising, regardless or the media employed, is a real cost of doing busi
ness, and the pro rata share of such cost should b~ allocated to cost-type 
government contracts along with other general and adm:illistrative expenses. 

This too narrov restriction on the allowance of advertising cost 
appears to overlook completaly the situation or the nanufacturer who furnishes 
military items at the expense of his normal civilian busiiless and who, during 
&n emergency period, must resort to institutional advertising for the retention 
of his uormal markets •. 

lh general, we empha.si~e again that advertising, whether institutional 
or product-line' is an i tern or expense which should be made the subject or spe
cial negotiation in determining its allowability as a government-contract cost. 
~'pacifically 1 general, institutional and educational advertising should be 
evaluated in indi,~dual cases in the light of its direct and indirect benefits 
to covemment business. Product advertising is a selling and distribution 
e~nse from which the govel"'U'lBnt has long derived demonstrable benefits in the 
form of productive capacity and should, we believe, be allowable, subject to 
the safeguard of individual negotiation, AS an item of selling and distribution 
expense. 

Bid~ Expense (Subparagraph 15-204.3).-The llberal~ation in 
allO\oranca of t type or contract cost may be more apparent than real. lh 
&lmos t every instance bidding expense applicable to a particular contract would 
nave been incurred in a prior account:fng period with the result that the pro
posed subparagraph denieR the recovery or bidding expense except as to expense 
of this type relating to future contracts. We recommend, therefore 1 the con
sideration of allowing as an item or cost chargeable to a cost reilnbursement 
type contract the contractor's bidding expense direct~ pertinent to that 
contract. 

l5-204.4).~e recommend t 
be deleted in its entirety. 
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determine the intent or furnishing f'ood services at a loss,· there would see1:1 
to be a clear inconsistency between this restrictior. and the general allow
ance as a contract cost of "employee morale, health s.nd welfare" expenses by 
Subparagraph 1$-204.10. IDsses sustained in the operation of food services 
for the benefit of employees is, of course, no more than a form or fringe 
benefit and should, we believe, be allocated to all of' the contractor's produc
tjon, including government work, without the necessit,y or negotiating a special 
contract "provision. 

Civil Defense (Subparagraph lz-204.S).-lf as a matter of' publlc 
policy the goverrunent desireSthe widespread support by industry of civil de
fense progral'8--and we believe this 1s clear:q the case--we are· unable to 
understand the restriction on allot:-abilit,y or such costs to expenditures made · 
on the contractor's premises and the express prohibition against reimbursement 
for contributions to local civil defense funds. Man7 government contractors 
enter actively into the civil defense programs of' their respective communities 
including not only direct financial contributions but the ·loan ot equipment and 
·personnel. A categorical disallowance ot costa so incurred cannot tail to dis .. 
courage active participation by manufacturing companies in .local civil defense 
proeraJII3. At the very least, we suggest that the items now disallowed by the 
proposed subparagraph be made matters f'or special negotiation in the light o! 
all attl!ndant circumstances. 

ub ra h 1 -204.6 .-we have 
a n'.mi:>er as!c o jections to t ge o proposed s paragraph lS-204.6. 
Our objections relate not only to specitic disallowances required by the 
language of the proposed subparagraph but to the application 1n this area ot 
arithmetical formulae which are entirely inconsistent with tha general test of 
~asonebleness laid down by the regulation for the determination or cost 

· allowability. 

We asswne that subparagraph a. permits rei.Jd:>ursement f'or incentive 
type compensation whether or the illlned!ate or deterred distribution type. How
ever, we believe that the initial sentence should be clarified to explicit]Jr 
allow reimbursement f'or such cOmpensation. 

The disallowance 88 a contract cost or the value or stock options to 
contractor persorme~ is contrUT to a growing practice .in American industry' 
that is, in many cases, ot ·benefit· to the government as well as to the corpor
ation involved. Clear:cy such opticma are intended to induce the continuous · 
employment or key corporate employees, the retention ot whom may materially 
affect productivity 1 etf'iciency and cost reduction. The cost of' such options 
1s recognized as a business expense for tax purposes, and although we are not 
suggesting that such costa be allowed indiscri.Jrdnate~ tor government contract 
purposes, we do believe that such iteJII!I should be made the subject ot special 
nogotiation in individual cases. MOreover, this express prohibition appears 
to be inconsistent with the allowance by subparagraph lS-204.6.f' or stock 
bonuses as a contract cost. 

Turning now to subparagraph d. of' this important section or the pro-
. posed reeulation, we note the inclusion ot. "production incentives" as an item 

or allowable cost and the exolue ion of'. "management incentives". Whether or not 
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the latter type or incentive payment may be read into the general language· em
ployed is, or course, a matter or interpretation. lie recommend tha~ such ~
r-ents be expressly allowed subject to the usual tests or reasonableness and 
normal business pl~ctice, for the reasons we have suggested below under our· dis.:. 
cussion or profit-sharing plans. 

We are pleased that contributions to profi t~haring plans are being 
given express tre::.tment as a contract cost. We do not agree, howevever, wit}:l 
sorne of the restrictions written into this section of the regulation. By way of 
general discussion, it appears to us that a variety or considerations not recog
nized in the proposed subparagraph should go into the determination of the allow
&bil.ity as a contract cost or contributions to profit-6haring plans. The reason
ableness or such contributions :in the light or total compensation should be a 
principal consideration. In addition, the purposes or the profit-sharing plan and . 
the question of whether or not contributions of . this type are a normal and regu
lar part or the contractor's sys.tem or compensation !1l'USt be given due weight in 
every case. For these reasons, we cannot agree with the 15 percent-or-total-basic-

. con!pensation test for general application. · 

There :is the widest variation in industry as among profit-sharing and 
stock-bonus plans and their relationship to straight salaries, and the imposition 
of an .arbitrary percentage limitation or this type would, in our opinion, almost 
certainly produce erratic and inequitable results. The determination of compen
s~tion for personal services is a matter for executive judgment, and we repeat 
that the reasonableness of total compensation in the light of the current labor 
market and general business practice is the proper criterion for the allowance 
of costs for personal services. · · · 

Final~~, we note in your letter or Hay 25 that the previous limitation 
or 75 percent of nongovernment business on the allowability as a contract cost 
of co~tributions to profit-sharing plans has now been modi!ied. This, we believe, 
is a step in the right direction, particularly as it relates to the numerous 
companies whose percentage or government business may fluctuate from time to time 
above or below this fixed limit. Nonetheless, the amended language persists in 
the use or a strict percentage limitation which necessarilY fails to take into 
account the general test or reasonableness under all the circumstances. · We re
pent our suggestion that this is an attempt to lay down arbitrary standards in 

·an area of the widest possible variation. We think such a limitation not only 
unwise but undoubtedly productive or inequitable results. 

Contin encies Sub ra ra h 15-204.7 .-To avoid any possible misin-
terpretation the provis ons o t s paragraph, we suggest the insertion 
of the word "reasonably" after the phrase "an event whose occurrence cannot be" 
appearing in the first sentence. We would suggest also the addition 0! the 
following sentence: "Where it can be established that a liability exists, a 
reasonable estimate will be allowed in determining the costs or the contract. n 

Depreciation (Sub~ragraph l$-204.tt;--we assume that the ASm. cost 
interpretation or depreci&:t on appearfiii lii Department or ·nerense press I 

release of l'ay 12 has the effect or at least partia~ altering the import ot 
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this proposed Dubparagraph. Our comnent, therefore, is addressed both to 
the relGase and to the proposed langt1age of this subparagraph as -wre assune 
it to now be ~2n~d. 

~'le note from the }Jay 12 release that depreciatior. allm·:ances 
authorized by Section 167 of the Ihternal Revenue Code of 1954 are accept
able as co:1tract costs subject to their acceptability f·or tax purposes ~nd 
the further proviso that the costing of defense contracts is consistent with 
the costing of the contractor's nondefense work and is so reflected in his 
books of account. ";le trust that this express provision will be spel:l_ed ollt 
in detail in the final publication of this }Jroposed revision to ASffi. In 
addition to a clear statement of the allowabil; ty of depreciation authorized 
by the rJew Internal Revenue Code, v;e believe the regulatio11 ir. subpar~erarh b. 
shou1d be r~tTorcle·d to avoid any possible ini'erence that the words '.'consistent 
application" are intended to deny (1) the adoption of the surn-of-the-years'
digits or the declining-balance method, or (2) the ~rmissible switch t:nder 
the neH. I.'lternal Revenue Code from a declining-balance to a straight-line 
~thad of depreciation at any tL~ during the life of a depreciable asset. 

_SUbparagraph c denies the all~rance as a contract cost of deprecia
tion on idle facilities: As a practical matter, a. defense contractor produc
ing the came iterr. :for civilian and military use is unable to deterrr.ine the 
amount of depreciation on idle facilities allo~able to mill tary work and thus 
considered nonallowable. .Horeover, depreciation on stand-by facilities is a 
cost factor invariably present in manufacturing operations except i."'l the most 
abnormal and short-lived period9 of full capa.ci ty • As a consequence, · the de
preciation of idle facilitieD is an ever present cost of doing business, and 
the allowance of such costs should be recognized by these regulations. 

He sugeest finally that under subpa1•agraph e the second sentence 
be reworded tc read as follow·s: "After the expiration of the e~rgency period 
for the facilities concerned .'~·There a cietermination of •true -deprccia1ion' has 
been made, the balance of the cost of ~uch facility over the amotmt of· •true 
depreciation' recognized in costs will be depreciated over j_ts remaining 
useful life and lTill be the only amount recognized as allowable ~o5t 1 subject 
to paragraph 15-204.12". This suggested chcinee has as its object the assur
ance of a full recovery of cost in all cases. 

Excess F~cilities (Sub ra a h 15-204.12 .• --OUr con1rnents with 
reference to the a owance o depreciation on j_dle a.cili tics apply with 
equal force to the allowance of the costs of maintaining and housing idle 
and excess facilities •. These are normal costs of doing business and should, 
we believe, be allowed in normal circumstances. 
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Initial Production Costa (Subparagraph lS-204 .lS) .--We recormnend 
the elimination of that sentence in this subparagraph lilich reads, •In 
cases where these costs continue to an unwarranted extent after the con
tractor has been allowed reasonable time to learn to make the product 
efficiently, the excessive costs will be subject to disallowance.• This 
suggestion arises from our fe8ling that the real point involved is covered 
sufficiently by the preceding sentence and that the inclusion of this 
sentence is an open invitation tor the substitution of a post audit recom
mendation in a matter that 1a properly one tor management judgment.· More
over, the government is at all times armed with the power of terminating 
the contract tor the convenience of the government. 

Insurance and Indemnif'ication (&lbparagraph lS-204.16).--It is 
·our belief that insurance coverage 1 dictated by business prudence and in 
effect at the time of undertak::l.ng a government contract, is a normal 
business expense ani should be full.7 a11owable for contract cost purposes. 
The total effect of this subparagraph is to throw the contractor upon the 
mercy and wisdom of the government in approving an insurance program since, 
on the one hand, the allowance or insurance premiums as a contract cost is 
made to depend upon advance approval by the military department involved 
-and, on the other band, the contractor is denied recovery tor any lminsured 
loss. This would appear to be another case in lilich the over-all test of 
reasonableness of coverage and rates is sufficient tor the full protection 
or the government' 8 iDterest. . .. 

The dis8llowance of the cost or use and occupancy irururance, 
insofar as it covers profit, interest, et cetera, is, wa submit, completely 
doctrinare inasmuch as there is no practical wq of detennining g$1erally 
how much of the cost of such insurance ia attributable to coverage of loss 
tar profits and interest. 

ArrT generally recognized method or pricing materials issued from 
stock is acceptable tor contract coating purposes provided the method ia 
consistently applied and the results obtained are equitable. This provision 
ot Subparagraph d is untartuDately watered down by the implication that a 
special agreement between the contractor and the government is required to 
allow the use of LIFO inventory costing. LIFO is a generally accepted 
method ot inventory pricing. The results obtained from it are equitable 
and mere it is conaisten~ applied there is, we submit, no reason tor a 
special contractual agreement authorizing ita use. We urge that this be 
made clear in the language ot the regulation. 

The principal. eq>haaia in Subparagr&P,h t under •Materials and 
Supplies• is upon the uae or a cost basis 1n· the iranster or materials and 
supplies between plants, diVisions or organizations UDier the same corporate 
control. This rt11q be proper in some cases. If~ however,· a multi-plant or 
llUlti-division contractor has a vell established plan tor 'the pricing or 
sales or transfers between plants, divisions, et cetera, we believe that 
the operations ot such a system should be recognized tor contract cost . 
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purposes subject to the limitation, of course, that transfer prices so 
charged may not exceed the sales price to the moat favored customer or 
the competitive price of'. the item from other suppliers. This rather 
customary method or pricing inter-pl.ant or. inter-division transf'ers is 
limited by the language or the proposed subparagraph to the sale or 
transfer or items regularly m$Duf'actured ani sold through commercial 
chanpels by the transferor. We believe this restriction should be 
eli.Jriinated and that the present emphasis upon cost alone as a basis of 
transfer should be altered by appropriate language revision. 

Overtime Extra Pa Srl.f't and Multi-srlft PreJid.ums (Sub ar h 
1S-20u.2$) .-- o gener y uno .jec o e, this por on o e pro-
posed regulation overlooks two possibUities mich we believe it should 
consider. First, it ignores the situation mere a manufacturer's produc
tion lines contain identical products intended for both e1 vilian and 
military customers. Under this to'pe of operation ~t is, ve believe, 
completely impractical to require a separation of' overtime premiums on 
those itans intended for delivery under military contracts. 

Our second observation haa reference to the tact that the pro
posed language falls to differentiate between overtime and shift pranium 
p8.1J118Dts to direct labor am in:lirect labor. As an example, most manu
rac·turing plants employ guards on a 3-shitt, 7-da:T schedule. UDder the 
terms or the proposed regulation it would be necessary to obtain prior 
approval f'or shif't premiUJnS paid to such guards even though the cost ia 
simply a distributive charge into burden for all departments. Capital 
goods companies inf'om us that mU1 ta17 auditors trequcmtl;r take exception 
to all indirect overtime and ehif't premiums. We recommend, therefore, that 
the proposed subparagr&}il be reworded in part to read as followet •cost 
of' overtime and ehitt premiUN -tor direct labor is allowable only to the 
extent expressly provided tor in the contract or otherwise authorized by 
the government. Cost or overt 1M and shitt premi\Uil8 for iDdirect labor. ia 
allowable without prior approval, it reasonable, am the cost ia al1ovable 
on a pro rata basis to commercial. ~ vall as gover1111ent work.• 

Pension and Retirement Plane ar a lS-2 .27) .--By the 
terms of this subparagraph, pension and retirement p ana, ject to the 
approval of' the Internal Revenue Service 1 must have such approval before 
consideration v:l.ll be given them by the milita17 department concerned. 
The regulation provides further, however, that approval by the Internal 
Revenue Service does not necessarUy assure the allowance of contributions 
to su:h plans as a contract cost by the militar;r. The conclusion ia, of 
course, that the military department involved will pase up6n the allow
ability or the costs of' tm7 pens.ion plan prior to contract finalization. 
This, ve believe, is a ccrnpletely impractical requirement. · 

Plant Protection Ex naea (Sub ar 
protection expenses o , our op on, COilSider allowable. 
We have two obj actions to the segregation of' pl$Dt expense stipulated by 
the language of this subparagraph. Firat, .,mere a contractor· is engaged 
1n the performance or a number of classified government contracts at one 
:Location, it would be most dit!icul t, it not iq)ossible, to allocate 
spec.ial plant protection costs to each contract involved. Seco~, and 
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again mere a single contractor holds a nl.Dilber or government ccmtracts, it 
would be impractical tor the contractor to develop an individual overhead 
rate for each of the government· contracts. 

Precontract Costs (Subparagraph 1$-204.29) .--The provisions of 
this subparagralil shoUld be considered in relation to the provisions of 
Subparagraph 15-204.32, "Reconversion Expenses•. Both types ot cost are 
disallowed by this proposed revision to procurement regulations. It 
would seem that equi 't7 requires the allowance or one or the other as a 
necessary contract cost •. At the very least, we believe that precontract 
costs and reconversion expenses Should be made matters for special con
sideration under the circumstances of each case rather. than being cate
gorically disallowed. 

Rental.s of Plant and ui ment Su: ar a h 1S-2Cb.3U) .--we 
question if subparagraph is required in this . case, partie ar y in the 
light of the test of reasonableness laid down by subparagraph a. Taken 
together, the effect of subparagraphs a and'!; as now written,-is to 
penalize companies lilich have sale and.leaseback arrangements as con
trasted with companies holding conventional leases. We think it wou1d be 
a rare case to find a conventional lease lihere the rental rate was 
equivalent to •normal costs, such as depreciation, taxes, insurance, and 
maintained expenses" attributable to the facilities leased •. We repeat 
that subparagraph !. should be deleted from the regulation. 

IIResearch and Develo nt• (Sub ara a 1$-204.3 --In general 
we believe that gener research on the part o industry should be encour
aged by the government as a matter of public policy and that the allocable 
portions of costs so incurred should be allowed as a government contract 
cost without requiring as a condition of such allowance an agreement that 
the contractor divulge to the government the results of iD::lependent 
general research. 

Ordinarily the government's contribution to the support of pure 
research by industry under c.ost-reimbursement type contracts is relatively 
limited am yet under the proposed regulations the government seeks the full 
product of such research with no guarantee that knowledge .so divulged ~ 
not be made available to others.Lf The recent report of the Hoover Colllllis- : 
sion, reconunending a greater rather than lesser expenditure of public fundS 
on research and development, appears to lend credence to ·the theory that 
a:n:y addition to the general fund of scientific knowledge is an asset to the 
National Defense program. If' there are extreme cases in lilicll the govern
ment feels obliged to require a complete divulgence of the results of such 
research, we recommend that such disclosures be made the matter or special 
contract negotiations. 

y Our views on the acquisition of a manufacturer's technical data by the 
government are set forth at length in our letter of January 3, 19$51 
copy attached. 
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Once again we find the 7S per cent non-goverment business test 
applies. The objections we have set out above in connection vi th the _ 
application of this test to •compensation for· personal services• apply 
equally in this instance •. By way or reiteration, ve object generally to 
the imposition or the fixed p~centage limitation as a test tor the 
dete~tion of allowabUity as a contract cost. At the very least1 we 
believe the test should be mocli.tied as it has been in the prior ease in 
conformity with your letter of May 2S. 

0 

It 1 as a eondi tion to the allowance or general research expenses 
as a contract cost 1 the govemment insists upon the di vulgenee of the re
sults of such research, then lie believe that the language of the proposed 
regulation requires clarification. The manner and time of divulging this 
information is not made clear. Does the language used mean that the eon
tractor assumes an atfirmati ve duty to supply the govenunent with the 
results or its full research, or does it mean that the contractor sinq:>ly 
agrees, if asked, to keep the .government informed? 

Finally, we are unable to agree with the exclusion tram allow-. 
ability- under research and development contracts of costs arising from 
•related research• conducted with the contractor. It seems to us that 
there is as much possibility of benefit accruing to a research and 
development contract as might accrue to a cost-type production contract 
and.1 as a consequence 1 no distinct!~ should be made as to the a:llowabUi ty 
of costs so incurred. 

Taxes· (Subpar~aph 1.5-204.110).-Although we have no disagreement 
in principle, we are co~rained to suggest the impracticabUity, in some 
cases, of the refunds required umer subparagraph e. In the absence or 
performance under defense contracts at the time of-tax refundG, it appears 
that the practicability or determining the proper amount of such refunds 
allocable to contracts performed as much as 10 years earlier is highly 
questionab1e • · 

Training Expenses (Subparagraph l$-20h.42).--we believe. that the 
disallowance of the costs of training in educational institutions except 
to the extent specifically provided by eontract is unnecessary and1 tram 
the govermnent•s standpoint, \Dlwise. In many cases it is impossible to 
foresee at the time of tile negotiation of a cost-type contract what train
ing requirements may be involved. In a very real sense the ·benefits of 0 

such train:illg accrue to the government through improved contract perfonn
ance and net cost reductions. Again, employee educational programs conduct
ed by employers are by now so well established as to make or them a normal 
cost of doing business. Accordingly 1 we recorrunend that subparagraph c be 
amended to read t •costs of training in educ~tional institutions w:l.li'De 

. allowable where the program is available to ~ employees, the tra.i.ning 
period is during hours not paid by the contractor, and the cost is distri
buted on a pro rata basis between co:rrunercial and government work". As for 
training programs mich do not meet these specific criteria, they might 
very properly be left to the discretion or the contracting officer in 
individual cases. 
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ra ra h 1S-2o4.L4 .-we recommend the elim-
----~~~~~~--~~~~~~~~~ ination of s paragrap d w ic authorizes the a owance of the cost of 

prezrium transportation only where such costs are shown to be necessary to 
perforr:1ance of the contract. ·we assume the word npremiumn has reference to 
the choice of air travel rather than rail or to the distinction between 
differing types or sleeper accommodations. Barring wholly \mreasonable ex
penditures--which are, or course, governed by the general tests applying to 
all costs incurred W'lder govern.JOOnt contracts-this is largely a· matter ot 
personne_l administration and employee relations, and this restriction should 
be eliminated from the regulation. 

General Conclusions 

Dl concluding we should like to draw your attention aga.in to three 
basic propositions which are implicit in our approach to the proposed revi
sion of contract cost principles. 

In the first place, we consider it exceedingly important that this 
revision be completed in the light of the procurement problems existing today 
~nd in the foreseeable future. Procurement continues at a very substantial 
magnitude even though it is nowhere near the wartime point. There is, of 
course, a continuing problem in connection with the procurement of aircraft, 
guided mis5iles, etc., although no m1ique purchasing problems are raised by 
the procure112nt of the great majority of military supply items. Presumably, 
we ~re in the mi~t of a long period of procurement of goods which has leveled 
off at approximately $18 billion per year. The same emergency charact~ristics 

· of procurement which are incident to an all-out war effort or sudde~ defense 
build-up are not present. Yany corporations upon which the ·country must rely 
for great engineering lmow-how; imaginative, creative researc;:h; end down-to
earth production results are now engaged, for the most part, in strictly 
con~rcial lines. The government is therefore in competition for the best 
brains, the best lmow-how and the best facilities avail~ble in the public 
interest. Thus 1 the prob~m is different than that obtaining m an e100rgency 

· situation.. The problem MUSt be placed in its long-term perspective and we 
must riot pennit any part of procurement negotiation to be revie\rred, revised or 
extended withot1t address-ing the problem in its long-term perspective. 

Having in mind. this quick look at the problem, we believe that the 
cost principles revisiOl'l should be oriented to a basic criterion or series of 
criteria which arA fa.ir to the government and to industry. We suggest as a 
principal criterion. thB.t the gove~nt should.bear a fair share of the normal 

. costs of doing business. 

Equally as important, however, as the basic criterion we have sug
gested is the procedure or neeotiation or imple~~entation of that criterion. 
Some of the -contract costs with which we deal here are, in our judgment, 
clearly allowabl~ or disallowable by any reasonable man 1 s standard and without 
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too much debate. Ql the other hand, there is a body or costs which are not 
clearly definable because their character changes somewhat from case to case. 
VIe submit that in this area-in which we feel such expenses as advertising, 
profit sharing, etc., fall-the tool· of individual contract negotiation 
shot,ld be employed rather than regulatory fic.t which will almost certainly 
produce erratic and inequitable results. 

* * * 
This concludes our comments and recomnenda.tions respecting the pro

posed revision to the ASm. May we again express our appreciation for this 
opportunity to offer our comments on such an important section o! procurement 
regulatious. If we can be or any further assistance or if you would desire 
·to discuss these rretters directly with representatives of' this office, please 
do not hesitate to call upon us • 

CWS:e 
Enclosures 

.l. 

Cordially, . . 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

Incorporated 

NATIONAL HEADQUARTERS: 1107 19th Street. H. W. • Washington 6, /).C. j REpublil' 7-'1414 

Rear Admiral Lo Ho Thomas, SC, USN 
Staff Director 
Purchasing and Contracting Policies Division 
Office of the Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon 
Washington 25, Do C. 

Dear Admiral Thomas:: 

20 June 1955 

The National Security Industrial Association greatly appreciates the opportunity 
to review the proposed revision of Part 2 of Section XV of the Armed Services Procurement 
Regulation, dated March 23, 1955. Because of the vital interest this draft has to the 
members of NSIA it has been intensively reviewed and our comments are submitted in the 
expectation that they will receive serious considerationo The enclosed comments· have 
been prepared by the Accounting and Auditing Task Committee and have been reviewed .by 
the NSIA Procurement Advisory CoMmittee, which consists of 156 members, representative 
of American industr,y, both large and small, and of every major segment of suppliers to 
the Military Establishmento 

It is the very frank op1n1on of all members of the reviewing committees that 
the proposed draft revision is so drastic and contains so many objectionable features, 
that it should not be released until there has been a full and complete across-the
table discussion between representatives .. of the Department of Defense and of Am~rican 
business as to' .the b~sic principles involvedo 

It is apparent that wherever the draft adheres to cost principles some encour
aging and constructive progress has been made. The proposal has liberalized the treat
ment accorded contributions and donations and it now specifically covers a number of 
cost items which do not appear in the current Section XV of ASPR~ The inclusion of the 
latter, however, merely represents a formal recognition of costs which have been re
cognized as allowable in the pasto 

The proposal falls far short of following "generally acceptedaccounting 
principles· and practices," even more so than the current Section xv~ An. unjustifiable 
disinclination on the part of the Government to share in the normal costs of doing 
business, from which the Government derives ·clear and demonstratable benefits, still 
pervades this drafto Most of the expenses in the unallowable categories are normal 
and regular costs of doing business and they, as well as those costs which can be 
directly allocated to a particular contract, contribute to the productive ability· of any 
business enterprisee . All of the enterprise's customers, including the Government, share 
in benefits which derive from a firm's productive capacity and efficiency·and these 
benefits are no less real because they are indirect. 



The failure ·of the proposed draft to recognize "generally accepted account
ing principles" ·is pointedly indicated in the following respects: 

(1) The draft would require the imposition of hindsight judgment of military 
audit personnel in reviewing the reasonableness of management decisions" 
The clue to this is set forth in Section 15-20l.b(iii)~ This provision 
should not be made any part of a document used for cost determination. 

(2) Throughout the proposed draft there is interjected a requirement that the 
auditor evaluate the equities of the situation, in addition to his usual 
function of measuring the reasonableness of the amount and the proper 
allocability of the itemo Section XV should be limited to indicate types 
and amounts of cost which are or are not allowable in cost type contracts 
and it should not be made an audit manual for the various services. 

(3) In the treatment of compensation for personal services and research and 
development expense, the Section arbitrarily discriminates against con
contractors with more than 25% government businesso If the specific cost 
i terns are reasonable· in amount and properly allocated to all of the 
contractor 1 s business, the cost i tern should be an allowable cost, re~~ard
less of the degree of government businesso The proposed procedure would 
discriminate particularly against small business and against the indivi
dual employe.es of any company tvith more than 25% government business. 

(4) In the attempt to "define, delineate and clarify cost determinations ·. 
of individual items," the draft has entered irito a detailed treatment 
which apparently is an attempt to cover peculiar circumstances of 
"special cases" this results in arbitrary, unilateral and artificial 
determinations of allowable costs vThich is not consistent wi t.h sound 
business practice and is very unfair to government contractors~ These 
unjustified and inequitable restrictions and limitations appear through
out the draft of which the paragraph on compensation is a glaring example. 
It would be more logical and equitable to cover these special situations 
at the time of negotiation of o~iginal contract termso 

(5) In many cases the determination of allowable costs has been conditioned 
upon authorization. by special contract provision or by written author
ization of the contracting officer, which is wholly unsatisfactor.y and 
unrealistico This would involve special negotiations on individual items 
which would not only be tL~e consuming but also costly in contract 
nego-ciations. 

The draft also fails to cover certain subjects contained in the present Section 
rl including the use of standard costs, the use of predetermined overhead rates, moving 
and rearrangement expenses, relocation expense, subsistence and housing of employees, 
.commissions of bona fide sales representatives, and the cost-sharing of research projects 
with educational or other non-profit institutions • 

. In the attached r~port the members of our Accounting and Auditing Committee 
have treated each section individually, setting forth first·their comment regarding 
the Section and suggesting where applicable· a proposed revision in which deletions are. 
indicated by strike-outs and new material indicated by underlining .. 

j •• 

I 
~. 



While an effort has been made to state the position of the committee and 
its reasoning in each section of comment, we firmly believe that it would be highly 
desirable to schedule a joint industry-military conference for discussion of tne 
basic principles involved and the· treatment of individual itemso We strongly 
recommend that this be done and are prepared to send representatives to such a 
m~eting. 

Enclosures r 10 copies 

cc: ·:ur members : 
~Procurement Advisory Committee 
~Accounting & Auditing Committee 

Cordially, 

-s-~$~ 
Frank L. Fuller 
Committee Executive/for 

Paul ·Ao Reck 
Chairman 
National Security Industrial Association 
Accounting and Auditing Committee 
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Rear Admiral L. H. Thomas, S.C., U.S.N. 

,-•l•pllon• 
REPUBLIC 7-6512 

June 20, 1955 

Staff Director, Purchasing & Contracting Policies Division 
Office of the Assistant Secretary of Defense ( S & L) · 
Washington 25, D. c. 

Dear Admiral Thomas t 

We appreciate the invitation to submit cOJIIDlents 
on proposed revisions to Part 2, Section XV, of the Armed 
Services Procurement Regulation. This response takes in
to account your original letter of April 11, 1955, and 
your subsequent letter of Mq 25. extending to June 20 the 
deadline for submission of industry comments on this pro
posed change. 

General Comments 

Before considering the specific provisions of 
this proposed revision to ASPR, we should like to discuss 
the revision generally with emphasis upon its total effect 
and upon certa:l.n broad principle 8 or procurement lilich are 
involved in the proposed restatement of cost principles 
applicable to cost-reimbursement type contracts. 

Resultant Impro~ement in Proposed Regulations • 

In general, the proposed revision to Part 2, 
Section XV, of ASPR appears to be an improvement over the 

.present regulatory language 'Which it is designed to amend. 
The proposed amendment is well written, generally clear in 
its language, and is to be commended for its inclusion of' 
certain contract cos~ items not heretofore speci.tical:lY 
covered in proeurement regulations. Moreover j we filxi 
useful the new pattern of the regulation lihich includes as 
to each item or cost a definition, a statement as to the 
extent of allowabili ty or unal.l.owabili ty ~ and a specific 
indication as to whether. or not special contract provisions 
are required ~ make the 1 tem. allowable as a contract cost. 

We ask that you express our appreciation for this 
improvement to t~ government officials participating in 
this effort to revise and expand this section of basic pro
curement regulations lihich has a direct impact on the pub
lic interest and ie therefore or the gravest concern to 
both imustry and government. We should like to point otq;, 
however, that the proposed revision represents only a start 

MACHINEA.Y. ALLIED PllODUCTI INITITUTE AND ITI AFFILIATED ORGANIZATION, COUNCiL FOR ;',·iJ! 
TECHNOLOGICAL ADVANCEMENT. ARIINGAGED IN RIIIARCH IN THE ECDNOIIIICI OF CAPITAL GOOD& : 
(THE FACILITIII OF PRODUCTION, DIITRIIUTIDN, TAANIPDRTATION, COMMUNICATION AND CDIIIIIIERCEI 
IN ADVANCING THE TICHNDLDGY AND FURTHERING THI ICDNDMIC PRDGAI51 Olf THI UNITID ITATEI 
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in the direction of a new approach to contract cost principles, am we hope 
that our specific suggestions will provide some bench narks for further re
vision prior to final publication. 

Sc~ of Application or Pr2f0sed Contract Cost Principles 

We note from your letter of AprU 11 the View of the Department of 
Defense that the provisions of D<m Instruction No. hl0$.11 (which specifi
cally cancelled permissift authorit7 '00 employ ASPR cost principles as a 
•working guide• in the negotiation of prices under fixed price contracts) 
together with this proposed revision are suf'ficient to meet the objections 
of industry as to past misapplication of such cost principles to negotiated 
fixed price contracts. We should be inclined to agree were it not for one 
circumstance lllich, in our judgment, requires. further clarification. 

It is our wnerstanding that military audit agencies cont:inue to 
be guided by an internal audit instruction (Joint Letter No. 12, August 5, 
1949) authorizing the awlication ot Section XV, Cost Principles;, in the pre
paration of advisory audit reP,orts and the segregation of costs in accordance 
with the prescribed audit format. Although the publication or DCJ) Directive 
Ll.OS.ll is an entirely appropriate step, it appears to have been addressed 
primarily to contracting officers and contract negotiators rather than audit 
personnel. Accordingly I we urge that the proposed revision or Section rv I 
ASPR, be expaz:ded to include--under •scope of part•--an express prohibition 
agai-nst the use of cost principles laid do 1m therein in connection with all 
phases of the negotiation of fiXed price cantr~ts including audit review. 
We recommend further that internal audit instructions ot the Department of 
Defense be appropriately revised for the pUrpose of calling this prohibition 
to the particular attention of military auditors. 

In this connection, ve feel obliged to remind ,.au of the Institute's 
new that, all too trequent.ly, in establishing procurement pol:-icy the subject 
or auii t is ignored and the procurement policy established" is contravened by 
audit practices. Our news on this subject are spelled out in more detail on 
page 16 of the enclosed copy of the MAPI statement entitled, liThe Government 
Contract--How to Use it Most Eff~tively in the Public Interest•_. 

ASPR Cost Principles vs. Generally Accepted Commercial Acco\Dlting Principles 

Although this proposed revision to ASPR makes frequent reference to 
the application ot generally accepted accounting principles and, indeed, 

· establishes such application as a standard for the determination ot cost. 
aUOwa.bility, the principles proposed, as ill the past, do ~ot in tact agree 
with general commerciaJ. accounting practice in many important respects. Cer

. ·tain expenses, generally considered to be normal costs of doing business, 
are expressly disallowed ~y these cost principles • 

Quite aside from the Ulo gicali ty o·t employing as a test of cost 
·eligibility a standard to lihich this mole body of cost principles does not 
itself adhere, we believe that this incompatibill.ty of military contract cost 
principles with commercial accounting practice is frequently inequitable, 
uneconomic from the over-all standpoint ot the govermnent,. and, in some 
measure at least, 'Wholly unjustified. 
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l5=201 Buio biDe!ple! aad St!Nlardf 

(b) SubMoUou (111) aDd (iv) ot this paft&rapb eboul.d be 
deleted because thq teDd to aecond-pesa the contractor. Ill eeleoti.D& 
a contractor the sovemMDt i.Ddioatea ita iDteDt to relJ OD the OOD• 
trac~r' a 3vdpent aDd abU1t.1ea. !hereafter, the allowabil1t7 ot coate 
·wurrec~ abould be buect on the other taotora lilted 1n eubaeotiou (1), 
· (11) aDd (v) ot thla panerapb. 

lS-202.2 IJirect Labor - fhia p&raarapb pzvvidee that tbe coat 
of direct l&bOr ili01Ud8a liiii&ried aDd va~ea epee~ ideatiftable 
with aDd properl7 chargeable to• pertormaace of tbe oontnct. I preaw. 
Ule word •ealar1ecl• aboulcl be •aalariu.• »ut liON illportant, th1a k1Dd 
of laDpage plaoea too IIUCb of a bvdeD on oontraotore 1D proviJl& tbeir 
· oosta because, in this 1Datanoe, it eatablisbea t1IO atandarda ot al 1 ov
abU1t7 that a1st be •t• . It lbould be eutfioient U tbe ita. la properq 
chargeable to the wrk ·1n aooonlanoe vi tb proper aooounti.D& pr1Dc1plea. 

1$-203 Indireot Coate 

(b) '1'be fourth eeMenoe, begilmJ:Dg v1 th · "ADl' aigniticaDt · . 
cbarlp ••• ,• is mmeoeeea17 and oontuaiD& aDd ebo\.lld be deleted. lt 
also lbould be made olear tbat eeleotion ot tbe JDOst appropriate •thocl 
of allocation ot auob ooate 1e DOt lett to the auditor. 

lS-203.1 Iad1reot Manutacturlnufaand ProductioZL-U --The 
fourth sentenCe of tlil8 p&ragrajih iho be rewoided to 1 tlfbe . 
contractor aq depart.Dtallse or othendee eat.bliah ooat c81ltere in 
order to distribute •'-'Qultabl.J tbe i.Ddirect coats.• 

l~l·h General ad A~tntive ~ea •• ln the MOODd 
NDtence, 8 woi& 6provu;a eq~e rea\ii~ thereb7 obtatned" 
aboulct be deleted aDd the words •prorided tbe Mtbod oontonu with 
aenerall:r accepted aocouatiDI prino1p1es• ehould be subat1 tuted. the 
wol'ding ot the tbird and tour eentencu 1a not olear and 111&ht \&Ddul,. 
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emphasise th• factors. liated ad neW!Ct the Udit.or 1D the exerciae 
of hia . .1ud8M"t; !beretote, it 1a rec'1'1118Dde4 that the7 be cleleted.. 

1S.204.1 Advertia!!l -- Altbouah ~er\iaiDs apeDeea M7 not 
be directli' related iii fJfl817 ili8taDce to a parUoular acw~t contract, 
1t is ·quite probable that the gove~t zwwertb~a 11q be U.• beDe
ticiaJ7 ot lover costa ot production tibioh are uda poeeible bJ tbe 
volume ot business the contractor ob~ bJ meaaa ot hie advertising. 
In several instances, the proposed Wrieiona recognise ·tbe principle 
that certain indirect costa required' to keep the bwsiDua ot a COJDpaiJT 

going are allocable to aovel'DI8Dt ~q.,tracta. tberetore; it is atronall' 
recOmmended that institutional ac!Ye~iDg axpenaea -· cleaigDed to pro
mote the name of a oompa.DT rather than one ot ita producta -- be con-
sidered a reimburseable item, on an allocated basis. lt also is recommended. 
that there be added to the t110 types ot allowable ac!Yertis:S ng coats: (l) 
Invitationa tor aubmittiDg bid proposals b7 prospective auboontraotora 
and vendors, and (2) ColaW11t7 advertising placed with local lledia 
primarUJ' to stimulate production and to pro110te emplopr-apl.oyee and 
emplo)'8r-colllllUD1 ty rela tiona. · 

15-204.3 Bidd~enaea -- It is conceivable that a question 
may arise rel&tlve to owable costa inc·\llTed in connection with the 
presentation ot bid information. It therefore is felt that 1naert1on 
ol the woi'dS "and presenting" attar the word "preparing" ill the tirat 
sentence and after the word "clevelop~ant" in the same sentence will 
clarity the intent or this parqraph. There also 1s need for claritica• 
tion of' the prohibition, in the second sentence, on charging past biddiag 
expenses by allocation. In almost every instance, bidding expense liOuld 
be incurred prior to the period chargeable to the govemment contract. 
Under the circumstances, this prohibition· in effect denies the ·recovery 
or bidding expense except as additional bidding expense on future con-· . 
tracts might be incurred during the accounting period chargeable to the 
tovernment contract. W8 also wnder whether it was intended that biclding 
expense be allocated to "all business ot tbe contract," as the revised 
Section XV states, or whether it should be "all bid busineaa of the 
contractor. n 

15·204.5 CivU Detenaa -- The ·laat sentence ot thia subsection 
should be deleted. Because of th~ chan&in& situation in civU defense, 
it is possible and even probable that ·a contractor may be placed in t.be 
position of having to cooperate with loo~ government autboritiea b~ · 
contributing substant~ally to some local civil defense p~Ject tor the 
good of the ooJIIIlWlity. ~uch an ~ense. sho\4ld be an allowable 1 tam ot . 
cost ~ven though it may not be apeoitioal.l.y provided tor in the contract. 
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. 15-204.6 eon;ensation tor Personal Services --The major short-
comi.Dg of this detaed 8Dd eomewti&tl coiifUS!iig portiOn of the &eotion lV 
revisions is ita refiectioo ot tbe unsound principle that compensation 
tor personal. aen'icea, whether 1Jiaecl1ate or deferred and whether _in 
cash, stock or other property, should be limited b;r any arbitrary cri
teria such as a percentage ot base compensation or the extent ot a 
contractor' s govemment business. IJse ot either ;rardstick not only is 
arbitrary but discriminatoey. The only proper criterion should be that 
established by· the federal tax laws and general business practice, . 
Damely, that the compensation be reasonable, under all tbe circumstances, 
tor the personal services actually rendered. We therefore recomend 
deletion of sub-paragraph (.)) (e) 1n ita entirety •. 

We also recommend deletion of sub-section (c) on Page 1509, Y'lich 
.would disallow, as an i tern or cost, the cost of options to purchase stock 
ot the contractor carp oration. The Board ot Contract Appeals bas ruled 
that these costs are allowable. Furtbe~re, ~ companies have found 
that programs ot this type ilive an employee the feeling of working tor 
hiinselt, a stockholder, and thereby encourage continuity ot employment 
which, in tum is reflected in lower· production costs to customers -
including the govenzent. 

A third objectionable feature ot Paragraph 204.6 is the taUure 
to recognize, tor cost detem~tiQn purposes, the carryover features ot 
the Internal Revenue Code. (->ub-section 2-11, Page l$10.) 

lS-204.8 Contributions and ~nations -- Insert comma after 
n charitable. 11 

1$-204.9. Depreciation -- The major deficiency of this portion 
or Section_ XV -- the failure t6 take into account the new Internal Reve
nue Code provisions regarding the manner of charging depreciation -- was 
offset, in part, by the tiay 12 Defense Department announcement ot an 
interim cost interpretation paragraph (15-602) t.hat embodied the rapid 
write-off' privileges of the Code. It is essential that paragraphs 
1$-204.9 and lS-602 be consolidated prior to publication o! the final 
revisions to Part 2, s·ection XV. 

15-204.10 Employee l'torale, Health and Weltare -- The languaE;e ot 
this paragraph may be sUbject to a restricted interpretation by govem
ment administrative and audit personnel because of the ver,y limited number 
or examples that are cited in the second sentence. Among the many others 
that could be cited are bond purchasing plans; length-of-service awards, 
athletic and recreational programs, housing advisory service and other 
employee couhseling services. 

15-20L .15 Initial Production Costs --·The second sen tenet; ot 
paragraph two under this heading 8ho\lild be deleted. In view of the fact 
that paragraph l5-20lb states that all costs must be reasonable, the 
statement that certain costs will be subject to disallowance it theycon
tinue "to an unwarranted extent" would appear U> invite controversy -
particularl,- when there ia no definition of "unwarranted. 11 
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ti-204.16 Insurance .lndemDif'ication -- This entire section 
implies at &llowance ot co1G V1l1 be predicated vef7 la!'ielY upon 
prior. approval b7 the aovemment ot illsurance coverage. Such prior 
approval is impraot.ical to obtain durin& contract net,ot.iations. The 
insurance co~erage dictated b7 ooDDOn business prudence aDd in effect 
at the time of undertaJd.ng a contract is a nonnal business axpenae 
and should bfa allowed ill twJ., 

(b) There is need tor olaritication of what "government 
required" means in this subsection.. Does this mean required by law, by 
an agency or Gepartment ot government, by a oontractini officer, or does 
the term embrace all ot these? Another provision ot this subsection 
aays the costs of government required iNNrance are allowable w1 thin the· 
limitations ot "premiWil rates app~ed by the government." In view of 
our national policy that the regulation ot insurance rates is a state 
function, this provision seems to be inconsistent with that policy. Still 
another provision ot this ·subsection aqs costs allowed tor use and 
occupancy insurance will, in principle, be limited so as to exclude 
coverage or profit, interest, federal income taxes and &J1l' other items 
of expense unallowable under this part of the Regulations. This is a 
completely impractical prohibition because there is no practical way ot 
determining how much ot t.he coat ot such insurance is attributable to 
coverage of profit and interest. · · 

(c) This subsection should be revised to recognize that 
there may be instances were a contractor who is obligated to deliver 
under the terms ot a oontract would tind himself in a position where in
surance on government-owned property under his management would be es
sential to his own protection ... regardless of whether it 1a required 
by the government. 

(t) Use of the word "contingent" in this subsection could 
invite misinterpretation. It is a basic principle ot insurance that it 
protects against contingent losses. 

(g) "Indemnitication", as used in the title or this paragraph 
and in this subsection, should be det~d or deleted. 

15-204.22 Materials and·Suppl1es 

(a) At the end ot this subsection, add the folloWing sentences 
"In computing materials costs, consideration will be given to reasonable 
overruns, spoUage and detective work." · 

(b) Combine the second· and third sentences by replacing the 
period after the word "allowances" with a comma. The reference to lost 
discounts in the final sentence ot this subsection is too strict and 
should be modified to provde that the contractor will be excused 
tor failure to take cash discounts unless he has tailed to have an ade
quate system tor processing invoices subject to discount or unless the 
discount was lost due to negligence on the part ot the contractor in 
hiring or retai-ning inefficient employees •. 
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(e) The tlat disallow&nce ot "wr1 te-downs" of values, as 
stated in this subsection, is inequitable because it is an accepted 
accounting practice to recognise that due to ·technological advances, 
engineering changes, defects, shelt-vear, etc., 100 percent utUiza
tion ot stock inventories seldom with be realised. 

(f) The first sentence ot this subsection should be modi
fied to pennit the inclusion of "handling and purchasing costs.• 

lS-204.27 PENSIJN AND ~'TIRElaT PLANS 

(a) The fourth sentence of this subsection is inconsistent 
with the current Treasury Department position and requires explanation. . . 

. (b) !he requirement in this subsection that the militaey 
pass upon the allowabUi ty of all pension plans prior to contract fina
lization is impractical. It should be modified to restrict military 
consideration of plans alreaey approved b7 tbe Intemal f<evenue &ervice 
to "consideration of cost and allocabUity. 11 

(c) The second sentence of this subsection should be 
deleted for the same reason deletion ot paragraph 1S·204.6e was recom• 
mended. Both would discriminate &j;ainst companies with 5overnment 
business in excess ot 25% ot their total volume of business. 

(d) This subsection should be moditied to require compliance 
with the carryover provisions of the Intemal Revenue Code with respect 
to pension and retirement cost determinations. 

1S-20h.28 Plant Protection Expenses -- This paragraph should be 
revised further to recognize a third class of plant protection expensec 
that should be allowable -- the .costs of clearing personnel to handle 
classified work, the acquisition of special cabinets and safes for 
stora~e purposes, etc., as required by .any defense contracts. 

l$-204o29 Pre-Contract Coets -- The first and last sentences of 
this subsection appear to be contradictory. Xhey should be revised 
further to make it clear that such costs will be allowed when authority 
therefor is specifically. set forth in the con~ract. 

15-204. 31 Proti ts and Losses on lJispos·i tion of Plant Equipment 
or Other Capital Assets -- The flat exclusion of such profits and 
losses cannot be justified. This subsection sho~d be modified to 
. exclude them from contract costs -- except to the extent that such 
gains or losses adjust depreciatio.n on assets acquired tor government 

_business. 
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1S-20u. 32 Reconversion t~nses -- This subsection limi ta the 
allowable costs to those related tlie removal ot government property 
and then only 1f' speciticall7 provided tor in the contract. It should 
be ll¥)ditied to recognize that ·most expenditures ot this type are not 
made until well after co~letion of tbe govemment work which occasioned 
them. It also should penait accruals baaed on estimates and subject to 
adjustment at a later date. 

lS-204.3S Research and Dev.elopment 

General Research -- This subsection sho-.ud be revised fur
ther to elirdiiate the stipulation that a contractQr 1111st agree to 
divulge to the govet11118Dt the results or any independent general re
search before the costs ot such research can be considered a reimburse
able 1 tem. '.lhe t,C:wemment should be anti tled to such information only 
insofar as such resear~ is applicable to the contract involved. 
Further revision of this subsection al~o is necessar,y to delete the 
stipulation that such expenses shall not be allowable tor companies 
with more than 25~ governrAent business -- unless specifically authorized. 
in the contract. 

kelated Research -- The last sentence ot this subsection 
of Paragraph 15-264.35 shoUld be revised further to specify that no 
portion of such research will be allowable under cost type research 
and development contracts "unless specifically provided tor in the 
contract." 

Subsection (o) ot this paragraph also should be revised further 
to specify that research and development QOsts incurred in accounting 
periods prior to the award or a contract will be allowed "only to the 
extent specifically authorized by the contract." 

Sincerely yours, 
) 

~..v~cc..J.u~ 
Theron J. Rice, Manager 
Na tiorial Defense Department 

'2003/2329 
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WESTON ELECTRICAL INSTRUMENT CORPORATION 

NEWARK 5 ~ NEW JERSEY 

June 20.9 19.5.5 

Rear Admiral L~ Ho Thomas~ USN 
Office of the Assistant SecretarY 

of Defense (Supply and Logistics) 
The Pentagon 
Washington 2.5~ Do Co 

Dear Admiral Thomas~ 

Attached is a statement of comments pr.epared by the Government 
Contracts· Connni tt.ee of the National .A-ssociation of ManUfacturers upon 
the draft of a .Proposed revision of Part 2.9 Section XV, Anned Servi-ces 
Prc.curement Regt.llation o 

We compliment you and your staff for developing this draft for 
industry us considerationo We are all well aware of the difficulties 
encountered in its preparation and though we have certain serious objec
tions to it9 we· consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect todayo 

We firmly believe.9 too.9 that the Office of the Assistant Secre
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have primary responsibility for improving 
the existing contract cost principles inasmuch as the basic issues have 
a procurement policy character, overriding in importance the related 
technical accounting aspectso 

We also want you to-know of our appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wisho We would welcome the chance to discuss the 
whole subject with you at your convenienceo 

Sincerely, 

(s) Ross Nichols 

Ross Nichols.9 Chairman 
Government Contracts Committee 
National Association of Manufacturers 



NATIONAL ASSOCIATION OF MANUFACTURERS 
GOVERNMENT CONTRACTS COMMITTEE 

STATEMENT RE MARCH 23, 19 55 DRAFI'· OF 
PROPOSED REVISION OF PART 2, SECTION XV, 
ARMED SERVICES PROCUREMENT REGULATION 

Our views are broadly divided into General Comments and 

Specific Commentso In the former category, we consider the following 

two fundamental issuesg 

lo Proper Application of the Proposed Contract Cost 
Principleso Contract cost principles are an 
important tool in· contract administration, but 
instructions for the use of this tool are lacking o 

Past and present experience with the misuse of the 
cost principles indicate the need for firm ground 
rules governing their useo 

2 o Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor 0s Costso Arbitrary 
disalloW""dllces by the Department of Defense of some 
of the contractor 0s true costs are not consonant 
with sound business practiceo 

In our judgment, these two issues override other ·considerationso They 

should be faced up to and clearly disposed of as a matter of first 

priority in the total undertaking of revising the. existing contract 

cost principleso 

Our views on these two issues underlie the observations which 

are set forth in the second part of this statement under the heading 

of Specific Commentso Here we indicate our thoughts on specific 

paragraphs and language of the proposed revisiono 
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GENERAL COMMENTS -------
Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 

from the manner in which the cost principles are used. The question of 

what cost principles· say is, to be sure, logically distinct from the 

question of how they are used. The reality of the matter, however, 

demands that the two questions be treated as inseparable. For years now 

Part 2, Section XV, ASPR has asserted that.the cost principles therein 

are for use in cost reimbursement type contracts, and for years the ·cost 

principles have been applied to fixed price contract situations so as 

· virtuallY to transform fixed price contracts in many instances to cost 

type contracts. 

A bulwark against this undesirable trend in contract admin-

istration has been established by Department of Defense Instruction 

4105oll (November 23, 1954). However, this single instruction is not 

enough by itself to reverse a long~standing practice of treating price 

revision negotiations as though they were on a cost basis. Militar.y 

auditors, for example, are still under Joint Letter No. 12, which 

occasions the treatment of fixed price contracts as cost type contra~ts 

by emphasizing the use of Part 2, Section XV cost principles in fixed 

price contract situations. 

The point is that no matter how sound these cost principles may 

be, they should not be used to derogate contract pricing negotiations to 

a formula basis whereby price is essentially determined by adding to-

gether allowable costs and a profit allowance. There is need for specific 

instructions delimiting the use or these principles, distinguishing between 
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two entirely different kinds of contracts--the fixed price type and the 

cost typeo In the absence of·such instructions, there is inadequate 

basis for. assuming that the cost principles--regardless of their content-

will not continue to be misused in pricing proceedings pertaining to fixed 

price contracts. 

These instructions must not only be cont~olling over the pro

curement line of command, they must also be binding upon the audit line 

of commando Indeed, the whole issue of the proper use of cost principles 

is wrapped around the relationship between military buyers and militar,y· 

auditorso The proper relationship is one where the buyers have the freedom 

of decision for determining when and the extent auditors are needed and 

how their findings are usedo Similarly, as auditors are in a service role 

to buyers~ they should not be placed in a position of dominating or second 

guessing the very ones whom they are supposed to serveo It is submitted 

that if the buyer-auditor relationship were better defined, much of the 

misuse of contract cost principles would be correctedo 

Our recommendation, therefore, is that the revised statement 

of cost principles should be accompanied by well-defined instructions 

delimiting their applicabilityo Such instructions, which should reflect 

the above considerations,· might be set forth in an expanded Paragraph 15-200 

~r in Part 1, Section XV. In any event, the cost principles should not be 

released without adequate guide lines as to how they should and should not 

. be used, otherwise the same old abuses or the past may be expected and the 

opportunity for accomplishing a major improvement in contract administration 

will not be realizedo 
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Extent to Which the Department of Defense ~11 Pay Its Fair Share 
or a ContractorVs Costso 

Our standard for measuring the validity of the several paragraphs 

reciting allowability or non-allowability of contractor costs is stated 

briefly as follows: 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
of a contractor's costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such businesso 

This is simply recognizing that the Department of Defense should pay its 

fair share of the contractorvs costso Anything less is unsound business 

practiceo 

General rules arbitrarily classifying legitimate costs of a con-

tractor as unallowable for purposes of contract pricing are by and large 

inimical to the proposition that the government will pay its fair share 

of costso Whereas under a reasonable allocation of costs to government 

contracts the government may very well not share at all or share to only 

a very limited degree in certain costs, the absolute disallowance of 

legitimate costs from any consideration regardless of their allocability 

to government contracts is detrimental to the full and proper use or cost 

type contracts o The revised cost principles should shift the emphasis 

from the question of what is allowable to the question or what is reason-

ably allocableo 

Since varying circumstances def,y the application of inflexible 

rules and since sound.accounting practice is open to differing judgments, 

appropriate allocability of certain eosts in a given set of circumstances 

might very well be expected to be a subject about which reasonable men 
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might disagreeo The resolution of differing opinions in such circumstances 

should be regarded as a matter of negot.iation between the contractor and 

the contr~cting officer within a broad framework of good accounting 

practice and fairnesso This approach·toward handling cost allocation 

questions is in keeping with the reality that cost allocations in many 

instances cannot be determined with scientific exactitude and are not 

properly.the subject of arbitrary ruleso 

S P E C I F I C COMMENTS 

15=201·= BASIC PRINCIPLES AND STANDARDSo Reference to the 

· exercise of good business judgment as a factor in determining the allow-

ability of cc~st·s :.s rspeti ti ve of the test, of reasonableness and invites 

second guessingo Accordingly~ the reference should be deletedo 

Provision should be made to recognize standard costs and 

associated variances whenever their use is consistent with the contractor's 

accounting practic.eo Su~h costs ar6 the equivalent of actual costs. 

l$-202ol DIRECT MATERIALSo Costs of reasonable overruns, 

spoilage and defective work should be provided foro 

15=202o2 = DIRECT LABORo Use of.average or standard rates if 

such is in· keeping with the contractorus esta.blished practice should be 

provided foro 

15=203o3 = SELLING AND DISTRIBUTION EXPENSESo The broad state~ 

ment that these expenses ara not generally allowable is unfairo The 

proper approach is to indicate that the government should pay its share 

of these ordinar.y business expenses to the extent that they may be 
' 

reasonably allocable to government contractso 
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15~204ol ~ ADVERTISINGo The severe limitation upon allowable 

costs of advertising is unfairo The proper approach is to indicate that 

the government should pay its share of these ordinary business expenses 

to the extent that they may be reasonably allocable to government contractso 

15-204o2 - BAD DEBTSo The flat prohibition of allowing bad 

debt expenses is unfairo Again, the norm of reasonable allocability 

should prevailo This is particularly pertinent to bad debts in connec

tion ~nth subcontractingo 

. 15 ... 204o4 .,. CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES. 

The limitation upon the allowability of these ordinary business expenses 

when the subject services are intentionally furnished at a loss is 

unwarranted a 

15 ... 204o5 - CIVIL DEFENSEo The exclusion of contributions for 

projects not on contractor;s own premises is unreasonableo Effective civil 

defense cannot be localized to individual plant siteso 

15-204o6 - COMPENSATION FOR PERSONAL SERVICESo The arbitrary 

percentage limitations provided as tests .of allowability of certain costs 

should be eliminated in favor of the standard of reasonableness. 

15-204o7 ~ CONTINGENCIESo The blanket disallowance of contin

gencies is unrealistico When a liability exists, a reasonable estimate 

thereof should be permittedo 

15-204o9 - DEPRECIATIONo As a matter of consistent accounting 

procedure and good business practice; depreciation recognized by the Inter

nal Revenue Service should be allowedo Double standards are undesirable. 



l5-204oll co ENTERTAINNENT EXPENSEo Unless there is an overriding 

public policy to the contraryj entertainment expenses reasonably allocable 

to governrne~t contracts should be recognizedo 

1.5=204~12 = EXCESS FACILITIESo The proposed basis for allowing 

costs of ~aintaining and housing idle and excess facilities is too narrow. 

The government should share an allocable portion of the contractor's costs 

for ca~ring idle and excess facilities which are reasonably necessary to 

his C·Fera tJ,.ons .. 

15=204ol5 = INITIAL PRODUCTION COSTSo Provision for possible 

disallowance of excessive initial. production costs should be deleted. 

If the gove::'!llTlent. does not choose to pay costs of a contractor under the 

indicated circ·~stances 9 it should terminate the contract .. 

15-204ol6 ~ INSURANCE AND INDEMNIFICATIONo Intrusion of procure

ment agencies iLto areas which are management functions through approval 

requirements shc·uld be discouragedo The' test of reasoi".ableness of coverage 

and cf rates i.s sufficien"t.o 

. l$-204ol7 ""' INTEREST AND OTHER FINANCIAL EXPENSESo To the extent 

that these expenses are reasonably allocable to government contracts, they 

should be acce'ptedo 

15=204o20 -MAINTENANCE AND REPAIRSo The allocability of de

ferred maintenance expenses to goverr~nt contracts should be a matter of 

negotiation between the contractor and contracting officero The stipulation 

that t.hese expenses are allowed only if they are covered 'by a· specific 

contractual provision is un~uly restrictiveo 
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15-204o35 ~ RESEARCH AND DEVELOPMENTo Arbitrar,y percentage 

limitations provided as a condition of allowability of costs should be 

eliminated. The rule of reasonableness should applyo 

Similarly~ the requirement for a contractor to divulge 

to-the government the results of his independent research should be 

strickeno The requirement is unfair o 

15=2.04o36 C=> ROYALTY PAYMENTSo To the extent allocable to 

government contracts~ royalty payments·~hould be recognized without 

special approval actiono 

15~204o38 = SEVERANCE PAYo It is impractical to establish in 

advance a fixed method of allocating to government contracts the costs of 

mass severance payo The basis of allocation should be open to negotiation. 

15-204o42 = TRAINING EXPENSESo The provisions are unnecessarily 

restrictiveo The rule of reason should applyo 

15-204o44 ... TRAVEL EXPENSESo The central point should be more 

explicitly statedj namely, that the government should pay the portion of 

the contractorvs reasonable travel expenses allocable to government 

contractso Reference to entertainment expenses should be deleted as this 

subject is covered elsewhere (15-204oll)o 
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15-204o 25 - OVERTIME, EXTRA PAY ~ID:FT AND MULTI SHIFI' PRDtiUMS. 

Contractor should have reasonable freedom of judgment with respect to 

premium pay to indirect laboro The unqualified requirement for government 

approval is needlessly burdensomeo 

15-204o27 - PENSION AND RETIREMENT PLANS. This paragraph, which 

now contains material beyond the requirements of a statement of cost prin

ciples~ should be confined to the proposition. that the government should 

··pay such portion of the expense of Internal Revenue Service (IRS) approved 

pensions and retirement plans as may.be reasonably allocable to government 

contracts. _When these plans are not subject to IRS approval, the usual 

test of reasonableness should apply. 

15-204o30 - PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, 

ENGINEERING AND OTHERo Subparagraph (c) should be dropped. The cost of 

·professional services in connection with organization and reorganization 

matters and with patent infringement litigation is covered elsewhere 

(15-204o23 and 15-204o26), and the ·cost of professional services for the 

other purposes indicated in subparagraph (c) is an ordinar,y business 

expense of which _government contracts should bear ~ fafr portion. 

15-204o33 - RECRUITING EXPENSEo ·Costs. of special benefits or 

emoluments should be subject to the contracting officer's approval. Their 

unqualified disallowance is unwarranted. 

15-204o34 - RENTALS OF PLANT AND ~UIFMENT. As the general rule 

of reasonableness applies, the special regulations on sale and leaseback 

agreem7nts should be droppedo 
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RADio-ELECTRONics -TE·LE-VISION MANUFACTURERS AssociATIO~ 

SUITE 800 WYATT BUILDING 

777-14'ttf STREET, N. W. · 
WASHINGTON S,O.C. 

June 20, 1955 

Rear Achiral L. H. Thanae, SC, USN 
Staff Director 
Purchasi~ & Contracting 

Policies Division 
Office of the Assistant Secretary 

of Defense 
iashingto~ 25 1 D. c. 

Dear Adzniral Thana sa 

NATIONAL 8·3802 

I refer to your letter of April ll forwarding. to us for consiqeration 

and camnent a co;y of the proposed revision to Part 21 Section r-1 1 of the 

Armed Service Prccurement Regulation. 

Owing to the deep·and abiding interest of the electronics industry in 

the cost principlee applicable to goventment contracts, this Association 
. 

has devoted intensive and tiMe-consuming study to the terms of the proposed 

revision. The Association is thoroughly in accord with your objective to 

include !""ore equ1.table coverage of some costitems incurred by contractors, 

and to clarify cost detennination under the Section to pranote unifonni ty 

·in ite application. Our CarunittA,e .feels that the proposed revision appears 

to have achieved this objective in part. In same cases, however, we dis-

covered in the proposed revision certain anissions fran the existing regu-
. 

lation which are not easily explainable and which are therefore likely to 

cause misunderstanding and contusion in the future. In other cases, we 

thought the revision went into su~h detail as to make it partake of a check

off list tha t will tend to crystallize. lower echelon thinking to the exclu

sion of equally valid al tema tivea. Our detailed comments followt 

15-200 SCOPB OF PART 

We recQTlmend that this opening paragraph be amplified to make it 
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clear that the entire section has no applioa tion to other than cost.! 

type contracts. We are aware that a policy to this effect was 

an'Wlciated in Department of Defense Instruction #4J.05. Nevertheless, 

since this Instruction is an internal directive of the Department 

of Defense cancelling an ~rlier Munitions Board Instruction it seems 

to us too informal 8"1 d temporary an expedient to establish finn and 

unequivocal policy for the entire procurement establishments of the 

three mili ta.ry services. We accordi.Rgly recanmend that language be 

inserted in the opening paragraph of Part 2 of the Section making it 

unmistakably clear that the Section only applies to cost-type contracts. 

We also recanmend tha,t the tonner wording of l$-101 excluding 

Section XV for use in negotiating pre-detennined overhead rates, ex

cept as a guide 1 be added to 15-200. 

15-201 BASIC PRINCIP~ AND.STANDARDS 

a. No canment. 

b. We recanmend deletion of (iii). The present language enda.ls 

the cost inspector with authority outside the scope of his proper 

functions and well beyond his ·experience and capacity. It ·retained 

in the regulation it will stimulate unnecessary interferenCe in manage-

· ment decisions. 

c. and d. No comment. 

General• Ve also recommend that sanewhere in l$-201 ·be included 

the same language on the use of nonnal or standard costs for detennil'iing 

provisional or interim payments as is contained in the present 15-201. 

Some of our member comp1nies are apprehensive that non-inclusion or 

the Jl"esent provisions will jeopardize the ·Continuatioo of their pres~ht 

use. 

15-202 DIRiCT COSTS 

In the next to last sentence after the word, •consistentJ.)"' ve • 
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recarunend that the foll.OW'ing langug.ge be inserted& • ••• within each 

sep:ai9te unit engaged ~ mimd production•. 'lhl.s change should take 

care of large com;:anies with ·several operating divisions which are an

gaged in the manufacture of different product lines and possess virtual 

operating au ton any. 

15-202.1 DIRiCT MAT6RIAI.S 

~ prafar. the language of the present section 202 .1. Our Cannli t

tee··considered that the advantages gained by the greater brevity of the 

revised 202 .l were rnore than offset by the comprehensive de taU and 

clear-cut provis1ori for overruns, spoilage, etc., eat forth in t.lta 

existing regulation. 

15-202.2 DI~T LA.BOR 

"rle urge inclusion 0 f language making provision for the use of 

a varage la. bor rates 'Un dar appropriate circ\lnsta.nce s. 

1_5-202 .3 O'l"nBR DIRiCT COOTS 

In the last sentence, line .3, change the word "similar" to 

"the samen. Our COMmittee felt that the word •similar- was too vague 

· · and speculative, and vested too much discretion in the coet inspector 

to make unauthorized cost deletione. 

l$-203 INDIR6CT COSTS 

(a) No conment. 

(b) We recanmend delation of the lasttto sentences of (b). 

The enumeration of specific changes •ems to our Conmli ttee to be an 

unnecessary amplification, carrying with it the danger t~t it will be 

used as a check-off list b)r the cost inspector. 

1,5-203.1 D·IDIR6CT MANUFACTURIRJ ~lD PROOUCTION EXP"mS&S 

In the ~irst sentance of 203.1 change the words "necessary to" to 

"incurred in". The present language is unnecessarily broad and subject 

to eonflictine interpretations by the Govert11'11ent and the Contractor. 
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At the beginning of the third sentence add the words •ExaMples 

or- to make it clear that the items are inclusive but not limited thereto. 

1$-203.2 INDI IEGT ~IDTIIE6RING E!P&NSES 

At the end of. the first. sentence- add •· ••• and such other related 

costs as the contractor consistently charges to overhead" • Our Canmittee 

felt that the first sentence as written failed to take into account 

other legitimate costs habitually charged to engineering overhead linder 

reputable accounting methods. 

1$-203.3 56LLING AND DISTRIBUTION EXI'mSIS 

The proposed revision resta. tes the hoary and fallacious concept 

that selling to the Government involves no market:ing expense on the 

pirt of the contractor. Our Committee strongly considers that this 

fiction has outlived its usefulness; it is time for the government to 

recognize that a variety of perfectly legitimate selling expenses are 

:incurred by every reputable contractor who sells his products to the 

Government. This is especially true of the more established suppliers 

of military equipnent who mu~t ot necessity maintain close and effective 

liaison with the purchaser. Although marketing in the ordinary can-

'· 
merical sense is certainly_ not necessary for doing business with ·the 

government, the proposed language fails to recognize any for.m of non-
• 

canmercial marketing expenses. We, therefore,· recommend that the 

p:1ragraph as presently wr1. tten be changed as followSI 

Firs1;, change the second sentence to read, "There may be an a.l
location to government work of those expenses in this category 
including but not limited to, administrative, technical, consulting 
and other services, which are for the purpose of negotiating, 
admi~stering and servicing government contracts•. 

Second, delete the rest of the p:tragraph. 
/ 

1$-203.4 G»JERA.L AND AIMINISTRATIVE EXP&~ 

We recomnand that everything in this plragraph after the second 

S$ntence be deleted. There are innumerable ot~r .factors which should 
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receive consideration in datennini"lg the equitability ·of G and A. 

Differe:1t large canpanies use different methods and snalJe r cornp3.nies 

may make entirely different allocations. Moreover, cost patterns, 

inventory variations and astablisment of theoretical ratios may have 

little or no relevancy to the Jractice~ of comp1nies which do both com-
~ 

•rcial and mill tary business or which are new to the government con-

tract field. 

15-203.5 BlSJi P~OD FOR ALLOCATION OF DYDIF..&CT EXP6NS~ 

As presently written this p3.ragraph seems to presuppose that 

each contractor has only one goven1ment contract. What happens if 

a contractor has half a dozen contracts of different types, extending 

for different base periods? We believe the entire paragraph should 

be deleted si nee the ma. t tar appears to be a de qua tely covered in 

Paragraph l5-203(b). 
. . 

15-204 APP~ICA TIO~S OF BASIC COST PRINCIPL65 AND STANDARDS TO S~CTKD 

IT.cM S OF COST. 

In the next to last sentence we reconrnend that you. strike every

thing after the word "Standards"• Our Canmittee felt that to include 

si."Jlila r or related i tams would broaden the treatment to the point of 

complete uncertainty. 

lie. also recanmend that the words "This paragraph and 

cede the last sentence for the sake of complete clarity. 

15-204.1 ADV~RTISINJ 

" ••• pre-

Mle recommend th3. t a subparagraph (3) be inserted to cover in

stitutional advertising. Such advertising ·does not offer the product 

for sale canmercially and may not appear exclusively in trade and tech

nical journals. We also recQ'I'lrend that the word "onlY" be deleted fran 

(a). 
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No COITUt18n t • 

15-2<1J.3 BIDDING AXP~ 
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We recanmend t11a t in the second sentence the words "all 

business" be cha.n~d to :"the applicable business". In the case of 

complnies doing both canmercial and governnent business it is some-

- times custauary to exclude certain expenses solely incurred for ooe 

type or business fran the accounts ·of the other. This worke both 

to the advantage of the goverrrnen.t and the contractor. 

15-204.4 CAF&T,gRIAS, DININJ ROCMS AND OTH6R FOOD· SARVICAS 

It should be recognized that the sale of inexpensively priced 

lunches to employees in a can}Xlny dining roan or cafeteria has becQTI.e 

standard operating practic~ for all large canpinies and most snall 

ones; it is a fonn or fringe benefit which employees expect. We, 

therefore,. see no reason why it shoul_d. be singled out for special and 

discriminatory treatment, especially since food services of this kind 

are by their very nature almost i.Mm\D'le fran any possible rnisalloca tion 

or abuse. We, thereforel recommend that in the third sentence every

thing after the word •alla~able" be stricken and the sentence ended 

with a period; we also request that the entire last sentence or ths 

paragraph be deleted. 

l$-204.5 CIVn DiF.6r& 

lie recanT~\ end that the words •on the contractor's .premi~·s pur

suant. to suggestions or requirements of civU defense authorities ••• " 

in the third sentence ~ deleted. In the a tanic age shelters and ~ther 

civil detense measures are not necessaril1 located on the contractor' as 

premises. 

The last sentence of the. plr&graph should also be deleted as it 

tails to tbake into account supervening circumstances and the overriding 

... 
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authority· of local, civil and federal autho.L~ ties to require different 

kinds of civil defense measures and financial contributions. 

15-204.6 C<MPA!&TION FOR ~RSONAL SARVIC&S 

a. · In the first sentence add after • includes" the folla~ingt 

• ••• all renUITlera tion J:Bid or set aside such as• ~ Also insert the 

word •incentive and" before ·•deferred compensation, etc.• The 

sentence as presently written fails to take into account reserve 

fun1s set aside for salaries, ~ges and bonuses. 

b. In the third line it seems probable that the drafter 

meant corporate "officers", not "officials•; we are also uncertain 

what is maant by "executives". 

We recOI'ln'!end deletion of (iii) as being. absolutely speculative 

and not relatable to any lmown standard or criterion. Some CQTlplnies 

with little or no r:!Overnnent rosiness JllY their executives far more 

than do other c~:p:tnies with a preponderant government busin~ss, 

(Viz. the chemical industry vs. the electronics industry)& anall 

companies in the non-defense category often pay more than large 

companies in the defense one, and vice-versa. Has anyone in the 

Defense DeJ:B rtmant made· a· study o.f executive canpensation in diffel'

ent i.'1dustrias? Have they read the recent articles in the Harvard 

Business Review on the subject? 

c. Delete thg word "not" arxi make reasombleness the test, as 

1 t is anyway throughou~ this section. 

d. In the first line delete the word •pro~ction•.. Sane officers 

and e1"1ployees perfonn services which may not fall exactly within the 

production category yet which are of inestimable importance to the 

canpany. 

(1) Insert the words •or practice adopted ora in the third 

line after •established plan". This will take care of smaller companies 
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which have a practice of plying bonuses rather than an established plan, 

and ;.rill also penr.it the establislJnent or· such a plan or }ractice by 

a growing canpany • 

. (2) , Add • ••• when considered in light of total canpensation" 

to end of sentence. Overall compensation should be the test rather 

than any one canponent thereof'. 

( 3 ) No canrn.en t. 

(4) We recommend that everything after the words •salaey 

classification•. be deleted. The reason for this recommendation is 

that many snall ~panies bave management incentive plans which might 

be considered unreasonably· restricted for purpose of. this JBr&.g:raph. 

The government has other safeguards here which can be availed of to 

guard ·against abuse. 

(5) No conment. 

( 6) Insert 11 stockholders" after 11 officer" to make it clear 

that officer stockholders is the group aimed at. 

(7) We recanmend deletion of this sentence as. being re-

dundant • 

•• 
(l) · No comment. 

(2) Deletea ~~Except as provided in (3) below.• Xxplana

ti on f Ollal Sl 

(i) No co.ne~at. 

(ii) Ve suggest deletion _or everything in •• after 

the. first sentence. Our Conun:tttee feels that any plan a Pll" oved by the 

Internal Revenue Bervice must be acceptable to the military department 

for accounting and cost allocation purposes or hope;Less contusion will 

result. 

(3) We request deletion of this pa:ragraph in its entirety. 

Our committee considers that the 7S% test in· 3 (i) ia absolutel7 
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unrealistic and has no relevance to the merit or lack of merit o~ 

. any particular profit-sharing plan; it would be wholly inequitable 

during any emergency when the ratio of govenunent business ~ com

merical business may pud~nly increase since it penalizes the pa triotio 

eupplier. ;Furthermore, there is no criterion ~or establishing what 

~s meant by government business; does the .. tenn mean current ales only, 

or does it include back-log? 

( NCYI'Ba The Defense Dep~.rbnent amendment or May 25 arrived after 
·oUi=Canmittee met to consider the revision. While we cannot say 
with certainty haw the Canmittee would react to the amenchent we 
believe it would still be objectionable tor the same reasons ae 
stated above, since the principle remains unaltered.) 

t. 

(1) through (4). No comment. 

g. We recanmerd that ~his subptragraph be rewri ttan a a tollowea 

•For the purPc>se ot determining rea.sonableness, the anployar ·Contri

bution under profit sharing plans and s took bonus p~ns shall be 

subject to the same provisions as provide.d for in the Internal 

Revenue Code•. The same standal'ds ·prescribed by the Internal Revuue 

Services for employer contributions must be accepted by the millta·ry 

services or absolute chaos will result. 

h. No comment. 
• 

1$-204.7 CONTINGKNCIBS 

We think the first sentence could be bettAr expres.se.d .as followS. 

•This type or charge is all011able only if it results fran the creation 

and maintenance of reserves to provide for events whose occurrence can 

be reasonably foretold with respect to tjm& and intensity". Our COJIII4ttee 

felt that the ~n~nce should be rephraeed in the positive, but. without 

any reference to assurance of an evant happening, which removes it . 

from the ca. tegory of a contingency. 

15-204.6 . COOTRIBUTIONS AND OONATIOE 

Ve suggest that a canma be inserted atter"c~ritable• in t.he 
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second line. 

15-204.9 DEPRECIATION 

a. No canment. 

b. Our Commi tU!e noted that for some time the •ciecl1ning 

balance• and other methods of establishing depreciation have been re-

cognized by the provisions of the Internal Revenue Code. To mal"e it 

clear that where such recognition exists the military services should 

likewise accord recognition we recommend that the words • ••• including 

those methods. recognized by the Internal Revenue Code (subject to the 

li.Tflitations set forth in subparagraph e. below)• be inser~ after 

•acco.:nting principles• in line S, second sentence. 

c. we reco111r:1end that this paragraph be revised to give. positive 

authorization for depreciation charges as followsa •c. Charges for 

depreciation on idle or· excess facilities will normally be allowed 

on such facilities as are reasonablY necessary for standb,y purposes•. 

In companies producing both conunercial and military type equipment 

it would be difficult to show ,that a standb,y facility is exclusively 

for one or the other. In actual fact they are for both - and would be 

so used, depending on the degree of national mobilizaticn. 

d. Mfe recOlllmend that the following language be added to the 

end of the paragraph• ••• except that depreciation may cootinue to be 

charged until such time as the unrecognised depreciation has been 

absorbed•. 

e. We recommend that the second sentence of this paragraph be 

revised as follows a •Arter the expiration of· the aaergency period 

' ----

for the facilities concerned, where a deter.mination of •true depreciation• 

has been made, the remaining balance of the cost of such tacili11;y over 

t~ amount of •true depreciation• recognised previously in costs will 

be recognized as allowable, subject to paragraph lS-204.12•. 'l'hia 

will take care of depreciation requirements over and above accelera ~d 
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a.n:tortiz.a tion. 

15-204.10 jMPWYAE MORALI1 H&ALTH AND W&LFAR& 

No camnent. 

l5-2~.ll ENTARTAIM-mNT EXP&NSE 

We request that the words •except in reasonabl.e amounts and 

when related to necessary business meetings• be added at the end of V 
~ 

the second sentence. 

15-204.12 EXCESS FACI-LITIES 

We recanme~d. that the words •contract perf'onnance• be deleted 

fro.n line 3 of the first· sentence. ~is will make the paragraph 

conform to the wording of 204.9 c. 

15-204.13 FINES AND P8NALTI&S 

No canment. 

15-2Q4.l4 ~NGE BENEFITS 

No cc:mment. 

15-204.15 IFITIAL PRODUCTION COSTS .. 
lie req"Jast deletion of the -la. s~ sentence of' the second pzqra.ph. 

In the constantly advancing sta. te of the military electronics art, what 

qualification doe~ the cost inspector possess to decide whether the 

contractor has had reasonable time to make the product efficiently? 
• 

If the Government is dissatisfied it should terminate the contract.--

not disallow costs incurred in_ good faith during the course of p!r-

fonnance. 

15-204.16 DJSURANCE INDEMNIFICATION 

a. No canrrent. 

b. We ·recommend tha. t b. be rewritten as follar~sa •Costs of 

Goverrunent required insurance are allowable. Costs of other insurance, 

except that applicable to Governnent-OW'lled property, are allowable provided 
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(l} the insurance has been approved by the militaey depar bnent con

earned pursuant to a contractual requirement, or (2) in the absence 

of such apPr-oval requirement, the types of coverage, extent of coverage 

am rates are reasonable under the cirmastances. Costs allowed fr:r 

use ~ d occupancy insurance will be allowable except coverage relating 

to profit, interest, .federal inccme taxes, and any other items 

of expense unallowable under this part•. 

c., d., and e. No canment. 

f • We suggest that mention be made of the interrelation of 

this subJ:aragraph to related provisions in ASPR VII. 

g. We request that •ifll be substituted for •only to the extent 

expressly". 

1$-204.11 IN'l'bR&ST AND O'l'iWi FINANCIAL nPENSBS 

RE'lMA has a CCilt~uing interest in obtaining recogni tier. from 

the Defense Department and the General Accounting Office of the alla~

ability of certain kinds of interest, especially when the contractor 

has relied on his Olin efforts in financing his J:erform.an~ of Govern-

ment contracts •. A memorandlln on this subject is m process of pre---~. )...c_, '- ' ' 

t:aration and will be subnitted to the Assi~tance Secretary of Defense .1 f'e; ~ 

(Canptroller) within the neXt few weeks. / 

. In any event, we consider it essential that this paragraph as 

·finally wri tt~ be absolutely consistent in f'orm and content with ex

isting Defe~se Department contra et financing policie 61 especially. on 

progress pa.1Jnenta and Defen&e loans. The interest problem ·is so 

interrelated with contract financing ·tba t no policy for one should be 

adopted tba t ie incCI'l sis tent vi th the other. 

l$-2d!.l8 LABOR HILlTIONS 
• 

No carJnent.e 

-_~7-- --~------ ··~--.,.-...... 
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15-~0h.l9 1005~ ON OTH&R CONTRACTS 

This raragraph is inconsistent with the Court of Claims decision 

in Bell Aircraft Corp.,· v. United States, 100 F. Supp. 661 (Ct. ClE. 

1051) aff'd per curiam, 344 U.s. 860 (l9S2), where a Goveranent con

tractor was allc:Med to capitalize losses or. experiJnenta.l c ontra.ct~ and 

allocate them as ccsts to ether Governnent contracts. ~e su::;r·est thc1t 

the paragraph be rewritten to pe~it allc:Mability of such losses when-. 

ever penr.i tted by sound accounting practices. 

15-204.20 MAINT~NC6 AJlD RAPAIRS 

a. No comment. 

't. No canment. 

1$-204.21 MANUFACI'URI!U AND PRODUCTION ~GI~RIID 

We request that the words "provided such division results in 

an equitable distribution, Viz.," be ~~serted imr.ediately before (i) 

and at the end of the preoe ding sentence. 

15-204.22 MAT.3RIALS AND SUPP:w:BS 

a. No comment. 

b. We request that this subparagraph· be changed to read as 

follarss "Cost of materials and sur-plies shall be suitably adjusted 

for applicable portions ot incane an:! other credits. Such incane and 

other credits include trade discounts, refunds, rebates and allc:Mances, 

cash discounts taken (to the extent that such discounts are in excoss / 

ot interest paid) and credits for scrap, salvaee and materials returned 

to vendors.• 

c. No canrnent. 

d. Insert the words "or reeularly manuractured and sold ey the 

contractor through commercial channels• after "stock• in the first line. 

/ 



lh -

e. In the vieH of our members, flat disallowance of tt.w-ri te-

dov1n" of values of inventories is not equitable. It is an accepted 

accountin~ principle th~t owing to technological advances, engineering 

cmnges, defects, self-~-1ear, etc., .100% utilization of stock inven-

tories \·rill !lot h3 rea:JJ.zed, and replacement value may be lower than 

orig:.r!al cos to lih~re the contractor can demonstrate that the methods 

·J.se d to reduce the values of inventories are logical, and have been 

a9plied Cvnsistently, and that prudence Was exercised in acquiring the 

~tocks· involved, such j.nv:~ntory valuations should be allowed to the 

extent alloC?.ble tc Government Business.-

f. We sug~est insertion of "non-affiliated" before n customer" 

:~~ l:iJ1e 7; some carq:e.n:_; di vinions purd:a se from each other at specia~ · 

prj ces. 

1 J "04 23 ORJA 7··~ZA TICJ~ .6XP~NS~ =.:- L. • 

No ccmment. 

No comment. 

1~:-201+• 25 OV.;;;RTIJ-1.~, ~XTRA PAY SHIFT AND t-lULTI-SHIFT ~l.MS 

The p:tragrap~ as presently written shm..rs a tendency to consider 
shjft. prem1UMs as o·J.t of the ordinary and not to be authorized without 

· special. '!E nnission.· In actual fact multi-shift operations, and premium 
ray for u."'lpopul.?.r shifts, is standard operating pro~dure for many 
canp.:1ries; Drovision is often made for them in union contracts. lie re
CQT1J:end th3.t a little (a) precede the p3.ragraph as now written; that 
all mention of shift paym~nts and shift premiums be . deleted therefrom; 
and that a new subpara~raph (b) be added to read as follows& "Shift 
prar~::L tuns in accordance with the contractors 1 pra.ctices CJ,nd procedures 
are allowable". 

In addition, our Committee noted several deficiencies in the pro
visions for overtime. We feel that .all indirect labor {i.e., janitors, 
plant maintenance staff, adninistra ti ve and service :t:ersonnel, etc.) 
should be permitted, necessary overtime without special authorization. 
~ergency overtime for direct labor should be penni tted without written 
authorization. The contractor should not have to run the risk of cost 
disallowances whenever he JT!akes arrangements for necessary overt:iJne 
witho~t a written chit from the contracting office~. Provision should 
also be made for p~edetermined overhead rates. 
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•• •", deletin·c "all other ~tent expenses •• •" The:! pre r.en t t.lord:lr.g (~i ~-

Cl.llo.: s an unspecified ca. ter,vlj' of costs. 

a. 1/e recomr.1end that the fourth and fifth sen t.ences be· delt:: ted. 

They presuppose that let:itimate penEion plans are not cc:nditicned on 

profits. In many cases they are, especially in smaller can!Bries; 

some times corporate b~T-laws susrend p2~.111ents into th6 pension fund . 
during had years and authorize the deficier..c:· to 'be made up in pro-

fi table years. 

b. Strike everything c:.fter ''Military Department" ir! the first 

sentence. No consideration seen:s to mve been ~::i ven to the pctential 

chaos created by a llov;ing one rranch of the Government to diEallow 

. what another has approved. An IRS approved plan should always be a c-

·-· ·--· --.. ---·-----

ceptable to the mili ta.ry. services. We also request that the present 
. . 

second and third sentences be deleted and the following new second 

sentence be inserted after "Military Departments": "Consideration of 

the plans by the Military De~rtrnent wil.L be liJni ted to cor:sidera tion 

of cost and allocability thereof and will be the responsibility of 

the Departrnent to which audit cognizance will be assigned". 

c. We request that the first sentence be changed to read, "The 

cost of pension and retirement plans approved.by the Internal Revenue 

Service are allowable except as otherwise determined to be unallowable 

under this ~ragraph"• The rest of the subpiragraph may stand. 

d. No ccrnrnent. 

e. We request that the last sentence of this paragraph e. be 

deleted. It conflicts with the contractor's arrang~mten ts Wlder the 
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I..'l'lternal Revenue Code and penalizes government contractors :i.n re

lation to their comr·ercial. canpeti tors. 

f. In the second sentence we sun:~st substitution of the words 

8 may be" for "is usually" before "necessary"; there is no hard and 

fast rul~ in such cases. Also, immediately after the end of the · 

second sentence we request the insertion of a new sentence·to read 

as follCMst "Where the contractor can demonstrate tmt reasonable 

provision has ber3n made for the effect of Such reversionary credits 

in his method of detennining pension contributions, nos pecial pre

vision for these credits is required" • The beginnmg of the succeed

ing sentence should then be changed from 11 Under these circumstances •• ·" 

to "Otherwise ••• " 

We further recommend that the ]a st sentence of :f. and the suc

ceeding subparagraphs (1) and ( 2) be deleted in their entirety. They 

spell out in detail ~o or three of a great many methods of making 

such arrangements and will tend_ to crystallize lower echelon thinking 

and make them suspicious ·of equally legitimate but different procedures. 

g. Change the Ja st two lines to read as follow sa "• •• pension 

and retirement plans will be considered on an- indi vidUa.l case ba. sis 

and are alla-lable subject to the usual tests of reasonableness and 

allocability·" · 

15-204.28 P~!T PROTECTION EXPENSiS 

Our Cemmittee was uncertain whether this paragraph applied solely 

to the physicalprotection of plants and facilities or embraced the 

whole. spectrum of industrial· securi t:y. There was a general feeling 

that as presently wr.itten only relatively minor expenditures appeared 

to be covered; the paragraph is silent on such major cost items as 

security clearances, au·toma. tic detection devices, accommodations for 
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classified ~ocuments, etc. Yet there is nowhere else in ASPR XV 

where the latter items logically fit. 

15-204.29 PRECONTRACT COSTS 

We request that the last sentence be rewritten as follows: 

"Such costs will be allowed when authority therefor is specifically 

set forth in the c~ntract and nay be limited to a period of tjme". 

15-204~30 PROF6SSIONAL S.6RVI~ - u;GAL~ ACCOUNTI!ll, monr~RING 
AND OT!ii\R 

Our Committee felt that the scope and_extent of Government re-

gula tions, the changing requirements of contract clauses, and shifting· 

Government interpretation of such clauses make it necessary that the 

contractor avaj_l himself of professional assistance. iihether such 

assistance is separately en~aged or comes frcm·the contractor's staff 

should be irrelevant. Nor should paEt cost patterns, jmpact of :J.overn-

ment business, etc., b~. detenning factors in judging allowability. 

11e suggest th:it subpa.ra.graph a. be rewritten as follows: 

"a. This item includes the cost of professional servi·ces 

rendered by the members of the part~cular profession, either as part 

of the contractor's organization or se~ra. tely enE;aged. These costs 

are allowable when reasonable and should be allocated in accordance 

with the principles set forth in 15-201." 

b. ile suggestithat b. be deleted in its entirety as unnecessary . 

. ampli'fica tion tending to crystallize lower echelon thinking to the 

exclusion of other legitimate alternatives. 

c. We request that the -v;ord "UI1successful" be inserted before 

"def.ense" a~d "prosecution" in line 4. 

15-204.31 PROFITS AND LQSsgs, etc. 

We concur with the present. wording but suggest the addition· 

of the following to the last sentence; " ••• except to the extent 

that such gains or los see adjust de pre cia tion on assets acquired foJ: 
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Goverrunt!r.t bllsiness, cr unless SPeCifically providE::d fer in the 

contract. 

Our Corrunittee felt that this paragraph should be rt!l-Tritten to 

permit certain kinds of re~sicn ex~enses, Sllch as resto~tion cf 

facilities to· pre-Defense work condition, whenever su'brt2.11tial changes 

in plant and facilities have been effected at Government behest or pur-

suant to the spcciali zed requirements of defense productio~. 

lS-204.33 RbCRUITING l:{P~·TSE 

No corn:r.ent. 

1$-204.34 ~NTALS OF P:LA!·.;T AND _c;.~UIR-mwT 

we recomnend deletion of sub1~ragraph b. and correction of sub

paragraph a. by insertion of the words "and tii )" between 11 
••• under 

(i)" and "above ••• " in the first line. 

15-?04.35 RESLARCrl AND DEVELOa.!ENT 

a. No Corn.ment. 

b. (1) ile recomrn~~d deletion of (iti) on the ground that it is an 

exorbitant and overreachir~g dema-rJd on the part of the governm~nt. 

We also request deletion of (iv) for the same reasons as· set fort~1 

eari.ier under 204.6e (3), to-wit: no loGical be.sis for differentiating 

bet1·:reen customers ever and under 75~;; no lor,ical basis for the 75/6 

figure in the first place; and no criterion in the regulation for 

detenninir:g \·Iha 1 cor. ~titutes Government business, e.g. curr~nt sales, 

sales plus backlog, or pa :;;t history of Goverr .. ment b~sine s& 

It seems to us that the last sentence of (1), relating to pre-

detennined overhead rates, mould also bt! deleted; it is merely another 

cost i tern and is ado qua tely ccYo::!red elsev.rhere. 
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(~) We reque~t revision of the second sentence of (2) _by 

insertion of the wordE "and development" between " ••• reimbursed to 

a contractor)t• ar.d "may, if allocated ••• " on line 7; we also request 

substitution of the word "related" for "all" later in the same line 1 

and deletion of "production" in the following line. We recommend. 

deletion of the last sentence of this subparagraph since there is no 

valid reason why under certain circ~stances and in some fields of 

application part of rclated.research costs should r:ot be allocated 

to R c-.nd. D contracts. 

We reques·t deletion of all of c ... Under certain circumstances 

capitalized developnent costs and a pro-rata share of pa. tent costs 

should be allowatle. 

15-201.!.36 ROYALTY PA1Mi;NTS 

The words "or proprieto!jr or technical information" should be 

inserted after"pa. tents"at the end of the first sentence, and after 

·npatent (s)"_ in lines l·and 3 of the second sentence. We request that 

the second sente~ce end after "alla11a ble" on line 3 • 

15-20b.37 ·SERVICE AND WARRANTY EXPENSES 

We request that consideration be given to including in this 

Section a clause which would give the contractor the right to include 

these expenses as an allowable cost where it has been the contractor's 

practice to include these expenses in the normal course of business. 

15-204.3 8 SjWERAN CE PAY 

Our Canmittee felt that the paragraph as presently written 

could have inequitable results. It should be rewritten to provide for 

allowabili ty on either an actual or an accrual basis. 

15-20u.39 SP~CIAL 'IDOLING 

We reccrrunend that the entire paragraph be deleted and in lieu 

th:reof a s:bnple statement be inserted t? the effect that special tooling 

is allowable subject to the terms and conditions prescribed for its 
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~oqui~:ition in Section XIII of ASPR. 

lS-~O!&.ilO TAUS -._;.;;;,.;...; ...... .......,......., ... 

· lS-~04 ,4J. TRADA, BUSIN&SS AND PRO:b"6'SSIONAL ACTIVITD;S · 

1:;-~~.42 TRAD!ING EXP~NS65 

Ve raquest tlia t sub-paragraph" c. of this paragraph be deleted 

i."'l its entirety; ·there is no valid reason for differentiating betNeen 

costs of on-the-job-traini~ and training in educational institutions 

sine e the ex:pen se of the former nay be as grea. t or greater than the 

latter. 

We su~?;est. that a. and b. be cotftbined into one p3.ragraph, the 

latter bein~ added as a last sentence to the fo:nner with the words 

"which are lirrli ted to on the job. traini.r:g" deleted, 

We also sut;gest deletion of "director of " and "and" in line 

3 of t~e first sentence; the term "training staff" should include 

it~ head or heads. 

l$-20u.43 TRANSPORTATION ~XP~S~ 

l$-20u.4h TRAV~L iXP-61-;~s 

We recommend deletion of d. There is no definition of "premium" 

transport3.tion in the regulation, and the term is generally unkncwn 

in in dust~~.· Canra nies are enti tJ.ed to haw their personnel travel 

by wl'_la tever means they see fit, . 

The foregoing concludes our comments on the proposed r~vision of 

Part '2 1 ASPR 1:V • We urge that these corrtMents, together with those of 

the other industry groups and associations consulted be carefully 

stu.die d before an~' final revision of the regulation is attempted. The 

cost 9rinciples applicable to Go7ernment contracts touch every aspect 
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of the contractor's perfo~ance; stringent or unrealistic requirements 

can play havoc with a contractor's internal accoW1ting system and with 

his ability to cwpetently perform. 

Very truly yours, 

€ . ~ ' Y'\ c.. c \).A J\ o.JI\ J ' 

E. E. McClaran . ( ~~·'-# 
Controller, · · \! · 
Eitel~ cCullougr, I·n co 

Chainnan, R6'JMA 
Accounting .q.nd Cost Principles-· 

Task Canmittee 
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Chamber of Commerce of.the United States . 
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!e;1~ . 
.-:,, ~~ 1615 H STREET, N.W. • WASHINGTON 6, D:C. 
. 1111\\ ._ NAtioDal 8·2380 

Rear Admiral L. H. Thoaas,USII 
Statt Director 
Purohaaing and Contncting Policies Division 
Department of Defense 
The Pentagon . 
Washirigton· 25, D• C• · 

Dear Admii-al Thomasa 

June 17, 19SS 

· The Chamber of Commerce ot the United States appreciates tbe 
opportunity to submit 1 t,s oo~~~~e'nta and reoOlllllenda tiona regardinc tbe 
proposed revisions to Part II, Section xv, ot tbe Armed Se,..ioea Pzro• 
curement Regulations, 11b1oh prescribes a set ot administrative ooat 
prlncipies that are applicable .to cost-reillbursanent tJPe oontraote. 

,In view ot the tact .that oost-re1mbureanent t)'l)e contraota 
now account tor approx1matel7 one-fourth of all defense procnareen~, 
we regard this ASPR revision as · ~ne of the most important ainoe the 
Armed ServiCes Procuraumt Act was enacted eisbt years ago. 

And despite the recent directive that tJlese cost principles 
no longer Jiay be used ~· a working suide by contracting ottioers 1ri the 
negotiation ot prices lmder tized ... prioe contracts, it 1s inevitable 
that they will have some intluencie on such· ne&ot1at1ons. . 

Copies ot JOur April ll letter and. enclosure were HDt by u 
to tbe more than 100 mamers ot our Committees on lfational Def8D8e 
and Taxation and our Manutactur• Department Commit,tee,. In add1Uon, 
we solicited the recOmmendations ot our Insurance aDCi Domeatio DiJ
tribution Departments on provisions ot particular interest to th•• 
Co11111ents also were received trom some of O\U' trade association ~era. 
All ot theee. expressions ot opinion were evaluated &&ainat the back
ground ot our policy declarations on DeteMe Procurement. 

Time did not permit, the reproduction and diatribution ot )'Our 
May 2S letter, in wich you extended the deadline tor submission ot 
our Section XV comments and requested that SU4:h 0011111181lta cover turther 
revisions to parapapb lS-204. 6e. However, our OOIIDents will oover 
these chan.ges, as well ae those which accompanied ,our April U letter~ 

:--

General Comments 

- Despite certain cletioienoieJ ot a rather aerioua nature, the 
proposed revisions to Seetion XV represent, on the whole, a step for• 

A NATIONAL FEDERATION WORKING FOR GOOD CITIZENSHIP, GOOD GOVERNMENT AND GOOD BUSINESS 

·-· ·-·--·-- ·------·-· --·---.-
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ani 1a the adwiniatration of aovenaent oontracta. J'or example the7a 

1. Are written 1n a bua1nees rather than legal language aDd 
are IIUCh mre detailed than are the present. Coat Principles • 

• 2e lletleot. belate<! .aceptance ot aaD7 modem business prao• 
tioea. 

). -Provide tor a more realistic allovanoe of certain coat 
items •. 

Ia. Pendt inoluaion of aaD7 additional el~ta ot coat tbat 
are not DOw allowed. 

On the other baDCl, the proposed provisions a 

1. Leave too IIIUOh latitQde tor administrative determination. 
For 8DJ1Ple, the introduction ot' pbra~es such as: •aa are reasonably 
necesaa%'7" leaves much to be deterained by 6ovemment auditors who, in 
the past, trequent17 have not damonatra ted a villingness to accept 
certain normal and proper business practices and procedures. 

2. Perpetuate \lllwarrented distinctions between the principles 
goveming sovenaent contract accountin& and those governing tax and · 
seneral corporate acoountin&. 

). Continue to disallow certain elanenta ot cost which are 
an inherent part ot doing business, and would disallow several important 
categories ot expenditures which, under present regulations and rulings 
by the Board of Contract Appeals, are acceptable as items or. reimburse
able coat. 

4. Discriminate againat business concems whose government 
business is in excess ot 2S) ··ot its total volume. A cost that is 
allowable tor a contractor w1 th less than 2S% government business 
should be just as allowable tor OQntractors doing a higher percentage 
ot aovei"'IDent bwsineea • 

. s. Inolud• a D\Diber ot bl&nket stipulations that should be 
matters tor consideration 1n specific contract negotiations. 

Specitic Comments and Recommendations 

The Challlber' 1 comments and reco•endations on apeoitic pro
Yisiona ot the proposed revisions to Section XV are as tollowaa 

· 15-200 SoP!rt of Part .._ Thia paragraph should be amplified 
to state that this of SecUon XV does not apply tAl fixed-prioe 
tJpe contracts, includin& price redete~nation and incentive typ .. , 
aftd tha\ where contrtota ptovidt ror phdet-emined overhead ratea 
tb1. prihoipl.tl 11t torth abaU be \ltled. on11 as a l)aaia tor ne&otia• 
tift& IUOh N ie1a 
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Items tor !P&eial consideration.--There are a DUmber ot cost items 
'Nhich the proposed revision. or section XV I ASPR I continues to disallow I not 
only in contravention of normally accepted commercial accounting principles, 
but in seeming. violation or the proposed revision' a cnm genera1 standard ot 
reasonableness in detennining the allowability ot contract cost. We ref'er 
specifically to advertising, general selling and distribution expenses, am 
entertairunent expenses. 

Although ve shall have more to sq on each of' these subjects in 
Our specific reconnendations mich tollow, ve shoul.d like to register. our 
general view that the allowance of' such costs should be made a matter of 
special negotiation, dependent upon the individual circumstances of each 
case. In general, these expenses are customary costs of' doing business and 
are expecially reiated to the continuing growth aDi vigor of a business 
enterprise and as such contribute mater1ally to the whole ot a compall1'' s 
productive potential. Although not perhaps directly allocable to any govern
ment contract work, the government may nevertheless be the beneticiary or 
substantially lower productive costs made poaaible by the volume and scale· 
or operations the contractor has attained through tbis type ot expense. 

Certainly, there are iJxlividual contract situations (e.g., the 
entertainment of government officials) ·were it would be inappropriate and, 
we believe, unwise policy to allow expenses ot these types aa ·a reimbursable 
contract cost. But to disallow categorically all ot such expenses (with 
the JYtinor exception permitted in the case of advertising) is, ve believe, 
quite lUljustifiable and clearly not in the government's long-run interest. 

Factors Affecting the Allowability of Costs 

We do not question the apparent objective ot greater claritication 
i.Jnplici t in the enumeration ot two additional factors . affecting the allow
ability of contract costs. We do, however, take strong exception to t,be 
probable results or applying neWly created tests tor determination of' cost 
allowabUity ldlich involve •the exercise ot good business judgment in the 
incurrence or cost• and •signiticant deviations in the established prac
tices or the contractor V\ich substantially increase the contract costs•. 

In the. f'irst place, the proposed· revision retains the overriding 
test or reasona~leness 1 lilich should be sufficient to protect the govern
ment's interest. To add a new and most nebulous criterion, the application 
of which would necessarily be even more inpreciae and nebulous in character, 
involving retrospect! ve review and reversal or business judgments made under 
then existing circu.matancea, v.Ul. lead only to contusion, inequity, am a 
temptation to be uncertain 1n judgment in the first instance. 

In the 1ni tial award of' a defense contract, a contractor' 1 general 
reputation, management know-how, responsibUity and productive efficiency are 
presumably surveyed vi th care. It is totally contrary to good contracting 
policy, in the interest ot government as well aa the contractor, to superiJnpoae 
upon this general review authority a cr1 terion invol v1ng retroactive review ot 
individual business judgments 1d. th respect to the incurrence of' costa. This is 
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particularly true in view or the·· fact that e post audit is removed, and 
necessarily so, from the existing circumstances which underre the business 
judgment at the time that it is executed. 

Like1o:ise 1 we believe, the second of the factors to which we have 
called~ttention is unnecessar,y·ir. the light of pre-existing tests of general 
re9Sonableness and the application of genera~ accepted accounting·principles 
and practices. Ue recommend, therefore, that both or these newly established 
standards for cost determination be eliminated from the proposed revision. 

Use of Standard Costs 

'l'he proposed regul..ation appears to be completely silent on the use 
of standard costs and variances from those costs. Throughout the text of the 
nm~ draft there is an impliqation that an actual cost system is to be main
tained,· at least for all direct elements or cost ilwolved. Q1 the other hand, 
repet.ted reference is made to the acceptability of a contractor's standard 
practice-which may 1 of course 1 include the use of standard costs~.nd we 
recommend, therefore, that the use of such a cost system be expressly author
ized by c..ppropriate language in the new regulation. 

Specific Recommenda~ions 

The folloWing specific recommendations apply to pertinent subject 
and paragraph headings 1 as indicated belatl: 

Direct Costs (Paragraph 15~202) 

Revised Subparagraphs lS-202 .1 and 15-202.2 are· somewhat less specific 
i."l respect to allowances for reason able overrWls, spoilage 1 defective work., use 
of average labor rates, et cetera., than are the corresponding provisions of ASFR 
which they are intended to supplant. ~ve recommend, therefore 1 a continuance or 
the present provisions of the regulation or an appropriate revision and expan
sion of language . in the new~ proposed subparagraphs. 

lh the case or "other direct costs", Subparagraph 15-202.3, we 
recomrr.end a revision or the last sentence to read as follaws: "Ylhen., however, 
items ordinarily chargeable as indirect costs are charged to a government con
t.ract as direct costs, such iteros must be el:!Jni.nated from. the overhead alloca
tion." (Underscoring supplied.) ThiS suggestion arises from the fact that a 
single contractor may charge a normally indirect cost to a government contract 
as a direct cost in one factory but as an indirect cost in another factory 1 
depending bot~' upon circumstances and contract provisions. · 

Indirect Costs (Par~graph 15-203) 

We have a number of spec:lfic comments and recommendations with refer
ence to the various types of indirect costs discussed in the proposed revision. 

Indirect engineerL?lg expenses .-The language of this subparagraph of 
the proposed revision does not appear to recognize the position of a manufac
turer who sells to the government an article essent~lly identical to his 
reguL.;r .civilian output and on whicb the incurrence or indirect engineering 
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expense is taking place cont:inualli. It is perfectly pOssible for a manu-
. facturer or this type to hav~ no direct engineering man-hours expended on 
items sold to the goverrw!nt, but to deny him reimbursement Of the allocable 
portions of certain regular engineering costs which apply to coJI11Tercial-type 
item sold to the govemment is, we believe, wholly indefensible. We urge, 
therefore, that the regulation take expressly into account this not \Ulusual 
situation and authorize the allowance as a contract cost o! indirect engineer• 
ing expenses Wlder such circumstances • . 

We recommend .f'urther that the first sentence or this subparagraph be 
~nded by deletion of the word "chiefly" and the addition of the rollo-N'ing: 
"and such other related costs as the contractor consistently charges to 
engineering overhead"• Such amendments would avoid any possibility o£ inter
pretation restricting ~ost allowability to the three general categories of 
expense specifically identified in the presently proposed language • 

Selling and distributions e~nses.--This item of.contract cost is 
one to which we have aireaai addressea a general comment, and, in accordance 
with t1£at general obsarvation, we reiterate our objection to the proposition 
that "Generally, such expenses are not considered to be all~A.ble. ••"• It is 
true that the lAnguage or the proposed ·revision appears to repres·ent a partial 
liberalization of present practice with. reference to the allowance of such 
cost tmder the gove~nt contract. Nevertheless, the allowance of any such 
cost is made dependent upon a reasonable defin·i.tion of benefits to contracts in 
question and clearly prohibits the expenses ot 11pure selling". 

lie disagree with the philosophy that selling and distribution expenses 
are generally tmnecessary in obtaining .government ·business 1 and urge the 
following specific revisions in the proposed language of Subparagraph 15-202.3: 
First, elimination in its entirety of the second sentence and the word. "active" 
at the beginning or the third sentence; second, deletion or the words "rather 
than pure selling" at the conclusion of the third sentence; and third, complete 
elimination of the last sentence. 

-203.4 .
.ll.lthough the enumeration o actors to e consi ered reac · g eq table re
sults in the allocation Of general and administrative expenses was undoubtedly 
intended to be a clarification of present provisions, we f'eel that this attempt 
at further specification 6f matters for review in such allocations may only lead 
to further confusion. We would recommend, therefore, that all of subparagraph 
15-203.4 following the second paragraph be deleted. The result would be to 
bring the allocation or such expenses into line with normal commercial accol.mt-

. ing practices and, in addition, avoid any possible overemphasiS on the uae of' 
factors specifically' enumerated. Moreover, it is not entire:cy- clear to us 
just how the factors or inventory' levels and ratios might affect the equitable 
distribution of general and administrative expenses. 
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A~plle<itions of Basic Cost Principles and Standards to 
Selected Items of Cost (Paragraph 15-204) . 

Our specific comr:1ents and recoriunenda tiona w1 th reference to indi
vid~~l items of cost treated in this proposed revision to Section XV 1 ASFR, 
appear.below. · · 

Advertising (Subparagraph lS-204.1).-This is another of the cost 
iteJm to which we have mde reference in our comments above. The proposed 
revision to ASPR restricts the allowan.ce of advertising cost to institutional 
advertising in trade and technical journals and to helP-Wanted advertising. 
At the risk of appearing repetitious, we wish to reiterate that institutional 
advertising, regardless or the media employed, is a real cost of doing busi
ness, and the pro rata share of such cost should b~ allocated to cost-type 
government contracts along with other general and adm:illistrative expenses. 

This too narrov restriction on the allowance of advertising cost 
appears to overlook completaly the situation or the nanufacturer who furnishes 
military items at the expense of his normal civilian busiiless and who, during 
&n emergency period, must resort to institutional advertising for the retention 
of his uormal markets •. 

lh general, we empha.si~e again that advertising, whether institutional 
or product-line' is an i tern or expense which should be made the subject or spe
cial negotiation in determining its allowability as a government-contract cost. 
~'pacifically 1 general, institutional and educational advertising should be 
evaluated in indi,~dual cases in the light of its direct and indirect benefits 
to covemment business. Product advertising is a selling and distribution 
e~nse from which the govel"'U'lBnt has long derived demonstrable benefits in the 
form of productive capacity and should, we believe, be allowable, subject to 
the safeguard of individual negotiation, AS an item of selling and distribution 
expense. 

Bid~ Expense (Subparagraph 15-204.3).-The llberal~ation in 
allO\oranca of t type or contract cost may be more apparent than real. lh 
&lmos t every instance bidding expense applicable to a particular contract would 
nave been incurred in a prior account:fng period with the result that the pro
posed subparagraph denieR the recovery or bidding expense except as to expense 
of this type relating to future contracts. We recommend, therefore 1 the con
sideration of allowing as an item or cost chargeable to a cost reilnbursement 
type contract the contractor's bidding expense direct~ pertinent to that 
contract. 

l5-204.4).~e recommend t 
be deleted in its entirety. 
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determine the intent or furnishing f'ood services at a loss,· there would see1:1 
to be a clear inconsistency between this restrictior. and the general allow
ance as a contract cost of "employee morale, health s.nd welfare" expenses by 
Subparagraph 1$-204.10. IDsses sustained in the operation of food services 
for the benefit of employees is, of course, no more than a form or fringe 
benefit and should, we believe, be allocated to all of' the contractor's produc
tjon, including government work, without the necessit,y or negotiating a special 
contract "provision. 

Civil Defense (Subparagraph lz-204.S).-lf as a matter of' publlc 
policy the goverrunent desireSthe widespread support by industry of civil de
fense progral'8--and we believe this 1s clear:q the case--we are· unable to 
understand the restriction on allot:-abilit,y or such costs to expenditures made · 
on the contractor's premises and the express prohibition against reimbursement 
for contributions to local civil defense funds. Man7 government contractors 
enter actively into the civil defense programs of' their respective communities 
including not only direct financial contributions but the ·loan ot equipment and 
·personnel. A categorical disallowance ot costa so incurred cannot tail to dis .. 
courage active participation by manufacturing companies in .local civil defense 
proeraJII3. At the very least, we suggest that the items now disallowed by the 
proposed subparagraph be made matters f'or special negotiation in the light o! 
all attl!ndant circumstances. 

ub ra h 1 -204.6 .-we have 
a n'.mi:>er as!c o jections to t ge o proposed s paragraph lS-204.6. 
Our objections relate not only to specitic disallowances required by the 
language of the proposed subparagraph but to the application 1n this area ot 
arithmetical formulae which are entirely inconsistent with tha general test of 
~asonebleness laid down by the regulation for the determination or cost 

· allowability. 

We asswne that subparagraph a. permits rei.Jd:>ursement f'or incentive 
type compensation whether or the illlned!ate or deterred distribution type. How
ever, we believe that the initial sentence should be clarified to explicit]Jr 
allow reimbursement f'or such cOmpensation. 

The disallowance 88 a contract cost or the value or stock options to 
contractor persorme~ is contrUT to a growing practice .in American industry' 
that is, in many cases, ot ·benefit· to the government as well as to the corpor
ation involved. Clear:cy such opticma are intended to induce the continuous · 
employment or key corporate employees, the retention ot whom may materially 
affect productivity 1 etf'iciency and cost reduction. The cost of' such options 
1s recognized as a business expense for tax purposes, and although we are not 
suggesting that such costa be allowed indiscri.Jrdnate~ tor government contract 
purposes, we do believe that such iteJII!I should be made the subject ot special 
nogotiation in individual cases. MOreover, this express prohibition appears 
to be inconsistent with the allowance by subparagraph lS-204.6.f' or stock 
bonuses as a contract cost. 

Turning now to subparagraph d. of' this important section or the pro-
. posed reeulation, we note the inclusion ot. "production incentives" as an item 

or allowable cost and the exolue ion of'. "management incentives". Whether or not 



Rear Admiral L. H. Thomas Page 8 

the latter type or incentive payment may be read into the general language· em
ployed is, or course, a matter or interpretation. lie recommend tha~ such ~
r-ents be expressly allowed subject to the usual tests or reasonableness and 
normal business pl~ctice, for the reasons we have suggested below under our· dis.:. 
cussion or profit-sharing plans. 

We are pleased that contributions to profi t~haring plans are being 
given express tre::.tment as a contract cost. We do not agree, howevever, wit}:l 
sorne of the restrictions written into this section of the regulation. By way of 
general discussion, it appears to us that a variety or considerations not recog
nized in the proposed subparagraph should go into the determination of the allow
&bil.ity as a contract cost or contributions to profit-6haring plans. The reason
ableness or such contributions :in the light or total compensation should be a 
principal consideration. In addition, the purposes or the profit-sharing plan and . 
the question of whether or not contributions of . this type are a normal and regu
lar part or the contractor's sys.tem or compensation !1l'USt be given due weight in 
every case. For these reasons, we cannot agree with the 15 percent-or-total-basic-

. con!pensation test for general application. · 

There :is the widest variation in industry as among profit-sharing and 
stock-bonus plans and their relationship to straight salaries, and the imposition 
of an .arbitrary percentage limitation or this type would, in our opinion, almost 
certainly produce erratic and inequitable results. The determination of compen
s~tion for personal services is a matter for executive judgment, and we repeat 
that the reasonableness of total compensation in the light of the current labor 
market and general business practice is the proper criterion for the allowance 
of costs for personal services. · · · 

Final~~, we note in your letter or Hay 25 that the previous limitation 
or 75 percent of nongovernment business on the allowability as a contract cost 
of co~tributions to profit-sharing plans has now been modi!ied. This, we believe, 
is a step in the right direction, particularly as it relates to the numerous 
companies whose percentage or government business may fluctuate from time to time 
above or below this fixed limit. Nonetheless, the amended language persists in 
the use or a strict percentage limitation which necessarilY fails to take into 
account the general test or reasonableness under all the circumstances. · We re
pent our suggestion that this is an attempt to lay down arbitrary standards in 

·an area of the widest possible variation. We think such a limitation not only 
unwise but undoubtedly productive or inequitable results. 

Contin encies Sub ra ra h 15-204.7 .-To avoid any possible misin-
terpretation the provis ons o t s paragraph, we suggest the insertion 
of the word "reasonably" after the phrase "an event whose occurrence cannot be" 
appearing in the first sentence. We would suggest also the addition 0! the 
following sentence: "Where it can be established that a liability exists, a 
reasonable estimate will be allowed in determining the costs or the contract. n 

Depreciation (Sub~ragraph l$-204.tt;--we assume that the ASm. cost 
interpretation or depreci&:t on appearfiii lii Department or ·nerense press I 

release of l'ay 12 has the effect or at least partia~ altering the import ot 



ReQr Admiral L. H. Thomas 

this proposed Dubparagraph. Our comnent, therefore, is addressed both to 
the relGase and to the proposed langt1age of this subparagraph as -wre assune 
it to now be ~2n~d. 

~'le note from the }Jay 12 release that depreciatior. allm·:ances 
authorized by Section 167 of the Ihternal Revenue Code of 1954 are accept
able as co:1tract costs subject to their acceptability f·or tax purposes ~nd 
the further proviso that the costing of defense contracts is consistent with 
the costing of the contractor's nondefense work and is so reflected in his 
books of account. ";le trust that this express provision will be spel:l_ed ollt 
in detail in the final publication of this }Jroposed revision to ASffi. In 
addition to a clear statement of the allowabil; ty of depreciation authorized 
by the rJew Internal Revenue Code, v;e believe the regulatio11 ir. subpar~erarh b. 
shou1d be r~tTorcle·d to avoid any possible ini'erence that the words '.'consistent 
application" are intended to deny (1) the adoption of the surn-of-the-years'
digits or the declining-balance method, or (2) the ~rmissible switch t:nder 
the neH. I.'lternal Revenue Code from a declining-balance to a straight-line 
~thad of depreciation at any tL~ during the life of a depreciable asset. 

_SUbparagraph c denies the all~rance as a contract cost of deprecia
tion on idle facilities: As a practical matter, a. defense contractor produc
ing the came iterr. :for civilian and military use is unable to deterrr.ine the 
amount of depreciation on idle facilities allo~able to mill tary work and thus 
considered nonallowable. .Horeover, depreciation on stand-by facilities is a 
cost factor invariably present in manufacturing operations except i."'l the most 
abnormal and short-lived period9 of full capa.ci ty • As a consequence, · the de
preciation of idle facilitieD is an ever present cost of doing business, and 
the allowance of such costs should be recognized by these regulations. 

He sugeest finally that under subpa1•agraph e the second sentence 
be reworded tc read as follow·s: "After the expiration of the e~rgency period 
for the facilities concerned .'~·There a cietermination of •true -deprccia1ion' has 
been made, the balance of the cost of ~uch facility over the amotmt of· •true 
depreciation' recognized in costs will be depreciated over j_ts remaining 
useful life and lTill be the only amount recognized as allowable ~o5t 1 subject 
to paragraph 15-204.12". This suggested chcinee has as its object the assur
ance of a full recovery of cost in all cases. 

Excess F~cilities (Sub ra a h 15-204.12 .• --OUr con1rnents with 
reference to the a owance o depreciation on j_dle a.cili tics apply with 
equal force to the allowance of the costs of maintaining and housing idle 
and excess facilities •. These are normal costs of doing business and should, 
we believe, be allowed in normal circumstances. 
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Initial Production Costa (Subparagraph lS-204 .lS) .--We recormnend 
the elimination of that sentence in this subparagraph lilich reads, •In 
cases where these costs continue to an unwarranted extent after the con
tractor has been allowed reasonable time to learn to make the product 
efficiently, the excessive costs will be subject to disallowance.• This 
suggestion arises from our fe8ling that the real point involved is covered 
sufficiently by the preceding sentence and that the inclusion of this 
sentence is an open invitation tor the substitution of a post audit recom
mendation in a matter that 1a properly one tor management judgment.· More
over, the government is at all times armed with the power of terminating 
the contract tor the convenience of the government. 

Insurance and Indemnif'ication (&lbparagraph lS-204.16).--It is 
·our belief that insurance coverage 1 dictated by business prudence and in 
effect at the time of undertak::l.ng a government contract, is a normal 
business expense ani should be full.7 a11owable for contract cost purposes. 
The total effect of this subparagraph is to throw the contractor upon the 
mercy and wisdom of the government in approving an insurance program since, 
on the one hand, the allowance or insurance premiums as a contract cost is 
made to depend upon advance approval by the military department involved 
-and, on the other band, the contractor is denied recovery tor any lminsured 
loss. This would appear to be another case in lilich the over-all test of 
reasonableness of coverage and rates is sufficient tor the full protection 
or the government' 8 iDterest. . .. 

The dis8llowance of the cost or use and occupancy irururance, 
insofar as it covers profit, interest, et cetera, is, wa submit, completely 
doctrinare inasmuch as there is no practical wq of detennining g$1erally 
how much of the cost of such insurance ia attributable to coverage of loss 
tar profits and interest. 

ArrT generally recognized method or pricing materials issued from 
stock is acceptable tor contract coating purposes provided the method ia 
consistently applied and the results obtained are equitable. This provision 
ot Subparagraph d is untartuDately watered down by the implication that a 
special agreement between the contractor and the government is required to 
allow the use of LIFO inventory costing. LIFO is a generally accepted 
method ot inventory pricing. The results obtained from it are equitable 
and mere it is conaisten~ applied there is, we submit, no reason tor a 
special contractual agreement authorizing ita use. We urge that this be 
made clear in the language ot the regulation. 

The principal. eq>haaia in Subparagr&P,h t under •Materials and 
Supplies• is upon the uae or a cost basis 1n· the iranster or materials and 
supplies between plants, diVisions or organizations UDier the same corporate 
control. This rt11q be proper in some cases. If~ however,· a multi-plant or 
llUlti-division contractor has a vell established plan tor 'the pricing or 
sales or transfers between plants, divisions, et cetera, we believe that 
the operations ot such a system should be recognized tor contract cost . 
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purposes subject to the limitation, of course, that transfer prices so 
charged may not exceed the sales price to the moat favored customer or 
the competitive price of'. the item from other suppliers. This rather 
customary method or pricing inter-pl.ant or. inter-division transf'ers is 
limited by the language or the proposed subparagraph to the sale or 
transfer or items regularly m$Duf'actured ani sold through commercial 
chanpels by the transferor. We believe this restriction should be 
eli.Jriinated and that the present emphasis upon cost alone as a basis of 
transfer should be altered by appropriate language revision. 

Overtime Extra Pa Srl.f't and Multi-srlft PreJid.ums (Sub ar h 
1S-20u.2$) .-- o gener y uno .jec o e, this por on o e pro-
posed regulation overlooks two possibUities mich we believe it should 
consider. First, it ignores the situation mere a manufacturer's produc
tion lines contain identical products intended for both e1 vilian and 
military customers. Under this to'pe of operation ~t is, ve believe, 
completely impractical to require a separation of' overtime premiums on 
those itans intended for delivery under military contracts. 

Our second observation haa reference to the tact that the pro
posed language falls to differentiate between overtime and shift pranium 
p8.1J118Dts to direct labor am in:lirect labor. As an example, most manu
rac·turing plants employ guards on a 3-shitt, 7-da:T schedule. UDder the 
terms or the proposed regulation it would be necessary to obtain prior 
approval f'or shif't premiUJnS paid to such guards even though the cost ia 
simply a distributive charge into burden for all departments. Capital 
goods companies inf'om us that mU1 ta17 auditors trequcmtl;r take exception 
to all indirect overtime and ehif't premiums. We recommend, therefore, that 
the proposed subparagr&}il be reworded in part to read as followet •cost 
of' overtime and ehitt premiUN -tor direct labor is allowable only to the 
extent expressly provided tor in the contract or otherwise authorized by 
the government. Cost or overt 1M and shitt premi\Uil8 for iDdirect labor. ia 
allowable without prior approval, it reasonable, am the cost ia al1ovable 
on a pro rata basis to commercial. ~ vall as gover1111ent work.• 

Pension and Retirement Plane ar a lS-2 .27) .--By the 
terms of this subparagraph, pension and retirement p ana, ject to the 
approval of' the Internal Revenue Service 1 must have such approval before 
consideration v:l.ll be given them by the milita17 department concerned. 
The regulation provides further, however, that approval by the Internal 
Revenue Service does not necessarUy assure the allowance of contributions 
to su:h plans as a contract cost by the militar;r. The conclusion ia, of 
course, that the military department involved will pase up6n the allow
ability or the costs of' tm7 pens.ion plan prior to contract finalization. 
This, ve believe, is a ccrnpletely impractical requirement. · 

Plant Protection Ex naea (Sub ar 
protection expenses o , our op on, COilSider allowable. 
We have two obj actions to the segregation of' pl$Dt expense stipulated by 
the language of this subparagraph. Firat, .,mere a contractor· is engaged 
1n the performance or a number of classified government contracts at one 
:Location, it would be most dit!icul t, it not iq)ossible, to allocate 
spec.ial plant protection costs to each contract involved. Seco~, and 
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again mere a single contractor holds a nl.Dilber or government ccmtracts, it 
would be impractical tor the contractor to develop an individual overhead 
rate for each of the government· contracts. 

Precontract Costs (Subparagraph 1$-204.29) .--The provisions of 
this subparagralil shoUld be considered in relation to the provisions of 
Subparagraph 15-204.32, "Reconversion Expenses•. Both types ot cost are 
disallowed by this proposed revision to procurement regulations. It 
would seem that equi 't7 requires the allowance or one or the other as a 
necessary contract cost •. At the very least, we believe that precontract 
costs and reconversion expenses Should be made matters for special con
sideration under the circumstances of each case rather. than being cate
gorically disallowed. 

Rental.s of Plant and ui ment Su: ar a h 1S-2Cb.3U) .--we 
question if subparagraph is required in this . case, partie ar y in the 
light of the test of reasonableness laid down by subparagraph a. Taken 
together, the effect of subparagraphs a and'!; as now written,-is to 
penalize companies lilich have sale and.leaseback arrangements as con
trasted with companies holding conventional leases. We think it wou1d be 
a rare case to find a conventional lease lihere the rental rate was 
equivalent to •normal costs, such as depreciation, taxes, insurance, and 
maintained expenses" attributable to the facilities leased •. We repeat 
that subparagraph !. should be deleted from the regulation. 

IIResearch and Develo nt• (Sub ara a 1$-204.3 --In general 
we believe that gener research on the part o industry should be encour
aged by the government as a matter of public policy and that the allocable 
portions of costs so incurred should be allowed as a government contract 
cost without requiring as a condition of such allowance an agreement that 
the contractor divulge to the government the results of iD::lependent 
general research. 

Ordinarily the government's contribution to the support of pure 
research by industry under c.ost-reimbursement type contracts is relatively 
limited am yet under the proposed regulations the government seeks the full 
product of such research with no guarantee that knowledge .so divulged ~ 
not be made available to others.Lf The recent report of the Hoover Colllllis- : 
sion, reconunending a greater rather than lesser expenditure of public fundS 
on research and development, appears to lend credence to ·the theory that 
a:n:y addition to the general fund of scientific knowledge is an asset to the 
National Defense program. If' there are extreme cases in lilicll the govern
ment feels obliged to require a complete divulgence of the results of such 
research, we recommend that such disclosures be made the matter or special 
contract negotiations. 

y Our views on the acquisition of a manufacturer's technical data by the 
government are set forth at length in our letter of January 3, 19$51 
copy attached. 
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Once again we find the 7S per cent non-goverment business test 
applies. The objections we have set out above in connection vi th the _ 
application of this test to •compensation for· personal services• apply 
equally in this instance •. By way or reiteration, ve object generally to 
the imposition or the fixed p~centage limitation as a test tor the 
dete~tion of allowabUity as a contract cost. At the very least1 we 
believe the test should be mocli.tied as it has been in the prior ease in 
conformity with your letter of May 2S. 

0 

It 1 as a eondi tion to the allowance or general research expenses 
as a contract cost 1 the govemment insists upon the di vulgenee of the re
sults of such research, then lie believe that the language of the proposed 
regulation requires clarification. The manner and time of divulging this 
information is not made clear. Does the language used mean that the eon
tractor assumes an atfirmati ve duty to supply the govenunent with the 
results or its full research, or does it mean that the contractor sinq:>ly 
agrees, if asked, to keep the .government informed? 

Finally, we are unable to agree with the exclusion tram allow-. 
ability- under research and development contracts of costs arising from 
•related research• conducted with the contractor. It seems to us that 
there is as much possibility of benefit accruing to a research and 
development contract as might accrue to a cost-type production contract 
and.1 as a consequence 1 no distinct!~ should be made as to the a:llowabUi ty 
of costs so incurred. 

Taxes· (Subpar~aph 1.5-204.110).-Although we have no disagreement 
in principle, we are co~rained to suggest the impracticabUity, in some 
cases, of the refunds required umer subparagraph e. In the absence or 
performance under defense contracts at the time of-tax refundG, it appears 
that the practicability or determining the proper amount of such refunds 
allocable to contracts performed as much as 10 years earlier is highly 
questionab1e • · 

Training Expenses (Subparagraph l$-20h.42).--we believe. that the 
disallowance of the costs of training in educational institutions except 
to the extent specifically provided by eontract is unnecessary and1 tram 
the govermnent•s standpoint, \Dlwise. In many cases it is impossible to 
foresee at the time of tile negotiation of a cost-type contract what train
ing requirements may be involved. In a very real sense the ·benefits of 0 

such train:illg accrue to the government through improved contract perfonn
ance and net cost reductions. Again, employee educational programs conduct
ed by employers are by now so well established as to make or them a normal 
cost of doing business. Accordingly 1 we recorrunend that subparagraph c be 
amended to read t •costs of training in educ~tional institutions w:l.li'De 

. allowable where the program is available to ~ employees, the tra.i.ning 
period is during hours not paid by the contractor, and the cost is distri
buted on a pro rata basis between co:rrunercial and government work". As for 
training programs mich do not meet these specific criteria, they might 
very properly be left to the discretion or the contracting officer in 
individual cases. 
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ra ra h 1S-2o4.L4 .-we recommend the elim-
----~~~~~~--~~~~~~~~~ ination of s paragrap d w ic authorizes the a owance of the cost of 

prezrium transportation only where such costs are shown to be necessary to 
perforr:1ance of the contract. ·we assume the word npremiumn has reference to 
the choice of air travel rather than rail or to the distinction between 
differing types or sleeper accommodations. Barring wholly \mreasonable ex
penditures--which are, or course, governed by the general tests applying to 
all costs incurred W'lder govern.JOOnt contracts-this is largely a· matter ot 
personne_l administration and employee relations, and this restriction should 
be eliminated from the regulation. 

General Conclusions 

Dl concluding we should like to draw your attention aga.in to three 
basic propositions which are implicit in our approach to the proposed revi
sion of contract cost principles. 

In the first place, we consider it exceedingly important that this 
revision be completed in the light of the procurement problems existing today 
~nd in the foreseeable future. Procurement continues at a very substantial 
magnitude even though it is nowhere near the wartime point. There is, of 
course, a continuing problem in connection with the procurement of aircraft, 
guided mis5iles, etc., although no m1ique purchasing problems are raised by 
the procure112nt of the great majority of military supply items. Presumably, 
we ~re in the mi~t of a long period of procurement of goods which has leveled 
off at approximately $18 billion per year. The same emergency charact~ristics 

· of procurement which are incident to an all-out war effort or sudde~ defense 
build-up are not present. Yany corporations upon which the ·country must rely 
for great engineering lmow-how; imaginative, creative researc;:h; end down-to
earth production results are now engaged, for the most part, in strictly 
con~rcial lines. The government is therefore in competition for the best 
brains, the best lmow-how and the best facilities avail~ble in the public 
interest. Thus 1 the prob~m is different than that obtaining m an e100rgency 

· situation.. The problem MUSt be placed in its long-term perspective and we 
must riot pennit any part of procurement negotiation to be revie\rred, revised or 
extended withot1t address-ing the problem in its long-term perspective. 

Having in mind. this quick look at the problem, we believe that the 
cost principles revisiOl'l should be oriented to a basic criterion or series of 
criteria which arA fa.ir to the government and to industry. We suggest as a 
principal criterion. thB.t the gove~nt should.bear a fair share of the normal 

. costs of doing business. 

Equally as important, however, as the basic criterion we have sug
gested is the procedure or neeotiation or imple~~entation of that criterion. 
Some of the -contract costs with which we deal here are, in our judgment, 
clearly allowabl~ or disallowable by any reasonable man 1 s standard and without 
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too much debate. Ql the other hand, there is a body or costs which are not 
clearly definable because their character changes somewhat from case to case. 
VIe submit that in this area-in which we feel such expenses as advertising, 
profit sharing, etc., fall-the tool· of individual contract negotiation 
shot,ld be employed rather than regulatory fic.t which will almost certainly 
produce erratic and inequitable results. 

* * * 
This concludes our comments and recomnenda.tions respecting the pro

posed revision to the ASm. May we again express our appreciation for this 
opportunity to offer our comments on such an important section o! procurement 
regulatious. If we can be or any further assistance or if you would desire 
·to discuss these rretters directly with representatives of' this office, please 
do not hesitate to call upon us • 

CWS:e 
Enclosures 

.l. 

Cordially, . . 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

Incorporated 

NATIONAL HEADQUARTERS: 1107 19th Street. H. W. • Washington 6, /).C. j REpublil' 7-'1414 

Rear Admiral Lo Ho Thomas, SC, USN 
Staff Director 
Purchasing and Contracting Policies Division 
Office of the Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon 
Washington 25, Do C. 

Dear Admiral Thomas:: 

20 June 1955 

The National Security Industrial Association greatly appreciates the opportunity 
to review the proposed revision of Part 2 of Section XV of the Armed Services Procurement 
Regulation, dated March 23, 1955. Because of the vital interest this draft has to the 
members of NSIA it has been intensively reviewed and our comments are submitted in the 
expectation that they will receive serious considerationo The enclosed comments· have 
been prepared by the Accounting and Auditing Task Committee and have been reviewed .by 
the NSIA Procurement Advisory CoMmittee, which consists of 156 members, representative 
of American industr,y, both large and small, and of every major segment of suppliers to 
the Military Establishmento 

It is the very frank op1n1on of all members of the reviewing committees that 
the proposed draft revision is so drastic and contains so many objectionable features, 
that it should not be released until there has been a full and complete across-the
table discussion between representatives .. of the Department of Defense and of Am~rican 
business as to' .the b~sic principles involvedo 

It is apparent that wherever the draft adheres to cost principles some encour
aging and constructive progress has been made. The proposal has liberalized the treat
ment accorded contributions and donations and it now specifically covers a number of 
cost items which do not appear in the current Section XV of ASPR~ The inclusion of the 
latter, however, merely represents a formal recognition of costs which have been re
cognized as allowable in the pasto 

The proposal falls far short of following "generally acceptedaccounting 
principles· and practices," even more so than the current Section xv~ An. unjustifiable 
disinclination on the part of the Government to share in the normal costs of doing 
business, from which the Government derives ·clear and demonstratable benefits, still 
pervades this drafto Most of the expenses in the unallowable categories are normal 
and regular costs of doing business and they, as well as those costs which can be 
directly allocated to a particular contract, contribute to the productive ability· of any 
business enterprisee . All of the enterprise's customers, including the Government, share 
in benefits which derive from a firm's productive capacity and efficiency·and these 
benefits are no less real because they are indirect. 



The failure ·of the proposed draft to recognize "generally accepted account
ing principles" ·is pointedly indicated in the following respects: 

(1) The draft would require the imposition of hindsight judgment of military 
audit personnel in reviewing the reasonableness of management decisions" 
The clue to this is set forth in Section 15-20l.b(iii)~ This provision 
should not be made any part of a document used for cost determination. 

(2) Throughout the proposed draft there is interjected a requirement that the 
auditor evaluate the equities of the situation, in addition to his usual 
function of measuring the reasonableness of the amount and the proper 
allocability of the itemo Section XV should be limited to indicate types 
and amounts of cost which are or are not allowable in cost type contracts 
and it should not be made an audit manual for the various services. 

(3) In the treatment of compensation for personal services and research and 
development expense, the Section arbitrarily discriminates against con
contractors with more than 25% government businesso If the specific cost 
i terns are reasonable· in amount and properly allocated to all of the 
contractor 1 s business, the cost i tern should be an allowable cost, re~~ard
less of the degree of government businesso The proposed procedure would 
discriminate particularly against small business and against the indivi
dual employe.es of any company tvith more than 25% government business. 

(4) In the attempt to "define, delineate and clarify cost determinations ·. 
of individual items," the draft has entered irito a detailed treatment 
which apparently is an attempt to cover peculiar circumstances of 
"special cases" this results in arbitrary, unilateral and artificial 
determinations of allowable costs vThich is not consistent wi t.h sound 
business practice and is very unfair to government contractors~ These 
unjustified and inequitable restrictions and limitations appear through
out the draft of which the paragraph on compensation is a glaring example. 
It would be more logical and equitable to cover these special situations 
at the time of negotiation of o~iginal contract termso 

(5) In many cases the determination of allowable costs has been conditioned 
upon authorization. by special contract provision or by written author
ization of the contracting officer, which is wholly unsatisfactor.y and 
unrealistico This would involve special negotiations on individual items 
which would not only be tL~e consuming but also costly in contract 
nego-ciations. 

The draft also fails to cover certain subjects contained in the present Section 
rl including the use of standard costs, the use of predetermined overhead rates, moving 
and rearrangement expenses, relocation expense, subsistence and housing of employees, 
.commissions of bona fide sales representatives, and the cost-sharing of research projects 
with educational or other non-profit institutions • 

. In the attached r~port the members of our Accounting and Auditing Committee 
have treated each section individually, setting forth first·their comment regarding 
the Section and suggesting where applicable· a proposed revision in which deletions are. 
indicated by strike-outs and new material indicated by underlining .. 

j •• 

I 
~. 



While an effort has been made to state the position of the committee and 
its reasoning in each section of comment, we firmly believe that it would be highly 
desirable to schedule a joint industry-military conference for discussion of tne 
basic principles involved and the· treatment of individual itemso We strongly 
recommend that this be done and are prepared to send representatives to such a 
m~eting. 

Enclosures r 10 copies 

cc: ·:ur members : 
~Procurement Advisory Committee 
~Accounting & Auditing Committee 

Cordially, 

-s-~$~ 
Frank L. Fuller 
Committee Executive/for 

Paul ·Ao Reck 
Chairman 
National Security Industrial Association 
Accounting and Auditing Committee 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

10 June 1955 

~5-200 - SCOPE OF PART 
I 
9omment: The paragraph as written carries on the same problem which hQs been serious in 

I 
~he past and unless corrected may ;1ell continue to be serious in the future. This problem 

is the misapplication of Section XV to other than cost type contracts. This serious 

lroblem has been the subject of many discussions with the services ever since Joint Letter 

~12 dated 5 August 1949 was released together with later varying interpretations from 

lndividual services •. It is very important to give a clear prohibition in this first 

I paragraph of the revised Section IV against the use of the Section to other than cost type 

·bon tracts. 

In addition~ it is not clear what is meant by "commercial type accounting systems" 

but it is believed that this merely covers the general manufacturing and engineering company 

ls distinct from certain organizations such as schools, universities and the like. If there 

ls a different. interpretation by the Section XV sub-committee this likewise should be ex

blained to the contractors. 

' pugges ted Revision: . . 

I This part. sets fort.h principles and s tardards for the determination and allowance 
Ff costs in connection with cost-reimbursement type contracts and cost-reimbursement type 
subcontracts thereunder for procurement of supplies, services and research and development 
fork with organizations having commercial· type accounting systemso However, this part does 
not apply to contracts for facilities., construction and architect-engineer services related 
~o construction, nor does it apply to' fixed price type contracts including price redetermin
,ation and incentive type cont.ractsc Similarly, this Section does not apply to the termina
~ion of contracts which shall be governed by the provisions of ASPR Section VIII. 

I - 1 -
lNSIA 6-20·55 
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15-201 - BASIC· PRINCIPLES AND STANDARDS 

Comment~ (a) No comment. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT,J/23/55 SECTION IV 

(b) The inclusion of item (iii) "exercise of good business judgement in incur-

renee ot cost" is most objectionable since it attempts to convert the set of cost principles 

into a tool for enforcing the Governmentvs ideas of what constitute good management policies 

and therefore shouls be deleted• The inclusion o£ this point would encourage auditors and 

contracting officers to· substitute second guessing in their judgement (many times after~.the- . 

fact) for well established.policies of a contractor. Obviously~ such a~provision should 

never be made. a part of a decument used for cost determinationo Moreover, this position is 

completel.T contrary to the principle defined by the Board of Contract Appeals, in the 

Swartzbaugh Manufacturing Company case which held that 11 the executive officers of a contract

ing corporation should be allowed.to exercise the judgement on which their stockholders rely 

and on which, among other factors 1 the Government has also relied in placing the negotiated 

contract~ If there are other ways of doing.the same thing it is not normally the function 

of the contracting officer to substitute his own judgement by disallowing costs because 

some other approach to the problem might be preferred." 
. -

It is recommended t~t clause (iv) be deleted. on the prounds that the Goverpment 

has adequate s.teguard through the application of the tests of reasonableness and generally 

accepted accounting principles and practices as covered, by clauses (i) and (ii). This pro-

vision is therefore redundant. 

Item ( v) should l;)e amended to broaden the ·c~au·se that special agreements may be 
., 

entered into on items of cost and covered by specific proii:s-ions in the contract. Con-

sequentlyJ the wording should be amended·to give effect to these special provisions. The 

use of standard. costs is not covered and it is also desirable to make some definite state-

ment to permit such costs where consistent with the contractoras accounting practice. 

(c) The words "accruing to11 should be changed to "received by" to be consistent 

Vith p~st interpretation ·and to permit a basis which is normally more consistent with the 

NS~ 6-20-.~5 
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contractor's accounting practices. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION·XV 

In addition the provision made for the proper credits 

to the Government in the draft is too restrictive and not practical in the case of many 

credits which do not lend themselves to direct allocation to individual contracts. 

do A suggested addition has been added to this clause to make clear that it 

is not the intent of this regulation and the proposed revision to require changes in the . 

contractorrs accounting practices and procedures which are now properly being applied. 

Suggested Revision~ 

a. Composition of Total Cost. The total cost of a cost-reimbursement type 
contract is the net sum of (i) the allowable direct costs, (ii) the properly allocable 
portion of allowable indirect costs and (iii) applicable income and other credits~ 

b. Factors Affecting Allowability of Costs. The factors to be considered in 
determining the allowability of costs include (i)reasonabJeness, (ii) application of 
generally accepted accounting principles and practicf.·.s, f~iit-exe:Pe3:ee-ef-~eeEl-~liS~Ree~ 
~~egmeP.t-~R-ine~PFeRee~ef-eest1-{ivt-s~gaif!eeRt-aev~atigRs-iH-tRe-estaelisaea-pFaetiees 
ef-~ae-eeRt~aete~-wfiiea-s~estaRtially-~Re~eaae-tRe-eeRt~aet-eestsy-aRa-tvt (iii) any limit
ations as to types or amounts of cost items set forth in this Part 2 of Sect~on XV or 
special provisions otherwise included in the contracto The use of standard costs is 
permissible where consistent with the contractor•s normal accounting practice and where 
proper allowances are made for variances. 

. Co Credits. The applicable portion of income and other credits, rebates, 
allowances 3 and equivalent benefits ~eePHi~g-te received by the contractor and which are 
related to any allowed cost will be credited to the Government ei~fieP-ee-e-rea~e~ieR-iR 
eeRtFaet=ees~eP-ey-a-eash-·:Pef~Ra1-as-a~~Pe~Fiate in accordance with methods consistently 
followed by the contractoro 

d. Contractor's Accounting System. The requirements concerning record keeping 
and approval of the contractor 1 s accounting procedures and practices are set forth in 
the 11Records Clause" (See ASPR 7-203.7). It is not the intent of this part to require 
the contractor to change its accounting procedures and practices that have been previously 
accepted for determining costs under Government contractso 

15-202 DIRECT COSTS 

Comment~ This paragraph has been modified to avoid any implication that ~he auditor 

is in a position to dictate to the contractor the accounting system to be used under 

Government contractso It is understood that Section IV should not require changes in 

an accounting system which conforms to generally accepted accounting principles and 

practices and is consistently· appliedo 

NSIA 6-20-55 
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'I' he omission of "or with other work of the contractor" is suggested as it 

does not add anything to the particular sentence. 

In the next to the last sentence the words "within each separate unit 

engaged in mixed production" have been added to· take care of large companies with 

several operatin~ divisions which are engaged in the manufacture of different product 

lines and posses~ virtual operating autonomy. 

·rhe aJdj_tlon of "prevent duplicate charges" is intended. to define what is 

~.:nderstood to be the objective of the particuiar sentence in which this has been includedo 

Su gJes ted Revis :~.or:.: 

Su~jeat. to the pr-ovlsl.ons of paragraph 15-201, allowable direct costs are 
those items of ~ost, or aggregate thereof, which. can be identified specifically with 
.:-~ny ob.iective, s::::rv·ice, program or proje~t under the contract and are chargeable 
dir~::ctly theretoo 1-L=.t,::or i terns of cost readily identifiable with the contract 
eP-Hl:tl:l-at;l:!eP-lofe:J.it-e~ ··:Cae-ee!it,:Paetep should be charged directly thereto. This· prin
Giple r~ay often .,_:,e applicable to such elements of expense as freight, travel, commu
nications, engir:oer2.ng sei'Vices, etc., as well as the normal items of materials and 
p::-oductive labor. H:::.wever, when the contractor is engaged in mixed production, this 
principle must be applied consistently within e'ach separate unit engaged in mixed 
production to the costiPg of both defense and non-defense products or services, in 
or·dr~r to produc:; eq'.li t.?.>le ~asults and prevent duplicate charge set When the accounting 
expense 8f dire~t costi:·;g of rni.nor items would exceed the resulting benefits, individual 
t t~f'I.S, ot~··.en-1i.:l~.~ alloda·.-,le as cirf~ct costs, may- be treated as indirect expenses o · · 

HoweverJ tt.~.is ~·rcvis·!.o:t shall not be interpreted to require changes in accounting·, system 
whi.::h c:.o,:·.forms ·~i.-rt.ri····-;:aL'.;;.ra.i..lf accepted account1.ne principles and practices and is 
~:.'~s~::e. t,lv a,p·, . .,; ' --· _, ··- - "'-~-: :... ... : '-.. _, . ._':'-.·--=.:.:: 0 . 

15-202.1 DIRECT HATERIALS .. 

Commen·L: The T..vord "all" has been added before "items purchased" in the first sentence 

to ~ne.ke it con'3J .. .:>ten.t ~-ii th the present $ection IV as there does not appear to be any 

rea~on for its OMi~sion~ The paragraph as now written does not apparently make allowance 

f·)r O'. ·e.cruns, etc .. , w.~.:,;.cfl, of t~ourse) it is necessary to include in material costso 

Sugge~ted Revisi.c·'"ls: 

The co~~, of c.~irect :ta tei·ials includes the cost of all i terns purchased, supplied, 
manL.fc;.c :·.-i...red or f.}b~··ir..:~:ted, /which enter directly into the end product or which are used 
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or consumed directly in connection with furnishing such·product taking into account 
overruns. spoilage and defective worko 

·I5=202o2 DIRECT LABOR 

Comment~ This paragraph does not make provision for average or standard rates and 

consequently suggested changes have been made to include these rates as well as to· 

eJ:i.minate other wording which is not subject to clear int.erpretatione 

Suggested rievision: 

The cost of direc.t labor· includes salaries and wages e~eeifieall:y~:iaeHtifiael:e 
witk-aRa properly chargeable directly to performance of contract eF-etfiep-wePk-e~-~ae 
eeRt~aetsF~ It may also include other associated costs such as payroll taxes and 
workmen~s compensation insurance, where it is the established practice of the contractor 
to treat these i terns as a part of direct labor costs e Generally the salaries and wages 
will:·::be charged at the actual rates paid by the co:-1tractoro However, if it is the 
contractor f s consist,ent accounting practice to make such charges on the basis of average 
or standard rates.< this practice will be acceptable if it is demonstrated that it will 
produc.e reasonable resultso 

15~202 o 3 OT~tt DIRECT COSTS 

Comment.: In the last sentence the word 11 similar11 has been changed to "such" since 

"similar" is too vague and speculative and vests too much discretion in the cost 

inspector to make unauthorized cost deletio·ns. 

Suggested Revision: 

Wnere other items of cost are charged directly to the contract consistent 
with paragraph lS-202 above, the contractor must demonstrate that they are specifically 
r~lated to the performance of the contracto When,· however, items ordinarily 
chargeable as indirec.t costs are charged to a Government contract as direct costs, 
the cost of s~i1s.:F such i terns applicable to other work of the contractor mus:t be 
eliminated from indir·ect costs allocated to the contract. 

15-203 I~DIRECT COSTS 

Comment~ 

a~ · No commento. 

bo The words "and produce equitable results" should be deleted from the third 

sentence since this amounts to second guessing as already stated in the objective under 

paragraph 15~20l(b) o It is recommended that the next to the last sentence be deleted 
I 

NSIA 6-10=55 



Page 6e NSIA SUGGESTED REVISION TO 
DOD DRAFT J/23/55 SECTION ·rv 

since the enillneration of specific changes is an unnecessary amplification carrying wit.t 

it the danger of being used as a check=off list by the cost inspector~ 

Suggested Revision: 

ao Indirect costs are expenses which are incurred for common or ,joint objectivs: 
are accwnulated for accounting purposes by departmental activity or other logir:.al co•st 
grouping and are charged to the contract and other work of the contractor by a process 
of allocation. Each element thereof is subject to the limitations of this part :a.s to 
allowability. 

be No specific rules can be stated as to the method of allocation of indirect 
cos·ts because the actual condition in each instance must be taken irito account. in deter=
mining the most suitable method or methods. The objective should be the selection of a 
method or methods which will distribute the indirect costs in a fair and equitable 
manners The method used in connection with Government contracts mustJ in order to be 
acceptable, conform with generally accepted accounting practices.j and be applied consis= 
ten tly' aaa-JH1 9Ell:iG8=8Ei"a4:tae1:.e~PeS"al:6a'W' ARy·-8~gR~f3:eaR t-eka:age,.~seiek~&s ~i.a~t.Re ~.R~:taP®~S~ . 

tae-eliS3:HeseJ'-ex1;eRt-af-sliheeRt!!aet3:Rg,--.f3:*ea-asset-~f).PevemeR~~£:1PSgP&mB·.r...,~He--vs~£ml3=·e.f 
sales ~-~1\e -v-·a.lame .... e.f;-~PGGli6 t3:eR:r-maR-a.fae t'ti:Pi:.Rg -]?'P88898SS 'J' -SP- tae ~ f}P9€hi8 ·ts -se iRs ~p.!' €H!i:aeea .1 ~ 
:may-Pef!l:li.Pe-.PeeeRsiaa:PatieR-ef-~ae-metkeas-~.Pevi.el:2, ·1y~iR-1:ise-ts-aetePmiae-w:R.etaeP--tl:lE3y 
eaat,~a1:1e-te-~e~e~a~tasle~ Further discussion rela c,i ve to allocation of ~he individual 
categories of indirect costs will be found in the subparagraphs belowe 

15=203ol INDIRECT MANUFACTURING AND PRODUCTION EXPENSES 

Comment~. In the first sentence, the words "necessary .to" are unnecessar-ily broad and 

subject to conflicting interpretations by the Government and contractor and have therefore 

been changed to "incurred in"., The words 11but are not limited to" should be inser·ted 

in the third sentence since there are many recognized methods of allocating overhead 

other than those mentioned which may be more equitable for some companies. The wo~ds 

"(exclusive of overtime premium)" should be deleted since the inclusion of vve.rtime 

premium in the direct labor base. for distributing overhead expenses has been recognized 

as a generally accepted accounting practice for many years for many companies and therefore 

a l:imi ta tion should not be iT! th~se. !~_gulation~ proh~bi ting. th~s _pr~c~ice _ when i. t may be 

more equitable for some contractorso 

Modification of the last two sentences is necessary in order that the 

paragraph not be interpreted. as giving the auditor the right to determine what accounting 

1\fSIA 6=10-.55 
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system the contra~tor should useo Determination of cost centers is a matter for internal 

management decisione 

Suggested Revision& 

Indirect. manufacturing and production expenses consist of costs which are 
inc.urred in Reeessa:py~te the productive process as a whole and are not readily subject 
tc treat.rr,ent as direct cost.s in accordance with paragraph 15-202. Allocation of in
direc~ manufacturing and production expenses on a time basis, such as direct labor man
hours or machine ho-~s, is a method which generally produces accuracy and equity. Other 
ac.c.eptable bases_, in appropriate circumstances!! include but are not limited to direct 
labor dollars~ ~e~eltiB:i:.ve-e.f-eve!';i;-i.ree~p:Femi."tilftt; units processed and prime costs of units 
processedo IE-SeiRe~~:RstaRees.,. It :may-ae-neeessai"y-is permissible to departmentalize or 
establish cost. centers in order to distribute equitably the indirect costs. ~l:ie-~aeteFS 
<~;~-·6e-eeftsie6:Pea-iB-6:e~e:f.!m.~l'liR~-1sl=ie-exteB~-ef-ae}3a:PtffleBtal~sa~i.en-eF-estssl~sl1.ms:R~':'ef 
ees~.-eel'i~·eP5-~Be±t1ae-var~.e:t.y-ef-}5F~Eiliets 1 -eefflJ3lex~.ty-ef-J3Feeesses-al'la-Felative-laseF-aHd 
f'ie~±~~y-re~ai:reffieft~-e-·!'e!"-~·fie·-vs.F3:.etts~J3f'6Ehie:l;s'!l 

15··~203o·2 INDIRECT ENGI~'EERING EXPENSES 

Comm6nt ~ Changes have beer: S'Jggest.ed in order to clarify the interpretation of this 

paragraph &nd to make the type of expsnses included in engineering activities more 

flexible so 4:.hat. thi.s paragraph will not be interpreted as a mandatory instruction tc 

the ""audi.t.cr tc a.llow only the i terns specifically mentionede 

I:: the se.cond paragraph the words " (exclusive of overtime premium)" should 

be deleted sinee the inclusion of overtime premi.um in the direct labor base for 

di.stri.but.ir.i.g overhead expenses has been recognized as a generally accepted accounC.ing 

practice for mar.~y years for many companies and therefore a· limitation should not be 

ir. these regulations prohibiting this practice when it may be more equitable for some 

contractors .. 

Suggest..e:i Revision~ 

lr.:.dir-ec:t engineering expenses consist e~ie£ly of engineering supervJ.sJ.on, engineer
ing admi.nistrat.i ve expense, ana engineering general supplies"'~ and such other i terns as the 
contractor consistently char~es to en~ineeri.ng overheado These expenses arise out of 
engineering activities wfi:iefi 3.nd may include items such as product design3 tool design, 
experiment.al de11·elopment.~ manufacturing and production development, layout of production 
lines~ detennination of machine methods and related blueprinting and draftinge 
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Indirect engineering expenses should be allocated to the benefited activities, 
i.e., contract and other work of the contractor on the basis of direct engineering man-. 
hours expended, direct engineering labor dollars, texel~sive-e£-eveP~ime-~~emf~tr or 
other equitable basis. Direct costs of engineering activities should be charged directly 
to the benefited activities, i.eo, contract and other work of the contractor in 
accordance with paragraph.l5-202. 

15-203.3 SELLING AND DISTRIBUTION EXPENSES 

Conunent: This paragraph as presented is unacceptable. ~ile the present Section XV does 

not specifically allow selling and distribution expenses it recognizes as "allowable 

indirect costs" in paragraph 15-203 and specifically disallows in paragraph 15--205(q) 

"selling and distribution actiyities not related to the contract produ.ctso 11 'l'he new 

provis'ion permits an allocation of only those expenses which cons~st of tttec:b.nical, 

consulting and such other beneficial services (including related supervision and clarical 

expenses) which are for purposes such as applicat.ion and adaptation of the contractor 9 s 

products rather than pure selling." This is an unne.cessary limitation on an i-i:ern. of expens· 

which should be fully allowable once it has been·shown that the exper..se is.related to 

the contractor's government work. 

The philoSL1phy that selling and. distr.i...bution expenses are generally ~.nnec.essary iJ 

securing government bus.iness is a -viewpoint tha: is completely e·r-roneous and unjus tifiede 

Although some contractlng officers do recognize certain direct selling expenses, they 

endeavor to limit them to the portion which can be directly connected w·it.h government 

orders. However, the Goverrunent ·fails to r~oognize the indirec.t. benefits it has taken 

advantage of' in being able to place orders for either standard conunercial or especially 

designed products with companies which, through expenditures for advertisings .sales 

promotion and selling activities, have the capacities to produce efficiently and quickly 

the requirements of Government that otherwise could not be possible without tremendous 

expenditures and extended delayso . Before revision, this paragraph stat,es that selling 

and distribution expenses are unallowable unless a "reasonable demonstration of benefits 
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to Government contracts" can be showno The suggested rephrasing switches the emphasis 

from generally unallowable to generally allowableo Since bidding expenses are recognized 

as allowable items of cost in 15-204.3, it is believed that other types of selling and 

distribution expenses should be treated in a like manner. 

Suggested Revision 

~ae-e~eRsee-~B-~fi~s-gFeH~-eeRs~et-ef-~tems-wfi~efi-re~peseRt-tfie-eest-e~ 
maPketiRg-~fie-eeRtPae~eF~S-~FeaHets-aHa-iRel~ae-sales-~FemetieRr-aevertisiRgJ-a~etr~e~tieR 
eests-aRa-etBeP-Pe±atee-~temsy--SeRePallyJ-s~efi-expeRsee-aPe-Bet-eeHe~aerea-~e-ee-allewaele 
as-a-efiapge-te-eeveFHmeHt-eest-Peime~FsemeR~-t~e-eeHtPaets-fep-tfie-peaeeR-tfiat-marke~iR~ 
iR-tfie-ePe~HaPy-ee~ePeial-seRse1-is-Het-Reeessapy-feP-eeiHg-e~siRees-witk-t.Re-SevePRMeR~w 
HeweveP 1 -eepeHseR~-~FeH-a-PeaseHas*e-8eMeHStPatieH-ef-eeRef~ts-~e-~e¥&PHMeRt-eeHtPaete 
aHa-s~8Beet-te-tae-etfieF-~Fev~sieRs-ef-tfiis-FaP~1-tfiePe-may-ee-aH-alleeat~es-te-geverR
meRt-wepk-e~-tRese-e~eRses-iR-tfiis-eategepY-w~iea-eeRsist-ef-teeaH~ea11-eeRe~ltiRg-asa 
s~efi•:etfiep-eeRef~eial-eepv~ees-~~HelHe~Rg-Pelatee-e~~ePvisieR-aRa-elePieal-e~eReeet
wfiiefi-aPe-feF-~~·~eses-e~efi-as-a~~l~ea~~eR-aRa-aaa~ta~~eR-ef-tfie-ees~paeteP~e-,rea~ete 
PatfieF.-t:FHiH-p~Fe-sell~Rg .. --Slieli-eests-shetila-f3:.ps:t,-ee-alleeatee-eetweeH-tfie-eeatraeteP~e 
eeMMeFe~a1-liHe-aRa-i~s~gevePHmeR~-eeB~P~e~s~--~ae-ameliRt-alleeatea-te-tae-la~~eP-saetila-
,tfieR-ae-eHaFgea-te-tBe-iRa!via~al-eeH~~aete-eH-aBy-e~li!taale-eae~s.--Beeatiee-eE-~se 
s~ee!al-~PealeMs-tfiat-ap~ee-iR-~a~s-aPea1-it-is-listially-eesiPaele-EeP-~se-eeRtPae~er-~e 
~aeRt!fy-!H-its-Peee:Pas-ay-MeaRs-ef.-s~eaeeetiBts-eF-e~ae~ieer-tfie-iteme~el-~heee-e~eHe&e 
eeasiaerea-rPe,!3ePly-al~eeaele-~e-Seve:P:BmeRt-eestPaetsw 

The expenses in this group consist of items which represent the cost of 
marketing the contractor's products and may include such items as contract or order 
adm~nistration, negotiation, liaison between Government representatives and the 
contractor~s personnel, advertising, distribution costs and other like services. Such 
expenses are allowable as a charge to Government cost reimbursement type contracts 
where it can be shown that they are related to the contractor's Government business and 
that the method of allocation is reasonableo 

I5-203o4 GEI\~HAL. AND ADI'-UNISTRATIVE EXPENSES 

Comment~ The major portion of this proposed paragraph has qeen deleted since the sentences 

deleted do not add anything to the interpretation which is covered by the first two sentenceso 

In addition, the listing of the factors to be considered in reaching equitable results is 

not clear in meaning and any application thereof could only lead to confusion. In the 

third sentence item (i) would seem to require auditors to review each cost item in the 

G & A account and to test it as a percentage of total cost of Government contract 

performance against the percentage that the same item represents in the total cost of 
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non-government work. The scrutiny of individual items and the test prescribed is 

inconsistent with the provisions of paragraph 15-203 calling for the distribution of 

indirect costs in a fair and equitable manner conforming with generally accepted accounting 

principles consistently applied, and producing equitable results. The provision in·(ii) 

seems to require the auditor to further check individual items of G & A expenses to 

determine whether they are distributed. in relation to the G &· A effort involved in 

government work, as contrasted wit.h non-government work. In addition, it is difficult, 

if not impossible, to see how the factors of inventory levels and ratios could possibly 

affect the equitab~e.distribution of this type of.expense. 

G & A expenses are those items which by their very nature cannot be identified 

with any particular contract or business and hence must be allocated arbitrarily~ The 

test prescribed in these sentences, while they might have application to burden items., 

are not applicable to general and administrative expenseso Such a position would be 

inconsistent with the provisions of paragraph 1.5-20J(b)u 

Suggest~d Revision: 

General and administrative expenses consist of costs incurred :i.n the OY'3rall 
management, supervision and conduct of the businesso Any recognized method of allocating_ 
general and administrative expense is acceptable provided·e~~itaele reasonable results 
are thereby obtained.. Seme-e.J;-~fie-laetePs-tl'ta:f,·-e:ReaJ:e-peeeive-ee:Rs3:4ePa.tieR-~R-ae:t)ep.m-iR3:ag 
w:Ret:ReP-~ae-Pesli1"6e-ape-e~l.iitaale-ape-~i}-~:Re-eest-~a*'tePa-e~-tfie-9-eveP·A.IReR~-eeRtPas~s 
t-6liat-3:s.,.-t:Re-~ePeeRtage-el-tfie-teta*.-east-e~-t:Re-ee:a~paet 1 -e.*a±asive-al-geF.eFal-aRa 
aeimi.Rist,pa t,ive-e~eHse e ,--Pe~PeseR~ee-ey-eaea-e.f-t,~e- seveFal: -east-ee:m~eaeR ts-t'R.ePa e ~} -i.R 
PelatieR-te-t,:Re-eest-~a ttePa -fep-t:Re-~laR ~-eP-ae tivi ty -as-a-wRele ,...::·aRa- ~ i3:} ~ tke -ultimate 
ee~aet~ve-e~-~iatp~s~tiea-e£-tkese-SX~9RS€S-iR-a~~P6X~~ate-pa~ie-tQ-tRe-genePal-aRa 
aem~R~StFat~ve-elfep-i5-iRV9lvaa·-:i:.R-tAe·-twe-eategeFies-sf-W9PkG" -·-l:a-aaai.t:ieRr-eeRSiaeFs.tiaa 
s:Re1:llei-ee-givea-te-aRy-si:gRi:fl:eaat,-vaPia"€J3:eae-e~-3:aveRt,epies-ee·&weea-aeeaaRt3:Rg-~e~ia4sy 
vaPiat~eRs-3:a-t:Re-~a~~e-e~-eeRtPaet-iRveRteFy-levels-*'e-all-et~eP-iRveR;epy-levels·1-aRa 
aay-etReP-Peleva.H~-£'aeta.Ps-sl:ieR-as-t:Rese-meRtie:aee-iR-138.PagFaf3:R-;i5-~G3~8} ... 

15-203o5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES 

Comment: This paragraph as presented is. ambiguous as well as impracticalo It appears to 

leave the door open to auditors and contracting officers to indicate ba.se periods which 
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must be usedo Where the base period is representative of the period of performance 

and is sufficiently long to avoid inequities in allocation of costs, the contractor's 

system should be acceptableo 

Suggested Revision~ 

The base period for allocation of indirect expenses s~el:ll:a-·a~~:PeJd:Maf>e-t,ae . 
pePiBG-G~-eeBtPast-peP~GF.msBee-9P should be representative of ~hat the period· of. 
performance and ~Re-9ase-p~Pi9G should be sufficiently long to avoia-Inequities-in the 
allocat~on of costso 

15-204 APPLICATIONS OF BASIC COST PRINCIPLES AND STANDARDS TO SELECTED ITEMS OF COSTo 

Cormnent~ It is believed that the suggested revision will clarify the factors to be used in 

determination of allowability better by actual reference to Section 15-201 rather than 

by the general statement made· in the draft. The principles and standards of 15-201 are 
. 

also applicable to items not specifically coveredo 

Suggested Revision~ 

. This paragraph states, in some detail, applications of the basic cost principles 
and standards set forth in the preceding paragraphs of this part to certain selected items 
of c·ost.. The statements herein apply irrespective of whether the particular item of 
cost is t.reat.ed by the contractor as direct cost or as indirect cost~ Failure to mention 
any particular item .of cost herein is not intended to imply that it is either allowable 
or unallowable. With respect to those items not specifically covered, as well as all of 
the subparagraphs below~ determination as to allowability will be made ~ the l~ght of 
the bas~c pr~nc~ples and standards: aRQ~~WR&Fe-apppgp~igtey-t~-tpeatmeRt-o£-s~~la~-OP 
P8liit9a- ~tem&=iR-tk~s~l?a.:~rt,., as set, forth in Section. 15--201. All-o&-t:Ril-~tY'bpa~as~apR&-'below 
ape-&~e~ee~-tG=tge-e~s~e-pPiae=ples-liaa-et&aG&Pii-Eet-Q~t-•R-paP•g~apR-1~·201. · 

Comment: The draft of this paragraph is not equitable to the contractor in that, except 

to_a very limited extent~ it makes no provision for the recovery as cost under Government 

cost type contracts of _all types of advertising expenses to the extent allocable to 

Government:~_.businesse Modification has been made to give effect to changes to provide a 

more equi~abie treatment. 

Such advertising results in the dissemination of technical information to industry 

and the deletion under item 1 is therefore reconunended since this is an unnecessary 
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qualification-which cannot be evaluatedo 

Item 3 has been added covering "institutional" advertising where the primary 

purpose is to promote the name of the company rather than individual products, which 

likewise is important in maintaining the company's facilities, trained persolli~el and the 

like. In fact many times it acts almost the same as help-war.~ed advertising as it. estab-

lishes in the minds of certain personnel, particularly professional people such as ... 

engineers, a pride in their company or a des~re to become associated with such a company. 

Item 4 ha~ also been added to cover other industrial advertising from which the 

Government also derives benefitso The Government has consisi>;.:r.tly failed to recognize 

except in very limited situations the advantages they derive .~:'rom facilities which have 

~been built up over a period of tilne which ls the result. of many factors;' very important 

of which is advertisingo It is well recognized that advert.isL·:g Las been very important 

in creating volume production, which now means that large ind'.lS ~rial plants have been 

made possible with reservoirs of trained personnelj good facil:.tiesj know-how and all o.f 

the other requirements for ·successful production operationso V.lhere advertising· progl·ams 

haye been consistent over a perJ.od of years, there is no fundam:;::-1tal jus tificat1.on 'if or 

the Government not to bear a fair share of the current cost of .L::.dustr~al advertising. 

Suggested· Revision: 

Advertising expenses i1·~clude the· costs of advertisir.:; me~.:.ia and corollary 
administrative expenses. Advert:sing media include magazines_ •. -.ewspapt~rs_,· radio and 
television programs) direct mail:, trade· papers, o~tdoor a.dvertJ..;;in?, dealer car,~s and 
window displays, conventions and exhibits, free goods and aamp.Les, and sales lite::-atureo 

ao The following adve:-·tising costs es.ly are allowable~ 

1. Advertising in trades and technical journals-~ provlded such advertising 
doe.s not offer specific products or services for sale but is placed ie.P-~ae-f3~PfH3se·-ef 
~ffeF~Rg-f3:aaHeia~-stl~~e:Pt-te in journals which ~re valuable for the-dissemination of 
technical information within the contractoras industry. 

2o Help wanted advertising, as set forth in.paragraph 15-204e33o 
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3. Institutional advertising, which is defined as advertising the primary 
purpose of which is to promote the name of the company rather than individual productso 

4o Other advertising directly or primarily relating to the advertising of 
the contractor's products in accordance with a regularly established program and to the 
extent reasonably allocable to Government business. 

15-204.2 BAD DEBTS 

Commentg.. Collection expenses referred to in this section should be limited to those 

collection expenses related to uncollectible customers' accounts. The phrase "and other 

claims" is subject to broad interpretation and could be construed to include empl'oyees 1 

accounts and similar items which-are a normal cost of doing business and hence should be 

allowable. 

Suggeste:d Revisiong 

.Bad debt expenses consist of losses (whether actual or estimated) arising from 
uncollectible customers• accounts ~Ha-e~fie~-~~, and include related collection expenses 
and related_legal expenseso. These costs are unallowable. 

15-204o3 BIDDING EXPENSE 

Cqnnnent: In the last sentence the words "only" and "equitable" might be interpreted to 

impose undue restrictions on the allowability of this class of expenses. The costs 
. ·.-··.U·.41t·;·: , .. 

should be allowable if reasonable and properly allocated. 

Suggested ReYision: 

Bidding expenses Rre the costs of preparing bid estimates on potential contracts 
or projects, including the development of engineering and cost data necessary to support 
the contractorfs price proposal or estimated cost of work performanceo ~idding expenses 
of the current accounting period of both successful and unsuccessful bids normally will 
be. treated as indirect expenses and BJ.located currently to all business of the contractor, 
in which event no bidding expenses of past accounting period·s will be chargeable to the 
Government contract. However, the contractor's established practice may be to treat 
bidding expenses by some other recognized methodo Regardless ofthe method used, the 
results obtained may be accepted ~ if found to be reasonable~~~~ 

l$-204o4 CAFETERIAS, DINING ROOMS, AND OTHER FOOD SERVICES 

Comment: This classification has become a widely used and generally accepted cost of 

doing business. Such programs have been generally adopted where they prove of direct 
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The expense o~ conducting the~e operations, 

which is a form of fringe bene~it which employees expect, should be clearly allowable 

and should not be dependent upon an intention of the contractor to operate the services at 

either a profit or no losso The gains and losses should be allocated to all benefited 

activities and losses' should be allowable subject only to the t~st of reasonableness and 

allocabilityo This class of expense should not be limit...ed to operations conducted "at the 

contractoras facilities" because frequently cafeterias or dining rooms and similar services 

are provided off the premises due to space limitations or the existence of desirable fg,cil-

ities conveniently located near~by. 

Suggested Revisiong 

This class of expenses consists of cost, leas revenue, of operB.tL"lg or furnishing 
facilities for cafeterias~ dining rooms!) sale.s stores.9 canteens 9 lur..ch wagons, vendir.g 
machines or other types of services for contractors ~mplcyeese q~-~he=eeR~~&a~e~~6 
~aei±3:~iaa.. Profits accruing to the contractor f!"om the operati.on frcm these services 
whether operated by the contractor or by a concessionaire~ will be +.·reat.'9d as .9. c.:-edit to 
costs of all production within the contractor~ s plant in l.Jhich the service~ are furnished, 
except for services from which the profits are irrevooably set o-:rer to an empl.~yee welfare 
organization of the contractor in amounts reasonably "!.1Seful for. the benefit of the employees. 
a~-~he-e~a-leea~ieaw Reasonable losses from operation from such services are allowableo 
WH~a-3:"fl-!:s-ae:t;eFMiliea-~ha~-1;fie-eea~l'ae1:Jsp~is-i:a~eaaiH~-~e-e~eJ!l'~t,et .. ·Sifea-·ae.f'·?ieea~a=*;-ne=-les~ 
er-~!"efitw The gains or losses from these services must be appropriately a.llocated ·:to all 
activities benefited including Government contractso W!:'le~~s~e~=se!''l¥'~eee~ape~~i!3.~ert.:tie~~tliy 
fmel'iS:eheO.-at-a-lee~ te~-ehe-een~J.-aeto.i";·""3:.esses-en-~'l.eh-epe:o;:oa'ts&on.~w:i:i~-nef,-·ee-a1iewee~es-a

eest;-anlee5-a~the~i~ea-by-3~eei~i-eea~rae~-preYS:s~e~~ 

15-204.5 CIVIL DEFENSE 

Comment:. It is recommended that the words v~on the contractoru s p:remiseswu, be dele+.:.ed from 
"' 

the third sentence siilce bomb shelters and other civil defense measures may no-t:. necessarily 

be located on the contractor's premiseso 

In the public interest, many contractors enter actively into civil defense 

programs of their community 3 even to the extent of loaning equipment and personnel to 

take part in the over=all prograrne This is especially true where the contractor is the 

predominant industry in the cormnunity. Therefore, objection is made to the inclusion 
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of the final sentence of Section 15-204.5 since civil defense is a community responsi-

bili ty and should be encouraged rather than discouraged.~ 

Suggested Revision: 

Civil defense costs are those incurred in the planning for and the protection 
o! life and property against the possible effects of enemy attacke These costs are generally 
·incurred pursuant to plans developed by local and state civil defense authoritieso 
Examples of civil defense costs include cost in excess of normal plant protection expenses 
and may consist of first-aid training and supplies, fire fighting training and equipment, 
posting of additional exit notices and directions and other apprcved civil defense 
measures~ Reasonable costs of civil defense measures undertaken eR-~e-eea~F&e~e~~e 
pre~ises pursuant to suggestions or requirements of civil defense authorities are allowable 
when allocated to all work of the contractor. In the case of capital assets, acquired 
for civil defense purposes the costs thereof will be depreciated over a reasonable number 
of years in conformity with generally accepted accounting principles~ i¥.ee~~-as 

Sfeeifiea~ly-~Fe¥ieee-iR-~~e-eeRtFee~-eeRtFie~tieRs-te-leea±-eivi±-aefeRse-f~ae-eF-~Fe-
5eets-Ret-eR-t~e-eeR~Pae~~P~s-FPeffiises-aPe-HRal±ewaele~· 

15··204 .. 6 COHPENSATION FOR PERSONAL SERVICES 

Comment: The present Section XV provides for the allowance of compensation for personal 

services, subject only to the test of reasonableness of the total compensation for the 

services rendered~ The proposed Section departs very radically from this concept and 

requires the Government auditor not only to subject total compensation to the test of 

reasonableness, but also to inquire into and reject certain specific elements or methods of 

compensation: In effect, it would substitute the judgment of Government audit personnel 

for the judgment of the management of industrial concerns in determining the methods used 

in compensating employeesa This app!oach is completely at variance with generally accepted 

accounting principles arid practices which have always re.garded any form of compensation 

for personal services rendered by employees as an ordinary and necessary cost of doing 

business. Current compensation also has been recognized consistently by the Internal 

Revenue Code subject to tests of reasonableness which have been well established under the 

regulations and court decisions~ 
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The allowability for Government contract cost purposes of the compensation paid 

to individuals should be tested only by the reasonableness of the total compensation paid 

in light of the services .. rendered., The manrier in which the compensation is determined 

or paid is a matter of management judgment which. the Government has no right to question and 

should not attempt to usurp. If, for example, $15,000 is reasonable compensation for a 

given job, and company A pays this amount in straight salary, while company B pays $~0,000 

in salary and $5,000 in bonus, incentive or profit-sharing, the total compensation·paid 

by company B should not be subject to question or disallowance merely because' of the 

technique employed. Where the total compensation is reasonable and necessary to attract 

and retain capable personnel, it should be allowable. If it ~s not reasonable, it should 

be questioned and a reasonable amount arrived at by negotiated agreement. The burden of 

proof of unreasonableness in any individual instance should be on the Government and its 

representatives should show a realistic basis for setting aside any portion as unreasonable 

in amount. 

The proposed Section completely fails to recognize that over the years a 

number of different techniques have been developed for arriving at the total compensation of 

individuals and that these techniques are widely employed by defense contractors. A 

current survey on compensation methods conducted by the American Management Association 

shows that of 2,354 companies included in the survey, 59o2% were utilizing bonus, incentive 

or profit-sharing plans in 1953o Payments under these plans ave·raged 45% of the salaries 

of those who received them. Of 1,707 manufacturing companies, 53% had such plans in 

effect. During the same year retirement programs were in effect in 58% of the 2,354 companies 

covered by the surveyo 

These statistics serve to emphasize that bonus and incentive plans, profit-sharing 

plans and retirement and pension plans, are in wide-spreaq use, as are insurance programs, 
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These programs. generally 

have been adopted with· an emphasis on incentive features and the selection of particular 

plans has been dictated by the needs of the business and by variations in the complexity, 

volume and other aspects of the business. Adoption of such plans provides stability.in 

basic salaries while offering flexibility and incentives for stimulating efficiency in 

meeting production schedules, maintaining high standards of quality and keeping operating 

costs within budgets. All of these results have been of a very real and direct benefit 

to the Government~· 

In its treatment of specific. elements of total compensation, the proposed Section 

contii.ins provisions which in their application would, of necessity, be arbitrary, 

discriminatory and wholly inequitable as between contractors. Certain of these 

provisions would have the effect of ~iscriminating against small businesso The following 

comments and suggested revisions are offered concerning the indiv~dual subparagraphs of 

15-204~6. 

15-204e6a 

Comment: The definition should be expanded to include all the various elements of 

compensation, specifically including bonuses and pension and retirement programs. 

Suggested Revision: 

This item includes all-remuneration paid or accrued, such as, salaries, wages, 
bonuses, incentive and deferred compensation, stock options, pension and retirement 
programs and other fr~nge benefits for services rendered to the· contractor by employees 
as wel.l as fees paid to directors and cormnittee members. Subject to specific limitations 
set forth hereunder, such costs are allowable when the total compensation is reasonable in 
light of the services renderedn 

15-204.6b 

Comment: The language of the paragraph would indicate that compensation of management 

officials is always suspect under certain conditions. Regardless of the presence or 

absence of these conditions, the compensation should be allowable if reasonableo It is 

also believed that this paragraph should set forth the test of reasonableness. 
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Suggested Revision: 
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Generally, the amount of compensation established by the contractor will be 
considered commensurate with the services rendere.d. RewevePy-eem~eaea~~ea-e~-iRa~v~a~a~s 
e~ea-ae-ee~e~a~e-e~~~e~ale1-aiPee~ePsy-e*ee~~~vee1-ae~aPtMea~-keaaey-~aP~RePs-aaa-sele 
pPe~Pie~epe-may-ee-s~e3ee~-~e-e~ee~al-eeaeiaePa~iea~aaa-limi~a~ieR-ae-~e-allewaei~i~y-~eP 
eea~pae~-eee~-p~eses-waepe-ame~~s-a~~eaP-e~eeeeive~--seme-e~~~a~~eBe-wfiiefi-may-give-Piee 
~e-exeessiYe-eempeftsa~iea-aPe-waePe-fi}-~ae-~Raivia~al-eP-memeeP-e~-aie-immeaia~e-~amily 
eWfts-ep-is-eemmi~~ea-~e-ae~~~Pe-a-s~ee~aR~ial-~iRaHeial-ia~epes~-iR-~fie-eea~Pae~epLs 
epgaRi~a~iear-eP-tii}-~Psai~-e~-~fie-eea~Pae~eP-~s-l!Mi~ea-~e-a-small-eeaesive-~Pe~~t-eP 
fiii}-~ae-velHMe~e~-SevePRMeR~-eea~Pae~e-waeR-Pela~ea-~e-~ae-eea~pae~ep~s-te~al-e~eiaeea 
~s-s~efi-ae-~e-i~l~eaee-~fie-ame~R~-e~-eem~eaea~iea~ Compensation will be considered 
reasonable where the total compensation, including fringe benefits, is commensurate with 
the total compensation for similar services paid by other companies in the same line of 
endeavor. Compensation of the management of closely held corporations, and of partners 
and sole proprietors will be scrutinized for reasonableness where the individual or 
member of his immediate family owns or has a commitment to acquire substantially all of 
the ownersh~p interest in the contractor's business. 

Comment: The issuance of stock options to key emp~oyees of corporate management is a 

practice of many business corporations and it is a rapidly growing trend. Such options 

serve as. an inducement to such employees to stay in continuous service in their businesses 

and share in the corporate successes achieved. Cost of such options is recognized as a 

business expense for tax purposes and likewise should be allowed as anexpense of doing 

business under contracts with the Government. 

Suggested Revision: 

The cost of options to purchase stock of the contractor corporation granted 
to employees is ae~ allowable as an item of cost. 

15-204o6d 

Comment: The provisions .of this section which deals with currently payable bonuses and 

other incentives, as contrasted with deferred ·parment benefits, ·have incorporated some of 

the restrictions applied by the Internal Revenue Code to deferred compensation techniques. 

Such restrictions should not be applied to currently payable bonuses. Moreover, the 

section is redundant in that it includes certain of the standard tests of allowability 

already included in Section 15-201. It is believed that this section should cover all 
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typ~s of currently payable bonuses and other incentives and that such expenses should 

be wholly allowable when properly allocated and when total compensation does not become 

unreasonable_~y virtue of .such payments. Accordingly, the section should specifically 

recognize management incentives, as well as other bonuses and production incentiveso (See 

attached statement on "Allowability of Management Incentive Bonuses for Contract Pricing 

Purposes"· previously filed with the Government.) 

Suggested Revision: 

s~~~eet-te-tfie-~Fev~sie~-ef-s~epaF&g.Pa~ft-e-ae±ew bonuses to employees, such as 
production incentives, management incentives and suggestion or safety awards, represent 
a part of their total compensation and are allowable when appropriately allocated, if 
they are: 

1. Paid pursuant to an aPMs-le~~~fi agreement entered into in good faith between 
the contractor and the employees before the services are 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. 

2. Reasonable in amount~ when considered as part of total compensation. 

). Paid for current services actually rendered by employees. 

4. h~a~lable-to-all-empleyeee-ef-tfie-een~~ae~e~-e~-~e-all-em~leyees-w~~fi~~-a 
~e~~-e~-eala?y-elass~f~ea~ieH-wfiiefi-is-He~-~~easeHaely-reet?~etea~ 

5. Allowable as an ordinary or necessary business expense for tax purposes .• 

6. Not restricted to officer or other employ~e stockholders or are not dis
tributed on the basis of s tockholdings •. 

Comment: Profit-sharing·or incentive compensation plans, stock bonus plans and stock 

option plans are all an integral part of compensation for services, along with fixed 

salaries~ and are considered necessary business expenses for tax purposes. These plans 

provide a part of total compensation essential to attract and retain managerial talent 

under present day tax, and executive market conditions~ The mark~t place for managerial 

talent knows no distinction as to type of business unless, indeed, a premium need be paid 
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for the ta~ent necess~ry to handle the complexities of all phases of work-on Government 

contracts. 

Allowability for tax purposes is set forth in subparagraph d, as one of the 

criteria in determining allowable contract costs. Disallowance of carry-over provisions is 

inconsistent with the intent of subparagraph d. 

The last sentence of sub paragraph (2) (ii) should be revised to provide that 

fo;-?eitures will be taken into consideration in determining the costs currently allocable. 
"-

The effect of forfeitures under deferred distribution profit-sharing plans will be so 

infinitesimal in relation to total contract cost and so small in dollar amount as to 

make it unwise to require any special agreements regarding them. · It is believed that it 

would be much easier to administer a policy which would merely call for their being 

taken into account in determining currently allocable costs. 

The pro·Visions. of subparagraph (3) should be deleted·. If the plan meets all of 

the other tests prescribed,· the degree to which the contractor is engaged in Government 

work should not be an elemento If the cost is automatically a good cost for contractors 

with up to 25% Government business, it should be equally good for a ~ontract.or doing:.~ 

higher percentage of Government business:. Subparagraph (3) requires the application-of 

an arbitrary, discriminatory and wholly inequitable criteria and would involve burdensome 

and costly negotiations on each individual contract. It would .disc~.iminate particularly 

against many business concerns whose business is predominantly with the Government and 

who have been valuable Government suppliers. It is also particularly discriminatory and 

inequitable when applied against the small business organization, whose businesa may 

fluctuate widely above and below the 25% figure. It is believed wholly unnecessary in 

light of the other requirements of the section and of the requir.ement of the over-all 

test of reasonableness and allocability of total compensationo 
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Suggested Revision: 

NSIA SUGGESTED REVISIONS TO 
DOD DRAFT 3/23/55 SECTION XV 

lc As used herein profit-sharing is construed to be a~ plan (immediate or 
deferred-regardless of method of payment or participation) which includes, in whole or in 
part, a formal sharing of profits or is in any manner measured by dependent upon or 
contingent upon profit. 

2; The cost of profit-sharing plans shall be allowable under the following 
. conditions: 

(i) Compensation payable under immediate distribution plans is allowable · 
subject to the criteria set forth in subparagraph do aeeve-aHa-gr-eelew~ 

(ii) ·Employer contributions under deferred distribution profit~sharing 
plans, to be allowable costs,· must meet all pertinent conditions set forth under 
subparagraph d. above aaa-gr-eelew and, if subject to Internal Revenue Service 
consideration, must have their approval. ~fie-eaFFy-eveF-~FevisieHs-ef-tae-Pega~atieHS 

· ef-l~te:Pnal-ReveR~e-SeFviee-w~tR-Fes~eet-te-eeRt:Pie~tie~-afiaeP-~aa~~~~ea-aefeFFea 
aiS~Fie~tieH-~~efit-efia:PiHg-~laRS-SRall-Ret-ee~~eeegni~ea-f.ep-SevePHmeRt-eeRtPaet-eeet 
aetePmiRatieH-~~F~eseew Forfeitures of non-vested benefits under a profit-sharing plan 
will be tFeatea-iH-aeeepaaHee-with-tfie-~PiRei~les-statea-iH-~a:pagpa~fi-±S-~9k~2~1. taken 
into consideration in determining costs currently allocable. 

tiii}--:t.f-tfie-eHsiHess-e.f-t:Re-eeHtPaeteP-is-mepe-t:RaR-:t$%-wita-ReRgeveFR
meRtal-e~stemeFs;-tfie-geveFHMeRt~s-alleeaele-sfiaPe-ef-tfie-~ay.meRts-aRaeP-tfie-eeRtFaeteP~e 
~laR-sfiall-ee-allewaele~--HewevePy-wRePe-tfie-ettsiReee-ef-tfie-eeRtPaetep-is-lese-tfiaR
T-5~-witfi-HeR-geve:P:ffffieRtal-e~stemePsy-tfie-gevePHMeRt-will-aeee~t-.fep-~aYJ'leRt-eflly-tfiu 
~ePti.eR-ef-its-alleeaele-sfiaFe-wfiie:R-Pesalts-iR-tfie-~ay.meRt-ef-~5%-ef-tfie-eeRtPaetep~e 
tetal-~aymeRtS-HRae:P-its-~Fefit-sfiaPiB~-~laRs.--~fie-patie-ef-geve:PHMeRt-~e-ReB-gevePR
meRtal-eHsiness-sfiall-ee-aeteFmiHea-eR-·tfie-easis-ef-sales-aaFiHg-tae-eeRtPaeteP~s-.fiseal 
~e!»~ea-~e-wfi:tefi-tfie-:f3Fefit-efiaFiHg-is-Pelatea ... 

15-204.6f STOCK BONUS PLANS 
. . . 

Comment: The deletion of the reference to subparagraph g below is recommended to be 

consistent with the position reflected under subparagraphs d above and g below. 

Suggested Revision: 

Stock bonuses which are not disallowed by the prov~s~ons of subparagraph e above 
are acceptable as a form of compensation, and the costs thereof are allowable subject to 
all conditions pertinent under subparagraph d above ana-g-bel~ and meet the following 
requirements: 

1. The valuation placed ·on the stock for the purpose of calculating such cost 
must be computed on a sound basiso 

2e In the case of unlisted stock having no current market, the contractor must 
demonstrate the values ascribed thereto are fair and reasonableo 

. 
3c Bonuses paid in the form of previously unissued stock of an affiliate will 

not ordinarily be allowed unless it can be demonstrated that there exists a bona fide 
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arms le~gth agreement arid the values ascribed to such stock are, fair and reasonable. 

4. Claims for accruals of compensation under a stock bonus arrangement prior 
to acquisition of stock by employees will not be allowable unless arrangements are made 
for appropriate credit adjustment of costs in the event such stock is not acquired by 
employees. 

15-204o6g 

Comment: Because of the variation in profit-sharing and stock bonus plans and their 

relationship to straight salaries, as between companies, a percentage limitation of this 

type would produce capricious and erratic resultso The manner in which compensation is 

determined or paid is a matter of management judgment and the reasonableness of total 

compensation, in the light of what the market pays and general business practice, should 

be the criteria for the allowance of costs for personal· services. 

Suggeste~ Revision: 

~eP-~ke-~~P~ese-e~-aeteP.miaatiea-e~-Peaeeaaeleaesay-tke-em~leyeP-eoa~P~e~tiea 
.~aeP-~Pefit-sfiapia~-~laas-aaa-eteek-eea~s-~laas-sftall-aet-exeeeay~_~a-tRe-a~~Pe~a~-feP 
eaea-,apt~ei,atiag-em~leyee1-l$~-ef-tfte-tetal-eae~e-eem~eaeatiea-~aia-eP-aeeP~ea-te-s~ea 
em~leyees-ia-tae-yeaP-aaaep-eeasiaePatiea. 

15-204.6h 

Comment: Contains a typographical error in that the reference should be to 15-204.42, 

rather than 15-204.43~ To conform to the other sections; it should also contain words 

of allowability. 

Suggested Revision: 

The determination of allowability of the cost of pension and retirement plans, 
training expense, overtime, extra pay and multi-shift premiums and other fringe benefits 
will be in accordance with paragraphs 15-204.27, }5-29~Yh3 15-204.42, 15-204.25, and 
15-204.14 respectivelyo An7 form of compensation to an employee not specifically mentioned 
in this part 2; in· addition to· those set forth in this paragraph, will be given consideration 
as a part of total compensation, and will be allowable if total compensation is reasonable. 

15-204o 7- :. CONTINGENCIES 

Comment~ This section is a desirable change in that it clearly establishes that the 

unallowable contingency reserves are those with uncertainty as to the happening of the 
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evento ·The entire Part 2 has also been improved through specific provisions covering 

certain elements of cost which frequently have be~n considered by auditors to·be unallow-
. -. 

able contingencies. However, Section 15-204.7 should contairi general language making 

allowable an accrual for any true liability when the only element of uncertainty-is the 

time of payment, or the definite amount of payment. As to the later, reasonable accruals 

should be permitted. In other words, where a definite liability is accruing, the cost 

should be recognized and accepted in reasonable amounto A cost should not be considered 

contingent unless there is really doubt as to the existence of the liability. 

Suggested Revision: 

This type of charge results from the creation and maintenance of reserves to 
provide for an event whose occurrence cannot be foretold with certainty as to time., 
intensity or even an assurance of its happening. These costs are·not allowable. 
However, where a definite liability is accruing during the period of contract performance, 
a proper accrual.for.the liability may be made even though the amount of the liability . 
or the time of its payment cannot currently be determined and accordingly the ·cost 
must be estimated, in which case a reasonable estimate is allowable. (For self-insurance 
programs see paragraph lS-204.16)o 

15-204.8 CONTRIBUTIONS AND DONATIONS 

Comment: Contributions which are recognized for income tax purposes should be allow-

able, subject to the usual tests of reasonableness and allocability. The Department 

of Defense is to be commended upon its action. in recognizing this item which industry 

has always felt to be a very ordinary and necessary business expense. To avoid 

misinterpretation a slight revision is suggested in the first sentence, and in view 

of the tests imposed, it is believed that the latter portion of the last sentence is 

unnecessary. 

Suggested Revision: 

Contributions and donations to established nonprofit organizations such as 
religious, charitable, scientific and educational organizations, which are recognized 
as such by the Treasur.y Department are allowable provided that such costs are 
reasonable and are properly allocated to all work. 
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The propriety of the amount of particular contributions and donations and the 
aggregate thereof for each fiscal period must be judged ordinarily in light of the 
pattern of past contributions, particularly those made prior to the placing of Govern
ment contracts. The amount of each allowable contribution must be deductible for 
purposes of Federal income tax. 8~~-~fie-aea~e~~e~±~~y-el-~ae-eeR~~ie~~~eR-ie~-!ReaM& 
~ax-~HP~eeee-aees-Re~-~R-i~sel1-~~e~~ly-i~s-a±±ewaeil~~y-ae-a-eea~Pae~-ees~~ 

15-204.9 DEPRECIATION 

Comment: With minor revisions it is believed this section will adequately handle most 

of the problems which have arisen·on this subject.· Suggested revisions would (1) change 

subparagraph b. to specifically recognize methods authorized by the Internal Revenue Code, 

(2) delete the reference to contract performance from subparagraph Co on the ground that 

this provision should not be limited to idle or excess facilities necessar.y for contract 

performance, but should include all such facilities reasonably necessary for standby 

purposes for 9overnment work in general and (J) provide in subparagraph e. that 

depreciation for contract costing purposes in the post-emer-gency period should be 

allowed on the unrecovered co~t of the facilitieso (For :more detaile,9- discussions, see 

attached statements on "Recognition of New Depreqiation Methods Authorized by the 1954 

Internal Revenue Code" and "Depreciation on Emergency Facilities Covered by Necessity 

Certificates for Contract Pricing Purposes" previously filed·with the Government.) 

Suggested Revision: 

a. Depreciation as described herein is a charge to current operations intended 
to distribute the cost of tangible capital assets, less estimated residual value, if any, 
over their estimated useful life in a systematic and logical manner.; It involves a 
process of.allocation, not of valuationo Useful life has reference to the prospective 
period of economic usefulne~s in the particular contractor's operations as distinguished 
from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital facilities 
is an allowable element of contract cost, provided the amount thereof is based upon 
original acquisition costo Depreciation will be accounted for by consistent application 
to the asset(s) concerned of any generally accepted accounting principles, including 
those recognized by the Internal Revenue Code and should usually be allocated to the 
contract and other work as an indirect costo The amount of depreciation charged in aqy 
accounting period may var.y with volume of production or use of multi-shift operations, 
provid.ed the method followed is .consistent with basic objectives set forth in sub
paragraph ao aooveo 
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Ce Charges for depreciation on idle or excess facilities will riot be allowed 
except on such facilities as are reasonably nece~sary for ee:atPae~-~epfepme:aee·standby 
purposes. 

d. Unless otherwise provided in the contract, no use charge will be allowed on 
assets still in use which have been, in accordance with the contractor's consistent 
accounting practice, fully depreciated on the contractor's books of account. Tbis does 
not apply to emergency facilities as covered by subparagraph e. below. 

eo Where the contractor has applied for and received a determination of "true 
depreciation" from an Emergency Facilities Board covering emergency facilities acquired 
under certificates of necessity, the amounts so determined for "true depreciation" over 
the emergency period (5 years) will be peeegRisea-i:a-lie"R-ef-:aeFJRel-EieJ3Pee~a~~6R, 
allowable as a cost. In determining allowable costs, the contractor may elect to use 
normal depreciation rather than iltrue depreciation" as determined by the Eriiergency 
Facilities Board~ However, the method chosen after such determination of "true 
depreciation" must be followed consistently throughout the life of the emergency 
facilitiese After the expiration of the emergency period for the facilities concerned 
whichever method is used for contract costing purposes where a determination of "true 
Eiep:reeiatio~ 11 f.tas boon made-, the remaining liRBC13PeeiateEi-J3eF~3:.eR-e~-tfie-eest, costs of 
such facility not so recovered will be depreciated over its remaining useful life and will 
be the only amount recognized as allowable cost, subject to paragraph 15-204.12. ;:ae 
ee~traete~-may-eleeb-~e-~ee-~e~:mai-ae~~eeiatieH-rat~e~-tfiaa~tfie-u~~~e-ael3ree~e~ie:aU-ae-ae~e~
m3:.1iea-·~ay-'tJfie-Effle~geRey-Faeil3:.~!.e&-~eapa,.--Reweve!'y-tfie-:met:Rea-efl.ese:a-ait,ep-sl!efi-ae"eP
m!fia~ieR-ef-Utp~e-aeJ3Fee3:.atienU-m~s~-ee-fellewea-eeRsiste:atly-t,~ea~fie~"-"fie-life-ef-~ft8 
eme~geHey-faeili~iss~ 

15-20hol0 EHPLOYEE MORALE, HEALTH AND WELFARE 
. . 

Co.rmnent t 'I'nP. listi.ng of examples mi~ht be interpreted in too restrictive a manner and 

its revision is suggested in order to include recrEation programs and other activities 

aimed at improving employer-employee relations, or employee performanceo. The insertion 

in the last sentence is recommended for clarificationc 

Suggested Revision: 

Included in this category are expenses of health and welfare activities incurred 
for the improvement of working conditions and the improvement of employer-employee 
relations and employee performancee Examples of these activities are publications, 
health or first-aid clinics, ;recreation, aRa employee counselling services and others 
aimed at improving employer-employee relations or employee performance. These costs are 
allowable when incurred in accordance with the contractor's established practice or 
custom in the industry or area and are reasonable and equitably allocated to all classes 
of work performed in the contractor's planto Income received by a contractor generated 
from any of these activities will be credited to the costs thereofo 
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15-204oll ENTERTAINMENT EIPENSE 

NSIA SUGGESTED aEVISIONS TO 
DOD DRAFT 3/23/55 SECTION IV 

Comment~ Such expenses should be allowable to the extent that it can be demonstrated that 

such expenses are ordinar,y and necessary to the business of a contractor. 

Suggested Revision: 

This item includes the cost of amusement) diversion, social activities and 
incidental costs relating thereto, such as meals, lodging, rentals, transportation and 
gratuities. These costs are ~allowable. 

15-204ol2 EXCESS FACILITIES 

.Comment: The exception should not be limited to standby facilities for the particular 

contract and accordingly it is suggested that the words "contract performance" be deleted 

from the first sentence. Where additional plant capacity is reserved for Government 

production the cost of such additional capacity should be covered either as a charge 

against current business, or recovered urider a separate Government contract. Accord-

ingly, it is suggested that the last sentence be revised to provide that the cost shall 

be allowable unless the facilities are covered by a separate contract~ 

Suggested Revision: 

This item includes the cost of maintaining and housing idle and excess 
facilities, except those reasonably necessar,y for eeH~Pae~-~epfePmaHee standby purposes. 
These costa are unallowable. The costs of additional plant capacity reserved for 
aefease Government production shall be allowable unless the facilities are made the 
subject of a separate contract. 

15-204.13 FINES AND PENALTIES 

No Cormnent 

Included in this item are those costs resulting from violations of, or failure of 
the contractor to comply with, local, state and Federal laws and regulations. These 
expenses ar~ not allowable except when incurred as a result of compliance with specific 
provisions of the contract or instructions in writing from the contracting officer. 

15-204el4 FRINGE BENEFITS 

No Cormnent 

Fringe benefits are allowances and services provided by the contractor to 
its employees as compensation in addition to regular wages and salarieso 
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15-204.14 FRINGE BENEFITS Continued 

NSIA SUGGESTED REVISIONS TO 
DOD DRAFT 3/23/55 SECTION XV 

a. The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and servance pay will be in 
accordance with subparagraphs 15-204.27, 15-204.6 and 15-204.38, respectively. 

b~ The cost of other fringe benefits such as pay for vacations, hollidays, 
sick leave, military leave and employee insurance (but see subparagraph 204.16e) is 
allowable to the extent required by law, employer-employee agreement, or established 
policy of the contractor that constitutes, in effect, an implicit agreement on the 
contractor's part. 
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15-204cl5 INITIAL PRODUCTION COSTS 

Comment: It is recommended that (1) in the second sentence the word "include" 

be substituted for the words "consist of" and (2) the last sentence be deleted. "Starting-

load costs" or "such costs" do not necessarily "consist of" only or all of the costs 

mentioned in the second sentence. Therefore the word "include" is considered to be more 

appropriate. 

Auditors and contracting officers of the military departments will have difficulty 

in determining (a) when starting-load costs have continued to an "unwarranted extent" 

and (b) when a contractor has been allowed "reasonable time" to learn to make a product 

efficiently. Therefore, it. is believed that the retention of the last sentence can 

only increase the number of "costs questioned" by the military auditor and the number 

of cases referred ·to higher aut~ority by administrative contracting officers and 

contracting officers, thus resulting in, at the minumum, prolonged justification and 

argument on the part of contractors and undue delay in settlement of cost-reimburse-

ment matterso 

Suggested Revision: 

Initial production costs, known also as "starting-load costs", are non
continuing costs that arise in early stages of production because of the contractor·• s 
lack of experience with particular materials, manufacturing processes or techniques 
involved. Such costs may include eeRs~s~-ef.excessive material costs resulting from 
abnormal scrap losses, excessive direct labor costs and related overhead resulting 

· from idle time due to testing and change in production methods, cost of training employees, 
and excessive defective work due to inexperienced labor. 

While initial production costs are allowable, the contractor will be expected 
to work actively to minimize or eliminate them as rapidly as possible. ~R-eaees-wReP•
taese-eests-eeRtiR~e-te-aR-~HW&FFaR~ea-e~~eR~-a~te~-tRe-eeRtFaetep-fiae-eeeR-allewee . 
~eaeeRaele-tiMe~te-leaPR-~e-make-tfie-~Fea~et-effieieR~lyy-tfie-e*eessive-ees~e-will~e 
e~e~ee~-~e-aisallewaRee~-
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15-204.16 INSURANCE AND INDEMNIFICATION 

Comment: a. The words "and bonds" have been inserted for the reason that cost of bonds 

should be allowed for reimbursement. 

b. In the first sentence, the words "within the limitations as to the extent 

of coverage and premium rates approved by the Government" should be deleted because,the 

language is implied under subparagraph a. The change in the second sentence should be 

made since it is unnecessary for the Government to approve programs. of "other insuranceq 

and the costs thereof should be allowed to the extent they are reasonable and allocable 

to Government business. The contractor's judgment as to the amount of coverage and rates 

should be satisfactory unless specifically disapproved. Deletion of the last sentence is 

recommended because such insurance has become a recognized element in doing business. and 

the entire cost should be allowed. 
.. .. 

c. These costs should be allowed unless the Government has specifically 

relieved the contractor or his subcontractors of the risks by contractual agreement. 

d. Provisions for losses under a self insurance program should be allowable 

if such provisions are established on an actuarial or historical basis. 

e. No comm.ento 

f. This paragraph has been modified to make it consistent with ASPR 7-203.22o 
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gb Deletion of this paragraph is recommended since it is not clear what is 

meant by "Cost of indemnification."· 

Suggested Revision: 

ac Included under this item are (1) those types·of insurance which .the 
contractor is required to carry under the terms of the contract, or by specific instruc
tion of the contracting officer or his authorized representative, and (2) any other 
insurance and bonds for which the contractor seeks reimbursement under the contract. 
The kinds of insurance ordinarily included in the first categoiJr are set out in ASPR 
10-50lo 

bo Ccsts of government required insurance are allowableo witkiB-~ke-l~i~a
~iefts-ae-~e-tne-e~~e~~-ef-eeve~·age-aHa-~remi~-Fatea-a~~Fevea-ey-~~e-BevePHMeR~. Costs 
of other insurance, except th&t applicable to government-owned property, ·are allowable 
J3f'ev:iaee=tlt-~:~e-iHSaFS:Ree..:fias-eeeR-aJS'J:tPevea-ey-tne-:w&~3:~aFy-6.e~aptJ:Reaot;-eeHeerRee-er 
t~t-iR-tfie-aese~ee-ef-s~efi-a~~Feval-Pe~~3:PemeRts, to the extent that any part of a 
contractor's insurance program has not been disapproved by the military departments, 
provided that. the types of coverage, extent of coverage, . and rates are reasonable under 
the circumstanceso Ses~s-a±lewea-fe~-~ee-aa~-eee~~a~ey-iRS~!'aReeT-fiewevePr-w~±~-3:R 
~~~~~3:~le-ee-~~~~eg-ee-as-~e-e~el~ae-eeverage-ef-p~ef~tT-~H~eree~~-~eaeFa~-3:ReeMe-ta~ee, 
aREi-aHy-e-tfieF-:t.-;ems-ef-e}{]'eBse--aRal±ewael:e-'ti:aaer-tfiis-}9a.Pt. · 

c~ The costs of insurance or any reserve covering the risk of loss of or 
damage to government-owned property are He<& allowable except to the extent that the 
Government may-fiave-PeqHi!'es-tfie-e~HtFae~ep-~e-eaFFy-eHefi~~Hs~ra~eeT·has specifically 
relieved the contractor or his subcontractors of the risks by contractual agreemento 

d. Provisions for losses under ~fie-eeets-ef a self-insurance program 
established on an actuarial or historical basis are allowable ~reviaea-~fie-~Fegpam-aae 
5ee~-a~~~evea-ey•tke-m~Iita~y-ee~ar~eH~-eeReersea subject to the tests of-reasonableness 
and allocability under paragraph 15-20lo Actual losses sustained under such a self
insurance program are therefore not allowable. 

e. · The costs of insurance on the lives of officers, partners, or proprietors, 
are not allowable except where such insurance is part of an employee plan which is not 
unduly restricted. 

fo Losse! not covered by insurance resulting .from failure to insure t~fire~gfi 
eelf-i~~rafiee-eP-etfieFK~eef-agaiftet-a-eeHt~geHt-less-er-aamagey-wfiePe-a-reaeeBaely 
pPtiEieHt-e'tiS~€Se-er~as~satieR-weRla-kave-iRsHFea-aga3:Re~-eRefi-lese-ep-aama~e are Be~
allowable9 except in those instances where the contractor failed to comply with the 
direction of the contracting Qfficer to carry insurance. 

g. Ceet-ef-3:.R6.eJ!'U'i3:f3:.eat3:.eR-will-ee-·a±±ewae±e-eRly-te-tHe-e~teH~-e~Feeely 
~Fevieea-fer-iR-tfie-eeRtrae~. 

15-204.17 INTEREST AND OTHER FINANCIAL EXPENSES 

Comments :t NSIA views upon this subject were presented to the Honorable Charl·es E. Wilson 

in a letter dated 3 September 19S4G The present treatment of interest and other financial 
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expense is inequitable and such costs should be allowed. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT J/2~/55 SECTION XV 

(See attached statement 

entitled "Allowability of Interest on Borrowed Capital in Military Contract Pricing.'') 

Suggested Revision: 

This item includes interest paid or accrued (regardless of the nature. of the 
obligation which gives rise to the interest cost), bond discount and expenses, and the 
cost of financing and refinancing operations as well as legal and professional fees · 
paid in connection with the preparation of a prospectus, cost of preparation and issu
ance of stock rights and expenses related thereto. (See also 15-204.24). These costs 
are allowableo ~allewae~e1-e~ee~t-~eP-iR~ePest-assessea-ey-state-eP-leeal-ta~ifi~ 
ali:6fiePit3:es-l:lREieF-iTae-eeHciitieaa-se:6-f~ptfi-ia-sli'Bf3aPagpa~B.-l5-29h ... !;9. 

15-204.18 LABOR RELATIONS 

No comment. 

This item covers expenses incurred in maintaining satisfactory relations 
between the contractor and his employees. It includes the cost of shop stewards, 
labor management committees, employee publications and other related activities. 
Costs incurred for these purposes are allowable. 

15-204.19 LOSSES ON OTHER CONTRACTS 

Comments: ·This paragraph should be revised to permit the allowability of losses or 

costs incurred under participating research and development contracts where it is 

intendedo As written, the paragraph is inconsistent with the Court of Claims decision 

in Bell Aircraft Corp., v. U.Se, 100 Fo Supp. 661 (Ct. Cls. 1951) aff'd. per curiam, 

344 u~s. 860 (1952}, where a Government contractor was allowed to capitalize losses on 

experimental contracts and allocate them as costs to other Government contracts. 

Suggested Revision: 

This item covers any excess of costs over income under any and all other 
contracts, whether such other contracts ar·e of a supply, research and development or 
other nature. Except for participating research and development contracts, costs of 
this nature are not allowable as a cost pf performance of the Government contract. 

15-204o20 MAINTENANCE AND REPAIRS 

Comments: It is recommended that: 

1. !n the second line, the word "property" be defined to include Government-

owned facilities. 

2~ In the fourth line, the word "its" be changed to "an". 
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3. Subparagraph b. be deleted. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

In any operating plant and machine there is usually some element of deferred 

maintenance, and a combination of engineering and management skills is necessary if 

undue wear, plant breakdowns or other undesirable results are to be avoided. Manage-

ment's decision as to when to repair is usually based on whatever action, or inaction, 

as to maintenance will produce a minimum effect on cost. Deferred maintenance arises 

from such causes as: 

1. Inability to close a plant or part thereof, or remove a machine for 

repair without interfering with a production schedule. 

2e The scheduling of periodic repair periods during which accumulated 

repairs and overhauls are made. 

36 The relatively high cost of overhauling a single item as compared 

with the collective overhaul of a group of items during or following an operating 

periodo 

4o The lack of need for future efficiency as in the case of an item which 

is to be disposed of. 

:t-1ilitary auditors and contracting officers will not be able to determine (a) 

deferred maintenance arising out of abnormal operating conditions and (b) when deferred 

maintenance has been delayed for a future period. It is believed that the retention of 

subparagraph b. will cause an increase in the number of "costs questioned" and can only 

result in prolonged justification and argument and undue delay in settlement. 

Suggested revision: 

a~ This item includes those costs necessary for the upkeep of property 
(including Government-owned facilities) which neither adds to the permanent value of 
the property nor appreciably prolongs its intended life but keeps it in.an ~~s.efficient 
operating conditione These costs are allowableo Expenditures for plant-and equipment 
which, according to generally accepted accounting principles, should be capitalized and 
subjected to depreciation will be allowable only on a depreciation basis. Cost of main
tenance and repairs of excess facilities and of idle facilities (other than reasonable 
standby facilities) are not allowable. 
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e~--Befer~ea-maift~enanee-ie-aefinea-ae-maift~enanee-and-~e~a~S-Wft~efi-fep 
aeme-peasen-s~efi-ae-aene~mal-e~ePa~ing-eona~~iens-eP-laek-ef-f~nas;-is-aelayea-~e-a 
f~~HPe-~ePieay--~fie-eee~-ef-maifi~enanee-~-Pe~aiPs-wfiiefi-fias-eeen-aefeppea-fpem-a
~epiea-~p~eP-~e-~fie-een~Pae~-is-ne~-allew&ele-anless-s~eeifieally-~Peviaea-fep-ifi-~ae 
eea~Pae~T--Likewiee1-tfie-estiffiatea-eest-ef-main~enaRee-aaa-Pe~aiPs-nePMally-Pe~HiPea
e~t-aet-aeeem~liefiea-a~Ping-tfie-~ePiea-ef-tfie-eantPae~-will-net-ee-allewea-as-a-east 
aRless-s~eeifieally-~Peviaea-feP-in-~fie-eeRtPae~~ 

15-204.21 MANUFACTURING AND PRODUCTION ENGI}~ERING 

Comments: It is recommended that tool modification be included in the list of current 

manufacturing processes. Manufacturing and production engineering. includes tool 

modification as well as tool design and tool improvement. I 
I 

The.last sentence of the paragraph should be modified to be consistent with 

the referenced paragraphs 15-202 and 15~203. The contractor's consistent practice of 

distributing such costs should be acceptable. The present language of the paragraph 

will cause questions to be raised by military auditors and contracting officers merely 

because a contractor's practice may not be in accordance with the instruction "should 

ordinarily be" or "should be"o 

Suggested revision: 

Manufacturing and production engineering includes the cost of engineering 
activities in connection with (1) current manufacturing processes such as motion and 
time study, methods analysis, job analysis, and tool design, modification, and improve
ment and (2) current production problems, such as materials analysis for production 
suitability and component design for purposes of simplifying production. These costs 
are allowable. For purposes of distribution, such costs should ordinarily be distributed 
.as proyided in·paragraphs 15-202 and 15-203 .. aiviaea-inte-~we-eategapiee-t tlt-tfiese-wfiiefi 
aiPee~ly-eenefit-a-eentFaet;-a-~Pejeety-eP-a-~Pea~e~-liRe-a~-tiit-tkese-e~eRSeS-WRiefi 
a~e-ne~-sHe~ee~-~-a~peet-ees~iHgT--ftems-in-eategapy-f±}-sfieH±a-ee-efiapgea-aiPeetly-~e 
~ae-eeR~Fae~-ep-~pe~eet-eF-alleeatea-~e-~fie-~Paa~ets-ia-~fte-pFeatlet-liReT--Cests-iR . 
ea~egePy-fiit-sheala-ee-alieea~ea-~e-all-aenefittea-w~P~T 

15-204.22 MATERIALS AND SUPPLIES 

Comments: 

a. The major change here is the deletion of the word 11net". Industry should 

have the freedom of choice between applying discounts, adjustments, etc. either direct 

or through overheadQ 

bo The reasons for the changes in this paragraph are apparent. Here again 

·Industry should have the prerogative of treating such credits either direct or through 
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overhead .. 

c. No comment. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

do The word "generally" has been deleted as it is felt to be too restrictive 

as used in this sentence. Any recognized method of pricing should be acceptable. The 

word "equitable" has been replaced by "reasonable". This substitution is made on the 

basis that the word "e_qui table 11 can be too controversial by injecting .into the exercise 

of judgment by the Audit Service or Contracting Officer elements not encountered if the 

word "reasonable" is used. 

The provision in the second sentence regarding the use of replacement cost 

should be permissable without contract provision. In addition the requirements of 

identifying such i terns at the time the contract is entered into would be entirely too 

burdensome to the contractor and in fact would no.t be feasible from a practical stand-

point .. 

e. Flat disallowance of 11write-down" of values of inventories is not 

equitable.. It is an accepted accounting principle that owing to technological advances, 

engineering changes, defects, self-wear, etc .. , 100% utilization of stock inventories 

will not be realized, and replacement value may be lower than original.cost. Where 

.the contractor can demonstrate that the methods used to reduce the values of inventories 

are logical, and have been applied consistently over a period of years, and that prudence 

was exercised in acquiring the stocks involved, such inventory valuations should be 

allowed to the extent allocable to Government business. 

f~ The proposed redraft·on this paragraph is based on the principle that 

where a contractor has an established plan for pricing "inter-unit" shipments and can 

show that such pricing is. based on competition, he is entitled. to such a price as a part 

of contract costs. This is further borne out by the fact that the Services will 

recognize purchases made from sources outside of the contractor's business as a legitimate 

item of contract cost and which, of course, includes overhead, general and administrative 
I . 
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expense and profit. There are too many instances at hand where the Contracting Officer 

has been obliged to refuse to recognize the price of an article·normally manufactured 

and sold competitively even though that price is lower than any that could be obtained 

from outside sources. It is felt that this is basically wrong and the redraft of the 

ASPR comments and proposals is intended to correct this. 

g. A paragraph has been added to cover pricing on articles normally manu-/ 

factured by a contractor where it involves the contractor's prime location. Paragraph 

f covers these transactions where "inter-unit" shipments or transfers are involved but 

does not cover the contractor's prime division where he may supply articles normally 

manufactured and supplied on his prime contract. The ar~~ents for the acceptance of 

paragraph f hold equally as well for this paragraph~ 

Suggested .revision: 

ao This item includes the Re~ costs of such items as raw materials, parts, 
sub-assemblies, components, and manufacturing supplies, whether purchased outside or 
manufactured by the contractor, and may include such collateral items as inbound trans
portation and in-transit insurance. These costs _are allowable subject, however, to 
the provisions of subparagraphs b through f below. 

b. Cost of materials and supplies shall be suitably adjusted either directly 
or indirectly as a reduction of costs for applicable portions of L~come and other credits 
received by the contractor. Such income and other credits may include trade dis·counts, 
refunds, rebates and allowances, cash discounts taken by the--contractor,-aRa credits for 
scrap and salvage, an~ materials returned to vendorss HsweveP;-wfiePe-~e-eeatpaeteP-eaR 

aemeastpate-taat-fail~re-te-ta~e-easa-aisee~Hts-was-a~e-te-e~~e~taHeee-eeyeaa-Ris-eea
tPal,-s~ea~lest-~ee&~Rts-will-ee-a1lewea. 

c. When materials are purchased specifically for and identifiable solely. 
with performance under a contract, the actual purchase·cost thereof should be charged 
to the contract. 

de If materials are issued fromstock, any geRePally recognized method of 
pricing such materials will be acceptable, provided the method is consistently applied 
and the results obtained are e~~itasle reasonableo . Where materials in stock at the 
commencement date of the contract have a provable replacement cost significantly higher 
than book cost, the contractor may, aRa-~:fte-E7e'1e:PffiReR'f,-Ntay1-6y-eaRtPaet-1'flevieieR:r-ag~ee 
a~eR-tfie use ei a method of pricing based upon the fair value of the materials as of the 
date of the contract, but not in excess of replacement cost on such date •. a~efi-agpee
me:at-efie~la-i::ae3:~ae-ieieRtifieatieR-ef-tffi:e-t~es-eP-~i.Ms-ef-mat,ep3:als-iRvelvea-a:aa 
sfie'tilel-ee-maae-a:1;-tfte.-t,iffie-tH:e-eea't"JPaet-3:e-eRtePeei-3:R'f,e-a:~d:-~:raev3:e:ea-fep-tft:epe~Rr 
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e.. Reasonable charges ar~s~ng from difference between periodic physical 
inventory quantities and related material control records will be included in arriving 
at the cost of materials, provided that·. such charges t:it-8.e-He:t-iRe3:l:Hie-11sw:i~e-aeWReu 
ef-val~ee,-aHEit~:it relate to the period of performance of the contracto All credits 
arising from differences between periodic physical inventory quantities and related 
material control records shall be taken into account. 

f o ··Q-Fa:i:Ha:flily If a contractor has an established method for pr~c~ng sales· 
or transfers of materials aP.tEi, supplies and services between plants, divisions, or 
organizations, under a common control, efia3:±-ee-s~a~ea~eft-~Re-easie-ef-eee~-~e-~ae 
traRefe~ep~--±~-~e-ease-ef-aAy-item-rega±ar±y-ma~~aet~rea-aP.te-ee±a-ey-aRy-e~efi-~raHe
fe~eF-~fi?e~gR-eemmereia±-e~aRRe±e-a-S.e~art~e-frem-tfiie-eee~-easie-:is-~eP.Mieeiele-~rev:iaea 
t:Rat-t:Re-pPiee-efiargea-te-t:Re-eeHtraet any such materials or supplies manufactured and 
sold by any ruch transferor in the regular course of its business may be charged to 
the contract as materials and supplies at a price which does not exceed the lower of (i) 
the transferor's sa1e price customarily charged to its most favored non-affili.ated user 
customer for ~~e same item or service in like quantity or (ii)the pricese~ charged by 
other suppliers for the same or substantially similar items or services. 

All other sales or transfers between such plants, divisions or organizations 
shall be cnarged to the contract on the basis of total cost to the transferor. 

g.. Materials and supplies furnished by a contractor 1 s prime location, 
which are manufactured and sold in the regular course of its business may be charged. 
~~Titract as materials and supplies at a price which does not exceed the lower 
of. (i:) the prime location• s price customarily charged to its most favored non-affili
ated ·user customer for the same item in like quantity or (ii) the price charged by 
ether ~uppliers for t~e same or substantially similar items. 

15-201!.~ 23 ORGANIZATION EXPENSES 

N c C Ofll.me n t . 

This item consists of expenditures in connection with organization or 
re-organization· of a business. Examples of such costs are incorporation fee, attorneys 
fee, fees to promoters and organizers and costs of raising capital. These costs are 
unallowable& (See paragraph 15-204.17). 

15-204c24 OTHER BUSINESS EXPENSES 

Cotrunent..s: The use of the word "annual" in t.he first sentence should be deleted since 

contractors are required, under certain circumstances, to issue periodic reports to 

stockholders in accordance with requirements of the Securities Exchange Commission and 

other regulatory bodies. 

In the last sentence of this paragraph that portion directly following. the word 

"allowable" has been deleted since this portion of the sentence would give the Contracting 

Officer an opportunity to match opinion with the contractor as to his business practices 

NSIA 6-~-55 



Page ;6. NSIA SUGGESTED REVISION TO 
DOD DRAFT 3(23/55 SECTION IV 

which is considered to be outside the realm of his responsibility. Further, it is ~elt 

that 15-201 covering the factors of reasonableness and application of generally accepted 

accounting principles and practices adequately covers the Contracting Officer. 

Suggested Revision: 

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, pror~ solicitations, preparation and publication o~ 
&fift~a% reports to shareholders, preparation and submission of required reports and 

/ 

forms to taxing and other regulatory bodies and incidental costs of directors' and 
committee meetings. The above and similar costs are aliowable when iRe~P~ea-ia-PeaseA
aele-aMe~~e-iR-aeee~aanee-~~ft-~fte-eeH~Pae~eP~s-ee~aelisfiea-~Pae~iees-aaa-&?e-allocated 
on an equitable basis to all classes of work. 

15-204.25 OVERTIME, EXTRA-PAY SHIFT AND MULTI-SHIFT PREMIUMS 

Comments: Contractors should not be required to separately identify overtime premium 

if it is not in accordance with the contractor's accom1ting system. The requirement 

is restrictive and unnecessarily burdensomeo 

The major change made in this paragraph deals with overtime and shift premiums 

identified to direct and indirect labor and emergency overtime. The paragraph as written 

would treat shift payments and shift premiums as out of the ordinary and not to be 

authorized without special permission. The practice of granting premium pay for 

unpopular shifts in a multi-shift operation is standard operating procedure; in fact, 

it is normally made a provision in union contracts. The paragraph should therefore be 

rewritten as suggested to set up a paragraph (a) covering overtime .,pay and a paragraph 

(b) covering shift premiums with the understanding that shift premiums are allowable if 

in accordance with the contractor's practices and procedureso 

In so far as emergency overtime is con~rned, ~llowance of this t,ype of 

premium without specific authorization is contained in ASPR 12-102(c) which states 

"The policy stated above shall not be construed to limit the use of or payment for 

emergency overtime work as may be required o ••••• "o Such a provision should also be 

included in 15-204.25 as reflected in the suggested revision. 
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Suggested Revision: 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION lV 

This item consists of the premium portion of overtime and shift payments to 
employees. Such premiums may be classified as either direct or indirect labor costs. 
e"ti~-~:ae-lfftel:ffit-ef-evef'~ime-]:!Femil:Ufi-e:Aelila-ee-se]:!a:Pately-iEieHt~f3:eEiT When direct labor 
cost is the base for distribution of overhead, overtime premiums shall not be included 
therein. (a) Cost of overtime aHa-efiift-pf'emi"tiffiB paid to the direct labor force are 
allowable eHly to the extent expressly provided for in the contract or otherwise 
authorized by the Government. See-ASPR-l2.l92•fe~-f~f'tfie~-iRfepmaties-eeHeerftiHg-~fie 
~eliey-FegaPaiRg-Bliefi-a~tfief'isatieftT However, this shall not be construed to lim1t the 
use ·of or payment for emergency overtime work as may be required. The cost of overtime 
paid-to the indirect labor force for emergency overtime work or to handle periodic 
peak administrative loads is allowable. ~:Ae-affieaat-ef-eveF~~e-aBa-ssif~-~Pemi~-ees~ 
e:RaFgee-En1-geveFHffleHt-eeH'&Faets -sfia±l-ee-ef:ittitaele-iR-PelatieH-te-tae-&lfteiD\t-ef-el:te}, 
eests-efiargea-eR-RSR-geveFHmeRt-wef'k-eeiHg-eeHettFPeHtly~pePfepmea-iR-tfie-eeHtf'aetepLe 
~laRt-ane-tae-fae:t;eps-w:Rieh-Heeessi~ate-tfie-iRettf'f'eHee-ef-tfte-eest. (b) Shift premiums 
_in accordance with the contractor 1 s practices and procedures are allowabl~.· 

15-204o26 PATENT EXPENSES 

Comments: The proposed language of this paragraph ·would disallow the cost of.preparing 

patent applications unless such applications were filed on behalf of the Government or 

the written authorization of the contracting officer was obtained. It is believed that 

all costs leading to the issuance of patents as well as infringement, investigation and 

litigation should be regarded as allowable costs. Such activities are of direct benefit 

to the Government even though the Government may not obtain any rights under .the ·patents 

because, by obtaining a pat~nt, a contractor avoids the necessity of eventually being 

required to pay a royalty to some other person who may obtain a patent on the same 

invention. Moreover, the costs of maintaining a patent department in any manufacturing 

company is a necessary cost to its overall operations and should be considered as a 

necessary cost of doing businesso The primary change which has been made in the para-

graph therefore covers an addition which would allow all costs leading to the issuance 

of patents as well as infringement, investigation and litigation. There has also been 

included preparation of licenses to the Government as well as disclosures. 
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Suggested Revision: 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 

Included in this item are such expenses as amortization of.the cost of 
purchased patents and all costs leading to the ~ssuance of patents, as well as the 
cost of infringement investigation and litigation. Amortization of the cost of 
purchased patents applicable to contract products or processes is allowable. ~fie 
ees~-el-~Pe~aP~-aiseleaHPes All costs leading to the issuance of patents, the cost 
of infringement, investigation and litigation, cost of preparing disclosures and 
licenses to the Government as required by the contract, and of preparing assignment 
and other papers in connection with the filing of a patent application for the Govern
ment, and any expenses inc·ident to patents incurred upon the written authorization 
of the contracting officer, are allowable. A±l-a~fie!'-~a~eat-e~eaeee-aHa Charges 
for the use of patents where the Government has a license or the right to free use 
thereof, are unallowable~ ~fie-ees~-a£-PeseaPeh-~ aevele~men~-wePk-leaaiRg-te-~a~ea~a 
~s-tpea~ea-iR-s~e~aPagPa~fi-l5-29k~35· 

15-204o27 PENSION AND RETIREMENT PLANS 

Comments: (a) Paragraph· 1 a 1 of this clause establishes a definition for pension and 

retirement plans. We have suggested deletion of the fourth and fifth sentences from 

the definition because of their restrictive nature. Pension and retirement plans may 

be established which are dependent upon profits and such plans if approved by the 

Internal Revenue Service should be acceptable to the Militaryo In other instances sueh 

plans may fall under the scope of the special case situations covered by paragraph 'g'. 

The fifth sentence is ambiguous and raises a number of points capable of misinterpretation. 

There is some indication that if pension plans employ funds, arising from any cause what-

soever in the operation of the plan, in a manner other than to reduce the employers 

contribution, the plan will be considered as falling outside the definition. In addition, 

the sentence mingles the technique of determining pension benefits with the question of 

how certain reversionary credits should be handled. Paragraph 'f' adequately deals with 

reversionary credits and the possibility that some pension plans may provide for increased 

benefits under certain circumstances should -n-otoutlaw--them~ 

(b) Part 6 of Section XV has heretofore treated pension and retirement plans 

as giving rise to recognized costs of doing business. In establishing principles in 

part 2 for detennining the allowability of such required costs, it is necessary to take. 

into account that pension plans are employed by firms of all sizes~ .The pension and 
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retirement plans of all commercial enterprises (other than tax-exempt and non-profit 

institutions) come under the cognizance of the Internal Revenue Service for approval 

purposes. The Government business done by these firms as compared to commercial business 

varies from small to relatively large proportions. Generally, the proportion of Govern-

ment business done on a cost reimbursement basis is relatively small as compared with 

the total business of the contractor. Because of all of the above factors it is import-

ant ·that a standard applied by only one Government Agency be used in evaluating the 

plans employed by the various se@llents of industry. Where such Government approval has 

been obtained, additional approvals by agencies of the Military Departments are unnecessary. 

For purposes of determining allowability and allocability, approval of the 

cognizant auditing agency should be binding upon t!".•.e other Departments; it is un-

necessarily expensive for both the Government and the contractor to be required repeatedly 

to submit the contractor's system for review to a number of Agencies. 

(c) Criteria established to determine the allowability of costs should 

consider the costs allowable under such approved plans subject to the usual tests of 

reasonableness arrl allocability~ Where the contractor has an established pension plan 

in whim all employees working on Government and other busines.s are indistinguishable 

as to conditions of employment, eligibility of benefits, pension contributions should 

be allowed in full to the extent allocable to Government business. 

(d) No conunent. 

(e) Reallocation of costs between years on the basis of Internal Revenue 

tecrillical l~~its which disallow in one year and pick up in subsequent ye~s is impracti-

cal and should not_be required so long as a consistent method of contribution is followed 

by the contractor. Application of the Internal Revenue Code limitation in any year 

without permitting the carry-over to subsequent years is inequitable. The contractor 

has in fact, incurred the cost and its deferral to another year for tax purposes 

recognizes this,. To attempt to segregate a small portion of the contractor's contribution 
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allocable to a single contract in a particular year, when the majority of contractors 

have a number of Government contracts on which performance is spread over a number of 

years, is a meaningless refinement which in the long run will benefit neither the Govern-

ment, the Military Department nor the taxpayers 

(f) Methods used by some contractors to determine pension contributions take 

into acc:ount unusual as well as normal fluctuations in employment and are susceptible to 

review to so demonstrate. Methods used by other contractors to determine contributions 

may be found to be inadequate to provide for such fluctuations and may thereby make it 

necessary for the Government to require special provisions for revisionary credits. 

In such· instances no particular ~ethods should be prescribed but each case should be 

handled.by whatever method is mutually agreed to be appropriate in the light of all the 

circumstances. 

(g) The costs of lump sum purchases of annuities or of l~p sum payments to 

approved pension and retirement plans should be allowable without specific contract 

provisiono The Government is adequately protected by the tests of reasonableness and 

.allocability referred to in paragraph 15-20l(b). 

Suggeste~ Revision: 

ao A·pension plan as used herein is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of definitely deter
minable benefits to his employees over a period of years, usually for life, after retire
ment. Such a plan may include disability, withdrawal, insurance or~survivorship benefits 
incidental and directly related to the pension benefits. Such benefits generally are 
measured by, and based on, such factors as years of service and compensation received 
by the employees. ~ae-aetePmiRatieR-e~-~ae-ameHRt-e~-~eRsieR-eeaefits-aaa-~fie-eeRtPiea
tiaHs-~a-~Peviae-e~ea-eeaefite-ape-Ret-de~eRaeRt-~~aR-~Pafits~--~eHefite-aPe-Het-aefiHite~ 
aetePM~Rae±e-~f-fHRaS-aPiSiRg-fpem-fepfe~t~PeS-9R-tePffliRatieR-ef-SePviee-aP-9tReP-Pea99R 
May-ee-~eea-te-~Peviae-iHePeasea-eeHefits-fe~-tae-PemaiRiHg-~aPtieia~~~s-~Rsteaa-ef-eeiHg 
~seA-~e-peaHee-tfie-ame~Ht-ef-eeRtPieHtieRs-ey-tfie-em~leyePT A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon-retirement or over a period 
of years after retirement will be considered a pension plan, if, under the plan, either 
the benefits payable to the employee or the required contributions by the contractor can 
be determined actuarially. 
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b. Pension and retirement plans which are subject. to the approval of the 
Internal Revenue Service must have been so approved prior to consideration by the 
Military Depar~~ente Consideration of the plans by the Military Department will be 
limited to consideration of cost and allocability thereof and will be the responsibility 

·of the Department to which audit cognizance is assigned and determinations by the 
cognizant audit agency will be accepted by the other Departmentso HeweveFy-ap~Feva~ 
ef-tfie-~1aB-ey-tae-IR~eFnal-Reven~e-eeFv~ee-eees-Bat-HeeessaFily-aee~Fe-~fie-a±±ewaaee 
ef-tfie-eests-ef-s~efi-~laH-ey-tfie-M!litaF,Y-Be~aFtffieRt~--Cenaiee:Patien-ef-tfie-~±aRs-will 
Be-tfie-PeS~9Raieility-ef tfie-~e~aF~eBt-te-wfiiefi-a~ait-eegnisaRee-is-aesigRea-aRa-tfie 
s~e~e~l:i€Rt-aet;isH-t.akeR-ey-taat-~e~af'tilieat-will-geae:PaJ:~ee-aeeeJ3~Ei-ey-tfie-etfie!' 
t:;le}'a~tRleR-ts-.--±n-·eases-wfieFe--tke-~nte!'l'iB.~-Re-veflti.e- Sef'\"'iee-ldtRS?aws-a}:)f>~e:va±-ef-a-}'~aR, 
ame~ts-a±~eea~ea-te-eeRtFae~-eests-wil~-ee-witHaFawa-aeeeFaiRgly~ Where pension and 
retirement plans of non-profit or other tax-exempt organizations are not required to be 
reviewed and approved by the Internal Revenue Service, it will be the responsibility of 
the Department to which audit cognizance is assigned to give consideration to the 
acceptability of such planso 

c. The cost of pension and retirement plans approved by the Internal Revenue 
Service-waiefi~a~e-~Fe~eF~y~6ea~e~i6~e-fFeM-taxae±e-iHearee are allowable except as other
wise det.errnined unallowable under this paragraph. The cost of retirement plans, which 
are based on p:rofit sharing, shall be subject to pr.ragraph 15-·204o6eo Costs of accept
able : .. pensior .. and retirement plans established by n.Jn-profi t or other tax-exempt organiza
tions are also allowable exc~pt as otherwise determined under this paragraphe 

do Pension and retirement costs constitute a part of the total compensation 
by a contractor t.o the individuals covered by the plan, arrl accordingly, are subject 
to the provisions of this section with respect to reasonableness of the total compensa
tion paid to the individual for the services renderedo (See 15-204-.6) 

':,.. eo The amount of the contribution subject to allocation as a contract cost 
will '"be lirni ted to the maxinrum. amount required to fund an approved plan, or the amount 
actually contributed, Ei"tiFill-g for the taxable year, whichever is the lesser. ~:Re-eaFry
eve~-J3Pe;;~s~e:n.s-ef-t:ke-!Hte:PRal-Reve:tnie-Geae-wi~fi-Fespee:t>-~e~eeR-tP.:ie"t:ltieP-s-liR6:eF-peRs3.:.eR 

· a:r16.-Fe~:iPemeRt-:plal'is-sfia3:.±-Ret.-ee-:PeeegB:isea-feF-tfie-·~~r-J3ase-ef-ee:&ePmiRiRg-al3:.ewae±e 
peRS3.;GR-aREi-·P.et:i~eme:at-eestS-tiBae!~"~ge¥eFRmeR~-eeRtPaets-r 

f. Credits which arise "'..ll1der pension plans from various sources, such as 
dividends and cancellation of employee benefits which have not vested at the time of 
termination of their employment, must be taken into account in a.n equitable manner in 
the det;ermirJ.a.tion of the allowable pension arrl retirement contribution. Special provi
sion for these credits 3:s-"tu:~a±~Y. may be necessary when the contractor's organization 
has substantially expanded for the performance of military contracts and there is a 
reasona.ble expectation that the ~ployment of a large number of the additional employees 
will be terminated upon curtailment of military work~ Where the contractor can demon
strate that reasonable provision has been made for the effect of such reversionary 
credits in his method of determining pension contributions no special provision for 
these credits is requiredo Otherwise, l:h~.Eie~-t~tese-e~!'el:Xms~&Rees, it will be expected 
that ar: arra.11gement will be made which will result, as nearly as may be practicable, 
in the Government~s receiving the benefit of these credits to the same extent as it 
originally participated in the related costs. ;f.leFe-aFe-twa-genePa±-Me~fieae-wfiiefi-me.y 

~e-~eea~-iHaivie"t:la~±y-e~-ift-eem8~RatieRJ·-iR-makiRg-e~eR-aFP~gemeftts~ 

NSIA 6-10-55 ' 



Page 42. NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/43/55 SECTION XV 

fl}--A-1~~-s~-ep-~e~eentage-a~seeaH~-ef-ettPPeRt-~eRsieH-eests-Reget~a~ea 
~a-a~Peea-~~ea-~R-aavaHee~--BeteP.miRatieR-ef-s~efi-a±lewaRee-genePa1ly-is-Re~-aH 
aet~apial-~Peelem-iRvelviRg-a-eale~±atieR-easea-~paR-kReWR-faetePs;-e~t-patfieP-~s-aR 
a~empt-te-Peaefi-a-aegetiatea-agpeemeat-as-te-vapie~s-~Reeptaia-eP-vapiaele-faetePs 
ia-a-eem~lex-sit~atieRY · 

ta}--A-PetPespeet~ve-aetePMiH~_tieR-at-seme-t~me-ia-tfie-f~t~Pe-waea-a-mepe 
aee~Pate-es~iMate-eaR-ee-maae-ey-viPt~e-ef-e~ep~eaee-wfiiefi-may-fiave-aeve±epeaT--Yatil 
s~efi-aetePmiaatieR1-e~PPeat-eests 1 -waiefi-sfie~±~-ee-Ret-ef~e~PPeat-ePea~ts may-ee 
allewea-pPeviaea-aH-a~~PepPiate-eeRtPaetHal-agPeemeat-eaa-ee-Peaefiea-wfiiefi-pesepve~ 
tfie-QevePRffiSRt~e-Pigfit-te-~~t~Pe-epeaite. 

g. The costs of lump sum purchases of annuities or of lump sum cash payments 
or periodic cash payments made to provide pension or retirement benefits for retiring 
or retired employees other than incurred under approved pension and'retirement plans 
will be considered on an individual case basis and are allowable ealy-te-tae-e*teat
epeeifieally-,Peviaea-fer-ia-tae-eeR~Pae~. subject to·the usual tests of reasonableness 
and allocabilit,y. 

15-204a28 PLANT PROTECTION EXPENSES 

Comments: All plant protection expense should be considered as allowable cost. The 

objection to segregation of plant protection into two classifications is two-fold. First, 

in the case of a contractor working on a number of classified Goverqment contracts in 

a given location, it would be difficult if not impossible to apply such special plant 

protection costs directly to each contracta One guard may provide equal protection to 

all work. Second, it is not practical for the contractor to develop individual overhead 

rates for each Government contract if he holds numerous contracts. 

This paragraph as written also fails to recognize the existence of a third 

class of plant protection expenses, namely, those expenses which arise peculiarly from 

doing business with the Government, but which are not of a type which arise because of 

the specific 11direction11 apd "approval" of the Contracting Officer. Expenses referred 

to include the costs of clearing personnel to handle classified work, the acquisition 

of special cabinets and safes for storage purposes, etc. as required by the Security 

Agreements and Military Security Requirements Clause of contractso These costs are 

common to Government business as a whole and are apart·· .from special security measures 

wh:Lch may be ordered by a contracting officer under a specific contract. In view of the 
"\ 

foregoing, the article should be rewritten as follows: 

: .NSIA · 6-10=55 
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This item includes the cost of all plant protection measures such as wages of·· 
guards, equipment of guards (uniforms, fire arms, etce), aRa depreciation on plant 
prot.ection capital assets, storage of classified matter, clearance of employees, etc. 
and i.ncludes all costs required. by t.he nature of contractor 1 s busin~ss., requirements of 
Military Security Requirement.s·Clause ASPR 7-104.12 and DD441 Security Agreement and the 
cost of special plant protection measures specifically ordered or approved by the Con
tracting-Officero These costs are allowable and allocable in accordance with the basic 
principles a.r;d standards of lS-20le Fe:P-~e-}3l:if'J'9Se-ef-eeHt:f'aet-eest:iRg1 -tfiese-e~eRses 
&Pe~aiv~gee-~n~e-2-eat=.ege:Pies;--RB:ffl.e:±.y1 -ReFJM~l-plal'l.~-J3Pe~eetisR-expeBses-aRa-e}3eeia~ 
plaH:~-p~etee~.l::eH-eJ@eRE:te?--Ne!'fflal:~plaH~-ptte:bsetieR-eests-a:fl'e-sllewa83:e-e.fta-atte-a±±eeaele 
~e-all-weF~-iH-t~e~~i~n~~~=S~ee~al~p±ant-J3~®~e~iefi-ess~sy=w~~es-~ep.m-pefepe-~e-aft 
exteBeic:.R~,e.f=i~e -ee:trt;Paet.e!'J:.e=rismal~p±an~=J3~steet.:iaH-J3:f'Sg:Pam-8;Fe=a~ee~allewae~e-a.Ra 
e.l±e~a~l@=~~·~9pee:if:l:.e:-GevePBmeRt-eefl<t.!!B.e~fl-PEH~ft:i~:f·:il!g-e~~si:a.±-J3re4:,eet~eR-lif)SR-~ke-e}:}ee3:.fie 

ai:r»Ge.ti:8R-B.He-aJ5~Fe¥al=ef-tae-eeRtFae~~~-eff3;eeF'~" 

15=204e2? PF~-CONTRACT COSTS 

Comments~ The second sentence of the pai'agraph as written tends to · cont.radict the first 

in th·at it lillri.ts t.he type and amount of cost that may be allowable without regard to 

whether .su.c.h e;osts are otherwi.se reasonable and necessary and would therefore have 

been .allowed if in·:.11rred aft.er the execution of the contracto Accordingly, it is 

sugge.=ted tha-t. the paragraph be rewritten as follows: 

Sugge·sted Revision~ 

Pre..,.!2ontract costs are those whic.h are inc:urred prior to the effective date 
of the con-+.:.ra~.t and whic~h would have been allowable thereunder if incurred after such 
·d.a~·ec Suer~ cost:= w~.11 :r-1e~ be allowed "tffileee when authority therefor is specifically 
se:. fo:!'~.h in the contract and may be limited to a period of time o as=we~;l-as-:t,e=:tfie 
tYJ)£'l~ a~~·~&m®'cffit= €If- £.ae.k~eee~s"'J 

l5=204o.30 PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, ENGINEERING AND OTHER 

Cormner:ts ~ (a) Th:!.s paragraph as writ ten singles out the costs of professional services 

rendered by rn.embe;s separately engaged, and est.ablishes factors for determining allow-

ability whic.h are i.nequit.ablef' Whether or not professional people are on the contractor's 

st.aff or sepa:r'at.~ly engaged should not be a factor in det.enni.ning the allowabili ty of 

the costs c..f thei.r eer·vices o 

(b) In addition~ the past. pattern of such cost.s, the impact of Government 

contra.c.tE on his business, the nature of his own organization., etco should also not 

be deter·m~ing 'fac1:.o:-s as to allowabili tyo The scope and extent of Government regula~ 
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tions, the changing requirements of· contract clauses and peril of loss.in connection 

therewith make it necessary that the .contractor avail himself of professional assistance • 

. As a class, such costs should be allowable subject to the application of the basic prin

ciples and standards set forth in 15-201 relating to reasonableness and allocability. 

(c) The cost of successful defense of anti-trust suits and the successful 

prosecution of claims against the Government should also be allowable. We suggest the 

clause .. be rewritten as .follows: 

Suggested Revision: 

a. This_ item includes the cost of professional services rendered by the 
members of the particular profession whether as members of the contractor's organization 
or separately engaged. These costs generally are allowable when reasonable and ~llocaple 
In accordance with the basic principles and standards of 15-201. iR-Pe±atisR-~e-tfie 
eePviees-PeHeiePeEi-aftEi-aPe-Ret.-eeati:RgeRt-'l:l-pea-.Peeeveey-el-&:Re-eeeta-fpem-tfie-gevePHmefit. 

b. P:aet,ells-i;e-ee-eeRaieiePeEi-fameH~-etH.e~s}-itt-6.a~ePMiz:ti:Rg-t1re-aJ:±ewa8i:J:it,y 
ei-ee~~s-ia-a-~aP~ie~laP~ease-ape~--fi}-~ast-~a~te~ef-s~e~-eaatay-paP"6ie~J:ap±y-iR-tfie 
yeaFs-~PieP-~e-~ae-awa~a-ef-gevePHMea~-eeH~Paet,et-fiit-tfie~im~ae~-ef-geveP~eH~-ee~Paete 
SH-~fie-eefttPaetepLe-eHsineset~fiiit-tae-Rat~Pe-&Ra-eee~e~ef-maRage#~a~-seFviees-e~eetea
el-~Re-eea~paeteP~s-ewa-e~gaa~~at~aRt-a~-f~v}-whetaeP-e~-ne~-t~e-~Pe~ep~ieH-al-ee¥ePa
meR~-W&P~-~e-~ae-eeat,paetaP~s-tetal-eHsiHess-i~-e~efi-aa~~e-iafl~eaee-~ae-eeatPaeteP 

iH~laveP-el-~ReHPPiR~-tfie-ee3ty-~aPtie~laP~y-wfiePe-tae-sePviees-peaaePea-aPe-ae~-a~eea
t~R~iag-aat~e-~a-fiave-little-Pelatieasfii~-ta-wePk-~aaep-QsvePRmea~-eeR~Paets~ Retainer 
fees te-'Be are allowable m~s~-ee when reasonably supported by evidence of services 
rendered. 

Co The costs of legal.; accounting and consulting services and related 
e-xpenses incurred in connection with organization or reorganization, prosecution of 
·patent infringement litigation (except as provided for in 15~204.26), unsuccessful 
defense of anti-trust suits, and the unsuccessful prosecution of claims again&~ the 
Government are unallowable. 

15-204.31 PROFITS AND LOSSES ON DISPOSITION OF. PLANT AND EQUIPMENT OR 
OTHER CAPITAL .ASSETS 

Comments: Flat exclusion of profits and losses on disposition of Plant and Equipment 

is objectionable. If assets are acquired for a contract and have no other use, a profit 

or loss on disposition indicates that the depreciation assumptions were not completely 

realized and the profit or loss on disposition adjusts for the difference. It is 

suggested that the clause be modified as follows: 
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Included herein are gains or losses of any nature ar~s~ng from the sale or exchange 
of plant, equipment, or othe·r capital assets, including sale or exchange of either short or 
long term investments~ Profits or losses on sale or exchange of ea]'i~l-aese=6ey-iRel'tia:iR~ 
investmer.•.ts.! will be excluded in computing contract costso Profits or losses on the sale 
or exchange of plant, equipment, or other depreciable assets will be included in computing 
contract.-ccstse 

15-204e32 RECONVERSION EXPENSES 

Comments2 Where a contractor has made special plant changes in order to introduce a 

Gcvernrnent contract into his production, the cost of that contract is not complete until 

it covers both the cost of installation and the cost of :restoring the facility to its 

original conditiono This paragraph limits the allowable reconversion costs to the costs 

of removing Government property and the costs caused by such removal if specifically 

provided fo!:· ir~ the contracto This excludes the costs of removing the contractor's own 

facilities which were converted to or acquired for the production of Government work and 

also -exc-ludes the cost,s of reestablishing the facilities consistent with the demands of 

his regular business.. Both of these categories of costs are occasioned by the introduction 

of Government business and should be allowed as costs of Government contracts. 

This section us·es the term "incurred", which has been interpreted by the Govern-

ment to mean teexpen.ded tr o Actually the liability for such costs is incurred at the time 

the facilit-ies are converted to Goverrunsnt business. Generally reconversion costs are not 

paid for unti:!. a.fter complet-ion of performance of the Government contracts which occasioned 

them.. Furtherm0re_, most of the costs may not be expended unttl most or all of the con-

tractor 1 ~ ·GcYer-nrnent business occasioned by the Defense Emergency is completed. Unless 

accruals for c-:J.ch ccsts are allowed as costs of the Gover·r..ment work which occasioned them 

while the contracts are in process, there is no effective way to recover the costs .. 

Accruals in this category are not in the nature of "contingencies" in that a definite 

liability has been incurrede While the amounts involved may not be susceptible to exact 

dete~mination in advance, reasonable accruals should be allowed" 
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Reconversion expenses are those incurred in the restoration of the contractor's 
facilities to approximate the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost of removal of 
Government property. Reconversion costs are allowable" ReeeHvePsieR-e~eHses-ape-Re~ 
a±±ewaele-exee~t,-:l;fia{,--tfie-ees-t,-ef ··~emeviRg-8-evePMtel'\t,-~peJ')ePty-ana-~e-Pest,epa~ieR-eests
ealieea-ey-saefi-fleMaval-aPe-allewaele-il-s~eeifieally-~flevi:aea-feP-iH-tl-le-eeR:t;Paeti!" 

15-204.33 RECRUITING EXPENSE 

No cornmento 

This item includes the costs of "help wanted" advertising and the operating costs 
of an employment office necessary to secure and maintain an adequate labor force. It 
further includes the costs of operating an educational and aptitude testing program, travel 
expenses of employees while engaged in recruiting personnel, and travel expen·ses of appli
cants for interviews for prospective employment" These costs are allowable. Where the 
contractor uses private employment agencies, costs not in excess of standard commercial 
rates ·for such services are also allowable. Costs of special benefits.or emoluments 
offered to prospective employees beyond the standard practices in the industry are not 
allowableo 

Comments~ In the preamble to the paragraph, the words "to investment organizations (such 

as insurance companies) or to private investors" should be deleted s'ince the language is 

too restrictive and susceptible to misinterpretation., 

It is recommended· that c·lause (b) be deleted from this paragraph since clause 

(a) appears to provide adequate safeguards" Clause (b) apparently seeks to protect the 

Government from a possible situation where rental under a leaseback was set· at an 

arbitrarily high value., The basic rule of reasonableness set forth in clause (a), which 

indicates that rates must be reasonable in light of the type, condition and value of the 

facilities leased, appears to give the Government complete protectiono If clause (b) is 

permitted to stand, the Government would actually be penalizing companies who have sale and 

leaseback arrangements as contrasted with companies holding conventional leaseso It would 

be very rare indeed to find a conventional lease where the rental rate was equivalent to 

"normal costs, such as depreciation, taxes, insurance, and maintenance expenses" attribut-

ab:e to the facilities leased" 
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Li.kewise it. appears the Government also has in clause (a) adequate protection 

against any situation where a contractor might arrange option terms under a leaseback so 

as t.o permit re-acquisition of the property at a price substantially less than its value 

as a result of high rental payments. Note that clause (a) provides-for a check of option 

arrangements and other provisions of rental agreements for the purpose of determining 

reasonablenesso 

Suggested Revision: 

The following revisions are necessary because of deleting clause (b): 

This item includes expenses for (i) use of land, buildings, and equipment or 
othe:- personal property, and (ii) rental expenses under sale and lease-back agreements 
in.curr~d by contractors through sale of plant facilities and concurrently leasing back 
the same facilities<" 

ae Rentals of plant and equipment. under-· ( i) and ( ii) above are allowable if 
the ratas are reasonable in light of the type, condition and value of the facilities leased, 
options available and other provisions of the rental agreement. 

be ReR:ta3:.a-sf)ee~fie6.-:iR-sa.le-ana-lease-eaek.-ag~eemeR'tts-l:ifiae:P-tiit-a8eve-B.!'e 
al±~ae±e~eRly-te-~fie-ex~eR~-taa~-s~e~-FeHtals-ae-~e~-exe~ea-ReP.mal-eeste-te~efi-ae 
ae~Feeiatie~;-ta~eSy-·ifi6~FB.Hee-aRa-maifiteH8.Hee-e~eRBe8t-WRiefi-weula-fiave-eeeR-iHe~P:Pea 
kaEi-t:Re-eeR;Paete:P-FetaiHea-±egal-t3:~le-te-tfie-i'aeil~.t~.es. 

15-204e35 RESEARCH AND DEVELOPMENT 

Comments~ It is believed that the Government has started out with a constructive effort 

to recognize the great mutual bepefits to be derived from encouraging research by industry. 

However, the new draft then proceeds to so fence in the cost allowance by restrictions as 

to destr·oy much. of .the originally indicated intente Specifically, it is believed the 

following changes should be made to eliminate these restrictions: 

1 .. Clause (l)(iii) should be deleted which requires the contractor to divulge 

results of independent general researcho This is a very unfair condition for detennination 

of allowability because general research is of benefit to all business.. By ~greeing to 

divulge results of such research, and with no protection or guarantee that such infonnation 

will not be made available to others, research upon which a contractor may have devoted 

million2 of dollars and for which the Government is only a·partial contributor can be 
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forfeited to competitors at no cost to them.. This appears particularly inequitable in view 

of the fact that the Government has n·o need for such information, since the results of 

general research can be applied to Government production and the Government can be auto-

matically apprised and benefit from such results without ita 

2. Clause (l)(iv) should be eliminated which establishes a comple~ely 

arpitrary and discriminatory distinction between contractors with 75% or more of their · 

business with non-Government customers and those with less than 75%. If the cost of a 

. research program meets the tests of reasonableness and other criteria, the degree to which 

the contractor is engaged in Government work should not be a determining factor. If a 

particular item is a good cost for contractors with up to 25% Government business, it is 

equally good for a contractor with a higher ratio of Government business.. This limitation 

is particularly inequitable when applied to busineGses whose Government work is subject to 

fluctuations above and below 25%. The criterion fails to give any consideration whatsoever 

to amount or importance of research involved. 

)o The paragraph following clause (l)(iv) which states that the conditions 

apply also in the negotiation of predetermined overhead rates should be deletede This 

statement is not pertinent to a regulation covering cost principles nor is. it necessary. 

4o In connectton with research which relates to a product or product line 

covered.by a specific research and development contract, there is just as much benefit 

accruing to the research contract as would accrue to a production contract. Therefore, 

no distinction should be made as to allowability of cost& The changes shown under suggested 

revisions of clause (2). are made to give effect to this principle. 

5o Revision of paragraph c is necessary to preclude automatic disallowance 

of research costs deferred from prior periods pending the determination of the proper 

accounting disposition of those costs when such costs would otherwise be approved by the 

Contracting Officer as allocable research costs at the time proper disposition can be 

determine do 
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Suggested Revision: 

Research and development expenses ( somet:i4n~~f. referred to as general engineering 
expenses) for the purpose of contract costing are divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental research, 
pure research and blue-sky research. 

b. Related research or development,also referred to as applied research, product 
research and product line researcho 

(1) General research is that type of ·research which is directed towards 
increase of knowledge in science. It is research where the primary 
aim of the investigator is a fuller knowledge or understanding of 
the subject under study, rather than a practical application thereof. 
The costs of a contractor~s independent general research (that which 
is not sponsored by a contract or grant or is not otherwise reimbursed 
to a contractor) shall be an allowable cost in all cost type contracts 
under the following conditions: · 

(i) The amount of such costs i~ reasonable~ 

(ii) The costs are equitably allocated to all work of the contractor 
other than its independent general and related researcho 

tiiit~fie-eeH~~ae~er-agreee~~e-ai~lge-~e-~fie-GevePHmeH~-tfie-~es~±~e 
ef-s~ea-~Hee~eHae~t-geae~al-reeearefiT 

tivt-~fie-l:n::tBiRess-ef-~l=le-eeR~Pae~ep-at-"tJie·-~ime-ei-el'\~er:isg-~:Re 
eeatraet-is-~PeaemiRaat±y-fr~%-e~-merej.-w:i~fi-aes-GevePameRtal 
e~stemers~--If-lese-t~aB-t5%-at-tke-time-ef-eate~iRg-tae-eea~Paety 
a±±ewaRee-M&y-ee-a~~fie~:iBea-ey-s~eeia~-eeR~Pae~-~Fev:ie:ieRT 

~fie-aeeve-eeHe~~ieRe-wi±l-a±se-a~~±y-:iR-tfie-Hege~ia~~eR-ef-~~eae~eP.MiRea 
evepfieaa-Pa~esT 
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(2) Related research is that type of research which is directed toward 
practical application of science, and "development" is the systematic 
use of scientific knowledge directed toward the production of useful 
materials, devices, methods, or processes, exclusive of design, manu
facturing, and production engineering. (See 15-204o2l.) The costs 
of a contractor's independent related r~cp and developmerit (that 
which is not sponsored by a contract or a tor is nqt otherwise 
reimbursed to a contractor) is allowable may, if equitably allocated 
eR-tHe-eas~s-ef-all-~pea~et~e:a1-ee-a±±evea as a cost under any cost 
type ~:PeEilie~ieR contract if the research is related to the contract 
product or product line. Ne-:peP:&:ie:a-ef-e~elri-peeearefi-wi±±-ee-e~~ew

aele-~ae!'-ees~-ty:pe-peseuea-a:rui-Eievele~me:st-ee:ri=&Paet>e... Where 
. related research and development is directed toward the development 

of products primarily for military use, the cost thereof may be 
allocated entirely to Government business. 
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c. Research and development costs, regardless of the nature, which were· incurred 
in accounting periods prior to the award of a particular military contract, (including 
amounts capitalized and the cost of patents obtained) will riot be allocated to that contract 
unless approved by the contracting officer or allowable as precontract costs (Paragraph 
15-204.29)o 

15-204.36 ROYALTY PAYMENTS 

Comments: Royalties and fees paid for the use of patents or technical information are 

normal expense items and allowance thereof as a cost against government contracts should 

not be subj.ect to specific advance approval. The goverrunent is adequately protected 

by the test of allocability and no further restrictions appear to be necessary or warranted. 

Suggested Revision: 

This item covers amounts paid or payable for the right to use patents or 
technical information. WRe~e-~ae-~se-af-s~efi-~a~eR~s-is-Reeeaaa~y-fep-~ae-~Pe~eP-~e~fePMaHee 
ef-~ae~eeR~Pae~-aaa-wae~e-tae-SevePnmeRt-aaes-Re~-al~eaay-aave-a-lieeRse-e~-e~He~-~igfi~-~e-~ee 
e~ea-~a~eR~sr-~fie-peya±~ies-ape-allewaele-~e-~e-ex~eR~-e~~ess±y-~~aviaea-fe~-elsewaePe-ia 
~fie-eeR~Paet-ep-e~aePWise-a~~ae~i~ea-ey-~fie-eeR~~ae~~g-effieep. Royalties or fees paid or· 
payable by a contractor for the right to use such patents or technical information are allow
able to the extent allocable to government contracts. 

15-204.37 SERVICE AND WARRANTY EXPENSES 

No comment. 

This item includes the costs of servicing the product installation, training 
personnel in the use, operation and maintenance of the product, correcting product defects, 
replacing defective parts, and other relate~ operations or practices. Actual costs to be 
reimbursed to the contractor will be in accordance with the clause of the contract entitled 
"Inspection of·Supplies and Correction of Defects", (See paragraph ASPR 7-203.5), or as 
otherwise provided in the contract. · 

15-204o38 SEVERANCE PAY 

Comments: The criteria to determine the allowability of the cost of severance pay as set 

forth in the second paragraph of this section appears to be clear and adequate. However, 

the subsequent attempt to separate severance payments into two classes - normal turnover 
I 

severance pay and mass severance pay - can only lead to unnecessary confusion and incon-

sistent interpretation. The proposed revision would eliminate the source of confusion 

without taking away the prime requisites for the detezmination of allowability referred to 

abc\Te and the further tests of reasonableness and allocability. Besides being unnecessary, 
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the goverrunent 1 s proposed treatment of "mass severance pay" would in niost cases be 

cumbersome, difficult and impractical to applyo 

Suggested Revision 

Severance pay, also commonly referred to as dismissal wages, is a payment 
in addition to regular salaries and wages, by contractors to workers whose employment 
is being tenninatedo 

The cost of severance pay is allowable only to the extent that, in each case, 
it is required by (i) law, (ii) employer-employee agreements, (iii) established policy 
that constitutes, in effect, an implicit agreement on the contractor's part, or (iv) 
the circumstances of the particular employment~ 

For contract costing purposes severance pay is Ei3:v~aeEi-:iRte-:6we-ea·~egep:iee 
ee-fellewet-

B:'tf--Ne!"Mal-~li!'Heve~-SeveflaRee-Payw---'i'fie-eee:t-ef-ee¥e!'a:see-p&ymeR~s-:ke 
allowable and must be allocated to all classes of work being performed in the contractor's 
plant at the time of paymento However, where the ~ontractor provides for accrual of pay_ 
for RSFMal severances such method will be acceptable, if the amount of the accrual is 
reasonableo:iR-~~g:a~-ef-~a.ymeR~s-ae~~ally-maae-fe:P-ReF.mal-eeveraReee-eve!'-a-!'e~~eeeR~a~ive 
~ae~-~e:P:iea .. 

ew--Maee-Severa~ee-Pay .. --~fte-eeet-e£-aefteF~Mal-e~-maee-eeveraftee-~ay-aetlially 
maEie-~~eH-eeesat~eH-ef-weFk-wfieH-tfiere-ie-ae-:peese:saele-~reepeet-ef-eeRti:stiifig-em~ley
meR~~eR-etfieF-werk-ef-~fie-eeRt:Pae~eF-ie-allewaele~--~fie-ame~Rt-ellewaele-efi~~-ee 
Eie~e~Hee-ey-aee~ga~Rg-~ke-te~a~-eee~-ef-ae~~al-meee-eevePaRee-~aymea~e-te-~e-eR~~e 
~ep~ea-ef-eM~~eymeft~-wi~k-~fie~eeR~Fae~eP-aRa-e.~a~~e~y-a~~er~~eRiag-e~ea-eee~~e-a~~ 
b~e~Reee-ef-~he-eeRtFae~eF-~e~feFmeEi-a~Pifig-tka~-~eP~ea~ 

A reservation in the final release of claims· (See ASPR 7-203o4) .may be·made 
in the case of completed cost-reimbursement type contracts when it is reasonable to 
assume that severance pay allocable to the contract will be made in the future. 

15-204o39 SPECIAL TOOLING 

No comment. 

The term "special tooling" means property of such specialized nature that its 
use, without substantial modification or alteration, is limited to the production of the 
particular supplies or to 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. The cost of special tooling 
when acquired for and its usefulnes.s is lirni ted to government contracts, is allowable 
and.will be charged directly to the government contracts. When such special tooling 
is acquired it shall be subject to the provisions of the contract clause set forth in 
ASPR 13-503 entitled "Government Propertyo 11 
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Comments: In subparagraph a (iii), the excluded taxes should be limited to those for 

which the Government has actually provided exemption. In many cases the cost of securing 

exemption exceeds the amount to be saved and neither the Government nor the contractor 

would require the exemption to be claimedo 

The suggested change in the last sentence of subparagraph b is to specifically 

provide for the coverage of any other costs incurred in complying with the instructions 

or directions of contracting officers. In addition the words "prior to payment of such 

taxes" in the first sentence have been deleted since they are inconsistent with item (iii) 

in subparagraph a and item (iii) in subparagraph bo Moreover, it would be impossible to 

carry out the action indicated in b prior to payment of taxe·s since, in many cases, the 

illegality or erroneous character of taxes are not established until long after such taxes 

are paid. 

Subparagraph c ·should require direct credits only where the taxes were 

originally charged directly to government contracts. Refunds of taxes treated by the 

contractor as overhead should be credited to overhead. 

Suggested Revision 

Taxes are charges levied by a government unit. They do not include fines and 
and penalties except as otherwise provided herein. 

a. 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 (i) for Federal income and excess 
profits taxes; (ii) taxes in connection with financing, refinancing·or refunding operations 
(see paragraph 15-204.17); (iii) taxes from which exem~tieas-ape-availaele-te-tRe 
eeHtPaetep-aiPeetly-eP-availaele-te-tRe-eeatpaeteP the contractor is exempt based on an 
exemption a~fepaea furnished by the Government; and (iv) special assessments on land 
which represent capital improvements. 

bo Taxes otherwise allowable under a above, but which may be illegally or 
erroneously assessed may be allowed as a cost of work performed, provided that the 
contractor, ~PieP-te-~aymeHt-ef-saea-taxes (i) promptly requests instructions from the 
contracting officer concerning such taxes; (ii) agrees to comply with such instructions; 

and (iii) if so directed by the contracting officer also agrees to take all necessary 
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action in cooperation with and for the benefit of the Government, to determine the legality 
of such assessment or, as the case may be, ·to secure a refund of such taxe~ and any interest 
or penalties thereonG Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall be allowable as a 
costo Reasonable expenses of any proceeding instituted by the contractor at the direction 
of the contracting officer to determine the l.egali ty of such an assessment or to secure a 
refund of such taxes, interest or penalties for the benefit of the Government·, shall also 
be allowable as costs.as will the cost of any other action taken under b (ii) and b (iii) 
above. · 

c. Any refund of taxes, penal ties .or interest thereon which were directly 
reimbursed under the contract shall be credited to eeBt~aet. the costs of that contracto 
~-the-~~e~e~t~eB-~R-wh!efi-eeBt~aet-eests-aese~sea-tfie-eests-ef-ta~es;-iB~e~es~-eF-~eBaltieeT 
If at the time the refund is received by the contractor, no dafense contracts are being 
performed, the amount otherwise to be credited to contract costs shall be paid directly to 
the Governmento 

15-204.41 TRADE, BUSINESS, AND PROFESSIONAL ACTIVITIES 

Comments: Subparagraph c as proposed by the government is unduly restrictive in that it 

refers only to technical information or information that is aimed at the stimulation of 

production. Indust~· feels that meetings, conferences and exhibitions for the purpose of 

improving overall coordination of the business or various segments thereof, or the dis-

semination of L!forrnation about the business to the trade, the public, prospective 

employees, etco, is just as important to the successful performance of government contracts 

as are technical and production meetings. The section has been broadened accordinglyo 

Suggested Revision~ 

a. Memberships. This item includes costs of membership in trade, business, and 
professional organizatl.ons and such costs are allowable .• 

b. Subscriptions. This item includes the cost of subscriptions to trade, 
business, professl.onal, or technical periodicalso Such costs are allowableo 

co Meetings, aBa Conferences and Exhibitions. Expenses representing the purchase 
of meals, transportation, rental of facilities for meetings, conferences, exhibitions and 
costs incidental thereto, when the primary purpose of the'·incurrance of such expenses is the 
dissemination of teefiBieal information eF-tfie-sttM~latieR-ef-~Fea~etieR~-ape-allewae*e 
intended to improve the overall effectiveness of the contractor are allowable. 

15-204.42 TRAINING EXPENSES 

Comments: Objection is made to the proposal which .limits the definition of allowable 
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expenses to those incurred in a program controlled by the contractor or to training in 

educational institutions. The language .of subparagraph a is unduly restrictive and should 

be broadened to recognize any training expense which.is properly allocable to government 

contracts. Subparagraphs b and c are unacceptable since training expense in educational 

institutions is a matter of business judgement and should not be isolated for special and 

specific treatment in the contractual document. Therefore, the cost of training in 

outside educational institutions should be allowable when undertaken under an established 

program of the contractor. 

Suggested Revision: 

a. This item includes the costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees~ Included are the· 
costs of tae-aiPee~eP-ef training, aaa-s~aff training materials·and text books when the 
training program_is controlled by the contractor, and employee compensation, subsistence, 
travel, tuition, fees, training materials, aaa text books, etc., when the training is ~H 
eaaeatieaal-iastitatieHs conducted by other than the contractOr. 

b. Such costs waiea-aPe-limitea-ta-ea-tae-~ee-tPaiaiag are allowable when 
properly.allocated. 

ev--Sasts-ef-tpaifiiag-ia-eaaeatieaal-iRstitatieas-ape-ReW-allawaeley-exee~t-te 
tae-exteat-s~eeifieally-~Peviaea-iR-tfie-eeatPae~~ 

15-204s43 TRANSPORTATION EXPENSES 

Comment: The only change suggested here is self-explanatory and if for the purpose of 

clarification. 

Suggested Revision: 

Transportation expenses include the cost of freight, express, cartage and · 
postage relating either to goods purchased, in process, or delivered. 

When such costs can readily be identified with the items involved they may be 
direct cos ted or added to the cost of such nr-crbet=hr'r i terns. (See paragraph 15-204e 22). 
Where identification with-thedmaterials received cannot readily be made, inbound trans
portation expense may be charged to the appropriate indirect expense accounts, provided 
the contractor follows a consistent procedure in this respect. Outbound freight, if 
reimbursable under the terms of the contract, should be treated as direct charges. 

15-204.44 TRAVEL EXPENSES· 

Com~~ents: The Government's proposed statement of cost principles as regards travel expense 
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is not flexi~le enough to meet conditions under which contractors operate today and are 

unnecessarily restrictive in the light of the basic.principles and standards set forth in 

Section 15-201., 

Changes are suggested to: 

a. No comment; 

b. Provide for the treatment of travel expense by the contractor as either a 

direct or indirect cost, whichever is in accordance with his normal business practice. 

c. Provide for the use of the per diem reimbursement method and/or the actual 

reimbursement method if consistent with contractor's normal practice, ioe., in the case of 

certain groups of employees, one method might be used and, in the case of another group, 

the alternate method might be used. This should be permitted if consistency exists as 

betwe·en the treatment of expenses of similar groupso 

d. Provide for the allowance of premiUm. transportation costs when incurred in 

accordance vTi th contractor 1 s established practice. 

e. Eliminate any reference to entertainment expense because such expense is 
,·i· 

covered separately in paragraph 15-204.11. 

f. Eliminate the burdensome and time consuming requirement of obtaining 

contracting officer approval on personnel movement of a.mass or special nature. The 

proposed change gives the Government the protection required while permitting quick 

contractor decision and action. 

Suggested Revision: 

This includes cos~s of transportation, lodging, subsistence and incidental 
expenses incurred by contractor personnel in a travel status while on official company 
business. 

a. Travel expenses incurred in the nor.mal course of overall administration of 
the business and applicable to the entire business are allowable when properly allocatedo 

b. Travel expenses directly attributable to contract performance may will be 
charged to the contract directly or indirectly in accordance with the ~P~Rei~~e-er--
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c. Subsistence and lodging including tips or similar incidental expenses may 
be reimbursed either on an actual or per diem basis. ~ae-easis-selee~a-sae~la-ee-eea
sisteRtly-felleweay ·The method or methods used should be consistent with the established 
practice of the contractor. 

d. Costs of premium transportation may-ee-allewea-wftea-it-ie-efieWH-~e-ee 
aeeeeeaPy-te-~e~fepmaRee-ef-~Re-eeatPae~ are allowable when incurred by contractor 
personnel in accordance with contractor's normal business practice.· 

f. Costs of personnel movement including those of a. special or mass nature are 
allowable eftly-waes-a~taePiBea-eP-a~~Pevea-ia-WP~tiRg-ey-tae-9eRtPaetifig-9£fieeP when 
properly allocated. --
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The use of "generally accepted accounting prinoiplesft as a basis for solving problems whioh 
develop in the accounting or auditiing fields under Government contracts is a commendable 
goa.l whid·J. has been supported for a long time by this Assooia.tiono Considerable prcgress has 
been .Dl6.de. in the acceptance- of these principles by Department of Defense representatives as 
well as by Industry representativeso 

In one very impo:rtant area 9 ho'Weve:rD no progress hcts been ms.deo This area is the acceptance. 
by Gcvernment representatives of interest e.s an allowa.b le cost. under Government oontr·a.cts o 

In view of the fact that this position is inconsistent with "generally accepted aoco,j.nting 
prinoiples'! and is a problem which has become more acute since Section XV of the Armed 
Service-s Prc-ourement Regulation w&.s relea~ed some five years a.go.D we request your cooperation 
in reviewing the- p!"cb lem with your policy group oover.ing this· subje·ct in the Department of 
Defe~seo For you~ consideration~ we enclose a p~per on this subje~t which outlines the 
Nat~onal Sec'u!"ity Industrial Assoc.ie.tionvs point. of.viewo The Exec;utive Committee of" tha 
Association has appro-ved this enc:losur& and has specif"ically authorized the President cf NSIA 
to 'br-ing it t.o your attentiono · 

After· your review we hope that a meeting can be held between your pc•lioy group· and representat
ive~ of our Association which, as ycu blow 9 represents a very broad cross=segment of Induetryo 
We would apprec-iate the opport':ln.ity cf discussi.ng this. problem in detail at the convenienC~e of 
your representativeso · 

HHE/emg 
Ene::.o 

Yours sincerelyr 

/s/ 

HOMER Ho EWlNGD President 
National Security Industrial Association 

r,,i.· Bulletin is designed to set forth aetivities of A.t~soeiation committeeH dealing with military procurement proce
dure-;. Comments, criticiHms and Huggestions ezpr"sHed herein repreHent the viewH of committee memberH only. 
It remai?IR for each member to make it11 ow'ft poliey deei.Bion11 and to tleal with the Military EHtahliRhment aH it sees fit. 



Allovability of Interest on Borrow-3d Capital 

_In Military Gontraot. Pricing 

Io Introduction 

Within the last few years~ the Armed Services have taken a fai~ly oonsi3t~nt position in th« 
direction of setting fo!"th it interest on borrowings (however :-epresented) 9 bond discount and 
expense3., and .financing charges" as unallowable coats .in military contrac:.ts:J regardl$SS of 
frequent complaints of contractorso 

Historically, this position has been consistently fo"Ilowed in cost reimb',lrsement type con
tracts from inception as reflected by To Do 5006 set forth in the ~Green Book" entitled 
"Explanation of Principles for Determination of C~sts Under Gove!"nment. Cvntracts 11 and later 
in Section XV "" "Cost Principles" = of the Armed Services Proour,>em~nt Reg:!lat!.·~no 

After the issuance of Section XV9 the audit agenoies of tne Military Departments by Joint 
Letter Noo 12 dated August 5 9 1949 9 directed audit personn~l to f'oll.ow Section XV in con"" 
duoting overhead rate determina.tions 9 audlts and accounting reviews 'Under both coat type 
and fixed-price contracts o Accordingly 9 --3.udi tors have in practice been r~porting inter·est 
as an unallowable item of cost unier cost type ~:~ontracts and as a i'0cst que~~ioned" under 
i'ixed .... prioe type contr-acts :J 

The use of theae Cost Pr.in~iples for f'ixed=prioe type oor:.tracts has been primarily !"e.spons
ible for the disallowance of interest in such caseso Ob·V'iously, th!.s is c:.early a mis= 
application of Se~tion XV~ 

For reasons set forth in further detail belc·w 11 the 1enial of inte:<est -sxper..se a:; an cperat ... 
ing cost for pricing purposes.\) in either CPFF 9 fixed=price 9 cr cthe.r type con.t:-a~ts> is 
\4nj ustified o 

II~ Government Position re Disallowanc~ of" Interest 

Historically.li argumen~s most frequently advanced by .the Military D.spar:ment.s f0:r· d~nyiz:g 

the allowance cf interest fall into the following three categor~es& 

l) Interest expense is regarded as merely a return on ~qu!.ty oapital s.nd :h~:-efc=e 
,should be treated in the same way a-s a di vider..do 

2) This cost is taken into con3id.,ration .in setting profl ts o::. mi li t:ary '.:·ont:r3.ots., 

. 3) Contractors should be adeq~1·ately e:api tali.zed to fir:ance their operaticn3 a:l1 to 
allow interest would result in discriminating in t .. avor cf contr·actor -s whc borrow 
money as against these who do nota 

IIIo Interest Net a Return on Equity Capital 

It ia common industry pr·:a.uti·:;~ in cur existing eocnomy to use ei'ther ::hort or lcng t srm 
bc~rowing to finar.ce c:urren.t busine;gs operations., The nsed for this pr~c:-tice b~ccmoes even 
more apparent when a. contractor embarks upon the performan~e of" mili tar7 cor~tra.c.t;s o There
fore~ to rega:.'"'d such an op~rating expense a.s nothing mo::-e t_han a ret·l.u·n oc eq,.li·l;;:y capital 
and therefore unallowable is ccmpl~tely unwarrantado 

I 

Compani~s supplying the Armed Ser·vioes are basically manufacturing contra.ot:ora and as such 
are capitali-zed 9.ocordingly in order that ~on!jtru~tion of widely fluctuating quantiti~s of 
pr-oduots that are aupplied from tim~ to 'time Ir.ay be produ~~ed :..n the most ~concmica.l manner 



and a.t the lowest cost to the customero This requires~ among other thingst· that the capital 
st· ·ture provide for considerable flexibility in the sccpe of Industryts operations in 
:ro.er t.ot (1) maintain a nucleus of skills and facilities during ·prolonged periai s of low 
vclume prcductioni (2).provide the financial strength and liquidity that will establish cred: 
stability required to support high volume emergency production programsf and (3) at the same 
time avoid t.he serious risks as well as the costly burden of car·rying excess capitalization 
during prolonged periods of low volume production(' 

Compared with consumer production~ where production volume can be carefully planned over a 
period of years based upon estimates of consumer demands~ ·volume of production for the 
Armed Services is controlled directly by the Armed Forces based upon military requirements 
of the momentc The manufacturer of military supplies must operate in a state of constant 
readjus"tm6nt » that is r be prepared at a moment us notice to expand production capabilities 
in a period of months that would take a consumer goods industry many years to do~ or to 
contrac"": even more abruptly than the period of expan&.ior~o 

Morecv6rr capital borrowings in the performance of Government contracts are frequently made 
necessary because of common delays in obtaining payment such as the slow processing of 
invoices;; delays encountered in obtaining defin.itivew contractual instruments authorizing 
payment~ Government revisions of delivery schedules which delay or stretch out deliveries 
over ~- longer peri odE, thereby prolonging investments in inventories f) and other Government 
action" 

Under these conditions, even the best capitalized c.ompany could not continue to finance from 
it$. own resources such an expansion and contraotior.. of its manufacturing organizationo 

This responsibility has been recognized by Congress through the passage of enabling legisla
tion authorizing a v ... Loan program$ certain provisions in the Armed Services Procurement Act 
and in se~tions of the Defense Production Acto 

The argument is sometimes advanced that progress payments granted to military contractors 
take care of needsc This technique has never been adequate enough even to meet normal and 
necessary financing requirementso Under the recently revised policy of the Department of 
Defense with respect to progress payments~ the necessity of military contractors to resort 
to other mear.s of financing has become even more a6uteo 

IV~ In~erest N~t an Element of Profit 

The dis.allcwe.ncf.l of interest as a bargaining tool in relation to profit ie unf·air and 
illogic&..lo Under the recognized laws C·f business ec;onc.mics~ as well as under "generally 
accepte-d accounting principles" established by the accounting profession and used throughout 
American business and finance!. all expenditures of carrying on business operations (other 
than distributions of capital) which are not properly capitalizable in the balance sheet 
are regarded as ordinary and necessary costs merely for the purpose of adjusting the profit 
allowance. i& a distortion of the fundamental principle of accounting and .economics the.t 
"income less costs equals profit"o 

Interest e~penser is only one of a large number of factors that ·must be considered in s.rrivini 
&.t standards of profit allowance and the development of such standards is an entirely sepa= 
rate problem which should not be confus.ed with the statement of accepted accounting princi= 
ples governing costo 

The arg·lllnent is sometimes advanced that the handling of interest as a cost has always been 
contrc·versial even within the accounting professiono This controversy has. never been over 
the question of whether interest incurred was a cost of operation~ that fact has always been 
accepted~ The controversial questions are8 



1) Should the costs of operating separate lines or locations be charged with a fictitic 
"interest" with an offsetting credit to income in order to refleot the compar-ati-ve u 
of capital employed at each separate cost center for purposes of d.aveloping comparab 

o-perating costs? This problem does not involve the cost of interest actually paid 
b-orrowed capita.lQ 

2) The other question is when should interest incurred be charged into inventories and 
carried there for balance sheet purposes~ and when should it be absorbed as a curran 
operating expense in determining irioome? The answer obviously varies with the type 
of business involvedo In a.ny event 9 the fact that interest .is a ~ost of operations 
has never been questionedo 

The argument that the profit allowance includes a prov1s1on for a return on borrowed capital 
is fallacious in view of the fact that the Armed Servioes tend to adhere to fixed negotiated 
profit rates regardless of· whose capital is employedo Moreover, the average rate of earning 
on Government business 9 by Industry in general 9 is well below the average rat~ of earnings o: 
non-Government businesso 

The failure to regard interest as an element of cost is also inconsistent with the Governme~ 
position with respect to rental costs of faoilitieso In the task of developing efficient pr~ 
duotion metho~s 9 for which American Industry has established a good reputation 9 important 
decisions must be made at various times whether to purchase a facility or to rent ito This 
decision should be free of artificial and distorting influenceso However 9 the disallowance 
of interest cost even 'though rental costs (which include s·omeone g s interest cost) are allowe< 
results in a distortion of decision to the detriment of efficient operationsa This distort= 
ion would exist where any ordinary cost is disallowed per seo 

Vo Interest Not a Discriminatory Expense 

. The third aspect of the Government 9 s view on this subject is completely unrealistic~ It 
suggests that wherever one business employs a type of cost expendi:tura not expe!j,ded by all 
other businessp such cost should not be allowedo The fallacy of this suggestion is self= 
evidento For exampleS! one contractor may employ the use of a highly specialized machine witl 
efficient results 9 while his competitor' perform the process with hand laboro Since interest 
is only one of many types of coat 9 there is no reason to believe that the fin~l prices of thE 
non=borrowing contractor would be lower than those of the. contractor who borrows. ~herefores 
for real fairness 9 all costs recognized as such under generally accepted acco~.mting · prin'}iple 
should be equally allowable to all contractors 9 to the extant .3uoh costs are ix:curredo 

VIo Inconsistent Position of Government 

The Government 9 as a. whole~ is incon.sistent in the treatment of interest o It i3 allowed as 
an item of cost for tax purposes£! for renegotiation of Military .oont!'acts., and for termina
tions of Government contracts in accord-ance with Section VIII of the Armed Servic.ss Procure-
ment Regulation applicable t() fixed""price contractso To dis.allow interest as a C;03t for 
pricing purposes in Military contracts is~ therefore~ complet.aly illogicaL, 

VIIo Summary 

In summary~ recognition of interest on borrowings and other fina.nclng charges as a-~c9pted 
items of cost under generally a~oepted accounting principl~s ~nd the r~gulaticns of Internal 
Revenue Service is urgedo 

Enolosu~e to NSIA 
Letter to Se~ratary Wilson 
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TO: All Members of the National Security Industrial Association. 

Subject: Recognition of New Depreciation Methods Authorized by the 1954 Internal 
Revenue Codeo 

Inclosed is a letter addressed to the Honorable W. Jo .. McNeil, Assistant Secre
tary of Defense (Comptroller) with an attached industry statement regardingw.Recogni
tiq~ of New Depreciation Methods Authorized by 1954 Internal Revenue Code." 
. ;~~~ 

Copies of this letter have also been sent to the following: 

Honorable F. He Higgins, Assistant Secretary of the Army (L&RD) 
Honorable Raymond H. Fogler, Assistant Secretary of the Navy (Material) 
Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 
Honorable Wm. B. Franke, Comptroller, Department of the Army 
Lt. General c. Bo Stone III, Comptroller, Department of the Air Force · 
Major General K. E. Webber, Auditor General, Department of theAir Force 
Rear Admiral C. G. Warfield, Assistant Comptroller Audit~ Department of the Navy 
Brigadier General C. Ho Royce, Chief Ar~ Audit Agency 
Mro Warren Webster, Jr., Director of. Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mr o Howard W. Bordner, Deputy Comptroller for A-ccounting Policy, 

Office of the Assistant Secretary of Defense (Comptroller). 

Frank Lo Fuller 
Procurement Advisory Committee Executive 

1 Inclosure 
cc ltr to Hon W. J.· MCNeil w/ 

irrlustry statement 

Note: Membership of the Accounting and Auditing Committee was included in Procurement 
Information Bulletin No. 91-55 

FLF/gf · 
'rnix Bulletin is designed to Het forth activitiu of AMsociation committee" dealing with military procurement proce
dures. Comments, criticiHms and Huggestions ezprellHed hef'ein repreHent the view~; of committee members only. 
It remains for each·m.embef' to make itll own polie11 deciRion11 and to tleal with the Military EHtahlishment aH it sees fit. 



NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

May 9, 195.5 

c 0 p y 

Honor able W o J. McNeil 
Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, D. Co 

Dear Mr. Secretary: 

Since the enactment of the i954 Internal Revenue Code contractors 
have been faced with the srious problem of setting up their accounting . 
records and filing their income tax returns on the basis of new alterna
tive depreciation methods authorized by.the Code without knowing to what 
extent the new deprecj_ation methods will be accepted for Government con
tract pricing purposeso Numerous conferences have been held with repre
sentatives of the Department of Defense and the Military Services on 
this subject at which. some indication has been given that such new 
depreciation methods would be recognizedc The contractors, however, 
have no assurance of this and some contractors are currently running 
into difficulties in having such new depreciation methods recognized 
for contract pricing purppseso 

The Department of Defense is therefore s trongly;:urged to issue 
promptly a policy statement permitting recognition for contract pri.cing 
purposes of the alternative depreciation methods authorized by the 1954 
Internal Revenue Codew For your consideration, there is inclosed a 
paper on the subject which outlines the position of the National Security 
Industrial Association prepared by our Accounting and Auditing Task Com
mitteeo After your review, it would be appreciated if a meeting could· be 
arranged between your policy grouR.a~d representatives of our Association 
for the purpose of discussing this problem in detail at the con,renience 
of your representativesQ 

The attached statement was worked up in advance. of the release to 
industry for comment of the proposed revision of cost principles - Sec
tion XV of ASPR~ It is believed to be of sufficient importance to warrant 
your prompt consideration since the points of issue are either at variance 
with this proposed revision of ASPR or are not adequately covered. 

An identical letter has also been addressed to·the Honorable Thomas P. 
Pike, Assistant Secretary o·f Defense (Supply & Logistics). 

Inclosure 

Cordially, 

S/ 

J o K ... Richards 
Executive Director 



j 

.• .. • 

IntroductJ.on 

NATIONAL SECURITY INDUSTRIAL·ASSOCIATION 

RECOGNITION OF NEW DEPRECIATION METIDDS 

AUTHORIZED BY THE 1954 INTERNAL REVENUE CODE 

The Department of Defense is strongly urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative depre
ciation methods authorized by the 195·4 Internal ·Revenue Codeo 

In view of the fact. that the Code permi'ts the use of the methods retro
actively to January 1, 1954, all contractors are faced with a very serious problem of 
setting up their accounting records and filing their income tax returns on the basis 
of these methods without knowing to what extent t.he new depreciation methods will be 
accepted for contract pricing purposeso Contractors currently closing out completed 
price-redetermination type contracts and negotiating final overhead rates are con
fronted with the problem that the Government auditors and negotiators have no in
structions which permit them to arrive at a fL~al agreemento Accordingly, contractors 
m~t either reserve the item, or negotiate a settlement which might not be equitable 
or<. satisfactory c 

. The new depreciation methods under the 1954 Code were adopted for very 
soUnd business and economic reasons and have been recognized by both the Congress 
and the accounting profession as being based on sound accounting principleso The 
declining-balance rethod and the sum-of-the-years digits method were included in the 
Code in order to bring allowances for depreciation into accord with reality, to give 
rec::ognition to the obsolescence factor and to remove barriers to modernization which 
existed under methods previously authorizedo The House Ways and Means Committee and 
the Senate Committee on Finance both found ·that "based on ·a realistic estimate of 
useful life the proposed system conforms to sound accounting principleso" 

House Ways and Means Committee Report - Report Noo 1337 

House Report Noo 1337 issued by the Ways and Means Commi.ttee on March 9, 
1954, after observing that determination of the useful life of a particular asset 
and the method of allocating depreciation allowances to. the years of use are both 
matters of judgment, stated (Underscoring supplied)g 

"In many cases present allowances for depreciation are not in 
accord with economic reality.:~ particularly when it is considered 
that adequate depreciation must take account of the factor of 
obsolescence ~ o o There is evidence that the present system of 
depreciation acts as a barrier to investment, particularly wi~ 
respect to risky comrr~tments in fixed assetso Comparatively 
~rates of write-off tend to discourage replacement of obsolete 
equipment and the installation of modern, up-to-date machineryo 
Under long-run peacet~~e. conditions, in the absence of the iOfla
tionary pressures existing in the forced-draft economy of the 
postwar period, present. tax depreciation methods mightdepress 
business capital expenditures below the level needed to keep the 
economy operating at high levels of output and employment· o o o o 
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In the formation of its liberalized depreciation policy your 
committee relies heavily upon the use of an improved declining
balance methodo This method concentrates deductions in the early 
years of service and results in a timing of allowances more in 
accord with the act1~l pattern of loss of economic usefulnesso 
With the rate limited to twice the corresponding straight-line 
rate and based on a realistic estimate of useful life, the pro
posed system conforms to sound accounting principleso o o ~ 

Mindful of the need for constructive action within the limits of 
sound budgetary policy, your committee has adopted prov~sions 
which will give the economy added stimulus and resilience without 
departing from realistic standards of depreciation accounting-2'it 

Senate Finance Corrunittee Report - Report Noo 1622 

Report No. 1622 issued by the Senate Committee on Finance on June 18, 1954, 
also recognized the economic advantages of the new methods, as well as the fact that 
they conformed to sound accounting principles. The Committee set forth its views in 
the following language (Underscoring supplied): 

11 The stimulus to investment through liberalized depreciation is 
most impo.rtan t with respect to the creation of new assets o 

Moreover, the reality of faster depreciation in the early years 
is generally greater in the case of new than used propertyo The 
liberalized declining-balance method included in the bill con
centrates deductions in the· early years of service and results 
.in a timing of allowances more in accord with the actual pattern 
of loss of economic. usefulnesso w~·th the rate limited to twice 
the corresponding st.raight-line rate and based on a realistic 
estimate of useful life, the proposed system conforms to sound 
accounting principlesou 

Opinion of the American Institute of Accountants 

The American Institute of Accountants has officially recognized the new 
methods as "meeting the requirement of being systematic and rational" and have 
stated that-"they may well provide the most satisfactory allocation of costson The 
Conl"nittee on.Auditing Procedure of the American Institute has dealt directly with 
the question in their Accounting Research Bulletin Noo 44o The first two paragraphs 
of Bulletin Noo 44 are particularly significant and are quoted below: 

11 lo The declining-balance method of estimating periodic depre
ciation has a long history of use in England and in other 
countries including., to a limited extent, the United States~ 
Interest in this method has been increased by its specific 
recognition for income-tax purposes in the Internal Revenue 
Code of 1954-.. 

2o The declining~balance method is one of those which meets 
the requirements of being "systematic and rational" (Accounting 
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15-204.15 · INITIAL PRODUCTION COSTS 

·NSIA SUGGESTED REVISIONS TO 
DOD DRAFT 3/23/55 SECTION XV 

Comment: It is recorrunended that (1) in the second sentence the word "include" 

be substituted for the words "consist of" and (2) the last sentence be deleted. "Starting-

load costs" or "such costs" do not necessarily "consist of" only or all of the costs 

mentioned in the second sentence. Therefore the word "include" is considered to be more 

appropriate. 

Auditors and contracting officers of the military departments will have difficulty 

in determining (a) when starting-load costs have continued to an "unwarranted extent" 

and (b) when a contractor has been allowed "reasonable time" to learn to make a product 

efficiently. Therefore, it is believed that the retention of the last sentence can 

only increase the number of "costs questioned" by the military auditor and the number 

of cases referred to higher ~ut~ority by administrative contracting officers and 

contracting officers, thus resulting in, at the minumum, prolonged justification and 

argument on the part of contractors and undue delay in settlement of cost-reimburse-

ment matterso 

Suggested Revision: 

Initial production costs, known also as "starting-load costs 11 , are non
continuing costs that arise in early stages of production because of the contractor·• s 
lack of experi~nce with particular materials, manufacturing processes or techniques 
involvedo Such costs may include eeRs~s~-efexcessive material costs resulting from 
abnormal scrap losses, excessive direct labor costs and related overhead resulting 

· from idle time due to testing and change in production methods, cost of training employees, 
and excessive defective work due to inexperienced labor. 

While initial production costs are allowable, the contractor will be expected 
to work actively to minimize or eliminate them as rapidly as possible. lR-eases-wfieP•
lfJ!ese-eesta-ee:R~~H'tie-te-aR-'tiHW&:PFB.RteEi-e3f:&eR~-afteF-~fie-eeHtFaetep-fias-eeeR-allewee . 
rease:Raele-time~te-leaFR-~e-make-tfie-~FeEi~et-effie~eR~lyy-tfie-e*eessive-ees~s-will~e 
S'tie~eet-te-aisal±ewaReew-

NSIA 6-l0-55 

I • 
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15-204.16 INSURANCE AND INDEMNIFICATION 

NSIA SUGGESTED REVISIONS TO 
POD DRAFT 3/23/55 SECTION XV 

Comment: a. The words "and bonds" have been inserted for the reason that cost of bonds 

should be allowed for reimbursement. 

b. In the first sentence, the woras "within the limitations as to the extent 

of coverage and premium rates approved by the Government" should be deleted because ::the 

language is implied under subparagraph a. The change in the second sentence should be 

made since it is unnecessary for the Government to approve programs of "other insuranceM 

and the costs thereof should be allowed to the extent they are reasonable and allocable 

to Government business. The contractor's judgment as to the amount of coverage and rates 

should be satisfactory unless specifically disapproved. Deletion of the last sentence is 

recommended because such insurance has become a recognized element in doing business. and 

the entire cost should be allowed. 
.. .. 

Co These costs should be allowed unless the Government has specifically 

relieved the contractor or his subcontractors of the risks by contractual agreement. 

d. Provisions for losses under a self insurance program should be allowable 

if such provisions are established on an actuarial or historical basiso 

e. No commento 

f. This paragraph has been modified to make it consistent with ASPR 7-203.22o 
1•,4. 



Page -29: NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

g .. Deletion of this paragraph is recommended since it is not clear what is 

meant by 11Cost of indemnification.n 

Suggested Revision: 

ac Included under this item are (1) those types·of insurance which the 
contractor is required to carry under the terms of the contract, or by specific instruc-
tion of the contracting officer or his authorized representative, and (2) any other · 
insurance and bonds for which the contractor seeks reimbursement_under the contract. 
The kinds of insurance ordinarily included in the first categor~y are set out in ASPR 
l0-50lo 

ba Ccsts of government required insurance are allowablee wi~siB-~ke-l~i~a
~ieRs-ae-te-tne-e~~eR~-ef-e6¥ePage-aRa-~rem~Hm-Fates-a~~Fevea-ey-~he-SevePHmeR~. Costs 
of other insurance, except that applicable to government-owned property; ·are allowable 
~Fa¥~aee-~~t-~~e-!HB~FaRee~fias-aeeH-a~~Pevea-ey-tfie-m~~~taPy-se~aF~ea~-eeseePRea-eP 
t~t-~R-tfie-aeee~ee-ef-s~e~-a~~peva~-Pe~~~PemeRts, to the extent that any part of a 
contractor's insurance program has not been disapproved by the military departments, 
provided that. the types of coverage, extent of coverage, and rates are reasonable under 
the circumstances~ Ses~s-a±lewea-fe~-~ee-aHa-eee~~a~ey-~RS~FaRee~-aeweveP;-w~l~-~a 
~~~~~i~le-ee-±~i~ea-ee-as-~e-e~el~ae-eevePage-ef-p~ef~ty-~R~epee~y-~eaePal-iReeme-ta~ee, 
aRe -aHy-e"tfieF- :i~ems -ef -e-X}3e:aee-liRal3:ewaele-li:aaeP-tfi3:s -}3a.Pt. 

c~ The costs of insurance or any reserve covering the risk of loss of or 
damage to government-owned property are ae~ allowable except to the extent that the 
Government may-fiave-PeqHiFea-tfie-e~Htraetep-~e-eaPFy-sHea~~HB~Fa~eeT·has specifically 
relieved the contractor or his subcontractors of the risks by contractual agreemente 

dm Provisions for losses under ~ke-eeets-ef a self-insurance program 
established on an actuarial or historical basis are allowable ~Peviaea-~fie-~regpam-aae 
6ee~-a~~~eves-ey-~fie-milita~y-ee~ar~e:a~-eeaeersea subject to the tests of-reasonableness 
and allocability under paragraph 15-20lo Actual losses sustained under such a self
insurance program are therefore not allowable. 

e. - The costs of insurance on the lives of officers, partners, or proprietors, 
are not allowable except where such insurance is part of an employee plan which is not 
unduly restricted. 

. fQ Losse~ not covered by insurance resulting from failure to insure t~fiFeagk 
eelf-iHfr~Paftee-eF-etfiey~~set-agaifie~-a-ee:a~ifige:at-less-er-eamagey-wkePe-a-PeaeeBaely 
pFHaest-e~s~€Se-ep~aR~sa~~eH-velila-kave-i:as~ea-agai:as~-e~efi-lese-e~-aama~e are Be~
allowable9 except in those instances where the contractor failed to comply with the 
direction of the contracting Qfficer to carry insurance. 

g. Cee:E.-ef-iHaeJI'ffiifiea~ieR-wil±-ee-·a±lewae±e-eRly-~e-t},e-e~~ea~-eXJ'Pesely 
~Peviaea-fer-iR-tfie-ee:a~Fae~. 

15-204.17 INTEREST AND OTHER FINANCIAL EXPENSES 

CorrJTlents~ NSIA views upon this subject were presented to the Honorable Charles E. Wilson 

in a letter dated 3 September 19.54.. The present treatment of interest and other financial 

NSIA 6-l0-55 

,; 
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expense is inequitable and such costs should be allowed. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT J/2~/55 SECTION XV 

(See attached statement 

entitled 11Allowability of Interest on Borrowed Capital in Military Contract Pricing.") 

Suggested Revision: 

This i tern includes interest paid or accrued (regardless of the nature. of the 
obligation which gives rise to the interest cost), bond discount and expenses, and the 
cost of financing and refinancing operations as well as legal and professional fees · 
paid in connection with the preparation of a prospectus, cost of preparation and issu
ance of stock rights and expenses related thereto. (See also 15-204.24). These costs 
are allowableo ~allewae~e1-exee~~-feP-iR~ePes~-assessea-ey-s~a~e-ep-leea±-taxiR~ 
ali tfiePities-aaae:P-trae-e eHait, !eRe -set-fe Pta -ia -sl:is~apagPa~a-±5·-2gh ... J;g. 

15-204.18 LABOR RELATIONS 

No comment. 

This item covers expenses incurred in maintaining satisfactory relations 
between the contractor and his employees. It includes the cost of shop stewards, 
labor management committees, employee publications and other related activities. 
Costs incurred for these purposes are allowable. 

15-204.19 LOSSES ON OTHER CONTRACTS 

Comments.: This paragraph should be revised to permit the allowability of losses or 

costs incurred under participating research and development contracts where it is 

intendedo As written, the paragraph is inconsistent with the Court of Claims decision 

in Bell Aircraft Corp., v. U.Se, 100 Fo Supp. 661 (Ct. Cls. 1951) aff'd. per curiam, 

344 u .. s. 860 (1952), where a Government contractor was allowed to capitalize losses on 

experimental contracts and allocate them as costs to other Government contracts. 

Suggestect Revision: 

This item covers any excess of costs over income under any and all other 
contracts, whether such other contracts are of a supply, research and development or 
other nature. Except for participating research and development contracts, costs of 
this nature are not allowable as a cost pf performance of the Government contract. 

15-204o20 MAINTENANCE AND REPAIRS 

Comments: It is recommended that: 

1. In the second line, the word "property" be defined to include Government-

owned facilities. 

2.. In the fourth line, the word "its" be changed to "an". 

NSIA 6-10.;..55 
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3· Subparagraph b. be deleted. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

In any operating plant and machine there is usually some element· of deferred 

maintenance, and a combination of engineering and management skills is necessary if 

undue wear, plant breakdowns or other undesirable results are to be avoided. Manage-

ment's decision as to .when to repair is usually based on whatever action, or inaction, 

as to maintenance will produce a minimum effect on cost. Deferred maintenance arises 

from such causes as: 

1. Inability to close a plant or part thereof, or remove a machine for 

repair without interfering with a production schedule. 

2e The scheduling of periodic repair periods during which accumulated 

repairs and overhauls are made. 

3~ The relatively high cost of overhauling a single item as compared 

with the collective overhaul of a group of items during or following an operating 

periOdo 

4~ The lack of need for future efficiency as in the case of an item which 

is to be disposed of. 

:t-1ilitary auditors and contracting officers will not be able to determine (a) 

deferred maintenance arising out of abnormal operating conditions and (b) when deferred 

maintenance has been delayed for a future period. It is believed that the retention of 

subparagraph b. will cause an increase in the number of "costs questioned" and can only 

result in prolonged justification and argument and undue delay in settlement. 

Suggested revision: 

a~ This item includes those costs necessary for the upkeep of property 
(including Government-owned facilities) which neither adds to the permanent value of 
the property nor appreciably prolongs its intended life but keeps it in an i~e efficient 
operating conditione These costs are allowableo Expenditures for plant-and equipment 
which, according to generally accepted accounting principles, should be capitalized and 
subjected to depreciation will be allowable only on a depreciation basis. Cost of main
tenance and repairs of excess facilities and of idle facilities (other than reasonable 
standby facilities) are not allowable. 

NSIA. 6-l0-55 



Page 32 .. NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/~3/55 SECTION lV 

6~--Befe~~ea-maifttenanee-~e-aef~nea-as-maifi~enanee-and-~epaiPs-w~~efi-fep 
eeme-~eaeen-s~efi-as-aene~ma±-epe~ating-eoRa~tiens-e~-laek-ef-f~nas;-~e-ae±ayea-te-a 
f~t~e-~e~ieay--~fie-eee~-ef-ma~tenanee-~-Pepa~Pe-wfiiefi-aas-eeen-aefep~ea-fPem-a
~epiea-~p~ep-~e-~fie-een~Pae~-ie-ne~-a±lewaele-~nlees-speeifiea±ly-~Peviaea-fep-ia-~ae 
een~Pae~y--Likewiee 1-~fie-es~imatea-ees~-ef-mainteaanee-ana-pe~aiPs-nePMa±±y-Pe~HiPea
l:n:tt-net-aeeempliefieEi-Ei~Ping-tH.e-pePieEi-ef-tae-een~Paet-w:i:ll-net-ee-allawea-aa-a-eestt 
~Rless-speeifieally-~Peviaea-feP-in-~fie-eentPae~~ 

15-204.21 MANUFACTURING AND PRODUCTION ENGI~~ERING 

Comments: It is recommended that tool modification be included in the list of current 

manufacturing processes. Manufacturing and production engineering. includes tool 

modification as well as tool design and tool improvement. 

The last sentence of the ·paragraph should be modified to be consistent with 

the referenced paragraphs 15-202 and 15-203. The contractor's consistent practice of 

distributing such costs should be acceptable. The present language of the paragraph 

will cause questions to be raised by military auditors and contracting officers merely 

because a contractor's practice may not be in accordance with the instruction "should 

ordinarily be" or "should be 11 .. 

Suggested revision: 

Manufacturing and production engineering includes the cost of engineering 
activities in connection with (1) current manufacturing processes such as motion and 
time study, methods analysis, job analysis, and tool design, modification, and improve
ment and (2) curre.nt production problems, such as materials analysis for production 
suitability and component design for purposes of simplifying production. These costs 
are allowable. Fer purposes of distribution, such costs should ordinarily be distributed 
.as proyided in paragraphs 1$-202 and 15-203. EiiviaeEi-inte-~we-ea~egaPiest flt-tfiese-wfiiefi 
EiiPee~ly-eenefit-a-eentFaet,-a-~Pejee~1-ep-a-pPeEiHe~-line-a~-fiit-~kese-e~enses-waiea 
aFe-Rs~-eHe~eet-te-EiiPeet-ees~iHgT--ftems-iR-eategaPy-f±t-efie~±a-ee-efiapgea-EiiPeetly-~e 
~Re-eeR~Paet-ep-~pe~eet-eP-al±eeateEi-~e-tfie-~Peaae~e-iR-~fie-pPeattet-±iHeT--Cests-iR 
eategePy-fiit-she~la-ee-a±ieeatea-te-al±-eenefi~~ea-w~Phr 

15-204.22 MATERIALS AND SUPPLIES 

Comments: 

a. The major change here is the deletion of the word "net". Industry should 

have the freedom of choice between applying discounts, adjustments, etc. either direct 

or through overhead. 

bo The reasons for the changes in this paragraph are apparent. Here again 

·Industry should have the prerogative of treating such credits either direct or through 

·. NSIA 6~0-55 
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overhead. 

c. No comment. 

NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION rJ 

d., The word "generally" has been deleted as it is felt to be too restrictive 

as used in this sentence. Any recognized method of pricing should be acceptable. The 

word "equitable" has been replaced by 11 reasonable 11 • This substitution is made on the 

basis that the word "equitable" can be too controversial by injecting .into the exercise 

of judgment by the Audit Service or Contracting Officer elements not encountered if the 

word "reasonable" is used. 

The provision in the second sentence regarding the use of replacement cost 

should be permissable without contract provision. In addition the requirements of 

identifying such i terns at the time the contract is entered into would be entirely too 

burdensome to the contractor and in fact would not be feasible from a practical stand-

point .. 

e. Flat disallowance of "write-down" of values of i.nventories is not 

equitable. It is an accepted accounting principle that owing to technological advances, 

engineering changes, defects, self-wear, etc., 100% utilization of stock inventories 

will not be realized, and replacement value may be lower than original.cost. Where 

.the contractor can demonstrate that the methods used to reduce the values of inventories 

are logical, and have been applied consistently over ·a period of years, and that prudence 

was exercised in acquiring the stocks involved, such inventory valuations should be 

allowed to the extent allocable to Government business. 

f~ The proposed redraft·on this paragraph is based on the principle that 

where a contractor has an established plan for pricing "inter-unit" shipments and can 

show that such pricing is. based on competition, he is entitled to such a price as a part 

of contract costs. This is further borne out by the fact that the Services will 

recognize purchases made from sources outside of the contractor's business as a legitimate 

item of contract cost and which, of course, includes overhead, general and administrative 
I . 

NSIA 6-l0-55 



Page ; 4 NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

expense and profit. There are too many instances at hand where the Contracting Officer 

has been obliged to refuse to recognize the price of an article·nor.mally manufactured 

and sold competitively even though that price is lower than any that could be obtained 

from outside sources. It is felt that this is basically wrong and the redraft of the 

ASPR comments and proposals is intended to correct this. 

g.- A paragraph has been added to cover pricing on articles normally manu-~" 

factured by a contractor where it involves the contractor's prime location. Paragraph 

f covers these transactions where 11 inter-unit" shipments or transfers are involved but 

does not cover the contractor's prime division where he may supply articles normally 

manufactured and supplied on his prime contract. The ar~~ents for the acceptance of 

paragraph f hold equally as well for this paragraph~ 

Suggested revision: 

ao This item includes the ae~ costs of such items as raw materials, parts, 
sub-assemblies, components, and manufacturing supplies, whether purchased outside or 
manufactured by the contractor, and may include such collateral items as inbound trans
portation and in-transit insurance. These costs _are allowable subject, however, to 
the provisions of subparagraphs b through f below. 

b. Cost of materials and supplies shall be suitably adjusted either directly 
or indirectly as a reduction of costs for applicable portions of L~come and other credits 
received by the contractor. Such income and other credits may include trade discounts, 
refunds, rebates and allowances, cash discounts taken by the-contractor,-aRa credits for 
scrap and salv~ge, an~ materials returned to vendors, YswevePy-wfiePe-tae-eea~Pae~aP-eaH 

aemeas~pa~e-taa~-fail~re-te-~a~e-easfi-aisee~Rts-was-6~e-te-e~~eHmataHeee-eeyeaa-ais-eea
tPaly-s~ea-les~-~ee&~Rts-will-ee-a1lewea. 

c. When materials are purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase·cost thereof should be charged 
to the contract. 

d. If materials are issued fromstock,·any geaePally recognized method of 
pricing such materials will be acceptable, provided the· method is consistently applied 
and the results obtained are e~Hitae±e reasonableo . Where materials in stock at the 
commencement· date of the contract have a provable replacement cost significantly higher 
than book cost, the contractor may, aae-~fte-eevePRmeR~-may1-ey-eafitPae~-~Pevisiea1-agPee 
~~eR-~he use eE a method of pricing based upon the fair value of the materials as of the 
date of the contract, but not in excess of replacement cost on ·such date •. aHea-agpee
meRt-efte~la-~Re±~ae-iaeH~~fieat~eH-ef-~e-~~es-eP-k~s-ef-ma~eP~als-~avelvea-afta 
afie~l4-ee-maae-a~-tae-tiffie-~fie-eeH~Pae~-is-eatePea-iH~9-aB~-~pev~eea-fe~-~fiePeiar 

~S.IA 6-l0-55 



Page 35 NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 

e.. Reasonable charges arising from difference between periodic physical 
inventory quantities and related material control records will be included in arriving 
at the cost of materials, provided that··such charges t:it-Eie-He:t-3:.Re3:'tiEie-11WP3:.~e-EieWRe1l 
ef-valHee1 -aHa~~:it relate to the period of performance of the contracto All credits 
arising from differences between periodic physical inventory quantities and related 
material control records shall be taken into account. 

f o ··S:Pa~Ha:F.:ily If a contractor has an established method for prl.CJ.ng sales 
or transfers of materials a~a, supplies and services between plants, divisions, or 
organizations, under a common control, sfiall-ee-e~a~ea~eR-~fie-easie-ef-eee~-~e-~Re 
~~aRsfe~ep~--I~-~e-eaee-ef-aAy-item-regalarly-maflafae~'tiFea-a~a-s~la-ey-aRy-s~eR-traRe
fe~ep-~fi?e~g~-eemmereia±-efiaRRels-a-ae~aFt'tiFe-frem-tfi:ie-eee~-easis-is-~eP.Mieeiele-~reviaea 
tHat-~He-pPiee-efiaFgea-te-tBe-eeHtraet any such materials or supplies manufactured and 
sold by any ~uch transferor in the regular course of its business may be charged to 
the contra.ct as ma.terials and supplies at a price which does not exceed the lower of (i) 
the transferor's .sa±e price customarily charged to its most favored non-affili_ated user 
customer for ~~e same item or service in like quantity or (ii)the pricesef charged by 
other suppliers for the same or substantially similar items or services. 

All other sales or transfers between such plants, divisions or organizations 
shall be charged to the contract on the basis of total cost to the transferor. 

gg Materials and supplies furnished by a contractor's prime location, 
which are manufactured and sold in the regular course of its business may be charged 
~~niract as materials and supplies at a price which does not exceed the lower 
of.(i:) the prime location's price customarily charged to its most favored non-affili
ated ussr customer for the same item in like quantity or (ii) the price charged by 
ether ~uppliers for t~ same or substantially slinilar items. 

15-20l!.e 23 ORGANIZATION EXPENSES 

Nc Cormnent. 

This item consists of expenditures in connection with organization or 
re-organization of a business. Examples of such costs are incorporation fee, attorneys 
fee, fees to promoters and organizers and costs of raising capital. These costs are 
unallowable. (See paragraph 15-204.17). 

15-204o24 OTHER BUSINESS EXPENSES 

Corrunents: The use of the word "annual n in the first sentence should be deleted since 

contractors are required, under certain circumstances, to issue periodic reports to 

stockholders in accordance with requirements of the Securities Exchange Commission and 

other regulatory bodies. 

In the last sentence of this paragraph that portion directly following. the word 

"allowable" has been deleted since this portion of the sentence would give the Contracting 

Officer an opportunity to match opinion with the contractor as to his business practices 
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which is considered to be outside the realm of his responsibility. Further, it is felt 

that 15-201 covering the factors of reasonableness and application of generally accepted 

accounting principles and practices adequately covers the Contracting Officer. 

Suggested Revision: 

· 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, prorf solicitations, preparation and publication o~ 
&HR~a% reports to shareholders, preparation and submission of required reports and 
forms to taxing and other regulatory bodies and incidental costs of directors' and 
committee meetings. The above and similar costs are aliowable when iRe~P~ea-iR-Peasea
aele-ameas~e-ift-aeeeraaaee-~~ft-~fie-eeR~Pae~eP~s-ee~aelisfiea-~Pae~ieee-aHa-ape-allocated 
on an equitable basis to all classes of work. 

15-204.25 OVERTIME, EXTRA-PAY SHIFT AND MULTI-SHIFI' PREMIUMS 

Comments: Contractors should not be required to separately identify overtime premium 

if it is not in accordance.with the contractor's accounting system. The requirement 

is restrictive and unnecessarily burdensomeo 

The major change made in this paragraph deals with overtime and shift premiums 

identified to direct and indirect labor and emergency overtime. The paragraph as written 

would treat shift payments and· shift premiums as out of the ordinary and not to be 

authorized without special permission. The practice of granting premium pay for 

unpopular shifts in a multi-shift operation is standard operating procedure; in fact, 

it is normally made a provision in union contracts. The paragraph should therefore be 

rewritten as suggested to set up a paragraph (a) covering overtime. pay and a paragraph 

(b) covering shift premiums with the understanding that shift premiums are allowable if 

in accordance with the contractor's practices and procedureso 

In so far as emergency overtime is con~rned, ~llowance of this t,ype of 

premium without specific authorization ·is contained in ASPR 12-102(c) which states 

"The policy stated above shall not be construed to limit the use of or payment for 

emergency overtime work as may be required o••··· "o Such a·provision should also be 

included in 15-204.25 as reflected in the suggested revision. 
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This item consists of the premium portion of overtime and shift payments to 
employees. Such premiums may be classified as either direct or indirect labor costs. 
l:rttt-~:A.e·-BffieMt-ef-eveFt:i:Jfte-~Fefflil:ml-sJ;telila-ee-se~apately-iaeH~~fieaT When direct labor 
cost is the base for distribution of overhead, overtime premiums shall not be included 
therein. (a) Cost of overtime aHa-sfii~t-~Femi~ paid to the direct labor force are 
allowable eRly to the extent expressly provided for in the contract or otherwise 
authorized by the Government. See-ASPR-l2Tl92•feF-f~Ftfie~-iRie~matieB-eeRee~HiRg-~fie 
~eliey-FegaPeiRg-s~ea-a~tfiePisatieHT However, this shall not be construed to limit the 
use of or payment for emergency overtime work as may be required. The cost of overtime 
paid· to the indirect labor force for emergency overtime work or to handle periodic 
peak administrative loads is allowable. ~ae-ame~t-ef-evePt~e-aRa-saift-~Pemi~-ees~ 
e:RaFgee-ef1-gevePRffieH~-eeB'tJ:Paets -sfi.a±l-ee-eEfl:iitaele-iR-Fel"atieR-te-tae-amel:ll'\t-ef-s"t:te}, 
eests-e:A.aPgea-e:R-HeH-gevePRMeHt-wePk-eeiHg-eeHe~PPeHtly~~eFfepmea-iR-tRe-eeHtPaeteFLs 
plaRt-ane-tae-faeteps-w:Rieh-Reeessi~ate-the-iRe~PPeHee-e~-tfie-eeetT (b) Shift premiums 
_in accordance with the contractor's practices and procedures are allowabl~.· 

15-204.26 PATENT EXPENSES 

Comments: The proposed language of this paragraph ·would disallow the cost of.preparing 

patent applications unless such applications were filed on behalf of the Government or 

the written authorization of the contracting officer was obtained. It is believed that 

all costs leading to the issuance of patents as well as infringement, investigation and 

litigation should be regarded as allowable costs. Such activities are of direct benefit 

to the Government even though the Government may not obtain any rights under the ·patents 

because, by obtaining a pat~nt, a contractor ~voids the necessity of eventually being 

required to pay a royalty to SOOle other person who may obtain a patent on the same 

invention. Moreover, the costs of maintaining a patent department in any manufacturing 

company is a necessary cost to its overall operations and should be considered as a 

necessary cost of doing business.. The primary change which has been made in the para-

graph therefore covers an addition which would allow all costs leading to the issuance 

of patents as well as infringement, investigation and litigation. There has also been 

included preparation of licenses to the Government as well as disclosures. 
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Included in this item are such expenses as amortization of the cost of 
purchased patents and all costs leading to the ~ssuance of patents, as well as the 
cost of infringement investigation and litigation. Amortization of the cost of 
purchased patents applicable to contract products or processes is allowable. ~~e 
eee~-al-~~epap~-aiseleeaPes All costs leading to the issuance of patents, the cost 
of infringement, investigation and litigation, cost of preparing disclosures and 
licenses to the Government as required by the contract, and of preparing assignment 
and other papers in connection with the filing of a patent application for the Govern
ment, and any expenses inc·ident to patents incurred upon the written authorization 
of the contracting officer, are allowable. A±l-e~~e!'-J3a~ea=e-e~eaeee-aHa Charges 
for the use of patents where the Government has a license or the right to free use 
thereof, are unallowable. ~fie-ees~-el-Peaeape~-~ aevele~meH~-wepk-leaaiRg-te-pa~ea~a 

is-tPea~ea-iR-e~e~a~agpa~fi-15-29~?35. 

15-204.27 PENSION AND RETIREMENT .PLANS 

Comments: (a) Paragraph· 'a' of this clause establishes a definition for pension and 

retirement plans. We have suggested deletion of the fourth and fifth sentences from 

the definition because of their restrictive nature. Pension and retirement plans may 

be established which are dependent upon profits and such plans ·if approved by the 

Internal Revenue Service should be acceptable to the Military. In other instances such 

plans may fall under the scope of the special case situations covered by paragraph 'g'. 

The fifth sentence is ambiguous and raises a number of points capable of misinterpretation. 

There is some indication that if pension plans employ funds, arising from any cause what-

soever in the operation of the plan, in a manner other than to reduce the employers 

contribution, the plan will be considered as falling outside the definition. In addition, 

the sentence mingles the technique of determining pension benefits with the question of 

how certain reversionary credits should be handled. Paragraph 'f' adequately deals with 

reversionary credits and the possibility that some pension plans may provide for increased 

benefits under certain circumstances should n"ot outlaw them~· 

(b) Pa~t 6 of Section XV has heretofore treated pension and retirement plans 

as giving rise to recognized costs of doing business. In establishing principles in 

part 2 for determining the allowability of such required costs, it is necessary to take 

into account that pension plans are employed by firms of all sizeso .The pension and 
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retirement plans of all commercial enterprises (other than tax-exempt and non-profit 

institutions) come under the cognizance of the Internal Revenue Service for approval 

purposes. The Government business done by these firms as compared to commercial business 

varies from small to relatively large proportions. Generally, the proportion of Govern~ 

ment business done on a cost reimbursement basis is relatively small as compared with 

the total business of the contractor. Because of all of the above factors it is import-

ant that a standard applied by only one Government Agency be used in evaluating the 

plans employed by the various segnents of industry. Where such Government approval has 

been obtained, additional approvals by agencies of the Military Departments are unnecessary. 

For purposes of determining allowability and allocability, approval of the 

cognizant auditing agency should be binding upon t:b.e other Departments; it is un-

necessarily expensive for both the Government and the contractor to be required repeatedly 

to submit the contractor's system for review to a number of Agencies. 

(c) Criteria established to determine the allowability of costs should 

consider the costs allowable under such approved plans subject to the usual tests of 

reasonableness arrl allocability~ Where the contractor has an established pension plan 

in whim all employees working on Government and other busines.s are indistinguishable 

as to conditions of employment, eligibility of benefits, pension contributions should 

be allowed in full to the extent allocable to Government business. 

(d) No comment. 

(e) Reallocation of costs between years on the basis of Internal Revenue 

tecrillical l~~its which disallow in one year and pick up in subsequent years is impracti-

cal and should not be required so long as a consistent method of contribution is followed 

by the contractor. Application of the Internal Revenue Code limitation in any year 

without permitting the carry-over to subsequent years is inequitable. The contractor 

has in fact, incurred the cost and its deferral to another year for tax purposes 

recognizes this,. To attempt to segregate a small portion of the contractor's contribution 
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allocable to a single contract in a particular year, when the majority of contractors 

have a number of Government contracts on which performance is spread over a number of 

years, is a meaningless refinement which in the long run will benefit neither the Govern-

ment, the Military Department nor the taxpayer. 

(f) Methods used by some contractors to determine pension contributions take 

into ac~ount unusual as well as normal fluctuations in employment and are susceptible ·to 

review to so demonstrate. Methods used by other contractors to determine contributions 

may be found to be inadequate to provide for such fluctuations and may thereby make it 

necessary for the Government to require special provisions for revisionary credits. 

In such· instances no particular ~ethods should be prescribed but each case should be 

handled by whatever method is mutually agreed to be appropriate in the light of all the 

circumstances. 

(g) The costs of lump sum purchases of annuities or of l¥.ffip sum payments to 

approved pension and retirement plans should be allowable without specific contract 

provisiono The Government is adequately protected by the tests of reasonableness and 

.allocability referred to in paragraph 15-20l(b). 

Suggeste~ Revision: 

ao A pension plan as used herein is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of definitely deter
minable benefits to his employees over a period of years, usually for life, after retire
ment. Such a plan may include disability, withdrawal, insurance or-survivorship benefits 
incidental and directly related to the pension benefitso Such benefits generally are 
measured by, and based on, such factors as years of service and compensation received 
by the employeeso ~ae-aeteFmiRatieR-e~-~ae-ame~Ht-e~-~sRsieH-eeRefits-aRa-~fie-eeatPie~
tieHs-te-~paviae-e~ea-eeRefits-aPe-aet-de~eRaeHt-~~eR-~Pefits~--geHefite-ape-aet-aefiHitely 
aetePM~Rae±e-~i-faaas-ap~S~Rg-fpem-fepfe!t~PeS-9H-tePffiiRatieR-9f-sepviee-eP-9tReP-PeaS8R 
may-ee-~sea-te-~peviae-iHePeasea-eeaefits-fep-tfie-PemaiRiRg-~aPtieis~~~s-~Rsteaa-ef-eeiRg 
~seR-te-peaHee-tfie-ameHRt-ef-eeRtP~eHtieRs-ey-tfie-empleyePT A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon-retirement or over a period 
of years after retirement will be considered a pension plan, if, under the plan, either 
the benefits payable to the employee or the required contributions by the contractor can 
be determined actuarially. 
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b. Pension and retirement plans which are subject to the approval of the 
Internal Revenue Service must have been so approved prior to consideration by the 
Military Depar~~ent~ Consideration of the plans by the Military Department will be 
limited to consideration of cost and allocability thereof and will be the responsibility 

·of the Department to which audit cognizance is assigned and determinations by the 
cognizant audit agency will be accepted by the other Departmentso HeweveFy-a~~Feval 
ef-tse-~laB-ey-t~e-±H~ePBal-ReveR~e-§eFviee-eees-Bet-BeeessaPily-aes~Pe-tfie-al±ewaHee 
ef-tHe-eests-ef-s~efi-~laa-ey-tRe-MilitaP,Y-Be~artmeR~~--CeRsieepatien-ef-tRe-~±aRs-wi±l 
ee-tfie-:PeS~9BSieili:ty-ef "Gfie-~e~a:ptffle:rl"t':-~e-wfiie:ft-a~eit-eegRiBB.Ree-is-assi~Hea-aRa-~e 
s~ase~e:eRt-aetisH-t.a.keR-ey-tl1at-:ge~af'tffieRt-wi±l-geHeFaJ:q.ee-e.eee~~ea-ey-tfie-etfie!' 
~e~ar~eR~~--±n-·eases-wfieFe-~ke-inte!'fla~-Re¥eR~e-SeFviee-witRS?aws-a~~~e¥a±-ef-a-~~aR, 
ame~ts-a~leea~e~-te-eea~Faet-ees~s-wil~-ae-witaaFaws-aeeeFaiRgly~ Where pension and 
retirement plans of non-profit or other tax~exempt organizations are not required to be 
reviewed and approved by the Internal Revenue Service, it will be the responsibility of 
the Department to which audit cognizance is assigned to give consideration to the 
acceptability of such planso 

c. The cost of pension and retirement plans approved by the Internal Revenue 
Service-w:Riefi-a:l"e-~:Pe:f3eF±y~6.ealieti6l:e~fFem-taxa"Ble-iHeeme are allowable except as other
wise determined unallowable under this paragraph. The cost of retirement plans, which 
are based on profit sharing, shall be subject to pr.ragraph 15-204.6eo Costs of accept
able ::pensior .. and retirement plans established by nJn-profi t or other tax-exempt organiza
tions are also allowable exc~pt as otherwise determined under this paragraphe 

do Pension and retirement costs constitute a part of the total compensation 
by a contractor t.o the individuals· covered by the plan, an::l accordingly, are subject 
to the provisions of this section with respect to reasonableness of the total compensa
tion paid to the individual for the services renderedo (See 15-204-.6) 

.... eo The amount of the contribution subject to allocation as a contract cost 
will.·be limi te:d to the maxinmm amount required to fund an approved plan, or the amount 
actually contributed, EiliF~.ng for the taxable year, whichever is the lesser. ~:Re-earFy
eve:p-ppe;;3:s~en.s-ef-tfie-IHt.e:PRal·-ReveH~e--Geae-wil:ofi-:P€S:f'ee:b-1oe~eaR:t:P.3:.e"t:lt:ieRs-HReier-~eHsieR 
aHEi-Fet~PemeRt-plal'is-sha±±-Ret-ee-:raeeegRisea-fe~-tfie-·}3~f"J36Be-ef-ae~ePmiRiHg-al3:.ewa6le 
peRs~eR-a.:aa-.P.e;;~~emeBt-eests-~BaeP~ge¥eP:fu.Jie:at-ee:atPae~s ... 

f. Credits which arise under pension plans from various sources, such as 
dividends and cancellation of employee benefits which have not vested at the time of 
tennination of their employment, must be taken into account in· a.n equitable manner in 
the det.errn:ir.:.ation of the allowable pension arrl retirement contribution. Special provi
sion for these credits 3::s-~e~a±~y may be necessary when the contractor's organization 
has substantially expanded for. the performance of military contracts and there is a 
reasonable expectation that. the ~ployment of a large number of the additional employees 
will be tenninated upon curtailment of military work., Where the contractor can demon
strate that reasonable provision has been made for the effect of such reversionary 
credits in his method of detennining pension contribution, no special provision for 
these c.redi ts is requiredo Otherwise, YHEier-tHese-e~FeltmS~&Reee, it will be expected 
that an arrangement will be made which will result, as nearly as may be practicable, 
in the Government~s receiving the benefit of these credits to the same extent as it 
originally participated in the related costs. ~fieFe-a:Pe-twa-geneFa±-Me~aeee-wfi:iefi-Htay 

ee-1%eea'1-iHa3:v!:Ehia:±±y-e:ta-iR-eem63:RatieHr-iH-:makiftg-alfeB-aFFar1gemeRtS'!!" 
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f±}--A-1~~-saffi-eP-~e~een~age-aiseeaH~-ef-e~PPeat-~eas~ea-eests-aegetiatea 
a:aEi-agpeeEi-l:lp8H-~R-aEivaHee.---Betefll'ft~HatieH-ef-s~efi-a]:J:ewa·aee-genePal:ly-is-He~-aH 
aet~aPial-~Peelem-iavelviHg-a-ea±el:llatiea-easea-~~ea-kReWR-~aetePsy-e~t-patfieP-is-aa 
a~empt-te-peaefi-a-aegetiatea-agpeemeat-as-te-vaPie~s-aaeeptaia-ep-vaPiae±e-~aetePs 

ia-a-eem~lex-sitaatieay · 

ta}--A-~etPes~eetive-aetePMia~tieR-at-seme-~~me-i:a-tae-fataPe-waeR-a-mape 
aeeaPate-es~iMate-ea:a-ee-maae-ey-viPtl:le-ef-e*PePieaee-wfiiefi-may-fiave-aeve±e~eaT--YHt~l 
Sl:lefi-EieteP.MiRat~eR~-el:lPPea~-eesta 1 -wfiiea-sfieal~-ee-Ret-ef~e~PPeat-ePeaits may-ee 
allewea-~Peviaea-aa-a~~Pe~Piate-eeatPaetaal-agPeemeat-eaa-ee-Peaefiea-wfiiefi-pesepve~ 
tfie-GevePRMeat~e-Pigfit-te-f~t~Pe-ePeaitsa 

go The costs of lump sum purchases of annuities or of lump sum cash payments 
or periodic cash payments made to provide pension or retirement ben~fits for retiring 
or retired employees other than incurred under approved pension and'retirement plans 
will be considered on an individual case basis and are allowable ea±y-te-tae-eKteHt
s~eeifieally-pPeviaea-fer-i8~tae-eaR~Pae~. subject to·the usual tests of reasonableness 
and allocabilit.yo 

15-204s28 PLANT PROTECTION EXPENSES 

Comments: All plant protection expense should be considered as allowable cost. The 

objection to segregation of plant protection into two classifications is two-fold. First, 

in the case of a contractor working on a number of classified GoverQment contracts in 

a given location,· it would be difficult if not impossible to apply such special plant 

protection costs directly to each contracto One guard may provide equal protection to 

all work. Second, it is not practical for the contractor to develop individual overhead 

rates for each Government contract if he holds numerous contracts. 

This paragraph as written also fails to recognize the existence of a third 

class of plant protection e~enses, namely, those expenses w~ich arise peculiarly from 

doing business with the Government, but which are not of a type which arise because of 

the specific 11direction11 ~d "approval" of the Contracting Officer. Expenses referred 

to include the costs of clearing personnel to handle classified work, the acquisition 

of special cabinets and safes for storage purposes, etc. as required by the Security 

Agreements ·and Military Security Requirements Clause of contracts. These costs are 

common to Government business as a whole and are apart ·.from special security measures 

wh~ch may be ordered by a contracting officer under a specific contract. In view of the 
I 

foregoing, the article should be rewritten as follows: 
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This item includes the cost of all plant protection measures. such as wages of· 
guards, equipment of guards (uniforms, fire arms, etcs), aRa depreciation on plant 
protection capital assets, storage of classified matter, clearance of employees, etc. 
and includes all costs required. by t.he nature of contractor 1 s busin~ss ·' requirements of 
Military Secur:i. ty Requirements· Clause ASPR 7-104.12 and DD441 Security Agreement and the 
cost of special plant protection measures specifically ordered or approved by the Con
tracting-Officero These costs are allowable and allocable in accordance with the basic 
principles ar.:.d s'tandards of lS-20le Fe:F-~e-fl"tiFJ'ese-ef-ee:fttFaet-eest:iRg1 -tfiese-e~eHses 
s.pe~a~v~&ea-~n~·e-2-eat:.ege:Pies,--RB:JRelyy-Re!"fflal-}'lal"i~-f'Pe~eetieR-e~eRses-aRa-efleei:a± 
p1an~~pf!stee~.ieB-eXJ3eRBe'l'--No!"ffla3.::-p±an~-J'F8~eet~eR-eests-aFe-allewael:e-a:Ra-are-a3:±eeae±e 
~s-all-weFk-ia-tbe-pia:nt:'#'-=S}9ee:ial-=p±e:nt-!'~e-tee~ieR-ees~By-=•wlri:ieli-ts!'m-:Fefepe-~e-B.f1 
ex~eBsi~R-ef=t~e-eeB~~aete~~B=~aFma±~plan~~fl~eteet~sn-~Feg~am-~~e-a~ee-al~ewae~e-aHe 

alle~a8±e=~t::o·~spee~f:i:~-GeveFBmeRt~eefl-t.f!ae~e-Pe~tl~f!3:.llg-s:!'ee3:a±-f!re~eet~eR='tifH~R-~ke-e~ee:ifie 
a3::PGe.t:i-6B.-a.He-aJ5}3FEf¥&l-ef-tae-ee·B;f;flaet3:Jr1:~-eff3;ee!''if' 

15=204e2~ PF~-CONTRACT COSTS 

Comments~ The second sentence of the par'agraph as written tends to ·contradict the first 

ip that it limi.ts t.he type and amount of cost that may be allowable without regard to 

whether .su.c.h costs are otherwise reasonable and necessary and would therefore have 

been allowed if inc.urred aft.er the execution of the contracto Accordingly, it is 

suggested tha~. the parag:raph be rewritten as follows: 

Suggested Revisir:n~ 

Pre~~ontract costs are tb·ose whic.h are incmrred prior to the effective date 
cf the contra:.t and whic:h would have ·been allowable thereunder if incurred after such 
·da~.e~ Suer .. coste w~.11 He~ be allowed 'ltli±~ee when authority therefor is specifically 
se~ .. fc,!'~..h in t,he contract and may be l:imi ted to a period of time o as=wel;l-a.s-:f>e-:6fie 
t~~~&:fifl·~affi®'aEt=€lf~ ~~e.R~~H~G:tS'!!· 

15=204o.30 PROFESSIONAL SERVICES - LEGAL, ACCOUNriNG, ENGINEERING AND OTHER 

Corrnne~-f:,s ~ (a) Th:!.s paragraph as written singles out the costs of professional services 

rendered by :me.mbe:rs separately engaged, and establishes factors for determining allow-

abili t.y whic-h are i.n.equ·i t.able.. Whether or not professi.onal people are on the contractor's 

st.aff or separat.~ly engaged should not be a factor- in detenni.ning the allowabili ty of 

the costs c..f thei.r ee:r-"Vices~ 

(b) In addition.q the past. pattern of such costs, the· impact of Government 

contrac:t~ on his busine~:s, the nature of his own organization, etc o should also not 

be dete:r·m~ing 'fac-r:.o:-s as to allowabili tyo The scope and extent of Government regula-
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tions, the changing requirements of contract clauses and peril of loss.in connection 

therewith make it necessary that the contractor avail himself of professional assistance. 

· As a class, such costs should be allowable subject to the application of the basic prin-

ciples and standards set forth in 15-201 relating to reasonableness and allocability. 

(c) The cost of successful defense of anti-trust suits and the successful 

prosecution of claims against the Government should also be allowable. We suggest the 

clause .. be rewritten as follows: 

Suggested Revision: 

~· This_ item includes the cost of professional services rendered by the 
members of the particular profession whether as members of the contractor's organization 
or separately engaged. These costs generally are allowable when reasonable and .C33:llocaple 
In accordance with the basic principles and standards of 15-201. iH-~e±atieR-~e-~fie 
sePv:iees-Pe!'laePea-aaa-ape-aet-eeat~Rgeat-l:l~ea-.Peeeveey-ef-tr:Re-eests-f~e.m-tfie-gevePR.meRt. 

b. P:aet,ep~-t,e-ee-eel'isiaePea-fameH~-a~:Re~s}-i:H-ae{;ePM~Ri:Hg-tfie-allewaei:li:ty 
el-eea~a-iR-a-pap~i:e~lap~ease-ape~--fi}-~ast-~a~te~ef-s~e~-esatay-~aPtieHlaPly-i:H-~fie 
yeaps-~PieP-~s-~ae-awaFa-ef-GevePHMea~-eeH~Paetet-fiit-tfie~iM~ae~-af-gevePameHt-ee~Paete 
aH-~fie-eaRtPaetepLs-eHe~neset~ti:iit-t~e-Hat~Ps-&Ra-eeepe~ef-maHageF~al-sePviees-e~eetea
e~-<t;fie-eeatpaetep.Ls-eWR-aPgaRisatiaRt-aAcl:-f3:v}-whetl:ieP-eP-Re-t-tAe-~Pe]'e:f'-t,:isa-ef-EJeveP:a
mea~-W&~K-~e-tRe-eeatPaetep.Ls-tetal-e~eiaess-ia-e~e~-aa~~e-iallHeRee-tae-eeRtPaeteP 

ia-faveP-ef-~ReHPPiH~-tfte-ees~y-~aPtiea~aP~y-wfiePe-tRe-sel'viees-peaeePea-aPe-se~-a-eea
tiH~iag-Ha~HPe-aHa-fiave-little-Pelatieasai~-ta-wePk-aaaep-QsvePRmeR~-eaR~Pae~s~ Retainer 
fees te-ee are allowable m~s~-ae· when reasonably supported by evidence of services 
rendered. 

Co The costs of legal, accounting and consulting services and related 
E!xpenses incurred in connection with organization or reorganization, prosecution of 

·patent infringement litigation (except as provided for in 15=204.26), ·unsuccessful 
defense of anti-trust suits, and the unsuccessful prosecution of claims againS7/ the 
Government are unallowable. 

15-204.31 PROFITS AND LOSSES ON DISPOSITION OF PLANT AND EQUIPMENT OR 
OTHER CAPITAL ASSETS 

Comments: Flat exclusion of profits and losses on disposition of Plant and Equipment 

is objectionable. If assets are acquired for a contract and have no other use, a profit 

or loss on disposition indicates that the depreciation assumptions were not completely 

realized and the profit or loss on disposition adjusts for the difference. It is 

suggested that the clause be modified as follows: 
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Included herein are gains or losses of any nature ar~s~ng from the sale or exchange 
of plant, equipment, or other capital assets, including sale or exchange of either short or 
long term investments., Profits or losses on sale or exchange of es.f3i~l-asse:6ey-iRell:iaiRg 
investments.! will be excluded in computing contract cost..so Profits or losses on the sale 
or exchange of plant ... equipment., or other depreciable assets will be included in computing 
contract costs .. 

15-204 .. 3~ RECONVERSION EXPENSES 

Commentsg Where a contractor has made special plant changes in order to introduce a 

Government. contract into his production, the cost of that. contract is not complete until 

it covers both the cost of installation and the cost of ~estoring the facility to its 

original condit.iono This paragraph limits the allowable reconversion costs to the costs 

of removing Government property and the costs caused by such removal if specifically 

provi~ed foy in the contracto This excludes the costs of removing the contractor's own 

facilities which were conv-erted to or acquired for the production of Government work and 

also -exe:ludes the co.s t,s of rees tablishi.ng the facilities consistent with the demands of 

his regular business.. Both of these categories of costs are occasioned by the introduction 

of Governme.nt business and should be allowed as costs of Government contracts .. 

This section uses the tenn "incurred", which has been interpreted by the Govern-

ment to meat; teexpended no Actually the liability for such costs is incurred at the time 

the facilities are converted to Goverrunent business. Generally reconversion costs are not 

paid for unti:!. after completion of perfomance of the Government contracts which occasioned 

theme Furthermore . ., most of the costs may not be expended until most or all of the con-

tractcr 1 8 GoYernment business occasioned by the Defense Emergency is completed. Unless 

accruals for- c'Qch ccsts are allowed as costs of the Gover·r..ment work which occasioned them 

while the contracts are in process, there is no effective way to recover the costs .. 

Accruals in this category are not in the nature of "contingencies" in that a definite 

liabili.ty has been incurredo While the amounts involved may not be susceptible to exact 

dete::=-mination in advance, reasonable accruals should be allowed" 
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Reconversion expenses are those incurred in the restoration of the contractor's 
facilities to approximate the same physical arrangement and condition existing immediately 
prior to-commencement of the military contract work and include the cost of removal of 
Government property. Reconversion costs are allowableo ReeeHvePsieR-e~eRees-ape-Re~ 
allewaele-exee~-4;-~:ka-t-t.fie-eest-ef ··flemev:!:.:r:tg-8-eve!'MteH~-~Pel'e.Pty-a~a-Yle-Pes~epat:ieR-eeste
eal::teeEi-ey-s"tiefi-pemeval-a.Pe·-allawaele-il-speei.f'ieally-~Pevl:eieEi-.f'eP-iR-tlie-eeH~I'aet'!" 

15-204.33 RECRUITING EXPENSE 

No commento 

This item includes the costs of "help wanted" advertising and the operating costs 
of an employment office necessary to secure and maintain an adequate labor force. It 
further includes the costs of operating an educational and aptitude testing program, travel 
expenses of employees while engaged in recruiting_personnel, and travel expenses of appli
cants for interviews for prospective employmento These costs are allowable. Where the 
contractor uses private employment agencies, costs not in excess of standard commercial 
rates ·for such services are also all0Wable. Costs of special benefits.or emoluments 
offered to prospective employees beyond the standard practices in the indust~ are not 
allowable. 

Comments~ In the preamble to the paragraph, the words "to investment organizations (such 

as insurance companies) or to private investors" should be deleted since the language is 

too restrictive and susceptible to misinterpretation., 

It is recommended· that c·lause (b) be deleted from this paragraph since clause 

(a) appears to provide adequate safeguards. Clause (b) apparently seeks to protect the 

Government from a possible situation where rental under a leaseback was set· at an 

arbitrarily high value .. The basic rule of reasonableness set forth in clause (a), which 

indicates that rates must be reasonable in light of the type, condition and ·value of the 

facilities leased, appears to give the Government complete protection. If clause (b) is 

permitted to stand, the Government would actually be penalizing companies who have sale and 

leaseback arrangements as contrasted with companies holding conventional leaseso It would 

be ve~ rare indeed to find a conventional lease where the rental rate was equivalent to 

"normal costsj such as depreciation, taxes, insurance, and maintenance expenses" attribut-

ab:e to the facilities leasedo 
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Likewise it. appears the Government also has in clause (a) adequate protection 

against any situation where a contractor might arrange option terms under a leaseback so 

as t.o pennit re-acquisition 6f the property at a price substantially less than its value 

as a result of high rental paymentso Note that clause (a) provides·for a check of option 

arrangements and other provisions of rental agreements for the purpose of determining 

reasonablenesso 

Suggested Revision: 

The following revisions are necessary because of deleting clause (b): 

This item includes expenses for (i) use of land, buildings, and.equipment or 
othe:- personal property, and (ii) rental expenses under sale and lease-back agreements 
incurred by contractors through sale. of plant facilities and concurrently leasing back 
the same facilities~ 

a.. Rentals of plant and equipment. under .. (i) and (ii) above are allowable if 
the rates are reasonable in light of t.he type, condition and value of the faci~ities leased, 
options available. and other provisions of the rental agreement. 

b.. ReRta±a-s_l:)ee:ifiea-3:.R-sa.le-aR6.-3:.ease-eaek.-ag:fJeeme:r:rt,s-'tffi.EieF-tiit-a6eve-B.!»e 
allewaeie~aH~y-te-~fie-exteH~-tfia~-s~eh-~eH~a.ls-ae-~e~-exe~ea-HeFmal-eee~s-teHefi-ae 
ae~~eeiatieR;~ta~e9y-·iR6l:lf!B.Ree-B.Ha-:ma.i1iteR8.Hee-eXf'eflB8Bf-WHiefi-'W9lila-fiave-eee:ft-iHeliPPea 
kaa-~ae-eeR;F-aeteP-PetaiHea-~ega±-t~~le-te-tae-faeil~t~eso 

1,5-204.35 RESEARCH AND DEVELOPMENT 

Comments~ It is believed that the Government has started out with a constructive effort 

to recognize the great mutual be?efits to be derived from encouraging research by industry. 

However, the new draft then proceeds to so fence in the cost allowance by restrictions as 

to destr-oy much of .the originally indicated intent.. Specifically, it is believed the 

following changes ehould be made t.o eliminate these restrictions: 

1 .. Clause (l)(iii) should be deleted which requires the contractor to divulge 

results of independent general researcho This is a very unfair condition for determination 

of allowability because general research is of benefit to all business.. By ~greeing to 

divulge results of such research, and with no protection or guarantee that such information 

will not be made available to others, research upon which a contractor may have devoted 

million2 of dollars and for which the Government is only a partial contributor can be 
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forfeited to competitors at no cost to themo This appears particularly inequitable in view 

of the ·fact that the Government has no need for such information, since the results of 

general research can be applied to Government production and the Government can be auto-

matically apprised and benefit from such results without ito 

2. Clause (l)(iv) should be eliminated which establishes a comple~ely 

arpitrary and discriminatory distinction between contractors with 75% or more of their 

business with non-Government customers and those with less than 75%. If the cost of a 

. research program meets the tests of reasonableness and other criteria, the degree to which 

the contractor is engaged in Government work should not be a determining factor. If a 

particular item is a good cost for contracrtors with up to 25% Goverrunent business, it is 

equally good for a contractor with a higher ratio of Government business.. This limitation 

is particularly inequitable when applied to busineGses whose Government work is subject to 

fluctuations above and below 25%. The criterion fails to give any consideration whatsoever 

to amount or importance of research involved. 

3. The paragraph following clause (l)(iv) which states that the .conditions 

apply also in the negotiation of predetermined overhead rates should be deleted. This 

statement is not pertinent to a regulation covering cost principles nor is. it necessary. 

4. In connection with research which relates to a product or product line 

covered.by a specific research and development contract, there is just as much benefit 

accruing to the research contract as would accrue to a production contract. Therefore, 

no distinction should be made as to allowability of cost. The changes shown under suggested 

revisions of clause (2) are made to give effect to this principle. 

5. Revision of paragraph c is necessary to preclude automatic disallowance 

of research costs deferred from prior periods p~nding the determination of the proper 

accounting disposition of those costs when such costs would otherwise be approved by the 

Contracting Officer as aliocable research costs at the time proper disposition can be 

determine do 
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Suggested Revision: 

Research and development expenses ( somet:i4A~:s . referred to as general engineering 
expenses) for the purpose of contract costing are divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental research, 
pure research and blue-sky research. 

b. Related research or development,also referred to as applied research, product 
research and product line researcho 

(1) General research is that type of ·research which is directed towards 
increase of knowledge in science. It is research where the primary 
aim of the investigator is a fuller knowledge or understanding of 
the subject under study, rather than a practical application thereof. 
The costs of a contractorfs independent general research (that which 
is not sponsored by a contract or grant or is not otherwise reimbursed 
to a contractor) shall be an allowable cost in all cost type contracts 
under the following conditions: · 

(i) The amount of such costs i~ reasonable~ 

(ii) The costs are equitably allocated to all work of the contractor 
other than its independent general and related researcho 

tiiit~fie-eeH~~ae~eP-ag~eee-~e-a~~lge-~e-tfie-Geve~HmeR~-tke-~es~±~e 
ef-s~eB-iHae~eRaeftt-gese~al-reeeapefiT 

tivt-~fie-el:iBiReee-ef-tfie-eeRt!"ae~er-at-tfte·-~ime-ef-efi~ef'iRg-tfie 
eeRtraet-iS-}9:PeEiemiRaHtly-ft$%-er-meret-witlci-ReH-Se¥ePHJIIieH:ta± 
e~s~emere~--If-±eee-t~aa-t-5%-a~-~e-time-ef-eRtePiRg-tae-ee:BtPaety 

. a±±ewaRee-mey-ee-al:itfier:isea-ey-e}9ee~a~-eeRtrae~-J9Pev:ieieRT 

~ke-aeeve-eeft6:~~iefts-w~±3:-a±se-a~}9ly-iR-tke-Hegetiati:eR-ef-:f3PeaetePffliRea 
everfieaa-rateeT · 
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(2) Related research is that type of research which is directed toward 
practical application of science, and "development" is the systematic 
use of scientific knowledge directed toward the production of useful 
materials, devices, methods, or processes, exclusive of design, manu
facturing, and production engineering. (See 15-204o2l.) The costs 
of a contractor's independent related r and ~evelopmerit (that 
which is not sponsored by a contract o a t or 1s nqt otherwise 
reimbursed to a contractor) is allowable may, if equitably allocated 
e:a-tae-eas~s-ef-a~l-~r&a~etiesy-ee-a}lewea as a cost under any cost 
type J9Fea~etieR contract if the research is related to the contract 
product or product line. Ne-}9ert:ie:a-ef-e~ea-~eseaPefi-rl3:.3:.-ee-e.3:.3:.ew
ae±e-ti.Rae!'-ees~-~YJ9e-:pesearefi-aftd-Eieve±eJ3meRt-eeft=erae:f>eT Where ... 

. related research and development is directed toward the development 
of products primarily for military use, the cost thereof may be 
allocated.entirely to Government business. 
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c. Re.search and development costs, regardless of the nature, which were incurred 
in accounting periods prior to the award of a particular military contract, (including 
amounts capitalized and the cost of patents obtained) will not be allocated to that contract 
unless approved by the contracting officer or allowable as precontract costs (Paragraph 
15-204.29)o 

15-204.36 ROYALTY PAYMENTS 

Comments: Royalties and fees paid for the use of patents or technical ipformation are 

normal expense items and allowance thereof as a cost against government contracts should 

not be subj.ect to specific advance approval. The government is adequately protected 

by the test of allocability and no further restrictions appear to be necessary or warranted. 

Suggested Revision: 

This item covers amounts paid or payable for the right to use patents or 
technical information. Wftepe-~ae-~ee-af-e~efi-~a~es~e-~e-seeesaapy-faP-~He-~pa~eP-~ePfaPMaRee 
ef-~ae~eaR~Pae~-aaa-w~ePe-t~e-eaveF.ameat-aaes-Ha~-alpeaay-fiave-a-lieeHse-er-e~aeP-Pigfi~-~a-~ee 
eaefi-~a~eft~Sy-~fie-peya~~~ee-ape-allawaele-~e-~e-ex~eR~-e~pessly-~peviaea-fep-eleewfiepe-ift 
tfie-eeHtPae~-ap-e~aePWise-a~~fiapi~ea-ey-~ae-eeR~Pae~isg-ef£ieeP. Royalties or fees paid or· 
payable by a contractor for the right to use such patents or technical information are allow
able to the extent allocable to government contracts. 

15-204.37 SERVICE AND WARRANTY EXPENSES 

No comment. 

This item includes the costs of servlc~g the product installation, training 
personnel in the use, operation and maintenance of the product, correcting product defects, 
replacing defective parts, and other relate~ operations or practices. Actual costs to be 
reimbursed to the contractor will be in accordance with the clause of the contract entitled 
"Inspection of-Supplies and Correction of Defects", (See paragraph ASPR 7-203.5), or as 
otherwise provided in the contract. 

15-204o38 SEVERANCE PAY 

Comments: The criteria to determine the allowability of the cost of severance pay as set 

forth in the second paragraph of this section appears to be clear and adequate. However, 

the subsequent attempt to separate severance payments into two classes - normal turnover 
I 

severance pay and mass severance pay - can only lead to unnecessary confusion and incon-

sistent interpretation. · The proposed revision would eliminate the source of confusion 

without taking ·away the prime requisites for the deteimination of allowability referred to 

abc\re and the further tests of reasonableness and allocability. Besides being unnecessary, 
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the government's proposed treatment of "mass severance pay" would in rriost cases be 

cumbersome, difficult and impractical to applyo 

Suggested Revision 

Severance pay, also commonly referred to as dismissal wages, is a payment 
in addition to regular salaries and wages, by contractors to workers whose employment 
is being terminatedo 

The cost of severance pay is allowable only to the extent that, in each case, 
it is required by (i) law, (ii) employer-employee agreements, (iii) established policy 
that constitutes, in effect, an implicit agreement on the contractor's part, or (iv) 
the circumstances of the particular employmentD 

For . contract costing purposes severance pay is Eiiv~aea-~te-~e-e·ategePiee 
ae-~ellewe-t 

a~--NeFMal-~~~Eeve~-SeveFaHee-Pay.--~fte-ees~-ef-eeve~aRee-paymeR~e-~e 
allowable and must be allocated to all classes of work being performed in the ·contractor's 
plant at the time of payment. However, where the ~ontractor provides for accrual of pay. 
for ~SFMal severances such method will be acceptable, if the amount of the accrual is 
reasonable.~R-~~g~t-ef-~a.ymeRts-aet~ally-maae-feF-ReFmal-eeve~aReee-eveF-a-Pe~peseRtative 

~aet-~e:P:iea .. 

ew--Maee-Seve~a~ee-Pay~--~fie-eeet-e£-ae~ePmal-e~-mass-eeveraftee~~ay-aet~ally 
maae-~~9ft-eeesat~eH-6f-weFk-wfieH-tfieFe-3:.e-ae-:PeSS8ft8.ele-~respeet-ef-eeRtift~iftg-em~ley
~eftt~eR-6tReF-W8Fk-ef-~fie-eeHtFaete~-~e-allewaelew--~fie-ame~R~-ellewaele-eka~-ee 
aete~Ree-ey-ass~ga~R~-tfie-teta~-eest-ef-aet~a~-M&88-8e¥ePaBee-paymeR~B-te-~fie-eRt~Pe 
~ePiea-ef-eM~~eymeHt-wi~R-~fie~eeHtFae~e~-asa-e~~~~e~y-a~~eF~ieRiag-s~ea-eea~~e-a~~ 
b~eiHees-ef-t~e-eeHtFaeteF-~e~feFmea-a~~iflg-taat-~eP~eey 

A reservation in the final release of claims· (See ASPR 7-203o4) may be made 
in the· case of completed cost-reimbursement type contracts when· it is reasonable to 
assume that severance pay allocable to the contract will be made in the future. 

15-204o39 SPECIAL TOOLING 

No connnent. 

The term "special tooling" means property of such specialized nature that its 
use, without substantial modification or alteration, is limited to the production of the 
particular supplies or to 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. The cost of special tooling 
when acquired for and its usefulnes.s is limited to government contracts, is allowable 
and.will be charged directly to the goverrnnent contracts. When such special tooling 
is acquired it shall be subject to the provisions of the contract clause set forth in 
ASPR 13-503 entitled "Government Propertyon 
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Comments: In subparagraph a (iii), the excluded taxes should be limited to those for 

which the Government has actually provided exemption. In many cases the cost of securing 

exemption exceeds the amount to be saved and neither the Government nor ·the contractor 

would require the exemption to be claimedo 

The suggested change in the last sentence of subparagraph b is to specifically 

provide for the coverage of any other costs incurred in complying with the instructions 

or directions of contracting officersG In addition the words "prior to payment of such 

taxes" in the first sentence have been deleted since they are inconsistent with item (iii) 

in subparagraph a and item (iii) in subparagraph bo Moreover, it would be impossible to 

carry out the action indicated in b prior to payment of taxe·s since, in many cases, ·the 

illegality or erroneous character of taxes are not established until long after such taxes 

are paid. 

Subparagraph c ·should require direct credits only where the taxes were 

originally charged directly to government contracts. Refunds of taxes treated by the 

contractor as overhead should be credited to overhead. 

Suggested Revision 

Taxes are charges levied by a government unit. They do not include fines and 
and penalties except as otherwise provided herein. 

a. 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 (i) for Federal income and excess 
profits taxes; (ii) taxes in connection with financing, refinancing·or refunding operations 
(see paragraph 15-204.17); (iii) taxes from which exemptieHs-ape-availaele-te-tBe 
eeRtPaeteP-aiPee~ly-eP-availaele-te-tae-eeRtPaeteP the contractor is exempt based on an 
exemption a~~ePaea furnished by the Government; and (iv) special assessments on land 
which represent cap~tal improvements. 

bo Taxes otherwise allowable under a above, but which may be illegally or 
erroneously assessed may be allowed as a cost of work performed, provided that the 
contractor, ~PieP-~e-~aymeRt-e~-s~ea-taxes (i) promptly requests instructions .from the 
contracting officer concerning such taxes; (ii) agrees to comply with such instructions; 

and (iii) if so directed by the contracting-officer also agrees to take all necessary 
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action in cooperation with and for the benefit of the Government, to determine the legality 
of such assessment or, as the case may be, ·to secure a refund of such taxe$ and any interest 
or penalties thereon. Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall be allowable as a 
coste Reasonable expenses of any proceeding instituted by the contractor at the direction 
of the contracting officer to determine the l.egali ty of such an assessment or to secure a 
refund of such taxes, interest or penal ties for the benefit of the Government·, shall also 
be allowable as costs as will the cost of any other action taken under b (ii) and b (iii) 
above. 

. c. Any refund of taxes, penal ties .or interest thereon which were directly 
reimbursed under the contract shall be credited to eeB=E.:Paet the costs of that contract. 
iR-tfie-~Fe~e~tieR-iR-w~iefi-eeRtFae~-eests-aese~6ea-~fie-eests-ef-ta~es;-iBte~ee~-er-~eBaltieeT 
If at the time the refund is received by the contractor, no defense contracts are being 
performed, the amount· otherwise to be credited to contract costs shall be paid directly to 
the Government. 

15-204.41 TRADE, BUSINESS, AND PROFESSIONAL ACTIVITIES 

Comments: Subparagraph c as proposed by the government is unduly restrictive in that it 

refe~s only to technical information or information that is aimed at the stimulation of 

production. Industry feels that meetings, conferences and exhibitions for the purpose of 

improving overall coordination of the business or various segments thereof, or the dis-

semination of il"lformation about .the business to the trade, the public, prospective 

empldyees, etco, is just as important_to the successful performance of government contracts 

as are technical and production meetings. The section has been broadened accordinglyo 

Suggested Revision! 

a. Memberships. This item includes costs of membership in trade, business, and 
professional organizat~ons and such costs are allowable. 

b. Subscriptions. This item includes the cost of subscriptions to trade, 
business, profess~onal, or technical periodicals. Such costs are allowableo 

c. Meetings, aRa Conferences and Exhibitions. Expenses representing the purchase 
of meals, transportation, rental of facilities for meetings, conferences, exhibitions and 
costs incidental thereto, when the primary purpose of the·incurrance of such expenses is the 
dissemination of teeaRieal information eF-tfie-ettm~latieB-ef-~Fea~etieR~-are-allewaa~e 
intended to improve the overall effectiveness of the contractor are allowable. 

15-204.42 TRAINING EXPENSES 

Comments: Objection is made to the proposal which .limits the definition of allowable 

NSIA 6-10-55 
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expenses to those incurred in a program controlled by the contractor or to training in 

educational institutions. The language of subparagraph a is unduly restrictive and should 

be broadened to recognize any training expense which.is properly allocable to government 

contracts. Subparagraphs b and c are unacceptable since training expense in educational 

institutions is a matter of business judgement and should not be isolated for special and 

specific treatment in the contractual document. Therefore, the cost of training in 

outside educational institutions should be allowable when undertaken under an established 

program of the contractor. 

Suggested Revision: 

a. This item includes the costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees, Included are the 
costs of tae-aiPeeteP-ef training, aaa-staff training materials·and text books when the 
training program is controlled by the contractor, and employee compensation, subsistence, 
travel, tuition, fees, training materials, aaa text books, etc., when the training is ~a 
eaaeat~eaal-iastitatieHe conducted by other than the contraCtOr. 

b. Such costs waiea-aPe-limitea-te-eH-tae-~ea-tFaiHiag are allowable when 
properly ·allocated. 

ey--Sests-ef-tPaiRiRg-ia-eaaeat~eaa1-iRetitatieas-ape-aew-allewasle 1-exee~t-te 
tae-exteat-e~ee~f~eally-~Peviaea-iR-tae-eeHtPaet~ 

15-204 .. 43 TRANSPORTATION EXPENSES 

Comment: The only change suggested here is self-explanatory and if for the purpose of 

clarification. 

Suggested Revision: 

Transportation expenses include the cost of freight, express, cartage and 
postage relating either to goods purchased, in process, or delivered. 

When such costs can readily be identified with the items involved they may be 
direct cos ted or added to the cost of such rrtc?b-et h?r i terns. (See paragraph 15-204e 22). 
Where identification with--the materials received cannot readily ·be made, inbound trans
p-ortation expense may be charged to the appropriate indirect expense accounts, provided 
the contractor follows a consistent procedure in this respect. Outbound freight, if 
reimbursable under the terms of the contract, should be treated as direct charges. 

15-204.44 TRAVEL EXPENSES· 

Com~~ents: The Government's proposed statement of cost principles as regards travel expense 

NSIA 6-l0-55 
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is not flexi~le enough to meet conditions under which contractors operate today and are 

unnecessarily restrictive in the light of the basic.principies and standards set forth in 

Section 15-20lo 

Changes are suggested to: 

a. No comment; 

b. Provide for the treatment of travel expense by the contractor as either a 

direct or indirect cost, whichever is in accordance with his normal business practice. 

c. Provide for the use of the per diem reimbursement method and/or the actual 

reimbursement method if consistent with contractor's normal practice, ioe., in the case of 

certain groups of employees, one method might be used and, in the case of another group, 

the alternate method might be used. This should be permitted if consistency exists as 

between the treatment of expenses of similar groupso 

d. Provide for the allowance of premiUm. transportation costs when incurred in 

accordance 1-1i th contractor 1 s established practice. 

e. Eliminate any reference to entertainment expense because such expense is 

covered separately in paragraph 15-204.11. 

f. Eliminate the burdensome and time consuming requirement of obtaining 

contracting· officer approval on personnel movement of a.mass or special nature. The 

proposed change gives the Government the protection required while permitting quick 

contractor decision and action • 

. Suggested Revision: 

This includes costs of transportation, lodging, subsistence and incidental 
expenses incurred by contractor personnel in a travel status while on official company 
business. 

a. Travel expenses incurred in the normal course of overall adMinistration of 
the business and applicable to the entire business are allowable when properly allocated. 

be Travel expenses directly attributable to contract performance may will be 
charged to the contract directly or indirectly in accordance with the ~P~Re~~le-~ 
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aiPee~-eestiag contractor's normal business practice. 
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c. Subsistence and lodging including tips or similar incidental expenses may 
be reimbursed either on an actual or per diem basis. ~ae-eaeie-eelee~a-eaeala-ee-eea
eisteatly-£ellewea. ·The method or methods used should be consistent with the established 
practice of the contractor. 

d. Costs of premium transportation may-ee-allewea-waea-it-ie-sfieWH-te-ee 
aeeeesaPy-te-~epfepmaaee-ef-tae-eeatPae~ are allowable when incurred by contractor 
personnel in accordance with contractor's normal business practice.-

f. Costs of personnel movement including those of a. special or mass nature are 
allowable eftly-waes-aataePisea-ep-a~~Pevea-iR-WP~t~Rg-ey-~ae-9eRtPaetiRg-9flieeP when 
properly allocated. --
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To& All Members of the National Security Industrial Association 

C 0 PY 
Honorable Charle 5 Eo Wilson 
Secretart cf Defense 
The Pen'tago:r.~. 
WashingtoL 25~ DQ Cc 

My dear Mro Secretary& 

NSIA 
·Bulletin. 
Procurement 
Information 

14 September 1954 

The use of "generally accepted accounting principles" e.s a basis for solving problems whi.oh 
develop in the aocounting or auditiing fields under Government contracts is a commendable 
goa.l whic.h has been supported for a long time by this Assocdationo Considerable prcgress has 
been mad~ in the aoceptancoe of these principles by Department of Defense r·epresentati ves as 
well as by Industry represente.tiveso 

In one very important areap however~ no progress has been madeo This area is the e.oceptanc& 
by Gcvernment, repr-esentatives of interest e.s an allowable cost under Government oontr·actao 
In view of the fact that this position is inconsistent with "generally accepted a.oco'Wlting 
prinoiplesn and is a problem which has become more acute since Section XV of the Ar-med 
Servic~s Prc-~urement Regulation was reles.~ed some five year5 ago_.~~ we request your cooperation 
in reviewing th~ pr-oblem with your policy group oover.ing this. subject in-the Department of 
Defer..se.o Fo:r your coneidera.tionJ.l we enclose a p6.per on this subjeot which outlines the 
Nat.~onal. Sec,u:rity Industrial Associationvs point. of.viewo The Exec;utive Committee of" the 
Association has appro7ed thia enc:losu:r& and has specif"ically authorized. the President cf NSIA 
to bring it to your attentiono · 

After· your review we hcpe that a. meet'ing can be held between your pc•lioy group and repr~sentat
ive=- of our Assooie.tioli which, as ycu know 9 represents 8. very broad oross=segment of Indue.tryo 
We would appre"'i&.te the opportunity c.f discussi.ng this: problem in detail s.t the convenien~e of 
your representativefio · 

I HHE;emg 
Ene:~o 

Yours sincerelyr 

/s/ 

HOMER Ho EWlNG~ President 
National Security Industrial Association 

r,,i.· Bulletin is designed to set forth activities of Ao~~sociation committeeH dealing with military procurement proce
dure.;. Comments, criticiH'ntS and Huggestions ezpresHed herein repreHent the viewH of committee members only. 
It remainR for each member to make it11 own policy deciRionli and to fleal with the Military EHtahliRhment aH it sees fii. 



Allo;,Yl.bility of Interest en Borrow~d Capital 

In Military Gontra.ot Pricin_g_ 

Ie~ Introduction 

Within the last few years~ the Armed Service3 have taken a fairly oonsist~nt position in the 
direction of setting fo!"th uinterest on borrowings(however :-epresented) 9 bond di3count and 
expense3., and financing charges" as unallowable coats in mili ta.ry contracts :J regardless of 
frequen~ complaints of oontra.ctorso 

Historically, this position has been consistently followed in cost reimb':.lrsement type con
tracts from inception as reflected by To Do 5006 s~t forth in the ~Green Book" entitled 
"Explanation of Principles for Determination of c.,sts Unde.r Gove!"nment. C.Jnt.ract:s" e.nd later 
in Section XV - "Cost Principles" = of t.he Armed Services Proour,>em~nt Reg~lat:.cno 

After the issuance of Section XV9 the audit agenoies of the Military Departments by Joint 
Letter Noo 12 dated August 5 9 1949.~~ directed audit per.sonn9l to follow Section X:V in con .... 
duoting overhead rate determinations 9 audits and accounting reviewa under both cost type 
and fixed-price oontraots o Accordingly D .-:\udi.tors have in practice been r~port!ng inter·est 
as an unallowable item of cost un:ier cost type oontracts and aa a ~'0ost ques"":iont!td" under 
I~ixed .... prioe type oontr·acts" 

The use of theae Cost Principles for f'ixed=price type oor!traots has been primarily !"espon3-
ible for the disallow.anoe of interest in such caseso Ob·viously, th:.s is c:early a mise= 
application of Seotion XV., 

For reasons set for~h in further detail belaw9 the 1enial of inte~est ~~pecs9 as an operat
ing cost for pricing purposes 9 in either CPFF 9 fixed=price 9 or cthe.r type oon.t:-a~ts;. is 
,.Anjustifiedo 

II~ Government Position re Disallowance of' Interest 

Historically~ a.rgumen~s most f.requently advanced by .the Military DoSpar:.ment..s for· d~nyi:cg 
the allowance cf intere-st fall into the following three categor!.esg 

l) Interest expense is regar·.:ied as merely a rett:rn on ~qu!.ty (;apital s.nd -:h~::-efo:r-e 
ahould be treated in the same ws.y as a divider..do 

2) This cost i.s taken into consid.,ration .in setting proflts o~ military ,:,ontr;;.ctso 

. 3) Contractors should be adequ3.te ly c:api tali zed to fica. nee their ope!".a.ticn3 ani to 
allow interest wm.tld result in discriminating in f'a.vor cf contr-actor ·S whc borrow 
money as against these who do noto 

IIIo Interest Net a Retu~n on Equity Capital 

It ia ~cmmon ind'..lst:-y pr·:s.utic;~ i~ ottr existing eo enemy to use either- :short or lcng t er:m 
bc:-rowing to finar.ce Cl".lrren.t busine5s operationsu The need for ·this pr~0tioe b.,ccmes e-ven 
mol"" a.ppa.r'3n.t when a. contractor embark.s upon the performance of' military cor~traGt;s o There
fore~ to rega.:..""d such an operating expense a..s nothing more t.han a ret':.lrn. cc eq1.li·?;y capital 
and therefore unallowable is completely unwarrantado 

I 

Compani~s supplying the Armed Services are basically manufacturing contra~t:or,s and as such 
are capitalized 9.ccordingly in. order that oon5tru~tion of widely fluctuating quantiti~s of 
produots that are aupplied from tim~ to 'tim~ ir.ay be produ~ed !.n the most o!Jccncmical ma'nner 



and a.t the lowest cost to the customero This requires~ among other thingsr that the capital 
st· 'ture provide for considerable flexibility in the sccpe of Industry's operations in 
.. 'reler to~ (1) maintain a nucleus of skills and facilitie5 during ·prolonged periai s of low 
vclume production, (2) provide the financial strength and liquidity that will establish cred: 
statility required to support high volume emergency production progra.ms·r and (3) at the same 
time avoid t.he serious risks as well as the costly burden of carrying excess capitalization 
during prolonged periods of low volume production(' 

Compared with consumer production~ where production volume can be carefully planned over a 
period of years based upon estimates of consumer demands~ ·volume of production for the 
Armed Services is controlled direC'.tly by the Armed Forces based upon military requirements 
of the momentc The manufacturer of military supplies must operate in a state of constant 
rea.djus"t.ment $ the. t is£ be prepared at a moment v s notice to expand p·roduction capabilities 
in a period of months that would take a consumer goods industry many years to do~ or to 
contrac-: even more abruptly than the period of expane.icno 

MorecvGrr capi~l borrowings in the performance of Government contracts are frequently.made 
necessary bee&. use of c.ommon delays in obtaining payment such as the slow processing of 
invoices~· de lays encountered in obtaining defiui ti ve. contractual instruments authorizing 
paymenti Government revisions of delivery schedules which delay or stretch out deliveries 
over a. longer period~~ there 'by prolonging investments in inventories .(1 and other Government 
actiono 

Under these conditions, even the best capitalized c.ompany could not continue to finance from 
it~. own resources such an expansion and contractior.. of its manufacturing organize.tiono 

This responsibility h&s been recognized by Congress through the passage of enabling legisla~ 
tion authorizing a VcoLoa.n program,l) certain provisions in the Armed Services Procurement Act 
and in se~tions of the Defense Production Acto 

Th6 arg·~ent is sometimes advanced that progress payments granted to military contractors 
take care of needsc This technique has never been adequate enough even to meet normal and 
necessary financing requirementso Under the recently revised policy of the Department of 
Defense with respect to progress payments~ the necessity of military contractors to resort 
to ot~er mear.s of financing has become even more acuteo 

IVc- In~erest N~t an Element of Profit 

The disallcwe.noF.> cf interest as a bargaining tool in relation to profit is unfair- and 
illog;ioe:.lo Under the recognized laws of business ec;oncmice~ as well as under "generally 
accepted accounting principles" established by the accounting profession and used throughout 
Americe.n business and finance 5, all expenditures of carrying on business operations (other 
than distributions of c;apital) which a.re not properly capitalizable in the balance sheet 
are regarded as ordinary and necessary costs merely for the purpose of adjusting the profit 
allow&.nce i& &. distortion of the fundamental principle of accounting and economics that 
"income less costs equals profit"o 

Interest e=!Cpenss is only one of a large number of factors that ·must be considered in a.rri vin1 

&t stand&.rds of profit allowance and the development of such standards is an entirely sepa
rate problem which should not be confused with the ~atement of accepted accounting prinoi~ 
plee governing costo 

The argument is sometimes advanced that the handling of interest as a cost has always been 
contrcvel"'sia.l even within the accounting professiono This contr-oversy has. never been over 
the question of whether interest incurred was a cost of operation~ that fact has always been 
accepted~ The controversial questions are& 



1) Should the oosts of operating separate lines or locations be cha~ged with a fictitic 
"interest" with an offsetting credit to inoome in order to refleot the comparati-ve u 
of capital employed at each separate ocst center for purposes of ~aveloping comparab 
operating costs? This problem does not involve the cost of interest actually paid 
borrowed capitalo 

2) The other question is when should interest incurred be charged into inventories and 
carried there for balance sheet purposes~ and when should it be absorbed as·a curran 
operating expense in determining irioome? The answer obviously varies with the type 
of business involvedo In any events the fact that interest .is a cost of operations 
has never been questioned .. · 

The argument that the profit allowance includes a prov1s1on for a return on borrowed capital 
is fallacious in view of the fact that the Armed Servioes tend to adhere to fixed negotiated 
profit rates regardless of' whose capital is employedo Moreover 9 the average rate of earning 
on Government business 9 by Industry in generals is well below the average rat~ of earnings o: 
non-Government businesso 

The failure to regard interest as an element of cost is also inoonsi3tent with the Governmerr 
position with respect to rental costs of facilitieso In the task of developing efficient pr 
duotion metho~ss for which American Industry has established a good reputation.() important 
decisions must be made at various times whether to purchase a facility or to rent ito This 
decision should be free of artificial and distorting influenceso However.() the disallowance 
of interest cost even though rental costs (which include someone 7 s interest cost) are allowe' 
results_in a distortion of decision to the detriment of efficient operations" This distort= 
ion would exist where any ordinary cost is disallowed per sao 

Vo Interest Not a Discriminatory Expense 

. The third aspect of the Government 9 s view on this subject is completely unreali~tic., It 
suggests that wherever one business employs a type of cost expendi:tura not expe~ded by 5.11 
other business 9 such cost should not be allowedo The fallacy of this suggestio~ is self= 
evidento For example~ one contractor may employ the use of a highly specialized machine wit!. 
efficient results 9 while his competitors perform the procegs with hand laboro Since interest 
is only one of many types of coat 9 there is no reason to believe that the fing,l prices of tht 
non=borrowing contractor would be lower than those or the. contractor who borrows ;t ·rherefore. 
for real fairness 9 all costs recognized as such under generally accepted accounting.prin~ipl€ 
should be equally allowable to all contractors 9 to the extant suoh costs are i~ourredo 

VIo Inconsistent Position of Government 

The Government 9 as a whole 9 is incon.sistent in the treatment of interest" It is allowed as 
an item of cost for tax purposes$! for renegotiation of Military .!Jont!"acta., and for termina
tions of Government contracts in accord.g,nca with Section VIII of the Armed Servicss Procure-
ment Regulation applicable to fixed""price oontractso To di.s.allow interest as a cost for 
pricing purposes in Military contracts is.o therefore., completely illogicalo 

VIIo Summary 

In summary.,· recognition of interest on borrowings and other finan.clng char gsa as a·:::c9pted 
items of cost under generally aooepted accounting prinoipl~s s.nd the r'3gulaticns of Internal 
Revenue Service is urgedo 

Enalosur.e to NSIA 
Letter to Se\Jretary Wilson 

=4= 



- ·'· 

NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

1!1 r.orporo ted 

NATIONAL HE.ADQUARn:Aa: 1107 l!ith Street. N W. • Hlasht'ngton 6, f). C. j REpublir 7-7~7~ 

NSIA 
Bulletin,. 
Proeurement 
Information 

No. 95-55 9 May 1955 

TO~ All Members of the National Security Industrial Association. 

Subject: Recognition of New Depreciation Methods Authorized by the 1954 Internal 
Revenue Code~ 

Inclosed is a letter addressed to the Honorable W .. J ... McNeil, Assistant Secre
tary of Defense (Comptroller) with an attached industry statement regarding"Recogni
tiqJl of New Depreciation Methods Authorized by 1954 Internal Revenue Code." . :r~-

Copies of this letter have also been sent to the following: 

Honorable F. H. Higgins, Assistant Secretary of the Army (L&RD) 
Honorable Raymond H. Fogler, Assistant Secretary of the Navy (Material) 
Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 
Honorable w.m. B. Franke, Comptroller, Department of the Arrnlf 
Lt. General c. B. Stone III, Comptroller, Department of the Air Force 
Major General K. E. Webber, Auditor General, Department of theAir Force 
Rear Admiral C. G. Warfield, Assistant Comptroller Audit, Department of the Navy 
Brigadier General C. Ho Royce, Chief Ar~ Audit Agency 
Mr. Warren Webster, Jro, Director of. Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mr. Howard W. Bordner, Deputy Comptroller for Accounting Policy, 

Office of the Assistant Secretary of Defense (Comptroller). 

Frank Lo Fuller 
Procurement Advisory Committee Executive 

1 Inclosure 
cc ltr to Hon W. J. MCNeil w/ 

imustry statement 

Note: Membership of the Accounting and Auditing Committee was included in Procurement 
Information Bulletin No. 91~55 

FLF/gf · 
t'liix Bulletin is designed to set forth aetivitiu of AMsoeiation eommitteeH dealing with military procurement proce
dures. Comments, criticiHms and Huggestions e;zpr,sHed hef'ein repf'eHent the view#: of committee member.<~ only. 
It remains for eaeh · membef' to make it11 own polieJI deeillion11 and to tleal with the Military ExtahliRhment aH it sees fit. 



NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

May 9, 1955 

c 0 p y 

Honorable Wo J. McNeil 
Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, D. Co 

Dear Mr. Secretary: 

Since the enactment of the 1954 Internal Revenue Code contractors 
have been faced with the srious problem of setting up their accounting . 
records and filing their income tax returns on the basis of new alterna
tive depreciation methods authorized by·· the Code without knowing to what 
extent the new depreciation m=thods will be accepted for Government con
tract pricing purposeso Numerous conferences have been held with repre-
sentatives of the Department of Defense and the Military Services on 
this subject at which. some indication has been given that such new 
depreciation methods would be recognizedc The contractors, however, 
have no assurance of this and some contract9rs are currently running 
into difficulties in having such new depreciation methods recognized 
for contract pricing purposesQ 

The Department of Defense is therefore stronglyhirged to issue 
promptly a policy statement permitting recognition for contract pricing 
purposes of the alternative depreciation methods authorized by the 1954 
Internal Revenue Codew For your consideration, there is inclosed a 
paper on the subject which outlines the position of the National Security 
Industrial Association prepared by our Accounting and Auditing Task Com
mitteeQ After your review, it would be appreci~ted if a .meeting could be 
arranged between your policy grouR.a~d representatives of our Association 
for the purpose of discussing this problem in detail at the convenience 
of your representativeso 

The attached statement was worked up in advance-of the release to 
industry for comment of the proposed revision of cost principles - Sec
tion XV of ASPR~ It is believed to be of sufficient importance to warrant 
your prompt consideration since the points of issue are either at variance 
with this proposed revision of ASPR or are not adequately covered. 

An identical letter has also been addressed to the Honorable Thomas P. 
Pike, Assistant Secretary o·f Defense (Supply & Logistics). 

Inclosure 

Cordially, 

S/ 

J o K ... Richards 
Executive Director 
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Introduct:Lon 

NATIONAL SECURITY INDUSTRIAL·ASSOCIATION 

RECOGNITION OF NEW DEPRECIATION METHODS 

AUTHORIZED BY THE 19.54 INTERNAL REVENUE CODE 

The Department of Defense is strongly urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative depre
ciation methods authorized by the 195·4 Internal ·Revenue Codeo 

In view of the fact. that the Code permits the use of the rnet.hods retro
actively to January 1, 1954, all contractors are faced with a very serious problem of 
setting up their accounting records and filing their income tax returns on the basis 
of these methods without lmow:il"lg to what extent the new depreciation methods will be 
accepted for contract pricing purposeso Contractors currently closing out completed 
price-redetermination type contracts and negotiating final overhead rates are con
fronted with the problem that the Government auditors and negotiators have no in
s~ructions which permit them to arrive a.t a fL'"'lal agreemento Accordingly, contractors 
mUst either reserve the item, or negotiate a settlement which might not be equitable 
or> satisfactoryc 

The new depreciation methods under the 1954 Code were adopted for very 
soimd business and economic reasons and have been recognized by both the Congress 
and the accounting profession as being based on sound accounting principleso The 
declining-balance method and the sum-of-the-years digits method were included in the 
Code in order to bring allowances for depreciation int.o accord with reality, to give 
recognition to the obsolescence factor and to remove barriers to modernization which 
existed under methods previously aut.horizedo The House Ways and Means Conunittee and 
the Senate Committee on Finance both fo'Wld ·that ubased on ·a realistic estimate of 
useful life the proposed system conforms to sound accounting principles a" 

House Ways and Means Committee Report - Report Noo 1337 

House Report Noo 1337 issued by the Ways and Means Committee on March 9, 
1954, after observing that determination of the useful life of a particular asset 
and the method of alloc;:ating depreciation ·allowances to. the years of use are both 
matters of judgment, stated (Underscoring supplied) 8 

"In many cases present allowances for depreciation are not in 
accord with economic reality.:~ particularly when it is considered 
that adequate depreciation must take account of the factor of 
obsolescence o o o There is evidence that the present system of 
depreciation acts as a barrier to investment, particularly wi~ 
respect to risky comrratments in fixed assetso Comparatively 
~rates of write-off tend to discourage replacement of obsolete 
equipment and the installation of modern, up-to-date machineryo 
Under long-run peacetL~e conditions, in the absence of the ~fla
tionary pressl.l!'es existing in the forced-draft economy of the 
postwar period, present. tax depreciation methods mightdepress 
business capital expenditures below the level needed to keep the 
economy operating at high levels of output and employment· o o o o 
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In the formation of its liberalized depreciation policy your 
committee relies heavily upon the use of an improved declining
balance methodo This method concentrates deductions in the early 
years of service and results in a timing of allowances more in 
accord with the act1~l pattern of loss of economic usefulnesso 
With the rate limited to twice the corresponding straight-line 
rate and based on a realistic estimate of useful life, the pro
posed system conforms to sound accounting principleso. o o ~ 

Mindful of the need for constructive action t-Jithin the limits of 
sound budgetary policy, your committee has adopted prov~sions 
which will give the economy added stimulus and resilience without 
departing from realistic standards of depreciation accounting~n 

Senate Finance Corrunittee Report - Report Noo 1622 

R~port No. 1622 issued by the Senate Committee on Finance on June 18, 1954, 
also recognized the economic advantages of the new methods, as well as the fact that 
they conformed to sound accounting principles. The Committee set forth its views in 
the following language (Underscoring supplied): 

"The stimulus to investment through liberalized depreciation is 
most important with respect to the creation of new assetso 
Moreover, the reality of faster depreciation in the early years 
is generally greater in the case of new than used propertyo The 
liberalized declining-balance method included in the bl.ll con
centrates deductions in the early years of service and results 
.in a timing of allowances more in accord with the actual pattern 
of loss of economic. usefulnesso w~·th the rate limited to twice 
the corresponding straight-line rate and based on a realistic 
estimate of useful life, the proposed system conforms to sound 
accounting principleso" 

Opinion of the American Institute of Accountants 

The American Institute of Accountants has officially recognized the new 
methods as "meeting the requirement of being systematic and rational" and have 
stated that_"they may well provide the most satisfactory allocation of costson The 
Com.rnittee on .. Auditing Procedure of the American Institute has dealt directly with 
the question in their Accounting Research Bulletin Noo 44o The first two paragraphs 
of Bulletin Noo 44 are particularly significant and are quoted below: 

"lo The declining-balance method of estimating periodic depre
ciation has a long history of use in England and in other 
countries including, to a limited extent, the United Statesa 
Interest in this method has been increased by its specific 
recognition for income-tax purposes in the Internal Revenue 
Code of 1954~ 

2~ The declining~balance method is one of those which meets 
the requirements of being "systematic and rational" (Accounting 
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Terminology Bulletin Noo 1, paragraph 56) o In those cases where 
the expected productivity or revenue-earni.."lg power of the asset 
is relatively greater during the earlier years of its life, or 
where maintenance charges tend to increase. during the later years, 
the declining-balance method may well provide the most satisfactory 
allocation of costo The conslusions of this Bulletin also apply·to 
the other methods, including the "sum-of-the-years-digits" method, 
which produce substantially similar resultso 11 

Accordingly, it should be noted that the American Institute has found the 
new methods to be acceptable for public statement purposeso 

Summary 

(1) The Congress in adopting the new' methods has determined that they 
result in timing of allow~1ces more nearly in accord with the actual pattern of loss 
of economic usefulnessj and that such new· methods conform to sound accounting 
principles o 

(2) The accounting profession has recognized the new methods as meeting 
i~:s requirements of being "systematic and rational" !i and has approved the·ir use for 
puplic statement purposes as provi.ding an acceptable allocation of c osto 

(3) The new methods .are limited to new property acquired after· January 1, 
19?L., having an estimated useful life of three Or more years, and do not allow more 
.than two-thirds depreciation in the first half of the useful life of the itemo 

(4) The failure to recognize these new methods would require some con
tractors to maintain two sets of records and w.ould complicate the accounting and 
administrative burden to both contractor and the Governmento 

Recommendation 

The Department of Defense i~ therefore urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative de
preciation methods authorized by the 1954 Internal Revenue Codeo 

March 24, 1955 

• 1 NSIA 21 April t 55 
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To: All }kmbers of the National Security Industrial Association 

NSIA 
Bulletin. 
Proc-urement 
·Information 

22 April 195.5 

Subject:. Depreciation on Emergency Facilities Covered by Certificates of Necessity. 

Inclosed is a letter addressed to the Honorable W., Jo McNeil, Assistant Secre- · 
tary of Defense (Comptroller) with an attached industry statement regarding depre
ciation on emergency facilities covered by necessity certificates for contract pricing 
purposes .. 

Copies of this letter have also been sent to the following: 

Honorable Fe H. Higgins, Assistant Secretary of the Army (L&RD) 
Honorable Raymond H~ Fogler, Assistant SecretarY cf the Navy (Material) 
Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 
Honorable Wmo B~ Franke, Comptroller, Department ofthe Anny 
Lto General Co Bo Stone III, Comptroller, Department of the Air Force 
Major General Ko E. Webber, Auditor General, Department of the Air Force 
Rear Admiral Co G. Warfield, Assistant Comptroller Audit, Department of the Navy. 
Brigadier General Co H~ Royce, Chief Army Audit Agency 
Mro Warren Webster, Jro, Director of Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mro Howard Wo Bordner, Deputy Comptroller for Accounting Polio~, 

Office of the Assistant Secretary of Defense (Comptroller) 

1 Inclosure 
cc ltr to Hone WoJ. McNeil w/ 

industry statement 

Frank L~ Fuller 
Procurement Advisory·Commi'htee Executive 

Note: Membership of the Accounting and Auditing CommittBe was included in Procurement 
Information Bulletin No. 91-.5.5o 

Tjtis Bulletin ill designed to ·set fo'l"th aetivities of ANsoeiation committeeH dealing with military procurement proce
FLFJt&f~t. Comments, CTiticiHms and Huggestions ezpreued herein repreHent the views of committee members only. 

It remains for each member to make itR own policy deeiRion11 and to fleal with th~ Militarv EHtahli.Rhment aH it sees fit. 
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COPY April 22, 1955 

Honorable W. J. McNeil 
Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, De Co 

Dear Mr~ Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Security Industrial 
Association and otherso Although it appears that the original intent 
of the Department of Defense was ~o recognize full cost recovery of 
such emergency facilities ,through depreciation allowances as a cost · 
in contract pricing over the life of such emergency facilities, a num
ber of limitations have been placed upon this full cost· recovery in. 
the emergency and post-emergency periods and. therefore the current 
policy is inequitable. Detail's of problems encountered are presented 
in the attached statemento 

To correct these inequities, it is recommended that, if a con
tractor elects not to use a determination of "true depreciation," a 
policy statement be issued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a· normal 
basis during the emergency period and the post-emergency.period$ 
With respect to a contractor electing to use a determination of "true 
depreciation," it is recommended that the Department of Defense Direc
tive 410So34, Section 3, paragraph H, be modified to c~early indicate 
that a contractor will recover in the post-emergency period as an 
element of cost his original cost of the facility less true deprecia
tion actually recovered as a cost during the emergency periode 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Security Industrial Association, 
prepared by our Accounting and Auditing Task Commi tteeo After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of our Association for the pur
pose of discussing this problem in detail at the convenience of your 
representativeso 



\ . 

Hon. W. J. IvicNeil cont'do April 22,' 19.55 . 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Section 
XV of ASPR~ It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein. 

An identical letter has also been addressed to the Honorable 
Thomas P., Pike, Assistant Secretary of Defense (Supply & Logistics). 

Inclosure 

Cordially, 

S/ 
t1. K. Richatds .
Executive Director 

/ 
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To: All Members of the National Security Industrial Association 

Subject: Allowability of Management Incentive Bonuses for Contract 
Pricing Purposes. · 

Attached is a copy of a letter addressed to the Honorable 

Thomas Po Pike, Assistant Secretary of Defense (Supply & Logistics), 

which includes an indus try statement regarding the allowabili ty of 

management incentive bopuses for contract pricing purposes. 

Copies of this letter and inclosure have been s.ent to the 

Honorable Fe Ho Higgins, Assistant Secretary of the Ar.my (L&RD), 

Honorable Raymond Ho Fogler, Assistant Secretary of the Navy, 

(Material) and Honorable Roger Lewis, Assistant Secretary of the 

Air Force (Material). 

Frank L. Fuller 
Procurement Advisory Committee Executive 

1 Inclosure 
cc ltr to Hon. T. P. Pike w/ 

industry statement 

FLF/gf ' 

(see over) 

Thix BuUetin if designed to set forth activities of AMsoeiation committee" dealing with military procurement proce
dures. Comments, criticixms and xuggestions e~preued he,-ein repreHent the view~; of committ~e membef"s only. 
It remains for each membe,- to make it11 own policy deeiRion11 and to 1/eal with the Military EHtahliRhment aH it sees fit. 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

April 21, 19.55 

Honorable Thomas Pe Pike 
Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25, D. Ce 

Dear ~tr. Secretary: 

Recently, an important development took place which was precipi
tated by the recent action of the Uo S., Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in.all new contract negotiationso Further action is.also 
contempla.ted with respect to existing contracts. 

It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with the redrafting of the cost principles under Section XV 
of ASPR" 

The use of generally accepted accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported·by this Association for 
a long time. In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost princ'iples 
under Section XV of the Armed Services Procurement Regulation, paragraph 
15-204(c) and paragraph 1.5-201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government 
to share in the normal costs .of doing business from which the Govern
ment derives clear and demonstrable benefits. It is therefore recom
mended that, in the absence of a determination of unreasonableness in 
relation to the value of services performed, total compens~tion should 
be regarded as an allowable cost for Government contract pricing pur
poses. 



Hon. Thos. Po Pike cont 1d. April 21, 1955. 

For your consideration, there is inc+osed herewith a paper on 
this subject which outlines the position of the National Security 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate your arrang
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representatives. 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of. Cost Principles, Sec~ 
tion XV of ASPR. It is believed that this principle is of sufficient 
imp.ortance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of tsPR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans. 
has not yet been made. 

Specific comments on the draft of Section XV will be submitted 
at a later date. 

Inclosure 

Cordially, 

S/ 

J • K. R.ichards. 
Executive Director 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

ALLOWABILITY OF MANAGEMENT INCENTIVE BONUSES 

FOR CONTRACT PRICING PURPOSES 

A recent important development has taken place concerning the disallowance 

of management incentive compensation as a Government contract cost far contract 

pricL~g purposes which is unfair and inequitable and demands immediate corrective 

actione This situation applies not only to cost-plus-fixed-fee type contracts 

but also to initial pricing and price redetermination under fixed price type 

contractso 

This problem has been precipitated by the recent action of the U. So 

Air Force in instructing all.procurement personnel to exclude consideration of 

management incenti.ve compensation in all new contract negotiationso Further 

instructions are also contemplated with respect to existing contractso No Air 

Force directive on this subject has been made public but it is understood that it 

is under consideration in connection with the redrafting of the Cost Principles -

ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc

tions between rr~nagement incentive compensation plans limited to top executives and 

those extended to all or most of a companyvs employees, in practice such compensation 

paid to all employees above certain levels of management responsibility is being 

disallowedo This position amounts to a general condemnation of all types of 

incentive compensation plans for the personnel affected regardless of the merits 

of individual plans and completely abandons the tests of reasonableness and allo

cability previously followed in the application of generally accepted accounting 

principles and practiceso 
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Conflict With Cost Principles 

This position is in direct conflict with the cost principles under 

Section XV of the Armed Services Procurement Regulation, paragraph 15-204(c) 

which provides the following: 

"Subject to the requirements of paragraph 15-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation .of corporate officers, executives and 

department heads" (The term 'compensation' includes all 

am.ountspaid or set aside, such as pension and retirement 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries, royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

·compensation of an individual may·be questioned and.the 

amount allowed may be limited; and in connection therewith, 

• consideration will be given to the relation of the total 

compensation to the services renderedo)" 

Paragraph 15-201 also provides that 

"The tests used in determining the. allowability of cost also 

include (i) reasonableness, (ii) application of generally 

accepted accounting principles and practices and (iii) any 

limitations as to types or amounts of cost items set forth 
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in this part 2 of Section XV or otherwise included 

in the contracto Failure to' mention any items-of cost 

in this part is not intended to imply that it is either 

allowable. or not allowableo 11 

Variar£e From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 

generally accepted accounting principles and practices which have always regarded 

any form of compensation for personal services rendered by employees, including 

incentive bonuses, as an ordinary and necessary cost of doing businesso This 

principle has also been consistently applied in the requirem~nts of the Internal 

Revenue Code~ subject to the tests of reasonableness which have been well estab

lished under regulations and court decisionso 

The argument frequently presented by the Services for not allowing bonuses 

i.s -that they are based upon or contingent upon profits or constitute a distribution 

of profito Actually, from the standpoint of a cost of doing business, this method 

of compensation is no different in principle from any other type of incent~ve payment 

or provision for a fringe benefito Moreover, it should be recognized that the adop

tion of a.management incentive bonus plan establishes a moral if not a legal 

obligation between the contractor and his employer and hence establishes a cost 

which must be incurred before profits are determinede As a practical matter, the 

-obligation for payment having been established, the basis of profits is usually 

one of limiting the total amount of such compensation that can be paido 

It is immaterial whether such cost is determined before profits or after 

profits, providing the cost is reasonable in amount and is in accord with the 

accepted concept of a cost of doing basinesso The principal factor to be considered 
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is one of whether it is an ordinary and necessary business expense which other 

contractors may provide for by a different methodo 

I£ situations exist where certain executives are· recipients o£ unreasonable 

bonuses, existing cost.principles are adequate for dealing with such situationso 

A determination o£ the reasonableness of an executive's total compensation should be 

made on the basis o£ the value of such services to the contractor rather than on 

the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the_ part o£ 

industry in recent years to adopt manifold compensation plans emphasizing incentive 

features and providing for supplemental payments in addition to basic salaries. 

The adoption of such plans has been dictated frequently by variations. in vol'lJlll8, 

complexity and efficiency of the contractorG If it·were not for such forms of 

compensation it would be necessary to readjust salaries from time to time, either 

upwards or downwards to· reflect broad changes in quality of performance and results 

obtainedo 

Invariably such compensation programs have stimulated efficiency in meeting 

production schedules, have maintained high standards of quality and have kept costs 

within budgets, all of which have been of direct benefit to the Governmento 

Conclusion 

In conclusion, we believe .that the current action of disallowing management 

incentive compensation represents an unjustified dis·ihclination on the part of the 

Govern·ment to share in the normal costs of doing business from which the Gove~nment , 
derives clear and demonstrable benefitsa This cost is_ a normal and regular charge 

of doing business and it contributes to the productive ability of any business 

enterprise just as certainly as those costs which can be directly allocated to a 
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particular contracte To the extent that the Government shares in the benefits 

which derive from a firm's productive capacity and efficiency1 these benefits are 

no less real because they are indirecto 

It is believed that this recent action now introduces the judgment of 

Government personnel in the place of the judgment of the d:ixectors of industrial 

concerns in the matter of determining the method of compensation for key employeeso 

It fails to recognize the compensation levels necessary to pay for services per-

. formed as well as to protect and hold competent management personnel under prevail

ing mar·ket conditionso 

In the absence of a determination of unreasonableness in relation to the 

value of the services performed, total compensation should be an allowable cost 

fo~. Goverr~nt contract purposes based upon the contractor's normal method of 

computation~ Reasonableness should govern and any departure from this can only 

result in arbitrary and inequitable rules for determining allowable costso 

The burden of proof of unreasonableness in any individual instance should 

be· or1 the Government and its representatives should show a realistic basis for 

setting aside any portion as unreasonable in amounto The subject of unreasonable 

compensation shoul.d be a matter for negotiation and related discussions should be 

·held ·with contracting officers involvedo 

The contrac~ cost principles,·Section XV of the Armed S~vices Procurement 

Regulation~ have been undergoing complete revision in the Department of Defense for 

some timeo The question of allowability of management incentive compensation 

together with contributions to profit sharing plans has been among those under con

siderationo It is understood that these proposed revisions will ultimately be 

coordi!"J.ated with industry before their releaseo The recent action of the Air Force 
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appears to be unilateral in nature and is therefore unfair and inequitable. 

It is recommended that the points indicated herein be given consideration 

in connection with the proposed revision of the Cost Principles. 

March 24,· 1-955 

NSIA 4/21/55 
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NATIONAL SECuRITY II®USTRIAL.ASSOCIATION 

DEPRECIATION ON EMERGENCY FACILITIES 

COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRIOING PURPOSES 

Introduction 

The subject of depreciation on emergency facilities covered by Necessity 
Certificates for contract pricing purposes continues to be a pressing problem to 
industry.. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man hours of work both of the audit groups and. 
the accounting departments of contractors without any real benefit to the Government. 

The acquisition costs of facilities required for the expanded emergency 
program must be recovered by contractors in the prices charged for the products soldo 
However, the procurement policy now followed by the Department of D.efense with respect 
to the allowability of a proper charge for depreciation, wea~ and tear and obsoles
cenceof such facilities does not fully recognize this principle and therefore is in
equitable.. It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactionso This is explained in further det~il belowo 

Original Policy Intended Full Cost Recovery 

In January 1951·the Munitions Board recognized the policy of fUll cost re
covery when it issued the following: 

11 The Board approves the policy with respect to original prl.cJ.ng 
and price redetermination under fixed price ·contract3, as well 
as the allowance of cost under cost type cont:r.acts, that facilities 
for which Certificates of Necessity have been granted shall be 
depreciated on the basis of spreading the cost of such facilities 
as if no Certificates of Necessity had been grantedo" 

This policy was subsequently withdraw-n., The principle was adhered to, how
ever, when the Department of Defense in April 1951 took a more equitable position in 
testifying before the House Committee on Expenditures in the Executive Departments. 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities~ their memorandum recommended that 

11Amortization /Of these emergency facilities? should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certificationo" 

The memorandum also stated that 

"The real incentive provided·by the amortization program is the 
recovery by contractors, through prices of their products' of the 
full amount covered by Cer.tificates of Necessity.," 



This position was endorsed by the majority of the House Committee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100% of the cost of such facilitieso 

The desirability of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195lo After considerable study., the Director of 
Defense Mobilization issued DMO Noeo 11 on August 14,, 19513 which stated in the dir
ective that 

"For purposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed· only to the extent that 
the percentage certified is based on an estimate of post five-year 
period use.fulnessott 

At this point industry believed a procurement policy would be promptly 
established which would alleviate the uncertai.11ty "Nhich existed with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract
orso Although DMO Noo 11 fell considerably short of recognizing accelerated amort
ization as a cost on the basis of the amounts certified, it did clearly establish an . 
intent .to allow as a cost in negotiated contract pricing more than normal deprecia
tion where the emergency period occasioned additional depreciation or obsolescence. 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognizedo 

Limitations Placed Upqn Cost Recovery 

The implementing directives. of the Department of Defense and the ~ervices., 
however .• have placed limitations on the full allowance of "true depreciationtt which 
have been appropriate neither to the spirit and intent of DMO Noo llJ nor t.o the 
necessities of administrationo Paragraph II-B of OOD Directive hl05o34 has the 
following liln:itations with respect to the recoYery of retroactive true depreciation 
applicable to the emergency period: · 

11 These principles and procedures shall be applicable to all 
negotiate~ contracts placed after the effective date hereof 
/December 10, 19527 and to all existing negotiated contracts 
Tincluding letters of intent) at that date where firm prices 
have not fully been finally determined or redetermined and to 
all existing cost-reimbursement type contracts not completed at 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par
ticular periodse~ n 

With respect to depreciation applicable to emergency facilities in contract 
pr~c~ng in the pest-emergency period, industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the· entire balance of the cost of the facility not recovered through "true de
preciation" allowances during the anergency period, and that contractors would be per
mitted to spread that balance over the remainiAg life of the facility~ Paragraph III-H 
of DOD 4105o34, however, provides as follows: · 
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Contract pricing for the post-emergency period will be based 
upon allowing as a cost, depreciation on emergency facilities.!' 
computed by allocating the undepreciated cost of such facil
ities at the end of the emergency period (cost less true de
preciation for that period) over the estimated remaining life 
of the facilities.," 

Here~ the military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre
ciated balance to be spread over such period is determined by using cost less "true 
depreciation" for the emergency period, even though retroactive portions of such 
"true depreciation" may not have been fully recovered9 

Other Difficulties Encountered 

Difficulties have also been encountered by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticUlous determination of tttrue depreciation" rather than to rely on reas.Gnable 
judgment as prescribed by paragraph III -G of OOD 4105 o 34o .. 

"o • ., The procedures for determining such allowances must be 
:~· . such as will expedite determination; this requires avoidance or 

an impossible perfectionism., ., o" 
The tedious procedures which have been developed have also placed ~dditional impedi
ments on the contracting process with the result that the process is ~arrying more 
burden than is appropriate to efficient procuremento 

The problem of cost recovery to contractors has been fur~her aggrav~ted by 
extensive delays experienced by contractors in receiving true depreciation' .determin
ationso Some contractors advise that they are still awaiting approval of applications 
for determinations of true depreciation~ This lag in their issuance has.seriously 
affected the recovery of retroacti.ve portions. of "true deprecia.tion" by contractors 
which in many· i..'1stances are substantial in arnounto 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowances., How~ver, the Depart
ment of Defense Directive and the Procurement Regulations fail to define adequately 
that full cost recovery of emergency facilities through normal depreciation-will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of Defense and the. 
Nilitary Services have indicated that_,· if "true depreciation" is not .claimed, the 
contractor would be allowed a normal charge for depreciation as an :element of cost 
for contract pricing purposes over the entire life of the facilitie.s until they have 
been fully depreciated at normai rates_, contractors have no assurance that this 
policy would be followedQ · 
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Recommendations 

It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use a determination of true depreciation for the emergency period 
for contract pricing purposes and that, under such circumstances, if true depreciation 
is not claimed, the contractor would be allowed to allocate depreciation on emergency 
facilities on a normal basis during the emergency period and the post emergency 
period" 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive #4105534 of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the po~t-emergency period as an element of contract 
cost his original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency periodo This change is necessary to ~ssure the 
contractor of the recovery of the total cost of emergency facilities, and;particularly 
that portion of "true depreciation" which may not have been recovered during the 
emergency periodo 

To accomplish this end it is recommended that Section III Par., H of 
Department of Defense Directive #L.105.,34 be amended to read as follows: 

11 Ho Contract pricing for the post~emergency period will be 
based upon allowing as a cost, depreciation on emergency facil
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilitiesa 11 

March 24, 1955 

NSIA 4/21/55 



I~CORPOR..t.TED ONDER TDE L..t.W8 OF TBE DISTRICT .OF COLVMBI..t. 

THE NATIONAL O~pANIZATION OF CERTIFIED PUBLIC ACCOUNTANTS 
~ .. 

270 MADISON AVENUE, NEW YORK 16, N.Y. 

June· 30, .1955 

Honorable Thomas P. Pike 
·Assistant Secretary of Defense 

(Supply and Logistics) 
Washington 25, D. C. 

Dear Sir:· 

Comments on proposed revision of ASPR, 
Section XV, Contract Cost Principles, 
d·a ted 11 April 1955 

At the request of~· Howard Bordner, Deputy Comptroller 
for Accounting Policy, Office of the Assistant Secretary of Defense, 
the Committee on National Defense s·ubmits its comments. It is our 
uilders tanding that ·th~s Section:. is intended to apply on:lY to cost 
reimbursement-type·contracts and we recommend that it be ·~de clear 
that it should no~ .. _,.bE(used _for· .. negotiation or redetermin~~ion pro-. 
ceedings in connection wi th<_fixed-price coD tracts. ~ 

J •• 

We feel::·;iha. t the d.o'cumeDt would be· in more useful form if 
1t' identified in a·eparate lists the following :~~hree categories of 

costs: ~ t ~:::(·;~~- , - . _ _ 
1. Costs whJch.should be considered at the 

,tiDle ~he oontrac·t is dra~D. · :. , 
. .. 

2. ·~ Co~·.ts .which r. are generally allowable. 

3 .. :~·r,os ts which are generally not allowable. 
;'l. 

~. • ••• t.) ~ ; 

Thel'ep ·would, of cou~~~~ i:,.lle·~· an overlapping between the first aa te
gory and the other t·wo .~~--. ··Mr. Peloubet of our Committee, bas given 
the· ~raft an espeoial:·Iy~~- thorough review and a copy of his personal 
comments is attached. The Committee is in agreement with his com
ments··with the exception of that dealing with Par. -15-204.22(b). 
The Committee gener~lly feels that interest should not be allowed 

·.·., 4"': 
''\,.::' .. 

·. ~:.~~- .'·· 
.. ,.;· 

ta' ~ ~~ 

• • •• .:.; ~ ....... ; .. ~ ••• ~-\ ··~- ~. :{ •• .' • 4 ... 

. .....~;~,~-· •• ': .. '•(:, _~; .. "'. _;! . .,. ~.~ ' 
.. ~~·.:·;n~> ; _,. 

;~-·~~,~-·~i· 

.. ~:~ .. :.: ... :. 
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and that cash discounts on purchases should be credited to costs. 
To the list of paragraphs mentioned by Mr. Peloubet for considera
tion when the contract is drawn, the Committee suggests adding 
Par. 15-204.35(b). 

In connection with Mr. Peloubet•s comments on 
Par. 15-204.27(e), it should also be pointed out that this ques
tion arises in Par. 15-204.6(e). This seems to be a point on whi~h 
judgment will have to be exercised in particular circumstances. 
On the one hand, it.might be unreasonable fully to allow contri
butions to profi t-.sharing and pens ion plans, if ·in a particular 
year, the "catching up" was of a large proportion even though it 
fel~ within the carry-over provisions. On the other hand, as 
Mr .. Peloubet points out, a strict interpretation of this provision 
could result in unfairness to the contractor by preventing him from 
recouping bis fair costs. 

In addition to the points raised by Mr. Peloubet, ·we sub
mit the following: 

Par. 15-20l(b)(iv) 

Is not the language of this part of the paragr~ph covered 
by the immediately preceding language "exercise of good business 
judgment in incurrence of costs"? The contractor might be justi
fied in deviations in practice even though they substantially 
increase the contract cost. 

Par. 15-204.6(f)(iv) 
and 

Par. 15-204.6(g) 

There is an implication that costs aris.ing from distri
bution of stock bonuses will be allowed even though the employee 
does not have an irrevocable right to receive the stock. Gener
ally, stock bonus plans do hB.ve some sort of "good conduct" clause 
and this should not nullify the allowability of the bonus awarded· 
to the employee. However, if there are contingencies in a particu
lar case beyond such a normal type clause, the question arises as· 
to the allowability under such a condition. 

The limitation of 15~ prescribed for each employee might 
not be fair. Presumably this percentage .figure was derived. from 
the tax rule, but should it not be similarily applied as with the 
tax rule to the aggregate for all employees under the plan rather 
than to individual employees separately? 

Par. 15-204.7 

Would it not be desirable to insert the wor.d "reasonable" 
in front of the word "certainty"? There oan be costs which are 
properly allowable but whioh are not completely certain as to time 
or intensity. 
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Par. 15-204.8 

In apprafsing the propriety of contributions and dona
tions, would it not be desirable to take into consideration the 
amount of donations made by other companies in the community of 
sim-ilar size? ·After all, under today 1s conditions, each business 
'1oncern has a res·pqns ibili ty to the community to make dona. tions 
measured by its size and ability to pay. 

Par. 15-204 .15 

Shotild not the discussion of "starting load" costs deal 
with cases where the contractor defers such.costs in one account
ing period for absorption in the subsequent period? Unless this 
is done, 1 t seems to us that the higher production costs ·typically 
occurring a·t the beginning of the c.ontract do not present any 
special accounting problems. They should be subject, of course, 
to the tests cited in Par. 15~20l(b). · 

Par. 15~204.16(f) 

What does "self insurance" mean? Is it intended to 
require that funds be set aside or merely that an appropriate 
reserve account be provided in an orderly fashion? 

Par. 15-204.20(b) 

Should not this paragraph deal only with unusual cases? 
There seems to be an inconsistency in saying, on the one hand, that 

· costs for maintenance done in the current period which could hBve 
been performed in a prior period are not to be allowed unless pro
vided for in the contract; and on the other hand, that no allowance 
will be made in the current period for repair work which for some 
good reasqn, is not done until a subsequent period. The combination 
of these two provisions could result in the contractor losing any 
re~bursement at all for important repair costs. 

Par. 15-204.22(e)(i) 

We assume that "write-downs" is intended to refer to 
adjustments to lower of cost or market, and is not intended to 
include proper adjustments for obsolescence and damage. 
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Par. 15-204~44(d) 

The reference to costs or premium transportation seems to 
us overly to emphasize the application of government rules to the 
operations of the contractor. Again, here the test should be of 
general reasonableness. 

JWM:hp 
Encl. 

Yours very truly, 

COMMITTEE ON NATIONAL DEFENSE 

Herman W. · Bevis 
Price Waterhouse &·Co. 

George R. Catlett 
Arthur Andersen & Co. 

H. T. MeAnly 
Ernst & Ernst 

Edwin P. Noell 
Lybrand, Ross Bros. & Montgomery 

Maurice E. Peloubet 
Pogson, Peloubet & Co. 

Everett J. Shifflett 
·Haskins & Sells 

Henry W. sweeney 
Henry W. Sweeney & Co. 

For the Committee 

~~~~;....-
hil ~McEachren, Chairman 

Touche, Niven, Bailey & Smart 
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PROPOSED REVISION OF 
ASPR SECTION XV 

CONTRACT COST PRINCIPLES 

April 11. 1955 

(REIMBURSEMENT CONTRACTS) 

One of the first impressions which I get from this revision 

is that it is full of recomm~ndations or advi6e on points which should 

be. considered before the contract is finally.drawn. It seems to me 

confusing to have these spread .through the whole contract. I do not 

think the text should be changed, but I do think a checklist should 

be prepared ·indicating the points which should be considered in pre

contract negotiations or taken upiwith the contracting officer. I will 

merely give the paragraph numbers here as I ouite agree that the idea 

of pre-contract negotiation on these points is a good one; and I have 

no criticism in substance, merely as to arrangement. The paragraph 

numbers are: 

15~204.4 
15-204.5 
15-204.6-e(3)i 
15-204.20b 
15-204.22d 
15-204.27f(l) 

. 15-204 .. 29 

15-204.32 
15-204.35c 
15-204.36 
15-204.37 
15-204.40b 
15-204.42c 
15-204.44f 

I believe this is about all the paragraphs that should be· 

covered by the checklist, but it is possible that there may be others. 

In any -e,Jen~, it s~ems only fair that the contractor should be given 

a complete desc~iptive checklist of items of pre-contract negotiation, 

or which should be settled with the contracting ·officer. 

15-203.3 

This treatment of selling expenses seems entirely satis

factory to me, and is in agreement with good industrial and contract 

practice. 
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15-204.11 

While there is no objection to this paragraph as it stands, 

I think it would be advisable to point out as was done in the "green 

book" in the war, that certain expenditures which appear to be enter

tainment .are in fact deductible. For example, official ceremonies 

such as launching or vessels or ceremonie~ where a contractor is 

given a· government award. 

15-204.22(b) 

It seems to me that if interest is not to be allowed as a 

cost, with which I agree, cash discount should not be required to be 

taken as a credit against cost as it is a financial expense very 

largely in the nature of interest. 

15-204.25 

I agree with this and.think it is a necessary provision, 

very clearly expressed. 

15~204.27(e) 

It seems to me that the result of the application of this 

provision might mean.that part at least of a year's pension cost 

might be entirely lost to the contractor as a deduction. 

15-204.34 

The allowance or rental payments under sale and lease-back 

arrangements, as described in· ·this paragraph, is correct 'in principle. 

In Se·ction (b) of this paragraph I am at a loss to see how the 

reasonableness of ·a rental can be measure·d· ·by "norma-l costs". It 

seems to me that one of the tests of a r·easonable rental is whether 
I 

it 1s substantially equal to the usual rental charges for the 



particular type of equipment or building. Rentals must in their very 

nature exceed "normal costs" as they include two additional factors, 

a risk factor and a financing factor. 

If it is the custom of a contractor to lease automobiles 

for the us~ of his employees, the rentals on such automobiles, pro

v~ded they were used for legitimate business purposes, should be the 

rentals paid to t~e lessor, which wo~ld almost certainly exceed what 

is described in this paragraph as "normal costs". Furthermore, a 

lessee is in no position to determine the normal.cost of the lessor, 

and it seems to be a most unfair requirement to ask him to make such 

a determination. 

All of the foregoing is based on the assumption which I 

think is entirely sound, that there is no difference ~etween property 

covered by a sale and lease-back arrangement and property which might 

be, for the sake of argument, put under lease as soon as it was in 

shape to operate. We might easily have t~o identical pieces of 

eqtiipment, on one of which rent was paid to a lessor.who had purchas

ed the property new, and rent might be paid on the other under a 

sale and lease-back. agreement. The two rentals might be at the same 

rate. It is almost certain that these rentals would be larger than 

the "normal costs" described in this paragraph. I do not think 

the~e should be this discrimination made between rentals on leased 

property, based on the former ownership of the property. 

All of the foregoing is, of course, based on the assumption 

that the lease under the sale and lease-back is a bona fide lease 

without any provision fo~ repurchase or repossession, and with ~ 

genuinely independent third party. I agree· that a transaction which 



is merely put through to substitute an unreasonably high rental for a 

low or nonexistent depreciation charge_should be disregarded, the same 

as any other transaction which is not entered into at arms length, and 

is entered into for·a purpose different t~an its ostensible one. I 
I 

think the paragraph could be ·cured by perhaps making subparagraph (b) 

read "Rentals specified in sale and lease-back agreements under (ii) 

above are allowable only to the extent that such rentals do not exceed 

reasonable rentals on comparable property and only on condition that 

the lease is made with an independent third party, and that there is 

no provision in the lease for repurchase or repossession". 

With the foregoing exceptions, the.proposed revision seems 

to be acceptable and is, I think, particularly to be commended for 

its generally clear expression a~d precise and careful definitions. 

Maurice·E. Peloubet 

June 6, 1955 

8 2529 
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WASHINGTON 
TRANSPORTATION BUILDING 

CABLE ADDRESS 
AUTOMAKERS 

NEW YORK 
366 MADISON AVENUE 

AuTOMOBILE MANUFACTURERS AssociATION 

NEW CENTER BUILDING • DETROIT 2, MICHIGAN 

WILLIAM J. CRONIN, Managing .Director 

··i 

June 17, 1955 
L. H. Thomas 1 Rear Admiral, SC, USN 
Staff Director 
Purchasing and Contracting Policies Division 
Department of Defense 
Washington 25 1 D. c. 

Dear Admiral Thomas: 

Your letter of April ll, 1955 to Mr. J. G. Ellis of our Washington 
·Office, together with the draft of the proposed revision to Part 2, Section 
:,xv of the ASPR, has been reviewed by the Controllers Committee of the Auto
·mobile Manufacturers Association. '!'he members of this comrni ttee have re-
I 
~uested ~hat I forward to you their comments which I shall endeavor to 
set forth herein. 
I 

\ The members of this committee . are impressed with the efforts of 
I. 

tn~ Depart~ent of Defense to amplify and improve upon the provisions of the 
p~sent Section XV and believe that the results, as exemplified by the 
prc;po.sed Part 2 revision, are to be commended. In certain areas, however, 
it i~ believed that the provisions are not acceptable to industry, while in 
o~hers, further amplification or clarification would be beneficial. The 
spec~fic comments are as follows: 

\ . 

\ ~ 

15-200 Scope~ Part 

, J Although the recently issued Department of Defense Instruct~on No. 
'4105 .• 11 specifically cancels permission to use these Cost Principles as a 
''vorking guide'' it is believed that, until such time as this paragraph 
clearly states that it is not applicable to fixed-price. contracts including 
those providing for price redetermination, there will be Procurement Agency 
and. Audit Agency personnel who will continue to use it as a guide in con
nection with such contracting. It is, therefor~, strongly recommended that 
this, ~agraph be expanded· to incorporate such a statement. 

15-201 Basic Principles and Standards 

It is believed that the factors affecting allowability of costs, 
as set forth under b. of this subparagraph, particularly items (1) and 
(iii), should be used as a guide by Contracting Officers but that Audit 
Agencies should not be allowed to pass judgment on.these types of dete~ 
t1~n, which limitation should be clearly stated in this subparagraph. 
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15-203.5 Base Period for Allocation of Indirect Expenses 

This· subparagraph was found to be vague and susceptible to varied 
interpretation. It is recommended that the language be made more specific 
to clearly set forth the intent of the item. 

15-204.1 Advertising 

· It is recommended that this subparagraph be deleted, in entirety, 
and that the principles of ASPR, Section 8-4o2 b.(l) be substituted in lieu . 
thereof. · 

15-204.3 Bidding Expense 

The last sentence should be revised to read "Bidding Expense will 
be ·accepted if found to be reasonable and equitable. " 

15-204.4 Cafeterias, Dining Rooms, and Other Food Services 

It is suggested that the words "when it is determined that the con
tractor is intending to operate such services at no loss or profit" at the 
end of the third sentence, and the entire last sentence, in this subparagraph 
be deleted, without substitution. Reasonable losses tram the operation of 
such services should be allowable 1 as are other employee 'morale 1 health and 
welfare costs under the provisions of subparagraph 15-20~.101 and should 
not be dependent upon the intention of the Contractor to ~rate the acti-
vity at either a profit or a loss. ·. 

15-204.5 Civil Defense 

It is suggested that the last sentence in this subparagla.ph, which 
disallows contributions to local civil defense funds or project~not on the 
Contractor's premises which are not specifically provided in the-·contract, 
be deleted, without substitution. Due to the changing situation lp civil 
defense, it is possible tbat a Contractor may be placed in a posit.:on of 
having to cooperate With local Governmental Authorities by contribu~ng 
substantially to some local civil defense proJect, tor the good of ~s 
community. Such an e:xpense should be an allowable item of cost in c~tract 
pricing even though it ~ not be specifically provided in the contra~. 

( 15-204.6 Compensation for Personal Services 
. . .\ 

This proposed revised subparagraph makes certain arbitrary and ~ 
reasonable changes to the c~nt version which provides for the allowan~ 
of compensation for personal services subject only to the test of reason~ 
ableness of total compensation for the services rendered. Specifically, 
the suggested changes in this proposed subparagraph are as follows: 

· Subparagraph c. provides that the cost of employee stock options ie 

--

not allowable as an item of cost. _ The cost of such options should be allCMeble 
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if total compensation is reasonable, since such payments are an accepted'"······~·-· . 
method of emplo,yee remuneration Just as much as other compensation plans. 
This medium is often utUized to acquire the services of an individual who 
may be essential to the performance of the Government contract. 

It is suggested that items d.(l) and d.(() be deleted, without sub
stitution. These sentences are unnecessary. 

The sentence under item d.(2) should be expanded to read ''Reasonable 
in amount when considered in light of total compensation." 

The sentence under item d.(3) should be revised to read "Incurred for 
current services actually rendered by employees." 

Item d.(5) of this subparagraph provides that bonuses to employees 
are allowable if they are, among other provisions, "allowable as an ordinary 
or necessary business e·xpense for tax purposes. " It is suggested that the 
words "when· paid or accrued'' be inserted after the word "allowable" in this 
sentence. In certain instances such bonuses are allowable for tax purposes 
in one year on an accrual basis although not actually paid until the succeed-

.ing year, which procedure is with Internal Revenue Service approval. 

The words "supplemental compensation" should be used in lieu of the 
words "profit sharing" as used in the heading .and throughout subparagraph e. 

The sentence under e. ( 1) should be changed· to read "As used herein, 
supplemental compensation is construed to be compensation paid orQbliSCtion in. 

curred under any plan (immediate or deferred - regardless of method of p~ent or 
participation) which is in any manner measured by, dependent upon, or con
tingent upon, earnings, sales, unit volume, or any other recognized method 
of performance evaluation." 

The words "and g. below" should be deleted from items e. ( 2) ( 1), 
e.(2)(ii) and f., since it is believed that the 15% limitation on the cost of 
immediately p~able profit sharing plans and stock. bonus plans is arbitrary 
and unreasonable. It could verY" well. be that the writers of the proposed 
revision were thinking about the limitation imposed by Section 4o4.(a)(3) of 
the Internal Revenue Code on contributions to deferred stock bonus and profit
shar.ing trusts. However 1 this limitation should not be applied to immediate 
distribution plans for which the test ·should be reasonableness in amount · 
when considered as part of total compensation. 

Item e.(2)(iii) .should.be deleted, in entirety, without substitution. 
It is arbitrar,y and discriminator,y and, if such a provision were to be per
mdtted, it could result in the Contractor withholding his best·talent ~ 
Government business. If the total compensation is reasonable and necessar.y 
to ~ttract and retain capable personnel the degree. to which a Contractor is 
engaged in Government work should not be a factor. 
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NATIONAL SECL~ITY INDUSTRIAL ASSOCIATION 

c 0 p y April 22, 1955 

Honorable W. J. McNeil 
Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, De Cc 

Dear Mr~ Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Security Industrial 
Association and otherso Although it appears that the original intent 
of the Department of Defense was to recognize full cost recovery of 
such emergency facilities ,through depreciation allowances as a cost · 
in contract pricing over the life of such emergency facilities, a num
ber of limitations have been placed upon this full cost recovery in. 
the emergency and post-emergency periods and. therefore the current 
policy is inequitable. Detail's of problems encountere,d are presented 
in the attached statemento 

To correct these inequities, it is recommended that, if a con
tractor elects not to use a determination of "true depreciation," a 
policy statement be ~ssued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a normal 
basis during the ·emergency period and the post-emergency period. 
With respect to a contractor electing to use a determination of "true 
depreciation," it is recommended that the Department of Defense Direc
tive 4105c34, Section 3, paragraph H, be modified to c~early indicate 
that a contractor will recover in the post-emergency period as an 
element of cost his original cost of the facility less true deprecia
tion actually recovered as a cost during the emergency periode 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Security Industrial Association,' 
prepared by our Accounting and Auditing Task Comrni tteeo After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of our Association for the pur
pose of discussing this problem in detail at the convenience. of your 
representatives a 



\ . 

, 
Hon. W. J. IvlcNeil cont 1 do April 22, 1955 

The attached statemerit was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Section· 
XV of ASPR,. It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein. 

iUl identical letter has also been addressed to the Honorable 
Thomas P., Pike, Assistant Secretary of Defense (Supply & Logistics). 

Inclosure 

Cordially, 

S/ 

ti. K, Richards .· 
Executive Director 

/ 
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Noo 91-55 April 21, 1955 

To: All Members of the National Security Industrial Association 

Subject: Allowability of Management Incentive Bonuses for Contract 
Pricing Purposes. 

--------------------~--------------

Attached is a copy of a letter addressed to the Honorable 

Thomas Pu Pike,.Assistant Secretary of Defense (Supply & Logistics), 

which includes an industry statement regarding the allowability of 

management incentive bo~uses for contract pricing purposes.-

Copies of this letter and inclosure have been sent to the 

Honorable Fr. Ho Hj,.ggins, Assistant Secretary of the Army (I&RD), 

Honorable Raymond Ho Fogler., Assistant Secretary of the Navy, 

(Material) and Honorable Roger Lewis, Assistant Secretary of the 

Air Force (Haterial). 

Frank 1. Fuller 
Procurement Advisory Committee Executive 

1 Inclosure 
cc ltr to Hon. T. P. Pike w/ 

industry statement 

FLF/gf ' 

(see over) 

Thix BuUetin ilj designed to set forth aetivities of ANsociation committBeH dealing with military procurement proce
dures. Comments, criticiHms and Huggestions ezprellHed herein repreHent the view~ of committ~e members only. 
It remains for each membe,. to make itli own policy deciRiona and to tleal with the Military EHtahliRhment aH it sees fit. 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

April 21, 1955 

Honorable Thomas Pe Pike 
Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25, D. Ce 

Dear Ivlr. Secretary: 

Recently, an important development took place which was precipi
tated by the recent action of the Uo Se Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in all new contract negotiationsc Further action is also 
contemplated with respect to existing contracts. 

It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with·the redrafting of the cost principles under Section XV 
of ASPRe 

The use of generally accepted.accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported·by this Association for 
a long time. In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost principles 
under Section XV of the Armed Services Procurement Regulation, paragraph 
15-204(c) and paragraph 15~201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government · 
to share in the normal costs .of doing business from which the Govern
ment derives clear and demonstrable benefits. It is therefore recom
mended that, in the absence of a determination of unreasonableness in 
relation to the value of services performed, total compens~tion should 
be regarded as an allowable cost for Government contract pricing pur
poses. 



Hon. Thos. Po Pike cont 1d. April 21, 1955. 

For your consideration, there is inc+osed herewith a paper on 
this subject which outlines the position of the National Security 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate your arrang
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representativeso 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of.Cost Principles, Sec
tion XV of ASPR. It is believed that this principle is of sufficient 
imp.ortance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ~PR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans. 
has not yet been made. 

Specific comments on the draft of Section XV will be ~ubmitted 
at a later date. 

Inclosure 

Cordially, 

S/ 

J • K. R.ichards. 
Executive Director 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

ALLOWABILITY OF MANAGEMENT INCENTIVE BONUSES 

FOR CONTRACT PRICING PURPOSES 

A recent :important development has taken place concerning the disallowance 

of management incentive compensation as a Government contract cost far contract 

prlcL~g purposes which is unfair and inequitable and demands immediate corrective 

action.. This situation applies not only to cost-plus-fixed-fee type contracts 

but also to initial pricing and pri.ce redetermination under fixed price type 

contractso 

This problem has been-precipitated by the recent action of the U. So 

Air Force in instructing all procurement personnel to exclude consideration of 

management incentive compensation in all new contract negotiationso Further 

instructions are also contemplated with respect to existing contractso No Air 

Force directive on this subject has been made public but it is understood that it 

is under consideration in connection with the redrafting of the Cost Principles -

ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc

tions between rr~nagement incentive compensation plans limited to top executives and 

those extended to all or most of a companyvs employees, in practice such compensation 

paid to all employees above certain levels of management responsibility is being 

disalloweda This position amounts to a general condemnation of all types of 

lllcentive compensation plans for the personnel affected regardless of the merits 

of individual plans and completely abandons the tests of reasonableness and allo

cability previously followed in the application of generally accepted accounting 

principles and practiceso 
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Con£lict With Cost Principles 

This position is in direct conflict with the cost principles under 

Section XV of the Armed Services Procurement Regulation, paragraph 15-204(c) 

which provides the following: 

"Subject to the requirements of paragraph 15-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs ·are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation of corporate officers, executives and 

department headso (The term 1 compensation' .includes all 

amounts paid or set aside, such as pension and retirement 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries3 royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

·compensation of an individual may be questioned and the 

amount allowed may be limited; and in connection therewith, 

• consideration will be given to the relation of the total 

compensation to the services renderedo)n 

Paragraph 15-201 also provides that 

"The tests used in determining the allowability of cost also 
.. 

include (i) reasonableness, (ii) application of generally 

accepted accounting principles and practices and (iii) any 

limitations as to types or amounts of cost items set forth 
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in this part 2 of Section XV or otherwise included 

in the contract~ Failure to. mention any items of cost 

in this part is not intended to imply that it is either· 

allowable or not allowableo" 

Variar£e From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 

ge.nerally accepted accounting principles and practices which have always regarded 

any form of compensation for personal services rendered by employees, including 

incentive bonuses, as an ordinary and necessary cost of doing businesso This 

principle has also been consistently applied in the requirem~nts· of the Internal 

Revenue Code~ subject to the tests of reasonableness which have been well estab

lished under regulations and court decisionso 

The argmnent frequently presented by.the Services for not allowing bonuses 

i.s that they are based upon or contingent upon profits or constitute a distribution 

of profito Actually, from the standpoint of a cost of doing bus.iness, this method 

of compensation is no different in principle from any other type of incentive payment 

or provision for a fringe benefit~ Moreover, it should be recognized that the adop

tion of a.management incentive bonus ·plan establishes a moral if not a legal 

obligation between the contractor and his employer and hence establishes a cost 

which must be incurred before profits are determinede As a practical matter, the 

obligation for payment having been established, the basis of profits is usually 

one of li~iting the total amount of such compensation that can be paido 

It is immaterial whether such cost is determined before profits or after 

prof1ts, providing the cost is reasonable in amount and is in accord with the 

accepted concept of a cost of doing business~ The principal factor to be considered 
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is one of whether it is an ordinary and necessary business expense which other 

contractors may provide for by a different methodo 

If situations exist where certain executives are· recipients of unreasonable 

bonuses, existing cost.principles are adequate for dealing with such situationso 

A determination of the reasonableness of an executive's total compensation should be 

made on the basis of the value of such services to the contractor rather than on 

the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the part of 

industry in recent years to adopt manifold compensation plans emphasizing incentive 

features and providing for supplemental payments in addition to basic salaries. 

The adoption of such plans has been dictated frequently by variations in vol~, 

complexity and efficiency of the contractoro If it were not for 5UCh forms of 

compensation it would be necessary to. readjust salaries from time to time, either 

upwards or downwards to· reflect broad changes in quality of performance and results 

obtainedo 

Invariably such compensation programs have stimulated efficiency in meeting 

production schedules, have maintained high standards of quality and have kept costs 

within budgets, all of which have been of direct benefit to the Governmento 

Conclusion 

In conclusion, we believe that the current action of disallowing management 

incentive compensation represents an unjustified disinclination on the part of the 

Govern·ment to share in the normal costs of doing business from which the Gove~nment 

derives clear and demonstrable benefitsa This cost is a normal and ~egular charge 

of doing business and it contributes to the productive ability of any business 

enterprise just as certainly as those costs which can be directly allocated to a 
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particular contracte To the extent that the Government shares in the benefits 
\ 

which derive from a.firmws productive capacity and efficiency, these benefits are 

no less real because they are indirecto 

It is believed that this recent action now introduces the judgment of 

Government personnel in the place of the judgment of the directors of industrial 

concerns in the matter of determining the method of compensation for key employeeso 

It fails to recognize the compensation levels necessary to pay for services per-

formed as well as to protect and hold compete~t management personnel under prevail-

ing rnar·ket condi tionso 

In the absence of a determination. of unreasonableness in relation to the 

value of the services performed, total compensation should be an allowable cost 
, .. 

for Government contract purposes based upon the contractorws normal method of 

computation... Reasonableness should govern and any departure from this can only 

result in arbitrary and inequitable rules for determining allowable costso 

The burden of pro.of of unreasonableness in any individual instance should 

be on the Government and its representatives should show a realistic basis for 

setting aside any portion as unreasonable in amounto The subject of unreasonable 

compensation shoul_d be a matter for negotiation and related discussions should be 

held with contracting officers involvedo 

The contrac~ cost principles,-Section XV of the Armed S~vices Procurement 

Regulation~ have been undergoing complete revision in the Department of Defense for 

some timeo The question of allowability of management incentive compensation 

together with contributions to profit sharing plans has been among those under con-

siderationo It is understood that these proposed revisions will ultimately be 

coordi!".lated with industry before their release o The recent action of the A_ir Force 
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appears to be unilateral in nature and is therefore unfair and inequitable. 

It is recommended that the points indicated herein be given consideration 

in connection with the proposed revision of the Cost Principles. 

March 24J 1955 

NSIA 4/21/55 
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NATIONAL SECURITY INDUSTRIAL.ASSOCIATION 

DEPRECIATION ON EMERGENCY FACILITIES 

COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRICING PURPOSES 

Introduction 

The subject of depreciation on emergen~y facilities covered by Necessity 
Certificates. for contract pricing purposes continues to be a pressing problem to 
industry.. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical. and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man hours of work both of the audit groups and 
the accounting departments of contractors without any real benefit to the Government. 

The acquisition costs of facilities required for the expanded emergency 
program ·must be recovered by contractors in the prices charged for the products soldo 
However, the procurement policy now followed by the Department of Defense with respect 
to the allowability ·of a proper charge for depreciation, wea!' and tear and obsoles
cenceof such facilities does not fully recognize this principle and therefore is in
equitable.. It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactionso This is explained in further det~il belowo 

Original Policy Intended Full Cost Recovery 

In January 1951 the Munitions Board recognized the policy of fUll cost re
covery when it issued the following: 

"The Board approves the policy with respect to original pricing 
and price redetermination under fixed price contracts, as well 
as the allowance of cost under cost type cont~acts, that facilities 
for WP~ch Certificates of Necessity have been granted shall be 
depreciated.on the basis of spreading the cost of such facilities 
as if no. Certificates of Necessity had been grantedo" 

This policy was subsequently withdraw~o The principle was adhered.to, how
ever, when the Department of Defense in April 1951 took a more equitable position in 
testifying before the House Conuni ttee on Expenditures in the Executive .Departments. 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities~ their memorandum recommended that 

"Amortization /Of these emergency facilities? should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certificationo" 

The memorandum also stated that 

"The real incentive provided by the amortization program is the 
recovery by contractors, through prices of their products, of the 
full amount covered by Certificates of Necessity.,tt 



This position was endorsed by the majority of the House Corrunittee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100% of the cost of such facilitieso ' 

The desirabil.ity of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195la After considerable study~ the Director of 
Defense Mobilization issued DMO Noo 11 on August 14_, 1951~ which stated in the dir
ective that 

HFor purposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed only to the extent that 
the percentage certified is based on an estimate of post five-year 
period use.fulnesso" 

At this point industry believed a procurement policy would be promptly 
established whicp would alleviate the uncertai.'1ty which ex'!.sted with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract
orso Although DMO No~ 11 fell considerably short of recognizing accelerated amort
ization as a cost on the basis of the amounts certified, it did clearly establish an 
intent to allow as a cost in negotiated contract pricing more than normal deprecia
tion where the emergency period occasioned additional depreciation or obsolescence. 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognizedo 

Limitations Placed Upqn Cost Recover:y 

The implementing directives. of the Department of Defense and the ~ervices., 
however .• have placed limitations on the full allowance of "true depreciationl1 which 
have been appropriate neither to the spirit and intent of DMO Noo 11_, nor t~ the 
necessities of admL'1istrationo Pai"agraph II-B of .OOD Directive ul05o34 has the 
following liinitations with respect to the recovery of retroactive true depreciation 
applicable to the emergency period~ 

"These principles and procedures shall be applicable to all 
negotiate~ contracts placed after the effective date hereof 
/December 10~ 19527 and to all existing negotiated contracts 
Tincluding letters of intent) at that date where firm prices 
have not fully been finally determL~ed or redetermined and to 
all existing cost-reimbursement type contracts not completed at. 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par-
ticular periods.·" · 

W'ith respect to depreciation applicable to emergency facilities in contract 
pr~c~ng in the pest-emergency period, industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the entire balance of the cost of the facility not recovered through "true de
preciationtt allowances during the energency ·period, and that contractors would be per
mitted to spread that balance over the remainiAg life of the facility~ Paragraph III-H 
of DOD 4105o34, however, provides as follows: · 
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Contract pricing for the post-emergency pe.riod will be based 
upon allowing as a cost, depreciation on emergency facilities!' 
computed by allocating the undepreciated cost of such facil
ities at the end of the emergency period (cost less true de
preciation for that period) over the estimated remaining life 
of the facilitieso" 

Here~ the· military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre
ciated balance to be spread over such· period is determined by using cost less. "true 
depreciation" for the emergency period, even though retroactive por.tions of such 
"true depreciation" may not have been fully recovered9 

Other Difficulties Encountered 

Difficulties have also been encountered by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticulous. determination of "true depreciation It rather than to rely on reas.Gnable 
judgment as prescribed by paragraph III-G of OOD 4105o 34o . 

11 o • " The procedures for determining such allowances must be 
-such as will expedite determination; this requires avoidance o! 
an impossible perfectionism., 0 n ~· 

The tedious procedures which have been developed have also placed q.dditiqnal impedi
ments on the contrac-r;ing process with the result that the process is qarrying more 
burden than is appropriate to efficient procuremento 

The problem of cost recovery to contractors has been further aggrav~ted by 
extensive delays experienced by contractors in receiving true depreciation.determin
ationso Some contractors advise that they are still awaiting approval of a-pplications 
for determinations of true depreciation~ This lag in their issuance has.seriously 
affected the recovery of retroactive portions of "true depreciation" by contractors 
which in many i.."lstances are. substantial in amounto 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowanceso However, the Depart
ment of Defense Directive and the Procurement Regulations fail to define adequately 
that full cost recovery of emergency facilities through normal depreciation will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of De·fense and the. 
Nilitary Services have indicated that.,· if "true depreciation" is not .claimed, the 
contractor would be allowed a normal charge for depreciation as an :element of cost 
for contract pricing purposes over the entire life of the facilitie.s until they have 
been fully depreciated at norw.al rates., contractors have no assurance that this 
policy would be followedQ 
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Recommendations 

It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use. a determination of true depreciation for the emergency period 
for contract pricing purposes and that, under such circumstances, if true depreciation 
is not claimed, the contractor would be allowed. to allocate depreciation on emergency 
facilities on a normal basis during the emergency period and the post emergency 
periods 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive #4105534 of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the po~t-emergency period as an element of contract 
cost his. original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency periode This change is necessary to assure the 
contractor of the recovery of the total cost of emergency facilities, and;particularly 
that portion of "true depreciation" which may not have been recovered dur:ln:g the 
emergency periodo 

To accomplish this end it is recommended that Section III Paro H of 
Department of Defense Directive #4105o34 be amended to read as follows: 

11 Ho Contract pricing for the post-emergency period will be 
based upon allowing as a cost, depreciation· on emergency facil
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilitiese" 

March 24, 1955 

NSIA.4/21/55 
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Terminology Bulletin Noo 1, paragraph 56) o In those cases where 
the expected productivity or revenue-earni.."lg power of the asset 
is relatively greater during the earlier years of its life, or 
where maintenance charges tend to increase. during the later years, 
the declining-balance method may well provide the most satisfactory 
allocation of costo The conslusions of this Bulletin also apply·to 
the other methods, including the "sum-of-the-years-digits" method, 
which produce substantially similar resultso 11 

Accordingly, it should be noted that the American Institute has found the 
new methods to be acceptable for public statement purposeso 

Summary 

(1) The Congress in adopting the new' methods has determined that they 
result in timing of allow~1ces more nearly in accord with the actual pattern of loss 
of economic usefulnessj and that such new· methods conform to sound accounting 
principles o 

(2) The accounting profession has recognized the new methods as meeting 
i~:s requirements of being "systematic and rational" !i and has approved the·ir use for 
puplic statement purposes as provi.ding an acceptable allocation of c osto 

(3) The new methods .are limited to new property acquired after· January 1, 
19?L., having an estimated useful life of three Or more years, and do not allow more 
.than two-thirds depreciation in the first half of the useful life of the itemo 

(4) The failure to recognize these new methods would require some con
tractors to maintain two sets of records and w.ould complicate the accounting and 
administrative burden to both contractor and the Governmento 

Recommendation 

The Department of Defense i~ therefore urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative de
preciation methods authorized by the 1954 Internal Revenue Codeo 

March 24, 1955 

• 1 NSIA 21 April t 55 
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No. 92-.5.5 

To: All }kmbers of the National Security Industrial Association 

NSIA 
Bulletin. 
Proc-urement 
·Information 

22 April 195.5 

Subject:. Depreciation on Emergency Facilities Covered by Certificates of Necessity. 

Inclosed is a letter addressed to the Honorable W., Jo McNeil, Assistant Secre- · 
tary of Defense (Comptroller) with an attached industry statement regarding depre
ciation on emergency facilities covered by necessity certificates for contract pricing 
purposes .. 

Copies of this letter have also been sent to the following: 

Honorable Fe H. Higgins, Assistant Secretary of the Army (L&RD) 
Honorable Raymond H~ Fogler, Assistant SecretarY cf the Navy (Material) 
Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 
Honorable Wmo B~ Franke, Comptroller, Department ofthe Anny 
Lto General Co Bo Stone III, Comptroller, Department of the Air Force 
Major General Ko E. Webber, Auditor General, Department of the Air Force 
Rear Admiral Co G. Warfield, Assistant Comptroller Audit, Department of the Navy. 
Brigadier General Co H~ Royce, Chief Army Audit Agency 
Mro Warren Webster, Jro, Director of Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mro Howard Wo Bordner, Deputy Comptroller for Accounting Polio~, 

Office of the Assistant Secretary of Defense (Comptroller) 

1 Inclosure 
cc ltr to Hone WoJ. McNeil w/ 

industry statement 

Frank L~ Fuller 
Procurement Advisory·Commi'htee Executive 

Note: Membership of the Accounting and Auditing CommittBe was included in Procurement 
Information Bulletin No. 91-.5.5o 

Tjtis Bulletin ill designed to ·set fo'l"th aetivities of ANsoeiation committeeH dealing with military procurement proce
FLFJt&f~t. Comments, CTiticiHms and Huggestions ezpreued herein repreHent the views of committee members only. 

It remains for each member to make itR own policy deeiRion11 and to fleal with th~ Militarv EHtahli.Rhment aH it sees fit. 



NATIONAL SECL~ITY INDUSTRIAL ASSOCIATION 

COPY April 22, 1955 

Honorable W. J. McNeil 
Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, De Co 

Dear Mr~ Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Security Industrial 
Association and otherso Although it appears that the original intent 
of the Department of Defense was ~o recognize full cost recovery of 
such emergency facilities ,through depreciation allowances as a cost · 
in contract pricing over the life of such emergency facilities, a num
ber of limitations have been placed upon this full cost· recovery in. 
the emergency and post-emergency periods and. therefore the current 
policy is inequitable. Detail's of problems encountered are presented 
in the attached statemento 

To correct these inequities, it is recommended that, if a con
tractor elects not to use a determination of "true depreciation," a 
policy statement be issued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a· normal 
basis during the emergency period and the post-emergency.period$ 
With respect to a contractor electing to use a determination of "true 
depreciation," it is recommended that the Department of Defense Direc
tive 410So34, Section 3, paragraph H, be modified to c~early indicate 
that a contractor will recover in the post-emergency period as an 
element of cost his original cost of the facility less true deprecia
tion actually recovered as a cost during the emergency periode 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Security Industrial Association, 
prepared by our Accounting and Auditing Task Commi tteeo After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of our Association for the pur
pose of discussing this problem in detail at the convenience of your 
representativeso 
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Hon. W. J. IvicNeil cont'do April 22,' 19.55 . 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Section 
XV of ASPR~ It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein. 

An identical letter has also been addressed to the Honorable 
Thomas P., Pike, Assistant Secretary of Defense (Supply & Logistics). 

Inclosure 

Cordially, 

S/ 
t1. K. Richatds .
Executive Director 

/ 
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To: All Members of the National Security Industrial Association 

Subject: Allowability of Management Incentive Bonuses for Contract 
Pricing Purposes. · 

Attached is a copy of a letter addressed to the Honorable 

Thomas Po Pike, Assistant Secretary of Defense (Supply & Logistics), 

which includes an indus try statement regarding the allowabili ty of 

management incentive bopuses for contract pricing purposes. 

Copies of this letter and inclosure have been s.ent to the 

Honorable Fe Ho Higgins, Assistant Secretary of the Ar.my (L&RD), 

Honorable Raymond Ho Fogler, Assistant Secretary of the Navy, 

(Material) and Honorable Roger Lewis, Assistant Secretary of the 

Air Force (Material). 

Frank L. Fuller 
Procurement Advisory Committee Executive 

1 Inclosure 
cc ltr to Hon. T. P. Pike w/ 

industry statement 

FLF/gf ' 

(see over) 

Thix BuUetin if designed to set forth activities of AMsoeiation committee" dealing with military procurement proce
dures. Comments, criticixms and xuggestions e~preued he,-ein repreHent the view~; of committ~e membef"s only. 
It remains for each membe,- to make it11 own policy deeiRion11 and to 1/eal with the Military EHtahliRhment aH it sees fit. 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

April 21, 19.55 

Honorable Thomas Pe Pike 
Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25, D. Ce 

Dear ~tr. Secretary: 

Recently, an important development took place which was precipi
tated by the recent action of the Uo S., Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in.all new contract negotiationso Further action is.also 
contempla.ted with respect to existing contracts. 

It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with the redrafting of the cost principles under Section XV 
of ASPR" 

The use of generally accepted accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported·by this Association for 
a long time. In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost princ'iples 
under Section XV of the Armed Services Procurement Regulation, paragraph 
15-204(c) and paragraph 1.5-201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government 
to share in the normal costs .of doing business from which the Govern
ment derives clear and demonstrable benefits. It is therefore recom
mended that, in the absence of a determination of unreasonableness in 
relation to the value of services performed, total compens~tion should 
be regarded as an allowable cost for Government contract pricing pur
poses. 



Hon. Thos. Po Pike cont 1d. April 21, 1955. 

For your consideration, there is inc+osed herewith a paper on 
this subject which outlines the position of the National Security 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate your arrang
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representatives. 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of. Cost Principles, Sec~ 
tion XV of ASPR. It is believed that this principle is of sufficient 
imp.ortance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of tsPR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans. 
has not yet been made. 

Specific comments on the draft of Section XV will be submitted 
at a later date. 

Inclosure 

Cordially, 

S/ 

J • K. R.ichards. 
Executive Director 



Introduction 

NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

ALLOWABILITY OF MANAGEMENT INCENTIVE BONUSES 

FOR CONTRACT PRICING PURPOSES 

A recent important development has taken place concerning the disallowance 

of management incentive compensation as a Government contract cost far contract 

pricL~g purposes which is unfair and inequitable and demands immediate corrective 

actione This situation applies not only to cost-plus-fixed-fee type contracts 

but also to initial pricing and price redetermination under fixed price type 

contractso 

This problem has been precipitated by the recent action of the U. So 

Air Force in instructing all.procurement personnel to exclude consideration of 

management incenti.ve compensation in all new contract negotiationso Further 

instructions are also contemplated with respect to existing contractso No Air 

Force directive on this subject has been made public but it is understood that it 

is under consideration in connection with the redrafting of the Cost Principles -

ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc

tions between rr~nagement incentive compensation plans limited to top executives and 

those extended to all or most of a companyvs employees, in practice such compensation 

paid to all employees above certain levels of management responsibility is being 

disallowedo This position amounts to a general condemnation of all types of 

incentive compensation plans for the personnel affected regardless of the merits 

of individual plans and completely abandons the tests of reasonableness and allo

cability previously followed in the application of generally accepted accounting 

principles and practiceso 
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Conflict With Cost Principles 

This position is in direct conflict with the cost principles under 

Section XV of the Armed Services Procurement Regulation, paragraph 15-204(c) 

which provides the following: 

"Subject to the requirements of paragraph 15-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation .of corporate officers, executives and 

department heads" (The term 'compensation' includes all 

am.ountspaid or set aside, such as pension and retirement 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries, royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

·compensation of an individual may·be questioned and.the 

amount allowed may be limited; and in connection therewith, 

• consideration will be given to the relation of the total 

compensation to the services renderedo)" 

Paragraph 15-201 also provides that 

"The tests used in determining the. allowability of cost also 

include (i) reasonableness, (ii) application of generally 

accepted accounting principles and practices and (iii) any 

limitations as to types or amounts of cost items set forth 
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in this part 2 of Section XV or otherwise included 

in the contracto Failure to' mention any items-of cost 

in this part is not intended to imply that it is either 

allowable. or not allowableo 11 

Variar£e From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 

generally accepted accounting principles and practices which have always regarded 

any form of compensation for personal services rendered by employees, including 

incentive bonuses, as an ordinary and necessary cost of doing businesso This 

principle has also been consistently applied in the requirem~nts of the Internal 

Revenue Code~ subject to the tests of reasonableness which have been well estab

lished under regulations and court decisionso 

The argument frequently presented by the Services for not allowing bonuses 

i.s -that they are based upon or contingent upon profits or constitute a distribution 

of profito Actually, from the standpoint of a cost of doing business, this method 

of compensation is no different in principle from any other type of incent~ve payment 

or provision for a fringe benefito Moreover, it should be recognized that the adop

tion of a.management incentive bonus plan establishes a moral if not a legal 

obligation between the contractor and his employer and hence establishes a cost 

which must be incurred before profits are determinede As a practical matter, the 

-obligation for payment having been established, the basis of profits is usually 

one of limiting the total amount of such compensation that can be paido 

It is immaterial whether such cost is determined before profits or after 

profits, providing the cost is reasonable in amount and is in accord with the 

accepted concept of a cost of doing basinesso The principal factor to be considered 
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is one of whether it is an ordinary and necessary business expense which other 

contractors may provide for by a different methodo 

I£ situations exist where certain executives are· recipients o£ unreasonable 

bonuses, existing cost.principles are adequate for dealing with such situationso 

A determination o£ the reasonableness of an executive's total compensation should be 

made on the basis o£ the value of such services to the contractor rather than on 

the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the_ part o£ 

industry in recent years to adopt manifold compensation plans emphasizing incentive 

features and providing for supplemental payments in addition to basic salaries. 

The adoption of such plans has been dictated frequently by variations. in vol'lJlll8, 

complexity and efficiency of the contractorG If it·were not for such forms of 

compensation it would be necessary to readjust salaries from time to time, either 

upwards or downwards to· reflect broad changes in quality of performance and results 

obtainedo 

Invariably such compensation programs have stimulated efficiency in meeting 

production schedules, have maintained high standards of quality and have kept costs 

within budgets, all of which have been of direct benefit to the Governmento 

Conclusion 

In conclusion, we believe .that the current action of disallowing management 

incentive compensation represents an unjustified dis·ihclination on the part of the 

Govern·ment to share in the normal costs of doing business from which the Gove~nment , 
derives clear and demonstrable benefitsa This cost is_ a normal and regular charge 

of doing business and it contributes to the productive ability of any business 

enterprise just as certainly as those costs which can be directly allocated to a 
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particular contracte To the extent that the Government shares in the benefits 

which derive from a firm's productive capacity and efficiency1 these benefits are 

no less real because they are indirecto 

It is believed that this recent action now introduces the judgment of 

Government personnel in the place of the judgment of the d:ixectors of industrial 

concerns in the matter of determining the method of compensation for key employeeso 

It fails to recognize the compensation levels necessary to pay for services per-

. formed as well as to protect and hold competent management personnel under prevail

ing mar·ket conditionso 

In the absence of a determination of unreasonableness in relation to the 

value of the services performed, total compensation should be an allowable cost 

fo~. Goverr~nt contract purposes based upon the contractor's normal method of 

computation~ Reasonableness should govern and any departure from this can only 

result in arbitrary and inequitable rules for determining allowable costso 

The burden of proof of unreasonableness in any individual instance should 

be· or1 the Government and its representatives should show a realistic basis for 

setting aside any portion as unreasonable in amounto The subject of unreasonable 

compensation shoul.d be a matter for negotiation and related discussions should be 

·held ·with contracting officers involvedo 

The contrac~ cost principles,·Section XV of the Armed S~vices Procurement 

Regulation~ have been undergoing complete revision in the Department of Defense for 

some timeo The question of allowability of management incentive compensation 

together with contributions to profit sharing plans has been among those under con

siderationo It is understood that these proposed revisions will ultimately be 

coordi!"J.ated with industry before their releaseo The recent action of the Air Force 
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appears to be unilateral in nature and is therefore unfair and inequitable. 

It is recommended that the points indicated herein be given consideration 

in connection with the proposed revision of the Cost Principles. 

March 24,· 1-955 

NSIA 4/21/55 
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NATIONAL SECuRITY II®USTRIAL.ASSOCIATION 

DEPRECIATION ON EMERGENCY FACILITIES 

COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRIOING PURPOSES 

Introduction 

The subject of depreciation on emergency facilities covered by Necessity 
Certificates for contract pricing purposes continues to be a pressing problem to 
industry.. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man hours of work both of the audit groups and. 
the accounting departments of contractors without any real benefit to the Government. 

The acquisition costs of facilities required for the expanded emergency 
program must be recovered by contractors in the prices charged for the products soldo 
However, the procurement policy now followed by the Department of D.efense with respect 
to the allowability of a proper charge for depreciation, wea~ and tear and obsoles
cenceof such facilities does not fully recognize this principle and therefore is in
equitable.. It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactionso This is explained in further det~il belowo 

Original Policy Intended Full Cost Recovery 

In January 1951·the Munitions Board recognized the policy of fUll cost re
covery when it issued the following: 

11 The Board approves the policy with respect to original prl.cJ.ng 
and price redetermination under fixed price ·contract3, as well 
as the allowance of cost under cost type cont:r.acts, that facilities 
for which Certificates of Necessity have been granted shall be 
depreciated on the basis of spreading the cost of such facilities 
as if no Certificates of Necessity had been grantedo" 

This policy was subsequently withdraw-n., The principle was adhered to, how
ever, when the Department of Defense in April 1951 took a more equitable position in 
testifying before the House Committee on Expenditures in the Executive Departments. 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities~ their memorandum recommended that 

11Amortization /Of these emergency facilities? should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certificationo" 

The memorandum also stated that 

"The real incentive provided·by the amortization program is the 
recovery by contractors, through prices of their products' of the 
full amount covered by Cer.tificates of Necessity.," 



This position was endorsed by the majority of the House Committee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100% of the cost of such facilitieso 

The desirability of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195lo After considerable study., the Director of 
Defense Mobilization issued DMO Noeo 11 on August 14,, 19513 which stated in the dir
ective that 

"For purposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed· only to the extent that 
the percentage certified is based on an estimate of post five-year 
period use.fulnessott 

At this point industry believed a procurement policy would be promptly 
established which would alleviate the uncertai.11ty "Nhich existed with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract
orso Although DMO Noo 11 fell considerably short of recognizing accelerated amort
ization as a cost on the basis of the amounts certified, it did clearly establish an . 
intent .to allow as a cost in negotiated contract pricing more than normal deprecia
tion where the emergency period occasioned additional depreciation or obsolescence. 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognizedo 

Limitations Placed Upqn Cost Recovery 

The implementing directives. of the Department of Defense and the ~ervices., 
however .• have placed limitations on the full allowance of "true depreciationtt which 
have been appropriate neither to the spirit and intent of DMO Noo llJ nor t.o the 
necessities of administrationo Paragraph II-B of OOD Directive hl05o34 has the 
following liln:itations with respect to the recoYery of retroactive true depreciation 
applicable to the emergency period: · 

11 These principles and procedures shall be applicable to all 
negotiate~ contracts placed after the effective date hereof 
/December 10, 19527 and to all existing negotiated contracts 
Tincluding letters of intent) at that date where firm prices 
have not fully been finally determined or redetermined and to 
all existing cost-reimbursement type contracts not completed at 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par
ticular periodse~ n 

With respect to depreciation applicable to emergency facilities in contract 
pr~c~ng in the pest-emergency period, industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the· entire balance of the cost of the facility not recovered through "true de
preciation" allowances during the anergency period, and that contractors would be per
mitted to spread that balance over the remainiAg life of the facility~ Paragraph III-H 
of DOD 4105o34, however, provides as follows: · 
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Contract pricing for the post-emergency period will be based 
upon allowing as a cost, depreciation on emergency facilities.!' 
computed by allocating the undepreciated cost of such facil
ities at the end of the emergency period (cost less true de
preciation for that period) over the estimated remaining life 
of the facilities.," 

Here~ the military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre
ciated balance to be spread over such period is determined by using cost less "true 
depreciation" for the emergency period, even though retroactive portions of such 
"true depreciation" may not have been fully recovered9 

Other Difficulties Encountered 

Difficulties have also been encountered by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticUlous determination of tttrue depreciation" rather than to rely on reas.Gnable 
judgment as prescribed by paragraph III -G of OOD 4105 o 34o .. 

"o • ., The procedures for determining such allowances must be 
:~· . such as will expedite determination; this requires avoidance or 

an impossible perfectionism., ., o" 
The tedious procedures which have been developed have also placed ~dditional impedi
ments on the contracting process with the result that the process is ~arrying more 
burden than is appropriate to efficient procuremento 

The problem of cost recovery to contractors has been fur~her aggrav~ted by 
extensive delays experienced by contractors in receiving true depreciation' .determin
ationso Some contractors advise that they are still awaiting approval of applications 
for determinations of true depreciation~ This lag in their issuance has.seriously 
affected the recovery of retroacti.ve portions. of "true deprecia.tion" by contractors 
which in many· i..'1stances are substantial in arnounto 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowances., How~ver, the Depart
ment of Defense Directive and the Procurement Regulations fail to define adequately 
that full cost recovery of emergency facilities through normal depreciation-will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of Defense and the. 
Nilitary Services have indicated that_,· if "true depreciation" is not .claimed, the 
contractor would be allowed a normal charge for depreciation as an :element of cost 
for contract pricing purposes over the entire life of the facilitie.s until they have 
been fully depreciated at normai rates_, contractors have no assurance that this 
policy would be followedQ · 
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Recommendations 

It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use a determination of true depreciation for the emergency period 
for contract pricing purposes and that, under such circumstances, if true depreciation 
is not claimed, the contractor would be allowed to allocate depreciation on emergency 
facilities on a normal basis during the emergency period and the post emergency 
period" 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive #4105534 of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the po~t-emergency period as an element of contract 
cost his original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency periodo This change is necessary to ~ssure the 
contractor of the recovery of the total cost of emergency facilities, and;particularly 
that portion of "true depreciation" which may not have been recovered during the 
emergency periodo 

To accomplish this end it is recommended that Section III Par., H of 
Department of Defense Directive #L.105.,34 be amended to read as follows: 

11 Ho Contract pricing for the post~emergency period will be 
based upon allowing as a cost, depreciation on emergency facil
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilitiesa 11 

March 24, 1955 

NSIA 4/21/55 



I~CORPOR..t.TED ONDER TDE L..t.W8 OF TBE DISTRICT .OF COLVMBI..t. 

THE NATIONAL O~pANIZATION OF CERTIFIED PUBLIC ACCOUNTANTS 
~ .. 

270 MADISON AVENUE, NEW YORK 16, N.Y. 

June· 30, .1955 

Honorable Thomas P. Pike 
·Assistant Secretary of Defense 

(Supply and Logistics) 
Washington 25, D. C. 

Dear Sir:· 

Comments on proposed revision of ASPR, 
Section XV, Contract Cost Principles, 
d·a ted 11 April 1955 

At the request of~· Howard Bordner, Deputy Comptroller 
for Accounting Policy, Office of the Assistant Secretary of Defense, 
the Committee on National Defense s·ubmits its comments. It is our 
uilders tanding that ·th~s Section:. is intended to apply on:lY to cost 
reimbursement-type·contracts and we recommend that it be ·~de clear 
that it should no~ .. _,.bE(used _for· .. negotiation or redetermin~~ion pro-. 
ceedings in connection wi th<_fixed-price coD tracts. ~ 

J •• 

We feel::·;iha. t the d.o'cumeDt would be· in more useful form if 
1t' identified in a·eparate lists the following :~~hree categories of 

costs: ~ t ~:::(·;~~- , - . _ _ 
1. Costs whJch.should be considered at the 

,tiDle ~he oontrac·t is dra~D. · :. , 
. .. 

2. ·~ Co~·.ts .which r. are generally allowable. 

3 .. :~·r,os ts which are generally not allowable. 
;'l. 

~. • ••• t.) ~ ; 

Thel'ep ·would, of cou~~~~ i:,.lle·~· an overlapping between the first aa te
gory and the other t·wo .~~--. ··Mr. Peloubet of our Committee, bas given 
the· ~raft an espeoial:·Iy~~- thorough review and a copy of his personal 
comments is attached. The Committee is in agreement with his com
ments··with the exception of that dealing with Par. -15-204.22(b). 
The Committee gener~lly feels that interest should not be allowed 

·.·., 4"': 
''\,.::' .. 

·. ~:.~~- .'·· 
.. ,.;· 

ta' ~ ~~ 

• • •• .:.; ~ ....... ; .. ~ ••• ~-\ ··~- ~. :{ •• .' • 4 ... 

. .....~;~,~-· •• ': .. '•(:, _~; .. "'. _;! . .,. ~.~ ' 
.. ~~·.:·;n~> ; _,. 

;~-·~~,~-·~i· 

.. ~:~ .. :.: ... :. 



- 2 -

and that cash discounts on purchases should be credited to costs. 
To the list of paragraphs mentioned by Mr. Peloubet for considera
tion when the contract is drawn, the Committee suggests adding 
Par. 15-204.35(b). 

In connection with Mr. Peloubet•s comments on 
Par. 15-204.27(e), it should also be pointed out that this ques
tion arises in Par. 15-204.6(e). This seems to be a point on whi~h 
judgment will have to be exercised in particular circumstances. 
On the one hand, it.might be unreasonable fully to allow contri
butions to profi t-.sharing and pens ion plans, if ·in a particular 
year, the "catching up" was of a large proportion even though it 
fel~ within the carry-over provisions. On the other hand, as 
Mr .. Peloubet points out, a strict interpretation of this provision 
could result in unfairness to the contractor by preventing him from 
recouping bis fair costs. 

In addition to the points raised by Mr. Peloubet, ·we sub
mit the following: 

Par. 15-20l(b)(iv) 

Is not the language of this part of the paragr~ph covered 
by the immediately preceding language "exercise of good business 
judgment in incurrence of costs"? The contractor might be justi
fied in deviations in practice even though they substantially 
increase the contract cost. 

Par. 15-204.6(f)(iv) 
and 

Par. 15-204.6(g) 

There is an implication that costs aris.ing from distri
bution of stock bonuses will be allowed even though the employee 
does not have an irrevocable right to receive the stock. Gener
ally, stock bonus plans do hB.ve some sort of "good conduct" clause 
and this should not nullify the allowability of the bonus awarded· 
to the employee. However, if there are contingencies in a particu
lar case beyond such a normal type clause, the question arises as· 
to the allowability under such a condition. 

The limitation of 15~ prescribed for each employee might 
not be fair. Presumably this percentage .figure was derived. from 
the tax rule, but should it not be similarily applied as with the 
tax rule to the aggregate for all employees under the plan rather 
than to individual employees separately? 

Par. 15-204.7 

Would it not be desirable to insert the wor.d "reasonable" 
in front of the word "certainty"? There oan be costs which are 
properly allowable but whioh are not completely certain as to time 
or intensity. 
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Par. 15-204.8 

In apprafsing the propriety of contributions and dona
tions, would it not be desirable to take into consideration the 
amount of donations made by other companies in the community of 
sim-ilar size? ·After all, under today 1s conditions, each business 
'1oncern has a res·pqns ibili ty to the community to make dona. tions 
measured by its size and ability to pay. 

Par. 15-204 .15 

Shotild not the discussion of "starting load" costs deal 
with cases where the contractor defers such.costs in one account
ing period for absorption in the subsequent period? Unless this 
is done, 1 t seems to us that the higher production costs ·typically 
occurring a·t the beginning of the c.ontract do not present any 
special accounting problems. They should be subject, of course, 
to the tests cited in Par. 15~20l(b). · 

Par. 15~204.16(f) 

What does "self insurance" mean? Is it intended to 
require that funds be set aside or merely that an appropriate 
reserve account be provided in an orderly fashion? 

Par. 15-204.20(b) 

Should not this paragraph deal only with unusual cases? 
There seems to be an inconsistency in saying, on the one hand, that 

· costs for maintenance done in the current period which could hBve 
been performed in a prior period are not to be allowed unless pro
vided for in the contract; and on the other hand, that no allowance 
will be made in the current period for repair work which for some 
good reasqn, is not done until a subsequent period. The combination 
of these two provisions could result in the contractor losing any 
re~bursement at all for important repair costs. 

Par. 15-204.22(e)(i) 

We assume that "write-downs" is intended to refer to 
adjustments to lower of cost or market, and is not intended to 
include proper adjustments for obsolescence and damage. 
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Par. 15-204~44(d) 

The reference to costs or premium transportation seems to 
us overly to emphasize the application of government rules to the 
operations of the contractor. Again, here the test should be of 
general reasonableness. 

JWM:hp 
Encl. 

Yours very truly, 

COMMITTEE ON NATIONAL DEFENSE 

Herman W. · Bevis 
Price Waterhouse &·Co. 

George R. Catlett 
Arthur Andersen & Co. 

H. T. MeAnly 
Ernst & Ernst 

Edwin P. Noell 
Lybrand, Ross Bros. & Montgomery 

Maurice E. Peloubet 
Pogson, Peloubet & Co. 

Everett J. Shifflett 
·Haskins & Sells 

Henry W. sweeney 
Henry W. Sweeney & Co. 

For the Committee 

~~~~;....-
hil ~McEachren, Chairman 

Touche, Niven, Bailey & Smart 
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PROPOSED REVISION OF 
ASPR SECTION XV 

CONTRACT COST PRINCIPLES 

April 11. 1955 

(REIMBURSEMENT CONTRACTS) 

One of the first impressions which I get from this revision 

is that it is full of recomm~ndations or advi6e on points which should 

be. considered before the contract is finally.drawn. It seems to me 

confusing to have these spread .through the whole contract. I do not 

think the text should be changed, but I do think a checklist should 

be prepared ·indicating the points which should be considered in pre

contract negotiations or taken upiwith the contracting officer. I will 

merely give the paragraph numbers here as I ouite agree that the idea 

of pre-contract negotiation on these points is a good one; and I have 

no criticism in substance, merely as to arrangement. The paragraph 

numbers are: 

15~204.4 
15-204.5 
15-204.6-e(3)i 
15-204.20b 
15-204.22d 
15-204.27f(l) 

. 15-204 .. 29 

15-204.32 
15-204.35c 
15-204.36 
15-204.37 
15-204.40b 
15-204.42c 
15-204.44f 

I believe this is about all the paragraphs that should be· 

covered by the checklist, but it is possible that there may be others. 

In any -e,Jen~, it s~ems only fair that the contractor should be given 

a complete desc~iptive checklist of items of pre-contract negotiation, 

or which should be settled with the contracting ·officer. 

15-203.3 

This treatment of selling expenses seems entirely satis

factory to me, and is in agreement with good industrial and contract 

practice. 
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15-204.11 

While there is no objection to this paragraph as it stands, 

I think it would be advisable to point out as was done in the "green 

book" in the war, that certain expenditures which appear to be enter

tainment .are in fact deductible. For example, official ceremonies 

such as launching or vessels or ceremonie~ where a contractor is 

given a· government award. 

15-204.22(b) 

It seems to me that if interest is not to be allowed as a 

cost, with which I agree, cash discount should not be required to be 

taken as a credit against cost as it is a financial expense very 

largely in the nature of interest. 

15-204.25 

I agree with this and.think it is a necessary provision, 

very clearly expressed. 

15~204.27(e) 

It seems to me that the result of the application of this 

provision might mean.that part at least of a year's pension cost 

might be entirely lost to the contractor as a deduction. 

15-204.34 

The allowance or rental payments under sale and lease-back 

arrangements, as described in· ·this paragraph, is correct 'in principle. 

In Se·ction (b) of this paragraph I am at a loss to see how the 

reasonableness of ·a rental can be measure·d· ·by "norma-l costs". It 

seems to me that one of the tests of a r·easonable rental is whether 
I 

it 1s substantially equal to the usual rental charges for the 



particular type of equipment or building. Rentals must in their very 

nature exceed "normal costs" as they include two additional factors, 

a risk factor and a financing factor. 

If it is the custom of a contractor to lease automobiles 

for the us~ of his employees, the rentals on such automobiles, pro

v~ded they were used for legitimate business purposes, should be the 

rentals paid to t~e lessor, which wo~ld almost certainly exceed what 

is described in this paragraph as "normal costs". Furthermore, a 

lessee is in no position to determine the normal.cost of the lessor, 

and it seems to be a most unfair requirement to ask him to make such 

a determination. 

All of the foregoing is based on the assumption which I 

think is entirely sound, that there is no difference ~etween property 

covered by a sale and lease-back arrangement and property which might 

be, for the sake of argument, put under lease as soon as it was in 

shape to operate. We might easily have t~o identical pieces of 

eqtiipment, on one of which rent was paid to a lessor.who had purchas

ed the property new, and rent might be paid on the other under a 

sale and lease-back. agreement. The two rentals might be at the same 

rate. It is almost certain that these rentals would be larger than 

the "normal costs" described in this paragraph. I do not think 

the~e should be this discrimination made between rentals on leased 

property, based on the former ownership of the property. 

All of the foregoing is, of course, based on the assumption 

that the lease under the sale and lease-back is a bona fide lease 

without any provision fo~ repurchase or repossession, and with ~ 

genuinely independent third party. I agree· that a transaction which 



is merely put through to substitute an unreasonably high rental for a 

low or nonexistent depreciation charge_should be disregarded, the same 

as any other transaction which is not entered into at arms length, and 

is entered into for·a purpose different t~an its ostensible one. I 
I 

think the paragraph could be ·cured by perhaps making subparagraph (b) 

read "Rentals specified in sale and lease-back agreements under (ii) 

above are allowable only to the extent that such rentals do not exceed 

reasonable rentals on comparable property and only on condition that 

the lease is made with an independent third party, and that there is 

no provision in the lease for repurchase or repossession". 

With the foregoing exceptions, the.proposed revision seems 

to be acceptable and is, I think, particularly to be commended for 

its generally clear expression a~d precise and careful definitions. 

Maurice·E. Peloubet 

June 6, 1955 

8 2529 
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June 17, 1955 
L. H. Thomas 1 Rear Admiral, SC, USN 
Staff Director 
Purchasing and Contracting Policies Division 
Department of Defense 
Washington 25 1 D. c. 

Dear Admiral Thomas: 

Your letter of April ll, 1955 to Mr. J. G. Ellis of our Washington 
·Office, together with the draft of the proposed revision to Part 2, Section 
:,xv of the ASPR, has been reviewed by the Controllers Committee of the Auto
·mobile Manufacturers Association. '!'he members of this comrni ttee have re-
I 
~uested ~hat I forward to you their comments which I shall endeavor to 
set forth herein. 
I 

\ The members of this committee . are impressed with the efforts of 
I. 

tn~ Depart~ent of Defense to amplify and improve upon the provisions of the 
p~sent Section XV and believe that the results, as exemplified by the 
prc;po.sed Part 2 revision, are to be commended. In certain areas, however, 
it i~ believed that the provisions are not acceptable to industry, while in 
o~hers, further amplification or clarification would be beneficial. The 
spec~fic comments are as follows: 

\ . 

\ ~ 

15-200 Scope~ Part 

, J Although the recently issued Department of Defense Instruct~on No. 
'4105 .• 11 specifically cancels permission to use these Cost Principles as a 
''vorking guide'' it is believed that, until such time as this paragraph 
clearly states that it is not applicable to fixed-price. contracts including 
those providing for price redetermination, there will be Procurement Agency 
and. Audit Agency personnel who will continue to use it as a guide in con
nection with such contracting. It is, therefor~, strongly recommended that 
this, ~agraph be expanded· to incorporate such a statement. 

15-201 Basic Principles and Standards 

It is believed that the factors affecting allowability of costs, 
as set forth under b. of this subparagraph, particularly items (1) and 
(iii), should be used as a guide by Contracting Officers but that Audit 
Agencies should not be allowed to pass judgment on.these types of dete~ 
t1~n, which limitation should be clearly stated in this subparagraph. 
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15-203.5 Base Period for Allocation of Indirect Expenses 

This· subparagraph was found to be vague and susceptible to varied 
interpretation. It is recommended that the language be made more specific 
to clearly set forth the intent of the item. 

15-204.1 Advertising 

· It is recommended that this subparagraph be deleted, in entirety, 
and that the principles of ASPR, Section 8-4o2 b.(l) be substituted in lieu . 
thereof. · 

15-204.3 Bidding Expense 

The last sentence should be revised to read "Bidding Expense will 
be ·accepted if found to be reasonable and equitable. " 

15-204.4 Cafeterias, Dining Rooms, and Other Food Services 

It is suggested that the words "when it is determined that the con
tractor is intending to operate such services at no loss or profit" at the 
end of the third sentence, and the entire last sentence, in this subparagraph 
be deleted, without substitution. Reasonable losses tram the operation of 
such services should be allowable 1 as are other employee 'morale 1 health and 
welfare costs under the provisions of subparagraph 15-20~.101 and should 
not be dependent upon the intention of the Contractor to ~rate the acti-
vity at either a profit or a loss. ·. 

15-204.5 Civil Defense 

It is suggested that the last sentence in this subparagla.ph, which 
disallows contributions to local civil defense funds or project~not on the 
Contractor's premises which are not specifically provided in the-·contract, 
be deleted, without substitution. Due to the changing situation lp civil 
defense, it is possible tbat a Contractor may be placed in a posit.:on of 
having to cooperate With local Governmental Authorities by contribu~ng 
substantially to some local civil defense proJect, tor the good of ~s 
community. Such an e:xpense should be an allowable item of cost in c~tract 
pricing even though it ~ not be specifically provided in the contra~. 

( 15-204.6 Compensation for Personal Services 
. . .\ 

This proposed revised subparagraph makes certain arbitrary and ~ 
reasonable changes to the c~nt version which provides for the allowan~ 
of compensation for personal services subject only to the test of reason~ 
ableness of total compensation for the services rendered. Specifically, 
the suggested changes in this proposed subparagraph are as follows: 

· Subparagraph c. provides that the cost of employee stock options ie 

--

not allowable as an item of cost. _ The cost of such options should be allCMeble 
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if total compensation is reasonable, since such payments are an accepted'"······~·-· . 
method of emplo,yee remuneration Just as much as other compensation plans. 
This medium is often utUized to acquire the services of an individual who 
may be essential to the performance of the Government contract. 

It is suggested that items d.(l) and d.(() be deleted, without sub
stitution. These sentences are unnecessary. 

The sentence under item d.(2) should be expanded to read ''Reasonable 
in amount when considered in light of total compensation." 

The sentence under item d.(3) should be revised to read "Incurred for 
current services actually rendered by employees." 

Item d.(5) of this subparagraph provides that bonuses to employees 
are allowable if they are, among other provisions, "allowable as an ordinary 
or necessary business e·xpense for tax purposes. " It is suggested that the 
words "when· paid or accrued'' be inserted after the word "allowable" in this 
sentence. In certain instances such bonuses are allowable for tax purposes 
in one year on an accrual basis although not actually paid until the succeed-

.ing year, which procedure is with Internal Revenue Service approval. 

The words "supplemental compensation" should be used in lieu of the 
words "profit sharing" as used in the heading .and throughout subparagraph e. 

The sentence under e. ( 1) should be changed· to read "As used herein, 
supplemental compensation is construed to be compensation paid orQbliSCtion in. 

curred under any plan (immediate or deferred - regardless of method of p~ent or 
participation) which is in any manner measured by, dependent upon, or con
tingent upon, earnings, sales, unit volume, or any other recognized method 
of performance evaluation." 

The words "and g. below" should be deleted from items e. ( 2) ( 1), 
e.(2)(ii) and f., since it is believed that the 15% limitation on the cost of 
immediately p~able profit sharing plans and stock. bonus plans is arbitrary 
and unreasonable. It could verY" well. be that the writers of the proposed 
revision were thinking about the limitation imposed by Section 4o4.(a)(3) of 
the Internal Revenue Code on contributions to deferred stock bonus and profit
shar.ing trusts. However 1 this limitation should not be applied to immediate 
distribution plans for which the test ·should be reasonableness in amount · 
when considered as part of total compensation. 

Item e.(2)(iii) .should.be deleted, in entirety, without substitution. 
It is arbitrar,y and discriminator,y and, if such a provision were to be per
mdtted, it could result in the Contractor withholding his best·talent ~ 
Government business. If the total compensation is reasonable and necessar.y 
to ~ttract and retain capable personnel the degree. to which a Contractor is 
engaged in Government work should not be a factor. 
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NATIONAL SECL~ITY INDUSTRIAL ASSOCIATION 

c 0 p y April 22, 1955 

Honorable W. J. McNeil 
Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, De Cc 

Dear Mr~ Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Security Industrial 
Association and otherso Although it appears that the original intent 
of the Department of Defense was to recognize full cost recovery of 
such emergency facilities ,through depreciation allowances as a cost · 
in contract pricing over the life of such emergency facilities, a num
ber of limitations have been placed upon this full cost recovery in. 
the emergency and post-emergency periods and. therefore the current 
policy is inequitable. Detail's of problems encountere,d are presented 
in the attached statemento 

To correct these inequities, it is recommended that, if a con
tractor elects not to use a determination of "true depreciation," a 
policy statement be ~ssued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a normal 
basis during the ·emergency period and the post-emergency period. 
With respect to a contractor electing to use a determination of "true 
depreciation," it is recommended that the Department of Defense Direc
tive 4105c34, Section 3, paragraph H, be modified to c~early indicate 
that a contractor will recover in the post-emergency period as an 
element of cost his original cost of the facility less true deprecia
tion actually recovered as a cost during the emergency periode 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Security Industrial Association,' 
prepared by our Accounting and Auditing Task Comrni tteeo After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of our Association for the pur
pose of discussing this problem in detail at the convenience. of your 
representatives a 
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, 
Hon. W. J. IvlcNeil cont 1 do April 22, 1955 

The attached statemerit was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Section· 
XV of ASPR,. It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein. 

iUl identical letter has also been addressed to the Honorable 
Thomas P., Pike, Assistant Secretary of Defense (Supply & Logistics). 

Inclosure 

Cordially, 

S/ 

ti. K, Richards .· 
Executive Director 

/ 



NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

NSIA 
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Noo 91-55 April 21, 1955 

To: All Members of the National Security Industrial Association 

Subject: Allowability of Management Incentive Bonuses for Contract 
Pricing Purposes. 

--------------------~--------------

Attached is a copy of a letter addressed to the Honorable 

Thomas Pu Pike,.Assistant Secretary of Defense (Supply & Logistics), 

which includes an industry statement regarding the allowability of 

management incentive bo~uses for contract pricing purposes.-

Copies of this letter and inclosure have been sent to the 

Honorable Fr. Ho Hj,.ggins, Assistant Secretary of the Army (I&RD), 

Honorable Raymond Ho Fogler., Assistant Secretary of the Navy, 

(Material) and Honorable Roger Lewis, Assistant Secretary of the 

Air Force (Haterial). 

Frank 1. Fuller 
Procurement Advisory Committee Executive 

1 Inclosure 
cc ltr to Hon. T. P. Pike w/ 

industry statement 

FLF/gf ' 

(see over) 

Thix BuUetin ilj designed to set forth aetivities of ANsociation committBeH dealing with military procurement proce
dures. Comments, criticiHms and Huggestions ezprellHed herein repreHent the view~ of committ~e members only. 
It remains for each membe,. to make itli own policy deciRiona and to tleal with the Military EHtahliRhment aH it sees fit. 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

April 21, 1955 

Honorable Thomas Pe Pike 
Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25, D. Ce 

Dear Ivlr. Secretary: 

Recently, an important development took place which was precipi
tated by the recent action of the Uo Se Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in all new contract negotiationsc Further action is also 
contemplated with respect to existing contracts. 

It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with·the redrafting of the cost principles under Section XV 
of ASPRe 

The use of generally accepted.accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported·by this Association for 
a long time. In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost principles 
under Section XV of the Armed Services Procurement Regulation, paragraph 
15-204(c) and paragraph 15~201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government · 
to share in the normal costs .of doing business from which the Govern
ment derives clear and demonstrable benefits. It is therefore recom
mended that, in the absence of a determination of unreasonableness in 
relation to the value of services performed, total compens~tion should 
be regarded as an allowable cost for Government contract pricing pur
poses. 



Hon. Thos. Po Pike cont 1d. April 21, 1955. 

For your consideration, there is inc+osed herewith a paper on 
this subject which outlines the position of the National Security 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate your arrang
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representativeso 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of.Cost Principles, Sec
tion XV of ASPR. It is believed that this principle is of sufficient 
imp.ortance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ~PR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans. 
has not yet been made. 

Specific comments on the draft of Section XV will be ~ubmitted 
at a later date. 

Inclosure 

Cordially, 

S/ 

J • K. R.ichards. 
Executive Director 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

ALLOWABILITY OF MANAGEMENT INCENTIVE BONUSES 

FOR CONTRACT PRICING PURPOSES 

A recent :important development has taken place concerning the disallowance 

of management incentive compensation as a Government contract cost far contract 

prlcL~g purposes which is unfair and inequitable and demands immediate corrective 

action.. This situation applies not only to cost-plus-fixed-fee type contracts 

but also to initial pricing and pri.ce redetermination under fixed price type 

contractso 

This problem has been-precipitated by the recent action of the U. So 

Air Force in instructing all procurement personnel to exclude consideration of 

management incentive compensation in all new contract negotiationso Further 

instructions are also contemplated with respect to existing contractso No Air 

Force directive on this subject has been made public but it is understood that it 

is under consideration in connection with the redrafting of the Cost Principles -

ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc

tions between rr~nagement incentive compensation plans limited to top executives and 

those extended to all or most of a companyvs employees, in practice such compensation 

paid to all employees above certain levels of management responsibility is being 

disalloweda This position amounts to a general condemnation of all types of 

lllcentive compensation plans for the personnel affected regardless of the merits 

of individual plans and completely abandons the tests of reasonableness and allo

cability previously followed in the application of generally accepted accounting 

principles and practiceso 
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Con£lict With Cost Principles 

This position is in direct conflict with the cost principles under 

Section XV of the Armed Services Procurement Regulation, paragraph 15-204(c) 

which provides the following: 

"Subject to the requirements of paragraph 15-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs ·are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation of corporate officers, executives and 

department headso (The term 1 compensation' .includes all 

amounts paid or set aside, such as pension and retirement 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries3 royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

·compensation of an individual may be questioned and the 

amount allowed may be limited; and in connection therewith, 

• consideration will be given to the relation of the total 

compensation to the services renderedo)n 

Paragraph 15-201 also provides that 

"The tests used in determining the allowability of cost also 
.. 

include (i) reasonableness, (ii) application of generally 

accepted accounting principles and practices and (iii) any 

limitations as to types or amounts of cost items set forth 
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in this part 2 of Section XV or otherwise included 

in the contract~ Failure to. mention any items of cost 

in this part is not intended to imply that it is either· 

allowable or not allowableo" 

Variar£e From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 

ge.nerally accepted accounting principles and practices which have always regarded 

any form of compensation for personal services rendered by employees, including 

incentive bonuses, as an ordinary and necessary cost of doing businesso This 

principle has also been consistently applied in the requirem~nts· of the Internal 

Revenue Code~ subject to the tests of reasonableness which have been well estab

lished under regulations and court decisionso 

The argmnent frequently presented by.the Services for not allowing bonuses 

i.s that they are based upon or contingent upon profits or constitute a distribution 

of profito Actually, from the standpoint of a cost of doing bus.iness, this method 

of compensation is no different in principle from any other type of incentive payment 

or provision for a fringe benefit~ Moreover, it should be recognized that the adop

tion of a.management incentive bonus ·plan establishes a moral if not a legal 

obligation between the contractor and his employer and hence establishes a cost 

which must be incurred before profits are determinede As a practical matter, the 

obligation for payment having been established, the basis of profits is usually 

one of li~iting the total amount of such compensation that can be paido 

It is immaterial whether such cost is determined before profits or after 

prof1ts, providing the cost is reasonable in amount and is in accord with the 

accepted concept of a cost of doing business~ The principal factor to be considered 
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is one of whether it is an ordinary and necessary business expense which other 

contractors may provide for by a different methodo 

If situations exist where certain executives are· recipients of unreasonable 

bonuses, existing cost.principles are adequate for dealing with such situationso 

A determination of the reasonableness of an executive's total compensation should be 

made on the basis of the value of such services to the contractor rather than on 

the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the part of 

industry in recent years to adopt manifold compensation plans emphasizing incentive 

features and providing for supplemental payments in addition to basic salaries. 

The adoption of such plans has been dictated frequently by variations in vol~, 

complexity and efficiency of the contractoro If it were not for 5UCh forms of 

compensation it would be necessary to. readjust salaries from time to time, either 

upwards or downwards to· reflect broad changes in quality of performance and results 

obtainedo 

Invariably such compensation programs have stimulated efficiency in meeting 

production schedules, have maintained high standards of quality and have kept costs 

within budgets, all of which have been of direct benefit to the Governmento 

Conclusion 

In conclusion, we believe that the current action of disallowing management 

incentive compensation represents an unjustified disinclination on the part of the 

Govern·ment to share in the normal costs of doing business from which the Gove~nment 

derives clear and demonstrable benefitsa This cost is a normal and ~egular charge 

of doing business and it contributes to the productive ability of any business 

enterprise just as certainly as those costs which can be directly allocated to a 
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particular contracte To the extent that the Government shares in the benefits 
\ 

which derive from a.firmws productive capacity and efficiency, these benefits are 

no less real because they are indirecto 

It is believed that this recent action now introduces the judgment of 

Government personnel in the place of the judgment of the directors of industrial 

concerns in the matter of determining the method of compensation for key employeeso 

It fails to recognize the compensation levels necessary to pay for services per-

formed as well as to protect and hold compete~t management personnel under prevail-

ing rnar·ket condi tionso 

In the absence of a determination. of unreasonableness in relation to the 

value of the services performed, total compensation should be an allowable cost 
, .. 

for Government contract purposes based upon the contractorws normal method of 

computation... Reasonableness should govern and any departure from this can only 

result in arbitrary and inequitable rules for determining allowable costso 

The burden of pro.of of unreasonableness in any individual instance should 

be on the Government and its representatives should show a realistic basis for 

setting aside any portion as unreasonable in amounto The subject of unreasonable 

compensation shoul_d be a matter for negotiation and related discussions should be 

held with contracting officers involvedo 

The contrac~ cost principles,-Section XV of the Armed S~vices Procurement 

Regulation~ have been undergoing complete revision in the Department of Defense for 

some timeo The question of allowability of management incentive compensation 

together with contributions to profit sharing plans has been among those under con-

siderationo It is understood that these proposed revisions will ultimately be 

coordi!".lated with industry before their release o The recent action of the A_ir Force 
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appears to be unilateral in nature and is therefore unfair and inequitable. 

It is recommended that the points indicated herein be given consideration 

in connection with the proposed revision of the Cost Principles. 

March 24J 1955 

NSIA 4/21/55 
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NATIONAL SECURITY INDUSTRIAL.ASSOCIATION 

DEPRECIATION ON EMERGENCY FACILITIES 

COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRICING PURPOSES 

Introduction 

The subject of depreciation on emergen~y facilities covered by Necessity 
Certificates. for contract pricing purposes continues to be a pressing problem to 
industry.. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical. and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man hours of work both of the audit groups and 
the accounting departments of contractors without any real benefit to the Government. 

The acquisition costs of facilities required for the expanded emergency 
program ·must be recovered by contractors in the prices charged for the products soldo 
However, the procurement policy now followed by the Department of Defense with respect 
to the allowability ·of a proper charge for depreciation, wea!' and tear and obsoles
cenceof such facilities does not fully recognize this principle and therefore is in
equitable.. It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactionso This is explained in further det~il belowo 

Original Policy Intended Full Cost Recovery 

In January 1951 the Munitions Board recognized the policy of fUll cost re
covery when it issued the following: 

"The Board approves the policy with respect to original pricing 
and price redetermination under fixed price contracts, as well 
as the allowance of cost under cost type cont~acts, that facilities 
for WP~ch Certificates of Necessity have been granted shall be 
depreciated.on the basis of spreading the cost of such facilities 
as if no. Certificates of Necessity had been grantedo" 

This policy was subsequently withdraw~o The principle was adhered.to, how
ever, when the Department of Defense in April 1951 took a more equitable position in 
testifying before the House Conuni ttee on Expenditures in the Executive .Departments. 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities~ their memorandum recommended that 

"Amortization /Of these emergency facilities? should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certificationo" 

The memorandum also stated that 

"The real incentive provided by the amortization program is the 
recovery by contractors, through prices of their products, of the 
full amount covered by Certificates of Necessity.,tt 



This position was endorsed by the majority of the House Corrunittee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100% of the cost of such facilitieso ' 

The desirabil.ity of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195la After considerable study~ the Director of 
Defense Mobilization issued DMO Noo 11 on August 14_, 1951~ which stated in the dir
ective that 

HFor purposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed only to the extent that 
the percentage certified is based on an estimate of post five-year 
period use.fulnesso" 

At this point industry believed a procurement policy would be promptly 
established whicp would alleviate the uncertai.'1ty which ex'!.sted with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract
orso Although DMO No~ 11 fell considerably short of recognizing accelerated amort
ization as a cost on the basis of the amounts certified, it did clearly establish an 
intent to allow as a cost in negotiated contract pricing more than normal deprecia
tion where the emergency period occasioned additional depreciation or obsolescence. 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognizedo 

Limitations Placed Upqn Cost Recover:y 

The implementing directives. of the Department of Defense and the ~ervices., 
however .• have placed limitations on the full allowance of "true depreciationl1 which 
have been appropriate neither to the spirit and intent of DMO Noo 11_, nor t~ the 
necessities of admL'1istrationo Pai"agraph II-B of .OOD Directive ul05o34 has the 
following liinitations with respect to the recovery of retroactive true depreciation 
applicable to the emergency period~ 

"These principles and procedures shall be applicable to all 
negotiate~ contracts placed after the effective date hereof 
/December 10~ 19527 and to all existing negotiated contracts 
Tincluding letters of intent) at that date where firm prices 
have not fully been finally determL~ed or redetermined and to 
all existing cost-reimbursement type contracts not completed at. 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par-
ticular periods.·" · 

W'ith respect to depreciation applicable to emergency facilities in contract 
pr~c~ng in the pest-emergency period, industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the entire balance of the cost of the facility not recovered through "true de
preciationtt allowances during the energency ·period, and that contractors would be per
mitted to spread that balance over the remainiAg life of the facility~ Paragraph III-H 
of DOD 4105o34, however, provides as follows: · 
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Contract pricing for the post-emergency pe.riod will be based 
upon allowing as a cost, depreciation on emergency facilities!' 
computed by allocating the undepreciated cost of such facil
ities at the end of the emergency period (cost less true de
preciation for that period) over the estimated remaining life 
of the facilitieso" 

Here~ the· military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre
ciated balance to be spread over such· period is determined by using cost less. "true 
depreciation" for the emergency period, even though retroactive por.tions of such 
"true depreciation" may not have been fully recovered9 

Other Difficulties Encountered 

Difficulties have also been encountered by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticulous. determination of "true depreciation It rather than to rely on reas.Gnable 
judgment as prescribed by paragraph III-G of OOD 4105o 34o . 

11 o • " The procedures for determining such allowances must be 
-such as will expedite determination; this requires avoidance o! 
an impossible perfectionism., 0 n ~· 

The tedious procedures which have been developed have also placed q.dditiqnal impedi
ments on the contrac-r;ing process with the result that the process is qarrying more 
burden than is appropriate to efficient procuremento 

The problem of cost recovery to contractors has been further aggrav~ted by 
extensive delays experienced by contractors in receiving true depreciation.determin
ationso Some contractors advise that they are still awaiting approval of a-pplications 
for determinations of true depreciation~ This lag in their issuance has.seriously 
affected the recovery of retroactive portions of "true depreciation" by contractors 
which in many i.."lstances are. substantial in amounto 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowanceso However, the Depart
ment of Defense Directive and the Procurement Regulations fail to define adequately 
that full cost recovery of emergency facilities through normal depreciation will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of De·fense and the. 
Nilitary Services have indicated that.,· if "true depreciation" is not .claimed, the 
contractor would be allowed a normal charge for depreciation as an :element of cost 
for contract pricing purposes over the entire life of the facilitie.s until they have 
been fully depreciated at norw.al rates., contractors have no assurance that this 
policy would be followedQ 



-h-

Recommendations 

It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use. a determination of true depreciation for the emergency period 
for contract pricing purposes and that, under such circumstances, if true depreciation 
is not claimed, the contractor would be allowed. to allocate depreciation on emergency 
facilities on a normal basis during the emergency period and the post emergency 
periods 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive #4105534 of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the po~t-emergency period as an element of contract 
cost his. original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency periode This change is necessary to assure the 
contractor of the recovery of the total cost of emergency facilities, and;particularly 
that portion of "true depreciation" which may not have been recovered dur:ln:g the 
emergency periodo 

To accomplish this end it is recommended that Section III Paro H of 
Department of Defense Directive #4105o34 be amended to read as follows: 

11 Ho Contract pricing for the post-emergency period will be 
based upon allowing as a cost, depreciation· on emergency facil
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilitiese" 

March 24, 1955 

NSIA.4/21/55 



L. B. Thomas, Rear Admire.}., sc, USN -4- June ·17, 1955 

Subparagraph g. should be deleted without substitution. No limitation 
should be placed upon the employer contribution; under supplemental compensa
tion plans of any percentage of the total basic compensation paid or accrued to 
such employees in the year under consideration. There are already sufficient 
restraints in the area of reasonable costs. In cer.tain instances, the salary 
or wage paid is nominal in relation to the.supplemental compensation plan and 
without such plan the Cbntractor may not be able to attract and retain person
nel necessary for both Government and non-Government business. 

15-204.9 Depreciation 

The second sentence under e. should be deleted 1n entirety and the fol· 
lowing substituted therefor:· "After the expiration of the emergency period for 
the facilities concerned where a determination of "true depreciation" has been 
made, the remaining unrecovered (durlng the emergency and/or post-emergency 
period) portion of the cost of such facility will. be depreciated over its re
maining useful life and will be recognized as an allowable cost." In those 
instances where the facilities are used in the performance of defense contracts 

·in the post-emergency period the contractor should be permitted to recover in 
the post-emergency period as an element of contract cost his original cost or 
the applicable portion thereof of the facility less ''true depreciation" actually 
. recovered during the emergency period. . 

15-204.10 Employee MOrale, Health and Welfare 

It is recommended that the second . sentence be reworded as follows: 
"Ex&mples of these activities are house publications, recreation programsi 
health or first-aid clinics; and employee counselling services." 

15-204.12 Excess Facilities 

The words in this subparagraph should be deleted, in entirety, ~ 
the :following substituted therefor: "Unless otherwise provided for i,n ·the 
contract; these costs are unaJ.lowable." 

15-204.14 Fringe Benefits 

The words "supplemental compensation" are suggested in lieu of ·''profit 
sharing" under a~ 

The .words "that constitutes; in effect1 an implicit agreement on the 
Contractor 1 s. part" should be deleted from the end of the sentence under ·b. 

15-204.15· Initial Production Costs 

Tb the extent that the provisions· of Paragraph 8-4o2 of Section VIII 
(b.(l3) and b. (24)) are applicable; such provisions should be inserted in 
this subparagraph in lieu of the presently proposed language. This change 
is desirable not only in. the interest of .consistency but to provide for pre
production costs which are not mentioned in this subparagraph; as proposed. 
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15-204.17 Interest and Other Financial Expenses 

Under the prdvision of this subparagraph, interest on borrowings is 
not an allowable item of cost for contract pricing. This is contrary to 
b.(l4) of Paragraph 8-4o2 of Section VIII which provides for "Interest on 
borrowings" with respect to costs to .be considered in the settlement of 
termination claims. 

Industry has, for Jl18.IlY years, taken the stand that interest and 
other financial expenses are good costs and should be allowable in contract 
pricing. · It is still believed that such costs should be allowable., 

I 

15-204.20 Maintenance and Repairs /. 

The last sente~ce under a. should_be deleted, in entiretY.• 
Subparagraph b. should be deleted; since 1 

tnis subparagraph forces the Contractor to anticipate wnat future 
abnormal conditions he may encounter, at the time be enters into a contract. 
Furth~rmore, it requires him to convince the contracting officer that an 
abno~ c9ndi tion will exist in the future. This could be the source of 
considerable misunderstanding and argument since opinion plays an important 
role in maintenance and repair items.· 

"'!.., 
i 
\ 

15-~4.27 Pension and Retirement Plans · 

The third sentence of b. should be reworded to read "In cases where 
the Internai Revenue Service withdraws approval of a plan, amounts allo
cated to contract costs subsequent to withdrawal of the· approval will be-
come unallowable • '' / I , 

15-2o4.30 Professional Services - Legal, Accounting, Engineering 
I : and Other 

I 
c 

The~cost of successful defense of anti-trust suits, and the successful 
prosecuti'on of claims against the Government should be· allowable under the · 
provisions of' c. 

15-204.31 Profits and Losses on Disposition of Plant, Equipment; or 
Other Capital Assets 

T1le provisions of this subparagraph ~e contrary to b.(l6) of Para
graph 8-4o2 of Section VIII which allows the recovery of such items. It 
is suggested that the applicable prOvisions· of' Se~on VIII be substituted 
for the presently proposed language. 

i 
15-204.32 Reconversion Expenses 

, We can· see no reason for disallowing any reconversion expenses as 
defined in this paragraph. 

I 
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15-204.34 Rentals of Plant and Eiuipment 

The restriction on amounts of allowable rent for facilities covered 
by sale and lease-back agreements .is~ not equitable. Many Contractors . 
would be unable to finance the facilities required and even if they could 
borroW the necessary funds interest on the loan would not be allowed as 
a cost. In order to guard against abuses, the allowable rental on 
facilities covered by sale and lease-back. agreements could be restricted 
to normal, competitive rentals for similar properties. 

15-204.35 Research and Development 

Under b.(l) (iii), general research is an allowable cost if, among 
other conditions, "the contractor agrees to divulge to the Government the 
results of such independent general research". This condition is un
acceptable and should be deleted in its entirety, without substitution. 
This condition could require the disclosure of information of the type 
which the contractor desires to protect from use by competitors in in
dustry.and which he would so protect in the course of his regular-business 
as one of his most valuable assets. 

Item · b.(l)(iv) ·.should be...deleted1 without .-substitution~ 

With respect to "related research'', as set forth under b. (2) of 
this subparagraph, the restriction that, to be allowable, such costs must 
be related to the contract or product line could impose a hardship upon 
a large Contractor whose research activities encompass both "general" and 
"related" research in a common department or division• · In such cases, it 
would be impracticable to segregate the "related 11 costs from the total 
costs. Therefore, it is recommended that related research costs be 
allowable. 

Subparagraph c. should be deleted, without substitution. 

15-204.38 Severance Pay 

The second paragraph should be reworded to read "The cost of sever
anc~ pay is allowable if it is paid as the result of ( l; J.egeJ. re~e

~ntsj (ii) employer-employee agreements, (iii) established policy of the 
Contractor 1 or ( i v) the circumstances of the particular employment." 

The second sentence of subparagraph b. should be reworded with 
certain parts deleted. It should read "The amount allowable shall be 
determined by assigning the total cost of actual mass severance payments 
to the applicable contracts existing at time of severance." 

15-204.39 Special Tooling 

The last sentence of this su.bparagre.ph .should be deleted. It is not 
within the purpose of Section XY to establish the contre.ctor's liability 
with respect to Gove~ent property • 

. The opportunity to present our views. on this proposed revision 
and to make.recommen~tions to your office is sincerely appreciated. 

Very truly yours 1 

William J. Cronin 
Managing Director 



AIRCRAFT INDUSTRIES ASSOCIATION 
OF AMERICA. I.NCORPORATED 

610 SHOREHAM BUILDING, WASHINGTON 5, D. C., DISTRICT 7·2315 

July 51 1955. 

Honorable Thomas PQ Pikei 
Assistant Secretary of Defense, 
Supply and Logistics, 
The Pentagon, 
Washington 25, DG c~ 

Dear Mr. Pike:. 

The·Aircraft Industries Association appreciates the 
opportunity to present it.s vi"ews to the Department of Defense with 
respect to the proposed provisions of Part 2 of Section XV of the 
Armed SeT\·ices Procurement Regulation, a draft of which was forwarded 
to this Associatfon for review and comment with a letter dated 
April 11 1 1955 1 from Rear Admiral L. H. Thomas of your office, and 
which was supplemented by_his further letters of April 12; 19551 and 
May 25, 1955. 

The proposed revision of this portion of Section lY of 
the Armed Services Procu.rement Regulation has received the careful 
attention and study of the principal financial, accounting, and legal 
officers of the member companier. of this Association. A deta.i.led 
line-by-line a.."'lalysis of the propooed revi-sion has heretofore been 
submitted to your cffice 1 pursuant to the inotructions which were 
set forth in the lettero from Rear Admiral Thomas to which reference 
has already been made!. 

At the request of the Doo.rd of Governors of this Association, 
1 would like especially to brinG to your attention certain aspects of 
the proposed revi~:i.on of Part 2 of ASPR Section_YN which are considered 
tc be of vital importance, not only to the aircraft manufacturing 
industry, but also to the (ioverruucnt 1 particularly the Mili ta.ry Services. 
These are briefly di8cuosed in the rcm.aininG portion of this letter. 

Methc5 of Determining the .. 9llowabilitv of Cot;;t~. 

The aircraft manufu~turing indu_stry is largely in business 
tc serve the Government. As n rcnult, over the years, many of the 
standards followed in'this indu8try have been patterned, in many cases, 
afte1 .. the Government rules and regulations, of which contract a.dmini- · 
strati on and cost accountinr, are leading example~. Government standards 
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of contract administration and accounting, in the fields governed 
b.y the provisions of the existing ASPR Section ~, have developed 
slowly, as a result of the efforts of countless lawyers, accountants, 
procurement officials, and contra.ating officers representing both 
·industry and the Government~ The proce$s of negotiation, pooling of 
experience, give-and-take of ideas, an~ the resulting gradual 
resolution of problems in this complex field has been a process of 
slow<evolutiono Moreover, such cost accounting and legal. principles 
which govern the defense industry tod~ reflect not only the patient 
efforts of the- ~litary Services and the defense industry,· working 

· together over a period of IllB.l'zy' years 1 but are also based on . general · 
legal and accounting.principles which are fundamental to all commercial 
relationships. 

Though far from.perfeo~, and, thus, certain~ capable.or: 
being considerablY improved, the. provisions of ASPR Section XV, as 
they exist today, contain contract cost principles which ·are · 
comparatively simple and not administratively unwieldy. With the 
exception of a few specific items, which li~ in the area in which 

.. :.:1'. : : ... 

I',', 

!. improvement is needed, the existing cost principles have become 
generally accepted by the legal and accounting professions 1 when· .such ·• . · 

' principles are limited to the purpose for which they were designed. · ·· · · 
Such cost principles, having been the product of long development 
through e:h.'J'erience, are. th.erefore, familiar to the numerous Government ... ·· 
officials who administer them, and to the lawyers, acoountants 1 and · ..... :.· . 
other busin~ssmen in industry whose affairs are governed by them. The . :. ·:. i. 

basic principle is, of course, the rule o.f reasonablenesse Such 
principle is also basic with respect to all laws and regulations which ·. · 
govern industry in related fields, including taxation and renegotiation. · ··.· · 
As to what constitutes 11rea.sonableness", lengthy regulations and printed 
interpretations, many of which are themselves the product of long· 
e.xperience, are widely understood and accepted. Becaus~ the present .. \ :.: .. 
provisions of ASPR Section -m are a statement of principles, rather ·· 
than a rule in itself, such provisions are considered adequate to 
protect the Government against-unreasonable costso 

In contrast with the manner in which the present ASPR SeQtion 
13 ·ror the moat part confin.es itself to stat~g principles governing 
cost allowability, the draft of the proposed revision thereof sets · 
rorth detailed instructions and arithmetical formulae to contracting 
officers· and auditors and indirectly to aJ.t companies engaged in defense 
work. These detailed instructions and formulae thus become the rules 
themselves, inflexible and unchanging and not subject to the exercise ot · 
judgment. A rule is by definition something. wh:toh governs exactly', That 
is what the proposed. revision of ASPR Section iW purports to do.· It. leavea .. 
no latitude,· no room for discretion. It pr~vides, for example, that,it· 
over 25% of a company's business is with the Military Services, certain 
coste are not allowable; but if only 24% of its'competitorls business is 
with the M1litar,y Services, ·the competitor does.not suffer.from the 
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application of this rule. Further, if a company's business with 
the Hl.lita:ry Services should be less than 25% of its total business, 
it can remain unaffected by the .rule by refusing another contract 
which it might be uriiquely competent to fulfill. Thus, a conpany 
is given an incentive to :refraln from having more than 25% of its 
efforts devoted to the defense of the nation. In such a circwnstance, · · 
or f~r other reasons~ it should be decided th~t 25% was not a proper 
line of demarcation~ it would then be necessary to d~termine ·a different , 
ruleo If the 25% rule is bad, would 20% be.better? If experience 
should prove, as it is believed it certainly would, that no ·such 
percentage figure can be fixed with.certainty, and that there can 
be no satisf~ctory substitute for judgment, the Departm~nt of Defense . . 
would be required to return to the.existing standard of "reasonableness"• 

Qhgnges ~n Accounting Meth9ds and Procedure~a 

· It has-long been fundamental that a business concern should 
not be required to change_.·.its e:xisting acc_ounting methods and set up 
special procedures.under Gove~Jment contracts when the existing 

,procedures ·or:s~ch concern conform to generally accepted accounting 
practices and principles·lil . In a desire to obtain 1~uniformi ty" i many of 

· the provisions contained ·in the :draft of the proposed revision of Part 2 · 
of ASPR Section XV would require .drastic changes in the accounting . 
methods· and .procedures of defense contractors~ This desire for 
uniformity is tinderstandable,.as an objective, from the Government's 
standpoint~ Complete uniformity of this type i however~ is sinply not 
practically obtainable.·· 18Consistency1v of accounting methods, as . ; 
contrasted with U.."liformi ty 1 :is practicable. Consistency already exists • 
Virtually every accounting s.ystem worthy of the name.is based upon 
accounting principles which are uniformly understood ··and which enable 
qualified accotintants» lawyersi and businessmen to underst)nd aqy given 
set of accounts and the information obtainable therefrom arid to make 
comparisons and arrive at identical conclu.sions. As noted above,. this 
is precise.ly why the reliance upon the widely understood accol.Ulting ' 
principles contained in the existing ASPR Section ~ are so u~efUl. 
Detailed differences in accounting practices are, however, inevitable 
among companies, simply because the companies themselves are not identical '· 
in their organization, products, or ways of doing businesse 

. · · The proposed ·new version of ASPR S .;c1lon 1N supplements these 
generally accepted accounting standards and ]Procedures which have been 
used for.many years and would require the con~encement and completion of 
a long period of learning and establishing new methods based upon new 
rules. The proposed revision of ASPR Section XV would require radical 
revisions in existing acceptable accounting and contract administration 
methods·of·countless.companies throughout the countr.y~ either to cope 
~th the regulation where it does apply .or to prove· that it does not 
apply. Such a reshuffling ·or existing accounting apd administration 
methods would be costly and burdensome~ To require industry to make so 
basic a departure from prevailing industrial practice would not only be 
cost~ but would also work hardship upon small business. -

. ' 
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The new accmmting and cost. standards and procedures which 
would be required by '-the proposed revision of ASPR Section iJl would 
not be applicable for tax) renegotiation~ and other purposes. The 
b'u.rden inherent in having to calculate cost allowa.bility on one 
basis to satisfy the Department of Defense and on a. co~lete~ 

·different basis for all other purposes which are of concern to a 
defense contractor would constitute a complication to the defense 
effort which is considered unwarranted and unwiseo 

Some companies engaged in defense work are still able to 
rem&in almost entirely on a !'ixed-price basis o These companies and 
ill other companies in this industry as wellp ~!i.th respe~t to suclt 
of their business as is fixed-price, hope that the advice contained 
in the letter of April ll~ 1955~ from Rear Admiral Thomas» to which 
reference has heretofore been made, ~ill continue to be the policy and 
p~actice of the Department of Defsnse and the Militar,y Services. Suoh 
advice is that contracting officers have been directed not·to use the 
provisions of the existing ASP.R Section~ nor any proposed revision· 
thereof) as a working guide under fixed-price types of contracts. 
Evar:;: though fixed.-price type contr.acts should contlnue to be unaffected 

·by ar~hing contained in ASPR Section XV, it should be·noted, however, 
that the increased tecru~cal complexity of aircraft and·their components 
is tending to rrake the use of some form of cost-reimbursement type 
contract mandatory for all companies during initial design and testing 
phases for new items~ Even the satisfaction which those companies 
who are still virtually wholly or almost entire~ on a fixed-price 
basis now have in the non-applicability of ASPR Section XV to their 
business may thus be largely denied to them~ 

IncentiYe CQIIJPensat1on as a Casto 

A provision in the proposed revision of ASPR Section XV,· 
which is of major concern to this industry is the paragraph entitled . 
"Conpensation for Personal Services". The definition of .11pro.fit-shar1ng" 
contained in that paragraph includes any method of compensation·which 

'·. 

uris in .any manner. measured by,· dependent upon, or contingent upon prot1 t• • 
The two principal types of con:pensation which would fa;ll under thi~ 
restriction are: 

(a) Any form of compensation, measured b,y 
profits, which is paiu currentlye In this class 
would fall bonuses, production or· other work 
incentives, safety awards, and management incentives, 
including stock option plans; and I 

(b) Any form of compensation, measured by 
profit, the payment· of which is deferrede Into 
this· class would fall pension and retirement 
plans designed to provide retirement, disability, 

" and termination ·benefits to. employees, as well as 
any other bonuses or incentive compensation, the 
p~ment of which is deferredfor. any period. 
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The proposed revision of ASPR Section laY would disallow 
75% of any such current or d€~erred COD;Jensation, if 11ore than 25% 
of the contractor 1 s b:.udness consists of Government work. As 
originally received by this Association, the draft of the proposed 
revision of A3PH Section 1\.V provided for disallowing entirely the 
cost of such incentive compensation if more than 25% of such 

·business was with the Government. Since then, the arithmetic has 
b~en changed. Please be assured that this change does not affect 
the industry! s position '.fi th respect to this matter• Such change in 
policy merely adds an' arbitrary distinction to an already existing one. 
It does, however, ·demonstrate the point already made, i.e., that 
reliance as a matter of method upon a precise and inflexible formula 
inevitably begets equally and necessarily inflexible· amenrunents onoe 
the need for adjustment is recognized and the process of amendment 
begins. Of this very first amendment, it mBY be asked: If 25% of a 
defense contractor's profit-sharing cost is now to be·considered 
desirable or allowable· as a matter of principal, what reasoning. 
requires the unallowability of the remaining 75%? 

Compensation paid to employees, ·whether measured by the 
number of hot.rs worked, the nulnber of pieces produced, or the amount 
of profits, if any, earned by.the company, is a cost of doing business. 
To disallow a.s a: cost any compensation, in whole or in part, which is 
measured by profits would deny to the management of defense· contractors 
what has proven to be· one of. the most effective methods of achieving 
increased efficiency. The purpose and effect of these incentive 
compensation plans, often referred to as profit-sharing plans, are 
to lower .costs or. improve products, or both. 

Incentive· compensation plans have in one form or another been 
in use for centuries. Probably one of the first plans which was used 
in this country was in a glass factory owned ·and operated by Albert 
Gallatin, Secretary. of the Treasury under Pr.esident Jefferson. Many· 
and various methods have been sought, down the years, to instill in 
employees a feeling of ideptity of interest with their emplqyer. All 
of these have been based in part upon the recognition that some means 
must be found to directly link, to a greater extent, the employee's 
interest with the fortunes of his company. 

As recently as 1939, a Subcomrr.dttee of the Senate· Finance 
Committee, after extended hearings on the subject, issued a monumental 
report on this method or technique.of paying compensation to emplqyees. 
This Subcommittee, lmo\m as the Vandenburg-Harring Subcommittee, headed 
by the late Senator Vandenburg of Michigan, found that so-called 
profit-sharing arrangements had made tremendous contributions to the 
success of those enterprises which had adopted them. As this Subco~ttee 
viewed 1 t, well-devised plans of this type had contributed importantly, 
not only to the elimination o£ strikes and other types of industrial 
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strife and the creation of a stable, contented labor force, but 
mre especially· to increased efficiency and productivity of employees 
andi therefore, to an actual overall decrease in.the cost of operations. 
lhis Subcowmttee reported that there were then in eXistence over 700 
such plans~ Today, it is estimated that there are over 12,000 such 
plans, covering several Illillions of e~loyees. Incentive conpensation 
plans have thus been established by thousands of companies in good 
faith and in reliance upon Government laws and regulations and ~hat 
appeared to be enlightened business and public policye For the -
Department of Defense now to disallow <J.l, or a major portion of the 
payments made under such plans~ which w jre previously ·allowed as proper 
costs, would be UT!fair to such companies and to the millions of their 
employees who have relied upon them. 

Incentive compensation plans or the so-called profit-sharing 
plans 1 whether they be current or deferred plan~, in yirtually all 
cases apply in a non-discriminatory manner to a natural and often to 
a ver.1 large class ~f employees. Once in operation, such plans depend 

, for their effectiveness upon being known by employees as an obligation 
of their company. They cqnfer benefits in accordance with standards the· 

· fairness of which must be evident to the eiJ.illoyees, or the very purposes 
for. ·Which they were established a.re defeated. Once in effect they 
cannot be "turned, off 11 ·except after substituting some fixed cost of 
compensation, the avoidance of which may well have been one of the ver,y 
reasons for their establishment in the first place. 

With respect to such plans as are on a deferred basis, the 
majority thereof are designed to provide retirement, disability, and 
termination :benefits to employees~~~ The payment of such .benefits are 
·just as much a cost of doing business as other p~ents of compensation 
for personal services. In today o o industrial ·society, there can be 
little question that deferred benefit plans are here to.stay. They have 
been sponsored by the Government in. the form of old age, social security, 
and unemployment legislation, largely out of recognition that industr,y 
bas not, as yet 1 developed al.l of the techniques to handle this burden. 
Company contributions to a deferred type profit-sharing plan are . 
deductible for tax purposes only if the plan itsel! has been approved 
in advance by the Internal Revenue Service. The standards and procedures 
established by the Internal Revenue Service constitute an impressive boqy 
of law which assures adequate protection to the GovernmentRs interest for 
cost control purposes$ as well as for tax purposes and still preserve to · 
industry and its employees~ who are beneficiaries of these plans, the 
innumerable advantages which the proposed revision of ASPR Section XV 
would deny o · 

All industry and all departments of Government concerned with 
the allowability of compensation ae a cost have operated for many years 
on the standard of Ureasonableness 11 o The main test has been whether or 
not total compensation paid to an employee is reasonable, regardless of 
the method or mechanics of payment~ Thus~ compensation has naturally 
been paid in many forrns 1 depending upon the prevailing circumstancesa 

I , 
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Some companies, cspccially.those in more stable lines, have relied to 
a large extent upon fixed-rate compensation methods. Others have, met 
competition for labor and managerial talent with bonuses, production 
incentives, stock option plans, and many other flexible compensation 
arrangements. This has been an especially sound practice where 
business volume has been subject to wide fluctuations., as is the case 
with respect to those concerns engaged primarily in defense work. This 
has also been true of the methods used in meeting demands for retirement 
benefits. Some companies have used fixed-cost benefit plans; otherehave 
relied upon a variety of profit-sharing formulae to build up retirement 
funds. In rmy· event, companies in the defense industry must meet the 
market price in terms of total compensation, if they are to be able to 
attract and retain the technical and managerial talent needed. If 
it cannot be done through the mechanics of flexible arrangements, 
another basis will have to be substituted. The proposed revision of 
ASPR Section AV would not, therefore, reduce in any way the cost of 
defense products~ We believe that it would~ however, reduce the ability 
of this indust~ to manage efficiently andi thuo, in the long run1 would 
increase the cost of aircraft and their components• 

General Re§earch EAQense. 

In the proposed revision of ASPR Section XV, provision is 
made for the allowance of general research expense under certain 
conditionsg The first of these conditions is that such expense must be 
"reasonable gr and equi taply allocable to all production work of the 
contractor. Though not purporting to be a definition of "reasonableness", 
the proposed ·revision nevertheless requires the application of the 
arithmetical formula. to which reference elsewhere herein has been made,. 
in order.to determine whether or not such eh~ense will be allowable. 
The application of such formula 9 with respect to general research carried 
o~ within this industry, would result in the disallowance of all such 
e:xpense" 

The d~aft of such proposed revision provides that, as the 
general rule, such expense shail not be allo\..ro.ble if more than 25% of the .. 
contractoris business is with the Government~ If the costs incurred for · 
general research are reasonable, they should be allowed regardless of the 
percentage of' Government busin8as the contractor is performing. To restrict 
the allowability of the allocable portion of "reasonable" general research 
e:r.pense on th: basis of the percentage of the Government business the 
contractor 1s performing. is considered to be unreasonable and unduly 
penalizes compani~s which devote substantially all of their production 
capabilities~ or·the major portion thereof, to the national defense 
program. If the increasing demands of the Mill tary Services for new 
weapons are to be rnet 1 general research efforts should be increased and 
the engaging therein should be encouragedp not discouragedo Thus, sny 
discrimination. in connection with the allowability of costs of this type 
of research should be in favor of~ not against, those engaged in the 
development of instruments of defense which· are essential for national 
survivalr~~ 



. ! • ' July l.;, 1 Cj 55 • 

For !lppro:r:ir:-JC.tely five years, the· Depe.rtmc·nt of Defense 
lwc had undE:r consideration and a.ctive preparation its draft of 

: thi:J propoced revision of Part 2 of Sect~on ~\V of the .Armed Services 
Procl,lrcment Regulation. A. ver; short period was af'forcled .this· 
industry to review and sutmit its corrunents with respect to such 
drElft. In vievl of the fa.ct that its contents are of vital in-portance 
to the aircraft manufacturing il?-duotry, it·· is hoped that the Department 
of Defense ~ill give this industry an opportunity to discuss the various 
provisions which have been proposed as substitutes for those now containecl . 
in ASPR ·Section Y9. Accordingly» it is requested that: ample opportunity · 
be afforded to·this industry to discuss at·one or more joint meetings 
the various principles which have been incorporated· in the proposal of. ·. 
the·Department of De~ense. 

SincerelY yours, 



. . . 
' . 

. ·' 

AIRCRAFT INDUSTRIES ASSOCIATION 
OF AMERICA. I.NCORPORATED 

610 SHOREHAM BUILDING, WASHINGTON S, D. C., DISTRICT 7·231& 

June 20~ 1955". 

Admiral L. H ca Thoman, Staff Director, 
~~rchasing and Contracting Policies Division~ 
Office of -the Assistant Secrctar7 of Defennc, 
Supply and Logistics, 
Department of Defense, 
Washington 25, D. c. 

Dear Admir a.1 Thomas: 

In response to your letter of April 11, 19551 and your 
supplemental letters of April 12, 1955, and ~~y 25, 1955, detailed 
Gomments and suggestions. have ·been prepared by this Association 
with respect to the OOD draft of a proposed revision of Part 2 of 
Section iJI of the Armed Serv"icec Procurement Hegulation. Such 
comments and suggestionc ~rc set forth in a suggested redraft thereof, 
to which have been added~ as preliminary explanations, reasons for 
each change which is suggected. Such reasons are, of course, by 
necessity, stated as concisely an pocsible. For your convenience, 
twenty-five copies of such suggested redraft are enclosed. 

Within the next few day0_, a let tcr from this Association 
·will oe forwarded to Assistant Secretary of Defense Pike. In that 
letter, a fuller eA-planation will be given of ~he basic ·objections 
which the aircraft .mruiufactur·inc. industr7 has to this proposal of 
the· Department of Defense. 

·This proposal of' the Department of .Defense has been under 
development for app:cox.imately five years. This Association has had 
a. little over two months to reviel-r and r,ubmi t its comments. There . 
are many provisions in the DOD proposal whose purposes are not 
understood by this industry. F'urther, it in conceivable that the 
need for the changes suggested Ly this industry may not be completely 
understood by the Department of Defense. It would seem, therefo~ 
that it wo~ld be highly desirable from the standpoint of the Department 

. of Defense that a joint meetine between Government and aircraft 
manufacturing industry rcp~esentatives, at an appropriate level, be 
held for the purpose of discussing the contents of the DOD proposal 
as well as the numerous r;uggestions thereto which are set forth in 
the attached reclraJ't ther·eof. Such a 1ueetine is earnestly requested 
by this Associationo 

Sincerely yours'· 

'?7v~~:A--;~·~. 
. Houcrt ~-l. McHilla.n, Secretary» 

Accounting and Controllers Conuirl.tteeo 



AIRCRAFT INDUSTRIES ASSOCIATION 

DEIAILEP COMMENTS Aim SUGQESTIONS REGARDING DEPARTMENT QE. 

DEFENSE DRAFT Ql A PROPO~ R[U§IOli Ql f.ARI, ~ Ql SECTION ;&i_ Ql 

l:HK ARMED SERVICES PROQUREMEl'tl' ~}JULATIONo 

The detailed comments and suggestions which are set forth 

in the attached material~ Appendix filA" hereof~ are the result of a 

careful review by the members of the AoioAo Accounting and Controllers 

Committee of the contents of a draft which was forwarded to this 

Association for commel'l"t by Admiral Lo Ho ThomasS) under date of 

April 11, l955o 

After an extensive review and discussion of the contents 

of the draft of the proposed revision of Part 2 of ASPR Section~, 

which occurred at meetings of such A.I.Ao Committee~ it was concluded 

that the recommendation of tr~s Association should be that this 

industry favors the existing cost principles which are now contained 

in ASPR Section. JR ~ rather than the proposed revision which was 

submitted to this Associa.ticn for its review and commento While 

certainly not perfect~ the cost principles now contained in ASPR 

Section JN an. d currently in effec~ are comparatively simple and not 

administratively unwieldyo Such cost principles have come to be 

generally accepted (except for a few specific items)~ when limited 

to the purpose for -which they were designedo The proposed revision 

would be not merely·a new set of cost principles~ but would become 



a set of detailed instructions to auditors and contracting officers 

regarding the procedures to be followed in the determination of 

allowable costs under cost-reimbursement type contracts. If the 

pattern of the proposed revision is followed~ such instructions, in 

most cases~ would be co~using and subject to a variety of interpre

tations and,· in addition, provide for the application of standards 

as tests for allowability and allocability of certain costs, which 

standards are considered to be arbitrary and unreasonableo· Accordingly~ 

therefore, it is the recommendation of this Association that the proposed 

revision or anything similar thereto should not be issuedo 

The objection which this Association has to specific provisions 

of the draft of the proposed revision and suggestions, for changes which 

are considered essential~ are set forth in and made a part of the attached 

redraft thereofo 

One additional general comment is, however~ considered 

appropriate at this pointo Such comment is that, since this Association 

has not received for review a draft of Part 1 of ASPR Section XV, it is 

assumed that a revision thereof is not presently contemplated; but, 

if such Part 1 is to be revised in any respect~ it is further assumed 

.that p~agraph 15.,.101 thereof will not be n:e.terially changed and will 

continue to provide that vsin the case of such· contracts L~ost-reimbursement 

type contractA/ having predetermined overhead rates the applicable 

provisions APart if of this section shall be used only as a basis for 

negotiating such rates but shall be followed for all other items of cost"o 

3 



APPENDIX A 

AIRCRAFT INDUSTRIES ASSOCIATION 

ASPR SECTION XV~ PART 2 

Contract Cost Principles 

For Supply and Rese~ch Contracts With Commercial Organizations 

(In the following redraft of the DOD draft of a proposed revision of 

ASPR Section YN~ Part 2,p suggest~ deletions are lined out, and suggested insertions 

are indicated by underscoringo) 

15-200 SCOPE OF PARTo This part sets forth principles &~d standards for the determination 

and allowance of costs in connection with cost-reimbursement type contracts and cost-

reimbursement type subcontracts thereunder for.procurement of supplies 9 services, and 

research and development wo~k with organizations having commercial type accounting 

s.ystemso However~ this part does not_apply to contracts for facilities (ynless 

(1) ~eci~ically proylded fgr in tbe contract), construction and architect-engineer services 

(2) related to constructiono This PA;Ct doesy,gt preyent special treatment of eey item of 

cost by contract proyision'L The fa,ct that certain costs are not allowable as proper 

items of cost for cost-reimburaament tXPe contracts shall not be construed as preyentini 

the a1location or recognition o:f such costs wijeh re:a~ect to all other business of a 

contractor 0 

Reason: (1) To permit application of this part to facilities 
contracts where the Government and the contractor 
mutually agree that such application is desirableo 
Ordinarily 9 it may be appropriate to apply the 
principles in this part to facilities contracts 
when the facilities contractor will use those 
facilities in performing supplyr service~ or 
research and development contractso 



Reason: (2) The regulation should not prevent mutual agreement 
between the contractor and the Services on special 
problems. Further, as indicated by AdnO.ral L. H. 
Thomas·, in his letter of April 11, 1955, to this.· 
Association, as well as in.other official com-· 
DD.lllications of the DOD, this regulation should 
state that it will not prevent .proper allocations 
to business other than cost-type contracts. 



15-201 BASIC PRINCIPLES AND STANDARDS 

ao Composition of Total Costo The total cost of af.cost-reimbursement 

type contract is the net sum of (i) the allowable direct costs~ (ii) the properly 

allocable portion of allowable indirept costs and (iii) applicable income and other 

credits~ 

·bo Factors Affecting Allowability of Costso The factors to be considered 

in determining the allowability of costs include (i) reasonableness, (ii) applica

tion of generally accepted accounting principles and practices, tiii~-e*ePeiee-ef 

(1) ~eea-e~e~fieee-~~agmeH~-~a-~Re~P~eRee-ef-eee~1-tiv1-e~gR~~~eaft~-aevie~ieHS-iR-~se 

ees~s;-eRe-t¥t and (iii) any limitations as to types or amounts of cost items set 

forth in this Part 2 of Section XV or otherwise included in .. the contracto 

Reasong (1) Clauses (iii) and (iv) above are ambiguous 
and redundant~ The tests to be applied in 
connection with clause (i) above necessarily 
involve the question or whether or not good 
business judgment was exercised by the con
tractor at the time of the incurrence of the 
particular costdcn the basis of information 
then availableo The test of reasonableness 
should be sufficiento It is unreasonable to 
require that every decision stand the test of 
subsequently-discovered facts .not available 
at the time the original decision ~as made 
but available to some final judge who thus 
has the advantage of hindsighto 

The tests to be applied in connection with 
clause (ii) above necessarily involve a de
termination as to whether or not equitable 
cost treatment is obtained under contractor's 
accounting practices and procedures irrespec
tive of any significant deviations in the 
established practice~ of the contractoro 
Further, changes in established practices are 
required many times during the performance of 
Government contracts~ and, again~ the test of 
reasonableness should be sufficient in deter
mining the allowability of costs incurred as 
a result thereofo 

Co Creditso The applicable portion of income and other credits, rebates, 

(1) ~ allowances 7-eRa-e~~~va±eRt-&eHe~its-&ee~~sg~t& received by the contractor and 



which are related to any allowed cost will be credited to the Government either as 

a reduction in contract cost or by a cash refund~ as appropriateo 

Reason: (l) The reason for deleting the words 
"equivalent benefits" is that it is believed 
the words "other credits~ rebates 
and· allowances" cover the subject 
and that the words "equivalent bene-

. fits"~ thus, do ·not add anythingo 
Further, what is intended to be in
cluded by the addition of such words 
is not understoodo 

do Contractor's Accounting Systemo The requirements concerning record 

keeping and approval of. the contractorus accounting procedures and practices are set 

forth in the "Records Clause" (See ASP.R 7~203o7)o It is not the intent of this part 

(1) to require the contractor to change its accounting procedures and practices which have 

been previously accepted for determining costs under Government contractso 

Reason~ (1) this regulation and the present revlslon 
should not be used to change accounting prac
tices now properly appliedo It has long been 
fundamental that business should not be re
quired to change its existing accounting methods 
and set up special procedures under Government 
contracts~ when the existing procedures conform 
to generally accepted accounting practices and 
principleso As proposed to be revi~ed, this 
regulation has so many mechanical requirements 
that contractors fear accounting principles, 
which have been consistently applied by them 
for years~ might be radically revised in order 
to comply with the new governmental requirementso 
Furthermore~ this might tend to discourage many 
companies (especially small business) from par
ticipating in'the defense effort, thereby damag
ing the broad base desired by the Gover.nmento 



15-202 DIRECT COSTS. Subject to the provisions of paragraph 15-201, allo.wable 

direct costs are those items of cost, or aggregate thereof, which can be 

identified specifically with any objective, service, program or project under 

the contract and are chargeable directly thereto. Major items of cost readily 

identifiable with the contract or with·other work or the contractor should be 

charged directly thereto. This principle may often be applicable to such 

elements of expense as freight, travel, communications, engineering services, 

etc. , as well ~s the normal i tams or materials and productive labor. However i 

when the contractor is engaged in mixed production, this principle must be 

applied consistently to the co~ting or both defense and non-defense products 

or services, in order to produce equitable results •. When the accounting·expense 

of direct costing of min·or items would exceed the resulting benefits, individual 

items, otherwise allowable as direct costs, may be treated as indirect expenses~ 



15-202ol DIRECT MATERIALS. The cost of direct materials includes the cost of 

items purchased, supplied, manufactured or fabricated, which enter directly . 

into the end product or which are used or consumed directly in connection ·with. 

furnishin~ such product. 

n 
7 



15~202.2 DIRECT LABORo The cost of direct labor ~ncludes salaries and.wages 

specifically identifiable with and properly chargeable directly to the performance 

(l) of contract or .other work of the contr4ctor.. Tile cost of direct labor may be 

distributed to contracts on the basie~2r ac~\1~~ or average rates paid.. It may also 

include other associated costs such a.e payro.l..l taxes and workmen• s compensation 

( 2) in sur ance,-wae•e-'*'-ire-~ae-eet.aa*IJehea.;.p•a•·•••e-e'-tt&e-eeRt.Paet.eP-t.e-t.Pea:&-t.aeee Q 

i~eae-ae-a-paP~-e&-&~Pee~-~a&e•-•••~e. 

Reason1 (1) To per.~t the distribution of direct 
labo.:r ~oste. to contracts on the basis or 
averilie rates paid in accordance with the. 
pr.ovi:~:tons of Section 15-.202.2 of the 
pre!Sent ASPR • 

. (2) ·To ~t a change in Contractor 0 s established 
prjj;ct1ce it no·t prejudicial to the interests 
of the Gover.nmen t. · 

;() 



15-202.3 OTHER DIRECT COSTS. Where other items or cost are ·charged ·directly 

to the contract consistent with paragraph 15-202 above, the contractor must 

demonstrate that they are specifically related to the per~ormance ot the contract. 

Wben, hovever, items ordinarily chargeable as indirect costs are charged to 

a Government contract as direct· costs, the cost ot similar items applicable to 

other work of the contractor must be .eliminated trom indirect costs allocated to 

the contract. 

.. 

;. ! 

----

I ( 



15-203 INDIRECT COSTS. 

(a) Indirect costs are expenses which are incurred for common or 

joint objectivesp are accumulated for accounting purposes by 

departmental activity or other logical cost grouping and are 

charged to the contract .and other· work of the contractor ~y 

a process of. allocation. Each element thereof is subject to 

the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of allocation of 

indirect costs because the _actual condition in each instance must 

be taken into account in determining the most suitable method or 

methods~ The objective should be the selection of a method or methods 

·which will distribute the indirect coste in a fair and equitable 

manner. The method used in connection with Government contracts 

musts in order t~ be acceptable, cohform with generally accepted 

accounting practices, be applied consistently, and produce 

equitable results. Any significant change, such as in the nature 

of the_ business, extent of subcontracting, fixed asset improvement 

programs~ the volume or sales~ the volume-or production, manufacturing 

processes, or the products being p~oduced, may require reconsideration 

of the methods previously in use to determine whether they continue 
... ·! . 

to be equitable. Further discussion relative to allocation of 

the individual categories of indirect costs will be found in 

the subparagraphs below. 



15-20,3.1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSESo Indirect manufac_turing 

and production expenses consist of costs which are necessary to the productive 

process as a whole and are not readily subject to treatment as direct costs in 

accordance with paragraph 15-202. Allocation of indirect manufacturing and 

production expenses on a time basis, such as direct labor man-hours or machine-hours, 

is a method which generally produces a~curacy and .equity. Other acceptable bases, 

(l) in. appropriate circumstan-ces, include but are not limited to direct labor doll~s 

(2) · feMe±lle,¥e-e&-e¥ePt.!-me-pPenli!lh units processed and prime costs of. units processed. 

iR-eeae-~&et.a&eee7-'t.-aay-8e-ReeeeeaPy-t.e-&ep&Pt.mes'a±'ee-eP-ee'a9~!-ea~eeet. 

eeat.ePe-!-R-eP&eP-t.e-&~et.P!-8~t.e-e~~~;a&;~-t.Ae-!-ae!-Peet.-eeet.e~-~~ae-&aet.ePe-t.e-ae 

.ee&eiaePe9-!-5-Qet.eP~Ri-Rg-t.ae-eKteRt-e&-&epaPtmeRta~!-eat,!-eR-eP-eeta9~!-eameRt-e' 

eeet.-ee&tePe-!-Re~~e-¥aP~ety-e&-pPee~eteT-eem~*eMit~-e,-pPeeeeeee-as&-Pe~at.~¥e 

(3) ±a9eP-aRe-~aei*i-ty-Pe~~!-Pemeate-&eP-tse-¥aP~e~e-pPea~ete~ The accumulatio~ 

distribution of indirect costs by departments, or by cost centers established 

for that purpose, is an acceptahle practice·, prov:!_ded egui table results are 

2btained thereby. Some of the factors to be considered in determining the ex~ 

2f departmentalization or establishment of cos!! centers are variety of produc~§..a_ 

complexity of processes and relative labor and facility requirements for the 

various· products. 

Reason: (1) There are many recognized methods of 
allocating overhead other than those 
specifically mentioned which may be more 
equitable for some companies._ 

(2) Limitation· should not be in regulations 
applying to all contractors, since in some 
instances~ it may be more equitable for some 
companies to include premium pay in the base 
distributing overhead expenses. Including 
overtime premium in direct labor has 
been recognized as a generally accepted 
accounting practice for many years. 

(3) To give recognition to departmentalization as 
an acceptable basis for overhead distribution 
under certain circumstances and at the same time 
remove the inference that departmentalization is 
subject to direction b,y Government contracting · 
.officers or auditors. 



15-20Jo2 INDIRECT ENGINEERING EXPENSESo Indire~t engineering expenses consist 

(1) . ea~ef~y-e&-eRg~R88P~Rg-e~~eP.~~6~6RT-eRg~R66P~Rg-&eM~R~S~Pa~~¥9-9*~8RS9-afte 

e.agiaeeP~Rg-geReFti-s~f}f}~iee of costs _(i) which are.incurred in the over-all 

operations of the engineering and certain techn!£al departments and.related 

activities, (ii) which are determined and cla~fied as engineering expenses_!n 

accordance with contractor•s generally accepted ~ccounting ·practices and 
( 

system, and· (iii) which~ not readily ~!!j~ct to treatm~l}t as direct costs~ • 
(2) These expenses arise out of engineering activities which may include product 

design, tool design, experimental development, manufacturing an~ production 

development, layout of production lines, ·determination of machine methods and 

related blueprinting and draftingo Indirect engineering expenses should be 

allocated to the benefited activities, ioea, contract and other work of the 

contractor on the basis of direct engineering man-hours expended, direct 

(3) engineering labor dollars feMe~lie3::.re-:-e&-e:.rept,~me-~Penu1, or other equitable 

basiso Direct costs of engineering activities should be charged directly to 

the benefited activities, ioe., contract and other work of .the contractor in 

accordance with paragraph 15-202 o 

Reasons (1) To provide for a more complete definition or· 
indirect engineering expenses and to 
recognize the differences which.exist in 
the classification and treatment of 
engineering costs throughout industry. 

(2) The specific engineering activities set 
forth in this paragraph are not uniformly 
treated as engineering activities through~· 
out the .industryo For· this reason, it is 
considered desirable to make the classification 

. permissive rather than mandatory. 

(3) Limitation should not be in regulations 
·applying to all contractors, since, in 
some instances, it may be more equitable 
for some companies to include premium pay 
in the base for distributing ovsrhead 
expenses. Including over. time premium 
in direct labor has been recognized as 
a generally accepted accounting practice 
for many years G 



15-203o3 SELLING AND DISTRIBUTION EXPENSESo f:l:te-eK~eR&es-~R-tl:t~s-gFeY_p-eeas~et. 

SevePames~-eeR~Pae~e-aea-e~e~ee~-~e-~ae-e~ae~-pPev~e~eae-e&-~a~e-paP~y-~aePe 

m~-ee~aa-a±~eea~~ea-~e-ge¥ePRSea~-we~k-ei-~seee-eMpeaeee-~R-~a~e-ea~egeP~-wa~ea 

eeseie~-el-~eeaa~e~y-ee&eQ~~~ag-ea&-e~e8-e~ae~-eeae&~e~a*-eeP¥~eee-t~Re~Q~~Rg 

Pe~a~ee-e~p~Pv~eiea-.aae-e~eP~ea*-eMpeaeee~-wa~ea-&Pe•,eP-p~peeee-eQea-ae 

app~~ea~~es-aae-aeap~a~~ea-e&-~ae-ee~tPae~eP~e-pPee~e~e-Pa~aeP-;aea-pQPe-ee**~RgT 

~ea-eee~e-eae~~e-I~Ps~-ee-a~~eea~ea-aet,weea-~ae-eea~Pae;eP~e-eemmePe~al-~~ae· 

epee~el-pPe6~eme-~aa~-aP~ee-ia-;H~e-aPea7-~-~e-~e~~~y-8ee~Pae~e-~eP-~ae · 

eea*'Fee*'eP-~e-3:eea~~,y-~a-~~e-PeeePee-ey-seaRe-e,-el:l8-ae.ee~~e-eP-etaeP~eey-~~e 

~~eme-el-taeee-e~eaeee-eeaa~eePe6-pPepeP~y-~±eea9~-;e-Se¥~RSeR~-eeR~~ae~eT 

The expenses in this group consist of items which represent the cost 2£ 

contra~t or order administration, negotiation, liaison between Government and 

other customer representatives !lid the contract·or 1 s personnel, .advertising! 

g}Bl'keting, and distribution costs, and other 1ike services.; Generally, such 

expenses, w~en incurred in the_direct marketing and distribution of the 

Contractor's products in the ordinary commercial. channels.and:n6t considered 

necessary for doing business with the Government are not considered allowableo 

However, such expenses are allowable upon a reasonable demonstration of 

benefits to Government-contracts and subject to the other provisions of this 

eart, prpvided the method of ·allocation to Gov~nt contract is reasonableo 



In the event bpeci~l problems ar'ise in this ·area, it may he des~ele for the 

contra£i2r t~·identify in its records, by means of sub-accounts or otherwise, 

the items of these expenses considered properly allocable to Government contract!,:_ 

Reasonc (1) ·To eliminate language which would 
cause considerable confusion in 
the application of this cost principle 
by more clearly defining the allowable 
and unallowable portions of auch costs, 
and to avoid necessity of making 
separate allocations when such 
is not necessary and would only result 
in increasing accounting costs without 
p~oviding more equitable distribution 
of the expenses. · 



15-203 .. 4 • GENEPu.~L AND ADMINISTRATIVE EXPENSES •. General and administrative expenses 

consist of costs incurred in the over-all management, supervision and conduct 

of the business. Any recognized method of allocating general and administrative 

. (l) expense is acceptable provided equitable results are thereby ~btained. S~e4t~ 

· ~he~&aetePS-ifta~-e8e~l&-Peee~¥e-eeR&i&&Pa~~eft-~R-ee~ePMia~~-w8e~heP-~8e-.ee~••• 

aP&-e~~~a9~e-aP&-t~t-~8e-eee~-pa;~Pa-e&~ae-Qevepameat-eea~Pae~e-~iaai~eT~~ae 

pePeea~age-e'-~8e~e~a*-eee~-e~-~ae-eeRiPae~T-eHe~~s:l:¥e-e&-geaePa~-aa&-ae-'~- · 

e~Pa~~~-eHpea~eeT-P&pPeeeR~ee-8~-ea&R-e'-~ae-e8¥eP~-eee~-eeapeaea~e-~aepee'~ 

~a-Pe~&~:l:ea-~e-~ae-eee~-,a~~ePa-&eP-~ae-p~aat-eP-ae~~¥:1:~1-&&-a-whe*eT-&R&~~'t 

~ae-~l~~mate-e9~ee~~¥e-e&-&~e~P'8~t~ea-el-taeee-eM~eaeee-~-appPeximate-Pa~ie 

~e-~ae-geaeP~-aB6-&9~R~etPa~~¥e-e~~eP~-'B¥e~¥ee-~a-~ke-~we-ea~geP~ee-e'-wePkY 

ia-aa&•t~ea~-eeae~eePa~~eA-eAe~e-9s-g~ves-te-aay-e,ga~&•eaa~-¥&P•a~ieae-~& 

ii:R¥eateP,ee-8e~weeR-aeee~R~~R!-,&P~eeey-YaP~a~:l:eae-~a-tae-Pat:l:e-e'-eeB~Paet 

~avesteP~~e¥e~e-te-~l:.-e~.8eP-ii:B¥est,eP1-~eve~e.,.-aae-a.a~-etAeP-Pe~eva.a;,-&ee~ePe· 

e~efi-ae-~~eee-aeA~~eftee-~a-,aP&gPa~s-}5-~Qjte}T 

Reason: (l) The sentences deleted do not add 
anything to the interpretation 
which would not automatically be 
included in the first two sentenceso 
The whole subject of the factors to 
be considered in determining whether 
methods of allocating indirect costs 
bring about equitable resUlts is 
amply covered in paragraph 15-203(b). 

··· .... · . 



15-203.5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES. ~fie-&eee-~e~ea-~eP 

· (1) elleee~ieB-ef-~~iPee~-e~eBsee-sae~~s-&~~Fa~im&~e-~Ae-~eP~ea-e~-eeR~Pae~-~eP~er-

maBee-eP-efiel:l:lEi-ee-Pe~~~eeeft~e"t,~¥e-e~-~fia~-:f'&P!:eEi. ~fie-eeee-~eP:kea-efielilEi-ee 

No specific 

(1) rules can be stated as to the determination of the base period for allocation of 

indirect expenses, but in general, the contractor's established base period shall 

be re~gnized if it is consistent with generally accepted accounting principles. 

Reason: (1) To conform the intent expressed in 
the paragraph with those outlined 
in paragraph 15-203(b), which states, 
in part~ that "No specific rules can 
be stated as to the method of alloca-
:tion of indirect costs," and the "method 
used ••• must, in order to be acceptable, 
conform with generally accepted account
ing practices, be applied consistently," 
etc. The paragraph, as originally pro
posed, is believed to be ambiguous as well 
as impractical. 



•. 
. f 

15-204 APPLICATIONS OF BASIC COST PRINCIPLES AND STANDARDS TO SELECTED ITEMS OF 

COST. This paragraph states, in some detail, applications of the basic cost prin-

ciples and standards set forth in the preceding paragraphs of this part to certain 

selected items of costo The statements herein apply irrespective of whether the 

particular item of cost is treated by the contractor as direct cost or as indirect 

costo Failure to mention any particular item of cost herein is not intended to 

imply that it is either allowable or unallowable. With respect to those items not 

(1) specifically covered~ as well as all of the subparagraphs of this paragraph 15-20~ 

determination as to allowability will [?e made in the light of the basic principles 

and standards eftar-wfiePe-a~~P&~P~e~er-~fie-~Pea~mea~-e~-s~MilaP-eP-Pela~ea-~~ems-~ft 

(1) ~ft~e-PaP,r--A~~-e~-~~e-s~epapagPe~fie-ae~ew-ePe-s~e~ee~-~e-~fte-eae~e~pPiReiplee-efta 

e'tJ&RaeP·Eie set out in paragraph 15-201. 

Reason: (1) Language clarified to indicate that 
principles and standards of paragraph 
15-201 are also applicable to items 
not specifically covered. 

~ \ . 



(2) 

(1). 

15-204.1 ~lERTISING. Advertising expenses inolude the costs of advertising media 

media include magazinesj) newspapers~ radio and television programs 9 direct mail, trade 

papers, outdoor advertising~ dealer cards and window displays!> sa1es conventions, and 
·, 

sales exhibits, free goods- and samples of a sal,f.}s nature!L arid sales literatureo 

Reason: (1) To more clearly define and limit those expenses 
other than the costs of advertising media which 
are to be included as a part of advertising·expenseo 

·(2) Conventions~ exbibitsv free goods, and samples 
are properly classified under ~he general.term 
uaadv·ertisingn only when directly related to 
sales effortso Other similar costs should riot be 
treated hereundero 

a. The followir~ advertising costs G~ are allowable~ 

(1) ~~ie!::!S.g~4~~CDO~r~~3&~sv. p~~-6&~ 

~~ifig eleee ~~1" el3ee"i"~~~~$;l~~!:-~3:e:eea fe~fle 

~;peee--et:-eff.e~~~naoo~-f*i'~~-~e~~~~~~~ 

advertising, incluQJ_ng advertisin~ in yade and :t~chnical journals£! proyided the 

adyertising does not offer specific ~cts o~ services for sale or is not related 

;to the direct marketing N dj et •. ;ribution of~ ~ctorVs pr9duc;t,.!). 

Reason: (1) To provide for ~eimbursement of institutional 
advertising~ displays 9 exh:lb its.t~ etcoi> which are 
not'designed to offer products for sale and are not 
related to marketing or distribution of contractor t·s 

-product~ but are for the purpose of presenting the 
camp~~~ and the industr.y in its· participation in 
the dafense programo Su.ch adverti·sing is an . 

·important part of the business li.fe of companies 
engaged in furnishing supplies and services to 
the milita...7 departmentso It arou-ses the public's 
interest in such matters by disse~nating · 
information; it attracts potential emplqyeesp 
particularly the scientific 9 to companies and 
industries which have a great need for such 
personnel to continue technological advancement; 



and elicits the support of local commv.nities, 
which is so important to the day=to-=<lay activities 
of every company o Basically~ the institutional
type advertising is essential in keeping the name 
of the company before the public as a means of 
acquainting it with the past, present» and expected 
future accomplishments of the companyo It 
identifies the contractor and its employees wi. th 
t.he 'defense efforts in almost t.he. ·same way that a 
uniform 'identifies the soldier~ sailor~ marine, 
or airmano 

In the case of many defense contractors, some of 
the advertising is undertaken at the behest of, 
or in coordination with~ the public information 
services of the military departments and supplemen:ts 
the programs undertaken directly by those ~litary 
agencies~ including recrQitment and training programso 
Advertising· of this type is directed toward building 
and maintaining public confidence in the efforts 
taken by the Defense Department to preserve our 
national security and 'the parts played by the 
companies in those efforts o To the extent that 
military security requirements permit~ military 
products are widely used in such· adwertisingD but 
obviously are not offered for sale to the public, 
nor are they tied-=-in to s:ny sales activit.yo 

One of the objectives of ~ach advertising is the 
building and maintaining of public confidence in 
the speed 9 safety~ dependa.bili ty P and econo~r of 
air travel and air freight in generalo 

To the extent that advertising stix:mlates the use 
of airplanes~ it is possible to develop and .manu
facture newer and better- airplru'lese Experience 
shows that j) in ID©lSt cases 9 the Gove:r.n."llent has availed 
itself of the opport-unity to p:oocu:r.. .. e th~se newer 
ana better airplanes for Government use after the 
design and development of the comm~rcial versions had 
taken placeo In these cases~ the Government benefitted 
materially from buying the planes at lower prices 
than would have been the case had not, the commercial 
articles been manufacturedo 

Another point that should not be overlooked is that, 
over the long-haul 9 the Government has been the 
principal customer of the aircraft industr.y in 
peacetime and during ·emergency periodso Therefore~ 
advertising programs within the aircraft industry 
are planned· on the basis of this. fact ll and the 
allowance of a prorata portion of such advertising 
as a cost of performing Gover~ent contracts would 
not constitute a BBwindfall un by spreading the costs 
of advertising over a base which has been temporarily 
expanded by Government contract work not normally 

~\ 



expected to share in these costs. 

In the aircraft industry, adv~rtising is not a 
. "selling" expense. It is a general administrative 
expense incurred for the conduct of the whole business 
and should.be recognized as sucrr in~ cost 
principles, subject to the test of reasonableness, 
based upon the total advertising expenditures of 
the particular company.· Having tl:rus established 
a reasonable total figure, advertising expense 
should be allocated to all contracts on an equitable 
basis -e.g. basis used for other.general and 
administrative expenses. 

(2) Help·wanted advertising, as set forth in paragraph 15-204.33 



15-204o2 ~D DEBTSo Bad debt. expenses consist of losses (whether actual or esti-

(1) mated) arising from uncollectible customers' accounts and other customer claims, 

and include collection expenses and related legal e xpen~es. These costs are un-

allowable. 

Reason: (1) The ·phrase "and other claims" is subject 
to broad interpretation and could, for 
instance, be construed to include uncol
lectible claims against vendors, uncol
lectible employees' accounts and similar 
items which are a normal part of doing 
businesso It is believed that the sug
gested addition clearly defines the term 
nbad debts" as debts incurred by customers 
only. 



15.204.3 BIDDmG EXPENSE. Bidding expenses are the costs of preparing bid . 

estimates on potential contracts or proJects, including the development of 

engineering and cost d~ta necessary to support the co'ntractor 's price proposal 

or estimated cos-t ot work performance. Bidding eXpenses ot the cur.rent accounting 

period of both successfUl and unsuccessful bids ~ormally will be treated as 

indirect expenses and allocated currently to all business of the contr~ctor, in · 

which event no b:l.dd.:l.ng expenses .ot past accou'iting periods Will be chargeable 

to the Government contract. However, the contractor's established practice may 

be to treat bidding expenses by some other recognized method• .Regardless ot the 

method use~, ·the results obtained may be accepted only it tound ~o be reasonable 

and equitable. 



15-204.4 CAFETERIAS, DINING ROOMS, . AND OTHER FOOD SERVICES. This class of 

expenses consists of cost, less revenue, ot operating or furnishing facilities 

tor cafeterias, dining rooms, sales stores, canteens, lunch wagons, vending 

machines, or other types ot services tor contractors employees at the contractor's 

facilities. Profits accruing to the contractor from the operation from these, 

services whether operated by the contractor or by a concessionaire, will be 

treated as a credit to costs ot all production within the contractor's plant 

in which the services·are turn~shed, except for services from which the 

profits are irrevocably set over to an employee welfare organization ot the 

co~tractor ·.in amounts reasonably useful tor· the benefit ot the employees 

(l) a~-~ae-&ii-*eea'Cilea, Reasonable losses from operation from such services are 

· .(2) allowable .vaea-i'C-ill-ie*eDiBe4-'Caatc:othe-eea'Jtaete:P ... ils-ia~ea4!ag-te-epe•ate-sltea 

. ' 

(2) 

leFviees-a'C-ae-less-eF-pFefi'C. The gains or losses from these services must be 

~p:propriately allocated to all ~activities benefited including' Government· contracts • 

WBea-s~ek-se•vlees-aFe-ia'CeRt,eRally-~FRiskei-a*-a-less-~e-tae-eeatPae~eF7 -lessee 

ea-sll.ea-epelia'Ciea..:.will-'R9t-8e-allewea:-as .. a-eest,.-Y.alese .. aY.'CkePilaei-8y-apeeial 

Reason: (1) For purposes of clarification. 
EmPloyee welfare organization may 
encompass more than bid location, 
and, likewise, werk may not be 
perfo~~d at bid location. · 

(2) The prime purpose of operating such 
services is tor the employees• benefit. 
The net cost of such services properly · 
falls. in the category of 15-204.10, 
Employee Morale, Health and Welfare. 
l:t is normal to operate such services 
at a reasonable loss, as the contractor 
usually has to pay higher wages than 
similar commercial operations, whereas 
prices charged must be comparable or 
less if the prime purpose of offering 

·such ·services to employees is to be 
accomplished. 

. . ·~ .. 



15.204.5 CIVIL DEFENSE. Civil defense costs are those incurred in the planning 

for and the protection of life &hd property against the possible effects of 

enemy attack. These costs are generally incurred pursuant to plans developed by 

local and state civil defense authorities. Examples of civil defense costs 

.include cost in excess of normal plant protection expenses and may con,sist of 

tirst-aid. training and supplies, fire fighting t.raining and equipment, posting 

of additional exit notices and directions and other approved civil defense measur~s. 

Reasonable costs ot civil defense measures undertaken on the contractor's premises 

pursuant to suggestions or requirements ot civil defense authorities are allowable 

when allocated to all work of the contractor. In the case of capital assets 

acquired tor civil defense purposes the costa thereof will be depreciated over 

a reasonable number of years in conformity with generally aeeep~ed accounting 

(l) princip~ee. Except as specifically provided in the contract or as may be 

approved by the contracting ofti~er, contributions to local civil defense funds 

or projects not on the contractor's premises are unallowable. 

Reason: (1) Contractors are obligated to con
tribute to community expend'itures 
tor Civil Defense to provide protection 
tor the community at large. It is desired 
to incorporate the suggested revi~ion in 
order that the reasonable costs of such 
obligatory contributions, where not 
specifically provided for in the 
contract, can be approved by the 
Contracting Officer. 

1,-l 



15-204.6 COMIENSATION FOR PERS.ONAL SERVICESo 

(1) 
ao This item includes all remuneration paid or accrueciv such as bonuses, 

i 

~~s~ wagess incentive and deferred compensation and fringe benef~ts for services 

rendered to the contractor by emplqyees as well as fees paid to directors and committee 

(2) memberso Ql.e~ll i;e epeei-~e l:im!te!t4;ieB&= ee'&-feft.a ft.ere'Ml&~J e'tS!eft ~ costs are 

allowable when the. total compensation is reasonable in light of the services renderedo 

Reason: (l) The definition of compensation should include 
all the various elements of compensationo 

(2) Compensation$) if ·r.easonablel), should not be limited 
to mechanics of p~ent. 

bo Generallys the amount of compensation established by the contractor will 

·be considered commensurate with the services rendered o However 1 compensation of 

individuals such as corporate officialsp directorss executives 9 department-heads, 

partners and sole proprietors ~ be subject to special consideration and limitation 

as to allowa.bility for contract cost purposes where amounts appear exeessiveo Some 

situations which ~ give rise to excessive compensation are where. (i) the individual 

or member of his immediate family owns or is committed to acquire a substantial 

financial interest in the contractor's organization; or (ii) ownership of the c~n-

(1) tractor is limited to a small cohesive grou~f; (!:ii) 'hl!e ;e3:ltme e£ Ge¥en'SeM ee:a~raeaeeo 

{1}.: 

Reason: (1) This clause is discriminatory and. susceptible 
to an adverse interpretation in the case·of 
defense contract9rso 

grem;,eei ~e emJSle;ree~e ;aet allswaal~ aa aft item ef eee'trcs 

Reasong {l) Compensationp if reasonable» should not be 
limited by the methods of p~ent thereof. 

1-'7 



(1) 

to employees~ eltettae JS!'ea~e~eft including but not limited to incentives er ea:fe'6y 

a~e based qn.cost re4uctions or efficient performenceD suiiestion awgrdsD anQ 

§Afety ayar.Q,sD but not includini amounts PAid under conmensation Plans contingent 

ypgn prqfit as'defined in subParagraph e9 hereof9 represent a part of their total 

(2) compensation azl:d are allowable when ~ppropriately allocated,..-i-f to the extpt- they are: 

(3) (1) Paid pursuant to an MPB'li5 le!f~ agreement entered into in iQod 

(4) 

. (5) 

(6) 

(7) 

faith between the contractor and the employees before the services are rendered or 

pursuant to an established plan consistently followed by the contractor which constitutes, 

in effect an implicit agreement on the part of the contractoro 

(2) Reeeeft~!:z ametmtsa Tqta1 emplqyee CQrqpepsation is reasonable 

1n empunt for §UCh seryiceSg 

(3) Paid for current services actually rendered by employees o 

~-~~e· al~~e,a~&-&f-~~~~-&e-e:ll emJ'~et 

wi-~~!Detip-eP-ee~~ase!:-Ae~:e~ft-i-e-Be~t;~eea~-refJiiri:eMch 

(5) Allowable as an ordinary or necessar,y business expense for tax 

purposeso 

(6) Not restricted ae to eligibilitx to officer or other emplqyee 

stockholders or ~ not distributed on the basis of s~ockhold.~ngso 

t~~e~ti-emp~ee~efthft-ie· reaeeftM2e-b em&ltLU fer-eel! eef¥ieeew 

Reasong (1) Without the suggested change, the provisions .of 
this subparagraph are discriminato:ey in the case 
of defense contractorso There has been injected 

. into the DOD dra.f't or the proposed revision, by 
·the reference to subparagraph e(2)(111), a statement 
that "bonuses to emplqyees ~ such as production 
incentives and suggestion or· safety awardsu, even 
though rea$onable by the usual standards, shall 
n2t., be fully allowable0 unless the contractor has 
75 percent commercial business 1 taking into account 
the contract·in questiono This results in a direct 



(1) 

blow at the aircraft. industry~ since none of the 
strictly aircraft companies could conceivably 
qualify; while concerns in industries whose business 
it not primarily with the Government can establish 
such plans and include the costs thereof in ~ 
coritracts 9 Government as well as commercialo Thus 9 

such concerns are encouraged to engage in proselyting 
and pirating from the aircraft industr.y its best 
management and technical talent o • It should be noted 
that the disallowance of this type of compensation 
also affects ~ bonus and contingent plans and 
expiicitly outlaws "production incentives and 
suggestion or safety awardso" .A policy indicating 
t~t the Government wants neither incentiv~s 9 
suggestions 9 nor safety is not underst~odo 

(2),. The use. of the word 11 ifVV at th+s point indicates that, 
should the total pqmaut: be considered not to be 
reasonable in amount 9 the entire payment will be 
disallowed 9 whereas 9 the intent· should be cl.ear that 
only the excess over and above what is considered 
to be reasonabl~ would be subject to disall.awan~eo 

(3) The term ttarms length agreement~ is subject to broad 
and variable interpretation when applied to specific 
transactionso 

(4) Clause numbered (7) of the draft has been· inserted 
as clause number (2) as more expressive and also 
as a means of avoiding repetitiono 

(5) This provision is subject to a variety of 
interpretations as to what constitutes an unreasonable 
restriction of the application of the particular 
type of cqmpensationo 

(6) It is conceivable that all persons eligible would 
be officers or stockholders without that fact 
being the basis for payment of this type of compen
e~ationo The suggested insert would.p it is believed 9 
clarif.y this mattero 

(7) This clause has been deleted$ since it is suggested 
that it be substituted for clause (2) aboveo 

(1) As ·used herein p!'efit ~iftg a conmensation plm contingent upon 
{1) 

Profit. is construed to be a.zzy: plan (immediate or deferred· _, regardless of method of 

p~t or participation) which includesp in whole or in partp a formal sharing of 

profits or is in· any manner measured by 9 dependent uponD or contingent upon profito 



t ••• ""' 

. I 

(1) (2) The cost of~ ·any such plans· shall be allowable under 

the following conditions: 

(i) Compensation payable under immediate distribution plans is 

(2) allowable subject to the criteria set forth in subparagraph do above~ eeiewo. 
. . ! 

(ii) Employer contributions under deferred distribution p~ 

(l) ehMaiftg pia:Be compensation plans cQnti:g,gent upon profitp to be allowable costs~ must 

(2) meet all pertinent conditions set fo~h under: subparagraph do above aM r;a eei-ewc-and, 

if' subject to Internal Revenue Service consideration must have their appravalo ffte-

(3) e~~ erw-~··~~e ef ~e reg\11-a:~e~· !M¢~-R~e ff!~k reepee~ 

e"eMiri'M!-~tt~~~e<t~enaea a~e'b! iat'8!:-e!l-~efi'8 ~ftg-p:l:efte-efteH Be'S ee 

(5) 

goats gurrentJ.y allocebl§o 

ae geYe!lmtieMel e'tlecie~e~.l'!:~~,t&-&lil:eeae3:e eha:Per:-ef-~,~ft~ 

eeB'6me~ePJ.e-,:etft eft.~~ Ilewetrer,-wae:t-e-"tM-~eee; et 'il!e eeftlke~ 

~e leee 'tl!a~t=9~wi'88 fteft~l'n!!e~·eal ~~emaP&f'"1fte ~·erftm8ft~H-aeee~-fep 

,~~eB3:j--'ttftat-per~~~~~-eftas.ee-wfti.eft-ress:~e-J:a-1fte pa:-M-ol--2,_ 

thtri!tg ~e9rae'6e~Jl.e-f.f:ee~ 'Mieti 'i& wMeh ~l!e ~'t-e~ft! ie reWetia 

Reason: (1) To more properly identif,y those compensation plans 
which ·are _.intended to· be covered under this paragrapho 

(2) See suggested deletion of subparagraph go 

(3). The regulations of the Internal Revenue Service. 
have for many years permitted companies to pay 
into·· qualified plans more· than the ma.xim..un amount 



for which tax deductions were available that year» 
vi th the understanding that the excess could be 
claimed in a future yearo This has induced some 
·companies to accelerate payments · into their plans 
in reliance upon this provision~ instead of 
holding t~e money, idle until the year in which 
the deduction was availableo The proposed draft 
outlaws this practice and says that such a compaey
will never have such p~ents recognized as a part 
or the contract cost. This is ·unjusto 

(4)· The ei'i'ect of forfeiture und~r plans of this 
type will be so infinitesimal that it is considered 
unwise to require special agreements with respect 
theretoo ' 

(S) Amounts paid under such plans are a part or the 
emplo,reeVs compensatio~ i'or services renderedo The 
allowability or such c~sts should be determined on 
the basis of reasonabl~ness 9 and not on the basis 
of the amount of business a contractor is or is not 
peri'orDdng for the Governmento To restrict the 
allcWability o£ such C9Sts on the basis of· the 
percentage of business1being performed i'or the 
Government is not o~· arbitra.ry but is discriminatoryo 
The inclusion of the w9rding under subparagraph 
e{2)(iii) penalizes~ without justification~ those 
companies which devote, substantial.ly all of their 
efforts to the defense' of the nationo 

I 

The allowability or the cost of compensation for 
personal services~ whe~her such compensation be in 
the form of salariesp wages~ bonusesp pEcy'lllents under 
profit sharing plans~ or fringe benefits9 if reasonable 
in light of the services rendered, should ·· 
unequivocably be allowable 9 regardless of the amount· 
of business the contractor is performing for the 
Governmento 

Incentive plans fluctu~ting with or dependent upon 
profits are particularlY appropriate to the aircraft 
industry. This fiuctuating industry ca:mot afford 
the fixed salaries which would keep its cost high 
when business is low o Likewise 9 obligation i'or a 
retirement program ~ often be made dependent upon 
proi'itsp since some contractors cannot incur a 
fixed charge when business declineso Besides 
providing cost-cutting incentives» a plan related to 
profits automatically reduces compensation when the 
volume or business and related·Tesponsibilities 
declineo. Such a reduction in compensation in the 
light of the lesser responsibilities conforms 

:3f 



(1) 

perfectly to the existing standardo Howeverp the 
new draf't says that· reasonableness is not enougho 

The incentive plans of lllBllY aircraft companies have 
. other features designed to cut costs o Many defer 
payment of a part of the compensation~ so that a 
modest expenditure will hold personnel through the 
troughs in business 1 build stable employee groups 
and prevent wasteful migration from emplqyer to 
emplcyero 

f. Stock bonus plans o Stock bonuses whiea erre sei) 8:iea3::~-e,-t-lie 

preYieieze ef Bti~~aph ereee¥e are acceptable as a form· of compensation9 and the 

costs thereof are .allowable subject to all conditions pertinent under subparagraph do 

(1) above ~ ! ~elew and prgy~ded they meet the following requirements: 

(1) The valuation placed on the stock for the purpose of calculating such 

cost must be computed on.a sound basiso 

(2) In the case of ~iated stock having no current market~ the contractor 

must demonstrate the values ascribed thereto·are fair and reasonableo 

(3) Bonuses paid in the form of previously unissued· sto_ck of ·an affiliate 

Will not ordinarily be allowed unless it can be demonstrated that there exists a bona 

(2) fide l!t!'!!e 1~ agreement and the values ascribed to such stock are fair and 'reasonableo 

(4) Claims for accruals of compensation under a stock bonus arrange-

{1) 

ment prior to acquisition of stock by employees will not be allowable unless-arrange

ments are made for appropriate credit adjustment of costs in the event such stock is 

not acquired bf employeeso 

Reason: (1) To simplify and correct cross references and to 
recognize deletion of subparagraph -·.g-~ below o 

(2) Term "arms-length" when applied to this situation 
seems superfluous and9 furtherg is subject to broad 
and variable interpretation when applied to specific 
transactionso 

g~r 't:fte-J'tl!'J)ee~-<!ete!lft'i:za:tia:a &f :zae~&l:e!ieee, 't:k:e .ts~8f1'MD 

eer£8ri"tM~'ttftEler=f'ra:fi"t> e~~~~e a:M: i!'teek eezlte ~ee · ehaa-.aet e>eeeeas is '&fte 

~~:6e fer e&eft ;parl!eipat!:lxg e~l~ee.,.-l~~tfte-terbeJ: eaeie ee!tlJ'efts~e!"' 



•. 

Reason: (l) . Since the compensation structure of various 
companies provides for the utilization to 
varying extents of bonuses and profit-sharing 
plans in the determination of total compensation, 
the existing language imposes unre~sonable and 
arbitrary restrictions~ It is submitted that 
the provisiorls of subparagraph d(2) above, in 
regard to reasonableness, are adequate for the 
protection of the interests of the Government. 

h. The determination of allowability of the cost of pension and retirement 

plai?-s 1 training expense 1 overtime, extra pay· and. mu.lti-ehift premiums aDd other 

(l)· fringe benefits ~11 be in accordance with paragraphs 15-204o27, lS a94-43, 15-2049421 

15-204.25, and 15-204ol4 respective~. Any form.of compensation to an emplqyee not 

specifically mentioned in this part 2, in addition to those set forth in this paragraph, 

will be given consideration as a part of total compensation. 

Reason~ (1) To correct typographical error in paragraph number 
reference for "Training Expensen. 



15.204.7 CONTINGENCIES. This type of charge results from the creation and.main-

tenance of reserves· to provide for an event whose occurence cannot be foretold with 

certainty as to time, ·intensity or even an assurance of its happening.· These costs 

are not allowable. (For self-insurance programs see paragraph 15-204.-16). 

3d 
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15-204.8 CONTRIBUTIONS AND DONATIONS. Contrfbutions and donations to established 

(1) nonprofit organizations, such as religious~ cha~itable, scientific, and educational 

organizations, which are recognized as such by the Treasury Department, are 

allowable provided that such costs are reasonable and are properly allocated to 

all work. 

The propriety of the amount of particular contributions and donations and 

the aggregate thereof for each .fiscal period must be judged ordinarily in· light 

or the pattern of past contributione 1 particularly those made prior to the placing 

(l) of Government contracts. 'l'~e-8JBEnmt-ef-eaee-e.}~swa9le-eeB~F~9l:ltieR-mllet..;'Be 

Reason: 
I 

(1) Contributions whic.h are recogni:.ed 
for income-tax purposes should be 
allowable~ subject to the usual teste 
of reasonableness and· allocability. 

35' 



15.204.9 DEPRECIATION. 

a. Depreciation as described herein is a charge to current.operations 

intended to distribute the cost of tangible capital assets, less estimated 

residual value, over their estimated useful life in a systematic and logical 

manner. It involves a process of allocation, not of valuation. Useful life has 

reference to the prospective period of economic usefulness in the pa~ticular 

contractor's operations as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 

facilities is an allowable element of contract cost, provided the amount thereof 

is based upon original acquisition cost. Depreciation will be accounted for by 

consistent application to the asset(s) concerned of any generally accepted 

accounting principles and should usually be allocated to the contract and other 

·work as an indirect cost. The amount of depreciation charged in any accounting 

period may vary with volume of production or use of multishift operations, 

provided the method followed is consistent with basic object! ves set forth ··in 

subparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 

(1) allowed except on such facilities ae are reasonably necessary for ee~Paet JeP 

~lf'Runa.ae standby purposes. 

Reason: (1) This is not a proper test inasmuch 
as facilities are usually retained 
in a standby condition for future 
ov~rall defense production purposes, 
which generally are not identifiable 
with the ~erformance of any specific contracts. 

d. Unless otherwise provided in the contract, no use charge will be 

allowed on assets still in use which have been, in accordance with the contractor's 

consistent accounting practice, fUlly.depreciated on the contractor's books of 

account. 



·. 

e. Where the contractor has applied for and received a determination 

of "true depreciation" from an Emergency Facilities Board covering emergency 

facilities acquired under certificates of necessity, the amounts so determined 

for "true depreciat.ioa" over the emergency period ( 5 years) will be recognized 

in lieu of normal depreciation. After the expiration of the emergency period 

(1) for the facilities &eM&PR&Ei waeil'a a tlete~~aiaat,&R ef "tifl:le &.e~Feeiatisea" :Rae 

8eea •r9s covered by certificates of necessity issued under Section 124A of 

the Internal Revenue. Code of 1939, where normal depreciation or "true depreciation" 

·has been used for contract costing, the remaining undepreciated portion of the 

cost of such facility not previously allowed as a contract cost will be 

depreciated.over its remaining useful life and will be the only amount recognized 

·as allowable costs subject to paragraph 15-204.12 .. The contractor may.elect to 

use normal depreciation rather than 'the utrue depreciation'' as determined by the 

Emergency Facilities Board. However, the metho4 chosen after such determination 

of "true depreciationu J!lUSt be followed consistently throughout the life of the 

(2) emergency fra121ties-f~c111ty on which such election was made, 

Reason: (1) To more. clearly set fort.h Contractor's 
right to include as contract cost 
after the end of the emergency period 
the undepreciated portion of the cost 
of such ·facilities not previously 
allowed as a contract cost irrespective 
of whether normal depreciation or tr;ue 
depreciation was used for contract 
costin~Jduring the emergency period. 

{ 2) The existing language could be interpreted 
to require that the contractor .make 
an· over-all election to take either . 
normal depreciation or "true depreciation" 
on all facilities on which a determination 

·. was received from the Emergency Facilities 
Board. The suggested wording clarifies the 
intent of the section, which is that such 
election is made on each facility for which 
a true depreciation dete~ination was received. 
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15-204.10 EMPLOYEE MORALE, HEALTH AND WELFARE. Included in this category are 

' (1) expenses of health, recreational, and welfare activities incurred for the 

improvement o~ working conditions_ and the improvement of employer-employee_ 

(1) relations, employee morale, and employee performance. Examples of these 

activities are house publications, health or :first-aid clinics, and employee 

e~Jnselling services. These costs are allowable when incurred in accordance 

with. the contractor's established practice or custom in the industry or area· 

and are reasonable and equitably allocated to all classes of work perfor.me~ in 

the . .contractor's plant. Income genera ted from any of these acti vi tie_s will be 

(2) credited-to the costs thereof, unless such income has been irrevocably set over 

to an employee welfare organization, 

Reason: (1) The e·xisting language· may be subject 
to a restrictive interpretation by 
government administrators and audit 
personnelo It is believed that the 

• revision suggested above will do much 
to clarify the intent of this paragraph. 

(2) Most union agreements provide that the 
above shall be accomplishedo Other 
companies have this in effect as a result 
of policies established prior to inception 
of CPFF contracts.· Also, suggested change 
ie consistent with statement contained 
in 15-204~4. 



15-204.11 J!:NTERTAINMENT EXPENSE. This item includes the cost of amusement 1 

(1) diversion, seeial-aetivitiee and incidental costs relating thereto, such as 

meals, lodging, rentals, transportation and gratuities.· These costs are 

unallowable. 

Reason: (1) The use of general terminology, such 
as 00 social. act1vies 1 " could create· 
a conflict with the provisions of 
15-204.10 and 15-204.41. 



15.204.12 EXCESS FACILITIES. 
j 

This item includes the cost of maintaining and 

housing idle and excess facilities, except those reasonably necessary for 

(l) e&BtPaet-feFf&PB&B88 standby purposes. These COStS are Unallowable. The 

costs of additional plant capacity reserved for defense p~oduction shall be 

the subject of' a separate contract.· 

Reason: (1) This is not a proper test inasmuch . 
as facilities are usu~lly retained . 
in a standby condition ~or tuture 
overall de~f'ense producticu purposes 1 

which generally are not identifiable 
with the performance of any specific 
contracts. 



15.204.13 FINES AND PENALTIES. Included in this item are· those costs resulting 

from violations of, 9r failure of the contractor ·to ·comply with, local, state 

and Federal laws and regulations. These expenses are not allowaple except 
. 

when incurred as a result of compliance with specific provisions of the contract 

or instructions in writing trom the contracting officer. 



15-204.14 FRINGE BENEFITS. Fringe benefits are allowances and services 

provided by the contrac~or to i-ts employees as compensation in addition to regular 

wages and salaries. 

a. The determination as to the allowability of the cost· of pension 

and. retirement plans, profit sharing and other bonuses, and severance pay will 

be inaccordance with subparagraphs 15-204.27, 15-204.6 and 15-2o4.38, respectively. 

b. The cost of other fringe benef'i ts such as pay f'or vacations 1 holidays 1 

sick leave, military leave and employee insurance (but see subparagraph 15-204.16e) 

is allowable to the extent required by law, employer~employee agreement, or 

established policy ot the contractor that constitutes, in effect, an implicit 

agreement on the contractor's part. 



15-204.15 INITIAL PRODUCTION COSTS. Initial production costs, known also as 

"starting-load costs" are non-continuing costs that arise in early stages 

of production because of the contractor's lack of experience with particular 

~~erials, manufacturing processes or·techniques involved. Such costs may 

(1) eeas!s~-ef include· excessive material costs resulting from abnormal scrap losses, 

excessive direct labor costs and related overhead resulting .. ~om idle time due 

to te~ting and change in production methods, cost of training employees, and 

excessive defective work due to inexperienced labor. 

While initial production costs are allowable, the contractor will be 

expected to work actively to minimize or eliminate them as rapidly as possible. 

In cases wtJ_ere these costs continue to an unwarranted extent after the contractor 

has been allowed reasonable ttme to learn to make the product efficiently, the 

excessive costs will be subject to disallowance. 

Reason: (1) "Starting-load costsn do not necessarily 
n consis't of" only or all of the costs 
mentioned in the second sentence. 
Accordingly, therefore, the word "include" 
is considered to be more appropriate. 



15-204.16 INSURANCE AND INDEMNIFICATION 

a. Included under this item are (1) those types of insurance which the 

contractor is required to carry under the terms of the contract, or by specific in-

struction of the contracting officer or his authorized representative, and (2) any. 

other insurance for which·the contractor seeks reimbursement under the contracto 

The kinds of insurance ordinarily included in the first category are set out in 

ASPR 10-501. 

b. Costs of Government required insurance are allowable within the lirni-

tations as to the extent of coverage and premium rates approved by the Governmento 

Costs of other insurance, .except that applicable to Government-owned property, are 

allowable provided ~lt-~~e-~He~PaRee~fias-aees-e~~P&¥ee-ey-~fie-mil~~e~y-ae~a~meR~ 

(1) eeHeePRea-ep-f~+-~R-~fie-e8seRee-ef-e~ea-a~~Fe¥al-Pe~~~~emea~~ the types of coverage, 

extent of coverage, and rates are reasonable under the circumstanceso Costs allowed 

for use and occupancy insurance, however~ will in principle be limited so as to ex-

elude coverage of profit, interest, federal income taxes~ and any other items of 

expense unallowable under this parto 

Reason~ (1) . The cost principles· should be limited 
to the bases for determining the allow
ability of costs and should not attempt 

· to prescribe procedures which more pro~ 
perly fall within the scope of the con
tract insurance clauseso Also~ to make 
it clear that, whether approval is or is 
not required, the allowability of such 
insurance costs (and the approval of the 
insurance if and when approval is required) 
is to be determined on the basis of the 
reasonableness of the types, extent, and 
rates of coverageo 

Co The costs of insurance or any reserve covering the risk of loss of or 

damage to Government-owned property ar~ not ~llowable except (i) to the extent that 

(1) the Government may have approved or required the contractor to carry such insurance 

(2) ~(1 ii)to the extent that the Government does not by contract provision relieve 

contractor from liability for damage to or loss or destruction of Government property 



arising by reason of risks against which insurance may .be procuredo 

Reason: (1) In ~ny instances while.the Contracting 
Officer will not require certain insurance 
coverage, he· will approve such insurance 
coverage upon demonstration by the ~ontractor 
as to the necessity or desirability thereforo 

{2) In certain instances the assumption of risk 
of loss from certain causes by the Government 

· under contract provisions may leave the con
tractor with risks which are so substantial 
that it is prudent to insure against iiability 
for such riskso In these instances it is be= 
lieved that a contractor should not be prohib
ited from purcha'sing insurance covering the 
insurable risk that the contractor has in Govern
ment propertyo 

do The costs of a self insurance program are allowable provided the program 

has been approved by the mili~ary departments ·concernedo Actual losses sustained 

under such a self-insurance program are not allowableo 

eo The costs of insurance on the lives of officers~ partners or proprietors, 

are not allowable except where such insurance is part of an employee plan which is not 

unduly restrictedo 

fo Losses resulting from failure to insure (through self insurance or· 

otherwise) against a contingent loss or damage, where a reasonably prudent business 

organization would have insured against such loss or damage~ are not allowableo 

go Cost of indemnification will be allowable only to the extent expressly 

(1) provided for in the contract or as approved by the contracting officero 

Reason& (1) Contractors.may incur costs over the period 
of contract performance by reason of agree
ments of indemnity given others in the normal 
course of purchasing, leasing~ borrowing, or 
using real and personal property or the ser
vices of others, which costs are not reim
bursed under contra~torvs insurance programo 
Since it is not known at the time a contract 
is entered into whether it will be necessary 
to incur costs in connection with indemnify
ing other parties, and 'since the costs are of 
a non~recurring nature, it is desirable from 
an administrative standpoint to provide for 
approval of indemnification costs by the · 
Contracting Officero 



15-204.17 . INTEREST AND OTHER FINANCIAL EXPENSESo ·This item includes interest J!)e~& 

(1) eP-&ee~ea-tFe~aPa±eee-ef-~Re-R&~ape-ef-~ae-e~lige~~~B-waiefi-gives-P~ee-~e-~Re 

iH~epee~-eee~j on borrowings (however represented) 2 bond discount and expenses, and 

the cost of financing and refinancing operations as well as legal and professional 

fees paid in connection with the preparation of a prospectus, cost of preparation 

and issuance of stock rights and expenses related theretoo (See also 15-204o24)o 

Reasont (1) ~s a matter of equity~ interest on tax 
deficiencies (other than Federal Income 
and Excess Profits Taxes and taxes in 
connection with financingJ refinancing, 
or refunding operations) should be an 
allowable item of costo In addition, 
there may be interest on other claims 
against the contractor that should be 
allowedo ~ limiting the specific dis
allowance to interest on borrowings 
(however represented), contractors are 
given the opportunity to seek reimburse
ment of other interest on its meritso 
Moreover, the suggested change is in 
accord with Section XV; as now in effecto 



15-204.18 LABOR RELATIONS. This item covers expenses incurred in maintaining 

satisfactory relations between the contractor ~~d his employees. It includes 

the cost of shop stewards, la~or management commdttees, employee publications and 

other related activities. Costs incurred for these purpos.es are allowable. 



·(1) 

'-l 

15-204.19 LOSSES ON OTHER CONTRACTS. Tft!s EXcept for par:ic1pat1ng research and 

development contracts, this item covers any excess of costs over income under any 

and all o.ther contracts, whether such other contracts are .ot a supply, research 

and development or other nature. Coste ot this nature are now.allowablej as a. 

cost ot performance ot the Government contract. 

Beason: (1) To prevent the disallowance of the 
. costs not paid tor under. part1o1pat1Di 
research and development programs 
where 1 t is intended that the amounts . · 
retmbursed under the participating 

• programs will not cover all ot the 
cos~ ot the programs. 



(1) 

15-204.20 MAINTENANCE AND REPAIRS. ~&~ This item includes those costs necessary 

tor the upkeep of property which neither adds to the permanent value of the property 

nor appreciably prolongs its intended lite but keeps it in its efficient operating 

conditione These costs are allowable. Expenditures for plant and equipment wh1ch 9 

according to generally accepted accounting principles~ should be capitalized and 

subjected to depreciation will be allowable only on a depreciation·basis. Cost ot 

maintenance.and repairs of excess facilities and of idle facilities (other than 

reasonable standby facilities) are not allowable~ 

fe•-'a-t.ke-e~&tPae~.--·ls='kew:t.ee,-~l=ie-ee·t~m&tea-eest-ef-mai.B~eu.aee-a:ai-Pe,aiFs 

Bel'JI&~ly-l!'e(~lPei-18llt-ae~-aeeea~lishe&.-&:~:l1!'iRg-t:Re~peP!ei-ef'-tke.-eeatFaet-will-ae'% 

l;e-&llsweil-a.s-a.-ses~-w.!iless-speeifi.ea.ll:y-JPS¥iEiei-faP-iB-tke-eeRtPaet, 

Reason: (1) In any operating plant and machine, 
there is usually some element of 
deferred maintenance, and .a com-
·bination of engineering and management 
skills is necessary if undue wear~ 
plant breakdowns, or other undesirable 
results of le~s than maxtmum efficiencies 
are to be avoided. Management's decision 
to to when tt> repair is usually" .. based 
on whatever action, or inaction, as 
to maintenance will produce a maxtmwm 
effect on cost... Deferred Dia.intenance 
arises from such ca:uses as (1) the 
inability to close a plant or part 
thereof, or remove a machine ~or· 
repair without interferring with ~ 
production schedule; (2) the . 
scheduling of periodic repair periods· 
during which accumulated repairs and 
overhauls are madej (3) the relatively 
high cost' of overhauling a single item 
as compared with the collective overhaul 
of a group of items durin~· or following 
an operating period; and. {4) the lack of 
need for future efficiency as in the case 



of an item which is to be disposed of. 
It is believed that military auditors 
and contracting officers will not be 
able to determine (a) deferred maintenance 
arising out of abnormal operating conditions 
and (b) when deferred maintenance has.been 
delayed for a future period. The retention 
of subparagraph bo ~11 1 therefore, cause 
an increase in the number of 11 costs 
questioned" and can only result in 
prolonged justification and argument 
and undue delay in settlement. 



15-204.21 MANUFACTURING AND PRODUCTION ENGINEERING. Manufacturing and production 

engineering includes the cost o£ engineering activities in connection with (l) 

current manufacturing processes such as motion and time study, ~ethods analysis, 

. job analysis, and tool ~esign and improvement and (2) current production problemsp 

such as materials analysis tor production ·suitability and compone~t,design for 
· .. 

purposes ot simplifying production.. These costs are allowable. PeP-pupeeee 

(l). e&-4~~•'8v~•ea~e~ea Such costs should ordinarily be."•~ee~a~-•we-ee~ee•~e&• 

t~t~~a~&e-~aieii-&~Pee~*'-8eae'~~-a-eeR~Pae~r-a-pPe6ee~y-eP-a-~•ee~e~-*~ae-afti-~~'~ 

trileee-e*Jefieee~wa,ea-:-&Pe-aet.-ell&~ee~-~e~'•e•"-eee~i=RI•--*t.eme-'R""!eat.e~ePy-tilr~-eheli:W 

Be-~ii&Pgee-ti~Pee~~,-t.e-t.ae.;..ee&t.Peet,-e~-pPe~eet.-eP-ti*eea~H-~e-~i~-pPeEil:let.e-•&-t.ae 

,.ea~e~-*'R&T--Gee~e-'a-•a'•I•P¥-~~~1-eae~i-~e-a*~eea;e&-t.e-a**-Beae'i~a-w&Pk 
.. . . . ....... . ' 

dist~ibuted, as . provided. in paragrap~s 15-202 and 15-203. 

.\ 
Rea~onc (l) The pUrpose of this suggestion is to 

provide consistency with the · 
1 

• . re.fer.enced paragraphs. 
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(1) 

15--204o 22 HATERIALS AND SUPPLIES o 

ao This item includes the~ costs of such items as raw materials, 

parts, sub-assemblies, components~ and manufacturing supplies, whether purchased 

outside or manufactured by the contractor» and may include such collateral 
. ' 

(2) items as inbound transportation and intransit insurance. In computing materials 

costs consideration will be given to reasonable overruns, spoilage, or defective 

~ These cos"ts are allowable_ subjectJ however 9 to the provisions of subparagrahs_ 

b through f belo~e 

Re·ason8 (1) The word 91 net 0~ should be eliminated as it 
may be construed so as to preclude the 
application of adjustments for discounts~ 
rebates~ a.llcwances and' credits. through 
overheadv which is a common practice 
in industry~ See recommended revision 
to subparagraph 2 belowo 

(2) While it would appear to be the intent 
. of the regulations to allow such costs, 
it is believed that specific reference 
·to such allowabili ty is desirable o T'ne 
identical provision as suggested herein 
is now set forth in Section 15-202ol of. 

· the present ASPR ~ 

b.· Costs of materials and supplies shall be ~uitably adjusted·for 

applicable portions of income and other credits. Such income.and other 

credits include trade d-iscounts 9 refunds, rebates· and allowances ....... S&&A cash 

discounts available; and credits for scrap and salvage and materials returned to· 

(1) vendors$ Such discounts, rebates, allowances §Od credits may be app~ 

directly to the charges for materials involved or may be apportioned through · 

credits to indirect coste. However, where the contractor can demonstrate ·that ·· 

failure to take cash discounts was due to circumstances beyond his control, 

(2) or where it is the established practice of the contractor not to take certain 

discounts and such practice is approved by the Contractiag Officer, such lost ... 

discounts will be allowed. 



Reason~ (1) This language is necessary to 
provide flexibility in those 
cases where these items cannot 
be identified to specific material 
coats as evidenced by the fact that 
sue~ language appears in 15-202.1 of 
present Sect~on XV. 

(2) In certain cases it would not be prudent 
to make payment prior to inspection and 
product qualification solely for purpose ot 
obtaining the cash discount. Also~ in some 
cases it ma.y be uneconomical. to take 
discounts on invoices for nomlnal.amounts. 

c~ Wnen materials are purchased. specifically for dfi-i-&e&t.~~a~~e 

(l) H~•1~ir;;,~-J.i&!i&eJIS&Re&-liR~e:. & contract. and not issued from stock, 

the actual· purchase cost. thereof should be charged to the .contract. 

Reasoru (l) The above revision i·s. necessary in 
order to recognize the practice 
followed by ma."ly contractors of 
routing materials purchased 
specifically for a contract through 
stores and using a generally 
recognized method of pricing such 
materials when issued from stores. 

d. If materials are issued from stockJ any generally recognized 

method of pricing such materials will be acceptable, provided the method is 

consistently applied. and the results obtained are equitable o Wlere materials 

in stock at the commencement date of the contract have a. provable replacement 

cost significantly higher than· book costp the .Contractor and the Government 

mayp by contract provision~ agree upon the use· or a method or pricing based 

upon the fair value o£ the materials as of the date of the contract, but not . 

in excess of replacement cost on such date. Such agreement should include 

identification of the types or kinds of materials involved and should be made 

at the time the contract is entered into and provided for thereino 



e·. Reasonable charges arising from· difference between periodic 

physical inventory quantities and related material control records will be· 
1 

included in arriving at the cost of materialsp provided that such charges 

(i) do not include 01 write-downsvu of valuest and (11) relate to the period or. 

performance o£ the contract~ All credit arising from dif'fer·enoes between 

periodic physical inventory quantities and' related material control records 

shall be taken into account. 

r. Ordinarily sales or transfers or materials and supplies between 

planta·v divisionss; or org~ize.tionsp under a common control$ shall be stated 

on the basis o£ cost to the transferor. In the case of any item regularly 

manufactured and sold by' e.ny. such transferor through commercial channels· a 

· departure .from this cost basis is parmissible 9 provided that the price 

cha~ged to the contract does not exceed the lower of (i). the transferor@s 

sales price to ita most favored customer for the same item in like quantityi 

or (ii} the prices of other suppliers for the sam'e or substantially siinilar 

itemss 



15-204.23 ORGANIZATION EXPENSESo This item consists of expenditures in connection 

with organization or reorganization of a business. Examples of such costs are 

incorporation ~ee, attorneys fee, fees to promoters and organizers and costs of 

raising capital. These costs·are unallowable. (See paragraph 15-204.17). 

ts 



15-204.24 OTHER BUSINESS EXPENSESo Included in this item are such recurring 

expenses as registry and transfer charges resulting from changes in ownership 

of securities issued by the oontractor 9 cost o~ shareholders• meetings, proxy 

. (1) solicitations, preparation and publication of &RR'Ii&la reports. to shareholders, 

preparation and eubmission of required reports and forms to taxing and other 
\ ' 

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

above and similar c·osts are allowable when incurred in reasonable amounts in 
.:) 

accordance w1 th the contractor 9 s established pr·actices ~d are allocated on an 

equitable ba:sie to all classes of work~ 

ReasoxH (1) The use of the word g~annua1 8P in this 
paragraph could be strictly construed 
to mean that the costs of reports to stock
holderst- other than an annual report, are un
allowable~ The issuance of periodic 
information. reports .to stoc~olders 
throughout the year is i.n accordance 
with established business practi~e. 
As an example i contractors are required.$) 
under certain circumstanceeSJ to 
issue.periodic reports to stockholders 
in accordance with rules of the Securit1ea Exchange 
Commission and other.regulatory bodies. 
The clause in this.paragraph which 
allows costs that are 0'in reasonable 
amount in accordance with the oontractorGs 
established practice8u is sufficient to 
protect the Government 0 s interest. 



(1) of the premium portion of overtime eRe-~~~ft payments to employeeso ·such premiums 

(2) may be classified as either direct or indirect labor costs~-e~~-~fie-ame~H~-ef-e¥eP~iMe 

(1) time eHei-e-:A~.f::t, premiums are allowable only to the extent expressly provided for in 

the contract or otherwise authorized by the Governmento See ASPR 12-102 for further 

information concerning the policy regarding such authorizationo · The amount of over-

(1) time a~e-~~~ft, premium cost charged on Government contracts shall be equitable in re-

lation to the amount of such costs charged on non-Government work being concurrently 

performed in the contractor~s plant and the factors which necessitate the incurrence 

of the costo 

Reason: (1) The deletion of all references to nshift" 
premiums is suggested$ since present con= 
tract clauses provide the conditions under 
which overtime premiums are allowable but 
in most cases the contract does not provide 
a condition for reimbursement of shif.t dif~ 
ferential or shift premiumo All compensation 
including shift premium is'subject to the same 
test of reasonableness as any other cost, and 
the contracting officer is furnished with the 
necessary data to assist him in making his 
determinationo This does not require special 
contract provisiono 

It is true that new proposed clauses for in
clusion in Contracts includes conditions for 
allowance of Premium Wage Compensation which 
is applicable to e-xtra shiftso However, ·con
siderable objection to such a clause is being 
raised for good and sufficient reason~ and it 
is believed that some success will be realized; 
and clause may, in final analysis, not be in
corporated in contractso Thus~ inclusion of 
these words in this ASPR Section XV can only 
result in confusiono Also, the words are un
necessary even if clauses providing condition 
of reimbursement for extra-shift premium are 
incorporated in contracts as the contract pro
vision will always be binding. as it has in 
the pasta 



(2) With respect to the suggested deletion in 
the second sentence and the suggested de
letion of the third sentence of this par
agraph, it is impractical to identify over
time premium in records without· changing 
established accounting records and procedures. 
Objections have been made to the requirement 
that overtime premium must not be included 
as direct labor, under paragraphs 15-203.1 
and 15-203.2~ and reasons are stated under 
those paragraphs. Objections have also been 
made to changing accounting systems which 
have been approved for recording costs under 
Government contracts under which premium pay 
is included as direct labor. 



(1) 15-204o26 PATENT EXPENSES. Included in this item are··such expenses as amortization 

of the cost of purchased patents and all costs leading to the issuance of patents~ 

as well-as the cost of infringement investigation and litigationo Amortization of 

the cost of purchased patents applicable to contract products or processes is allow-

(2) aRs-QAaPg8& and filing applications for patents and patent licenses~ ·as -well as 

preparing disclosures and assignments to the Government as required by the contract 

(3) or by the contracting officer and all expenses incident to such subject 2 including the 

defense of patent infringement litigation~ are allowableo Costs and expenses for the 

use of patents where the Government has a license or the right to free use thereof, 

are unallowableo The cost of research and development work leading to patents is 

treated in subparagraph 15-204o35o 

Reasong (l) The suggested insertion of the words "such 
expenses asu is considered necessary to 
avoid overly restrictive interpretations of 
types of expenses to be included under this headingo 

(2) The existing language would disallow the cost of 
preparing a patent application unless such appli
cation were filed on behalf of the Government or. · 
the written authorization of the Coritracting · 
Officer was · obtainedo It is believed that the 
filir.;g of patent applications by a contractor 
benefits production for the Government~ even 
though the Governm~nt may not obtain a~ rights under 
the patents because, by obtaining a patent~ a con
tractor avoids the necessity. of eventually being· 
required to pay a royalty to some other person who 
may obtain a patent on the same inventiono Also, 
costs of- the Patent Departrent of a large manu
facturing company are a neces-sary cost to its over-all 
operation and should be· considered one of the_ 

-necessary costs of doing.businesso 

(3) Inclusion of the words Rincluding the defense of 
patent infringement litigation" is necessary in order 
to clearly set forth that costs incident to such 
defense are allowable whereas the costs of prosecut
ing such matters are unallowable under paragraph 
15-204e30e 



(1) 

15-204.27 PENSION AND RETIREMENT PLANS. 

a, A pension pl~ as used herein is a plan which is established and 

maintained by a contractor primarily to provide systematically for 

_the payment of definitely determinable benefits to his employees 

over a period of yearsg usually for life$ after retirement. Such 

a plan may include disability~ withdr•w~, insurance or survivorship 

benefits incidental and directly related to the pension benefits • 

.. Such benefite -generally ara measured by~ arid based on, such factors 

as years of service and compensatiou received by the employees. 

The determination of the amount of pension benefits and the 

contributione to provide such benefits are not dependent upon 
., 

profits. ~eae&~~e-&P&-Re;-&e&ifi~te*1-ae~ePmiRa9~e-~&-~&e 

a»,e,ag-&Pea-&eP&e~tQPe&-eR-~eP~Ret~eR-e&-eeP¥~ees~eP-e~A&P 

Maeea-aa:.r-8e-~e9e-t.e-pPe¥,ee-,RePeeeea ... &eRe&i-~e-&eP~~ae-Peu,IU:Ag 

paP~ie,,aate-~Re,eae-e&-&e•Rg-~eee-te-Pee~ee-~ae-emeaR~-e~ 

. benefits for employees or their beneficiaries to be paid upon 

retirement or over a period of years after retirement will be 

considered a pension plan, ifi under the plan, either the benefits 

payable to the employee or the required contributions by the 
·t 

contractor can be determined actuariallyo 

Reaso~a (1) Costs under a plan which has previously 
received the approval of .the Internal 
Revenue Service and is otherwise 
acceptable should not be disqualified 
by reason of extremely remote 
contingencies recited in this 
preliminary definitiono. Adequate 
provision for the handling of credits 
has been made in subparagraph f. Detailed 
regulations of the Internal Revenue Service 

. have for many years perm! tted companies 
to'make payments into plans upon which 



\' 

companies and their employees have come 
to rely~ The proposed draft would 
outlaw valid established plans with the 
result that confidence in the premanency 
of such plans would be undermined. 

ba Pension L~d retirement plans which are subject to the approval of 

the Internal Revenue Service must have been so approved prior.to 

consideration by the Military Departme~t; howeverp approval ot the 

ple.n by the Internal Revenue Service does not necessarily assure 

the allowance of the .costs of such plan by the Military Department. 

Consideration of the olans will be the responsibility of the 

Department tc which e.udi t cogniza..111ce is assigned .and the subsequent 

action taken oy that Department will generally be accepted by 

tha other Departmsntso In cases where the Internal Revenue 

Service wi thdrawe approval of a plan, amounts allocated to 

contract od'sts ·w-ill. be "'"- thd:rawn accordinglyo Where pension 

and retirement pl~~e of non-profit or other tax-exempt organizations 

are not reqUired to be reviewed and approved by the Internal Revenue 

Service~ it will be the responsibility of the Department to which 

audit cognizance is assigned to give consideration to the 

acceptability of such planso 

c. The costs of acceptable pension ~d retirement plans, which are 

properly deductible from taxable income are allowable except as 

otherwise deterznined unallowable under this paragrapho The 

cost of retirement plans, which are based on profit sharing, 

shall be subject to paragraph.l5-204o6eo Costs of acceptable 

pension and retirement plans established by nonprofit or other 

tax-exempt organizations are-also allowable except as otherwise 

determined under this paragrapho 



(1) 

(2) 

d. Pension and retirement costs constitute a part of the total 

compensation by a contractor to the individuals covered by the 

plan, and accordingly, are subject to the provisions of this 

section with respect to reasonableness of the total compensation 

paid to the individual for the services rendered~ (See 15-204.6) 

e. The amount of the contribution subject to allocation as a contract 

cost will be limited to the maximum amount . req~red to fund an 

approved plan, or the amount actually contributed, aQP~ag for 
I o ~ 

the taxable year, whichever is the lesseT. ~ae-e&PPye¥eP 

ee~~P~~~~~ese-~&~eP-peae~es-aa~-Pe~~PemeA~-p*aee-eaa±l-ae~ 

ee-Peeeg&i:ee&-&eP-~ae-p\iPpeee-e&-&e~epf!i..e~f!g;-al~ewae~e-peRe!:eft 

Reasons: (1) Since amounts contributed may not 
always be "duringH the taxable year, 
for good and valid reasons, it is 
suggested that the word tifor 19 be 
inserted in lieu of the word 11during". 

(2) The regulations of the Internal Revenue 
Service have for m~~y years permitted 
companies to pay into qualified plans 
more than the maximum amour.t for which 
tax deductions were available that year, 
with the understanding that the excess 
could be claimed in a future year. This 
has induced some companies to accelerate 
payments into their plans in reliance 
upon this prDvision, instead of holding 
the money idle until the year in which 
the deduction was available. The proposed 
draft outlaws this practice arid says that ·· 
such a company will never have such pay
ments recognized as a part of the contract 
cost. This is unjust. 

f. Credits which arise under pension plans from various sources, 

such as divi.dends and cancellation of employee benefits ~hich ,have not 

vested at the time of termination of their employment, must be 

taken into account in an equitable manner in the determination of 

the allowable pension and retirement contribution. Special 

provision for these credits is usually necessary when the contractor's 



•. 

organization has substantially expanded for the performance of 

military contracts and there is a reasonable expectation that the 

employment of a large number of the additional employees will be 

·terminated upon curtailment of military worko Under these cir-

i 
I 

cumstances~ it will be expected that an arrangement will be ·made which 

will result 9 as nearly as may be practicable, in the Government's 

receiving the benefit of these credits to the same extent as 

it originally participated in the related costso There are 

~we ~ general methods which may be used, individually or in 

combinationv in making such arrangem~nts: 

(1} A lump sum or percentage disco~~t of c~rent pension costs 

(1) negotiated and agreed upon in advance, or taken -into account iri 

the actuarial studies used as the basis for the computation 

2f. pension plan contributionso ~e~eP~Ra~~e~-e&-s~es-~•ew8Ree 

Reason1 (1) In some cases, the credit is fully 
and properly reflected in the actuarial 
studies on which the pension plan con
tributions are basedo This has been 
done with the full knowledge and 
approval of the cognizant Government 
authoritieso Therefore, this regula-
tion should be revised to permit the 
continuation of this mutually' s"atisfactory 
arrar..gement o 

(2) A retrospective determination at some time in the future when a 

more accurate estimate can be_made by.virtue of experience 

which may have developedo Until such determi-nation, current 

costas which should be net of current credits may be 

allowed provided an appropriate contractual agreement can be 

reached which reserves the Government•s right to future creditso· 



.· (1) (,3) . Where the contractor can demonstrate that reasonable E,rovis.ion 

has been made for the effect of such reversionary credits in vhis method of 

determining pension contributions, no special provisions for these -credits 

is required. 

Reason: {1) ·Methods used by some contractors to 
determine pension contri-butions take 
into account unusual as well as normal 
fl~ctuations in employment and are 
susceptible to review to so demonstrate. 
Methods used by other contractors to 
determine contributions may be found to 
be inadequate t.o provide for such 
fluctuations and may thereby make it 
necessary for the Government to require 
speoial provisions for reversionary 
credits. In such instances no 
particular methode should be prescribed but 
each case should be handled by whatever 
method ia m.utually agreed to be appropriate 
in the light of all the circumstances. 

g. The costs of lump sum purchases of annuities or of lump sum 

cash payments or p~riodic cash ?ayments made to provide pension or retirement 

benefits tor retiring or retired employees other than incurred under approved 

pension and retirement plane are allowable only to the extent specifically 

(1) provided for in the contract or as approved by the ~ontracting officer. 

Reason: (1) It may be more practicable to 
obtain the spec~fic approval of 

. the Contracting Officer for a 
meritorious cost instead of trying 
to spell out the facts in affected 
contraetso 



.·· 

15-204.28 PLANT P.BOTBCr.ffi~N EXPENSES. This item includes the cost of plant 

{l) protection me&su.re·s s.ueh &S ·:\Jag.es of ~~ .ff'!lreme.n.11 investigators, and related 

supervisorY and clerical personnel; supplies; easpenses, and equipment of _,.nres 

plant pr-otection orga.nie;tion -(uni.forms, firear.ms 1 firefig!ting materials, etc.),· 

and depreciation on plant protec'tiorJ; capital assets. For the _purpose .of cont·racj. 

costing9 these expenses are divided into two categories, nameiy, normal plant 

protection expenses and special pls.n.t protection expenses. Normal plant 

· protection costs are allowable and are allocable to all work in the plant. 

Special plant protection costs~ which ·term refers to an extension of the 

contractor~s normal plant proteotio~ program are also allowable and allocable 

to specifi~ Government contracts :requiring special protection upon the specific 

{2) direction &&& gt·approvsl of the contracting officer. 

Reasons3 (l) To include under th!s paragraph 
provision for plant protection in 
addition tc guar6s. Fire departments 
ar~d investigation activities are 
inherent in plant protection 
responsibilities. Also, the supporting 
services of supervisory and clerical 
personnel are required in the 
administration of such matters •. 

(2): When contractor is directed by 
contracting officer, there is no-
need for additionSl approval. If 
approved by contracting officer, prior 
direction thereby should not also be 
required as a prerequisite to 
allowability. 



15m204.29 PRECONTRACT COSTS~ Precontract costs are those which are incurred prior 

to the effective date of the contract and which would have been· allowable thereunder 

if incurred after such date. Such costs will not be allowed unless, specifically set 

forth in the contract.and may be limited to a period of ttme as well as to the type· 

and amount ot such coste. 



15-204. 30 PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, ENGINEERING AND OTHER. 

·a. This item includes the cost of professional services rendered by the 

members of the particular profession separately engaged. These costs generally are 

allowable when reasonable in relation to the services rendered and are not contingent 

upon recovery of the costs from the Government. 

b. Factors to be considered.(among others) in determining the allowability 

of costs in a particular· case a.:re: ( i) past pattern of suc.h ·costs, particularly in 

the years prior to the award of Goverr~ent contractsj (ii) the impact of Government 

contracts on the contractorrs business; (iii) the nature and scope of managerial 

services exPected of the contracto.r 9 a -own orga.niza.tion; and ( i v) whether or not the 

proportion. of Gove:-nment work to the co:J.trs.ctor's total business t's such as to 

1nfluen~e the contractor in favor of· incurring the cost, particularly where the 

ser,ricee ::-end.e.rei ere not of a cor..tinrJ:ir~g net \ire and have 11 ttle relationship to 

work under Government con:tracts ~ Retainer fees to. be allowable must be reasonably 

. supported. 'by ev'!.dence of service e. renderei., 

c. The costs of legal, acco~ting and consulting services and relate~ 

expenses incurred in connection with organization or reorganization, p~osecution of 

(1) patent infringement litigation (except as provided for in 15-20~.26), un~uccessful 

(2) defense of anti-trust suits brought by the Government 9 and the unsuccessful prosecution 

of claims against the Government s.re tma.llowableo 

Reason: (1) A broad interpretation of the language in 
the draft could result in the disaJ.lowance 
of the costs of defend.ing suits by privat:e 
parties under the an+.i -trust laws and the 
cost of successfully.defending an anti-trust 
suit brought by the United St~tes Governmen~. 

(2) The costs of prosecution of succ.eesful 
·claims against the Government are ordinary, 
necessary and. proper expenses of doing 
business and should be considered allowable 
coste. 



15-204.31 PROFITS AND LOSSES ON. DISPOSITION OF PLANT, EQUIPMENT OR OTHER CAPITAL ASSETS. 

Included herein are gains 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. Profits or losses on sale or exchange of capital 

assets,· including investments, will be excluded in computing contract costs. 



15-204.32 ·RECONVERSION EXPENSES. Reconversion expenses are those incurred in the· 

restoration-of the contractor's facilities to approximately the same physical arrange-

ment and condition existing immediately prior to commencement of the military contract 

(1) work and include the cost of removal of Government property. ~eeeave~eiea-exFeaeee 

a~e~ae~-allewaele-exee~t-~aat-~ae-eeet-e~-~emeviag-Geve~ameat-FPe~e~ty-aaa-tae 

~eetePatiea-eeete-eaaaei-ey-~~ea-Pemeva~ The costs of removing Government property 

. and restoration costs related to such removal are allowable. Other reconversion 

expenses are allowable if specifically provided for in the contract. 

Reason: (1) The proposed wording of this paragraph 
restricts the reconversion expenses that 
can be provided for by contractual 
provision. Since the cost of removing 
Government property and the restoration 
costs caused by such removal should be 
allowable costs under any circumstances, 
the wording has been changed to provide 
for such allowance. In addition, the 
sugge.sted wording provides for- the 
allowance of other reconversion costs 
on· the basis of specific contract pro
vision as now ~rovided for in Section 
15-202-of present ASPR. 



15-204.33 RECRUITING EXPENSE o This item includes the costs of "help wanted oe 

advertising and the operating costs of an employment office necessary to secure 

and maintain an adequate. labor forceo It further includes the costs of operating 

an educational and aptitude testing program, travel expenses of employees while _ 

engaged ·in recruiting personnel, and travel expenses of applicants for interviews 

for prospective employment. These costs are allowable. Where the contractor uses· 

\ 

private employment agencies., costs not in excess of standard co:mmercial·rates for 

such services are also allowable. Coste of special. benefits or emoluments offered 

to prospec~iv:e employees beyond the standard practices in the industry are not 

(l) allowable unless approved by the contracting officer .. 

Reason: · (1) The restri~tion of the allowe.bility of 
costa to those that conform to the 
61Stande.rd. p:ra.~ticea in the. industryqv 
would require a determination of the 
applicable sta.nQ.a.rds.. Ests.blisl'l..men:t 
·Of standards tc cover e.ll ce.ses wculd, 
be extremely difficult~ ·Since numerous 
factors affect the special benefits 
offered prospective employees~ it is 
·considere~ desirable to provide fqr 
contracting officer approval. when the 
available standards do not cover the 
specific case being considered., or the 
particular circumstances warrant a 
deviation from the standar~~ 



1~· .. 204.34 RENTALS OF PLA.l"'T AND EQUIP~1ENTo This item includes expenses for (i) use 

(1) of. land, buildings 1 and equipment or other per..~cr..al p:r.~:f·e:rt~n ;f!Ss~. (ii) tPctrira¢ je!J.Peneee .~ 

(l) 

a.. Rentals of plant and equipment 'lifteie:r ( i) e:r eve are allowa"tle if the 

rates are reasonable in light of the types condition and value of the facilities 

leased, option~ available and other previsions of the rental agreemento 

Reason·~ (1) All references to sale and lease-back 
of.facilities have been deleted on the 
grounds that they represent an attempt 
tc write into the ASPR a sole test of 
reasonableness for such transactions 
whereas there may be many others 
depending upon the circumstances 
involved in each transaction. More
over, these references are· not required 
because all rentals must meet the test of 
reasonableness; and if a rental meets 
that test in the li.ght of all of the 
circumst.a~~es it should not be disallowed 
merely because a sale and lease-ba~k 
is involvedo The deleted provisions would 
actually penalize contractors who have sale 
and lease-back arrangements as contracted with 
contractors holding conventional leases, 
even though the :rental charges are the 
same for both or where the charges under 
the former are actually lowero It would 
be very rare indeed to find a conventional 
leas~ where the rental rate is equivalent 
to only rvnormal costs, such as depreciation, 
taxes, insurance and maintenance expenseso" 

The i.nterests of the Government are amply 
protected by the factors that may be 
taken into account in determining reasonablenesso 

11 



(l) 

(2) 

(3) 

15 .204o 35 RESEARCH AND DEVELOPMENT. Research and development expenses (sometimes 

referred to as general engineering expenses) for the purpose of contract costing 

are divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental research, 

pure research and blue-sky research. 

b. Related research or development, als·o referred to as applied research, 

product research and product line research. 

(1) General research is that type of research which is directed towards 

increase of knowledge in scienceo It is research where the primary aim of the 

investigator is a fuller knowledge or understanding· of the subject under study, rather 

than a practical ·application thereof o The cost.s of a contractor's independent 

general research· (that which is not sponsored by a contract or grant or is not 

otherwise reimburosed to a contractor) shall be an allowable cost in all .cost type 

contracts under the following conditions~ 

( 
• 'I 
lj 

(ii) 

The amount of such costs ·is reasonable •. 

The costs ar-e equitably allocated.·to all work of the contractor 

other than its independent general· and related research. 

Reasong (1) The results of research work is what the Government 
bu~~ when it contracts specifically for the performance 
of such worko To determine whether research costs are 
properly includable in the ·pools of costs allocated 
over all business, it may be necessary for the con
tractor to disclose tb.e natlTe and/or .purpose of the 
research work, but not the results thereofo 



(2.) If costs incurred for general research are 
reasonable 9 they should be allowed regardless 
of the percentage· of non-Government business 
the contractor is performingo To restrict the 
allowability of the allocable portion of reasonable 
general research. costs on the basis of the 
percentage of Government business the contractor 
is performing is arbitrary and discriminat.oryo The 
determination of the all~wability of general 
research costs on the basis of whether a contractor 
is or is not performing a certain portion of its 
business with the Government is without justification 
and unduly penalizes comprorl.es which devote 
subst&"'ltially all of their production capabilities 
to the National Defense programo If the increasing 
demands of the Malitar.y Services for new weapons 
are to be met~ basic or general research efforts 
should be increased and the engaging therein should 
be encouraged» not discouragedo Thus~ any dis
crimination in connection with the allowability of 
costs of this type of research should be in favor 
of~ not against~ those engaged in the d~Telopment 
of instruments of defense which are essential for 
national suryivale 

(.3) Tr.d.s staten1ent is unnecessary and,p therefore» 
redundanto 

(2) Related research is that type of research which is directed toward 

practical application· of science 9 and redevelopment" is the systematic use of 

scientific knowledge directed toward the production of useful materials 9 devices~ 

(1) methods, .or :processes, exclusive of detail product design~ manufacturing~ and 

production engineering (See l5c=204o2l)o The costs of a contractor's independent 

(2). related research and development (that which is not sponsored by a contract or 

(.3) grant or is not otherwise reimbursed to a contractor) ~~~~~e&-e~~~eS:e 

ef-Ml J'?eE!ilte~eft;--ee .allewed is all01.,rabl~ as a cost under any cost type ~ec!t%~ 

(3) contract if the research is related to the contract product or product line and is 

allocgted on the basis of a1l york performed on such pr9duct or product lineo ~ 



Reasong (1) If all desiL is excluded, it will 
permit a Government auditor to disallow 
design related to and in reality con
stituting a proper part of related 
researcho 

(2) :Excluding the terms "and development" 
would exclude "the· systematic use of 
scfentific processes" a which is not 

· intendedo 

(3) Related research often has a reasonable 
relations hip to the end products of. 
research and development contractso 
Further.morea it is necessary for a 
contractor in certain instances to 
carry on related research programs in 
support of work being performed under 
such contractso The suggested revision 
would permit the allocation of such 
expense to research and development 
contracts where such allocation is 
warrantedo Also a. it is not 
practical to define "cost-type 
research and development contracts" 
so that it would not be possible to 
determir~ those contracts on which such 
research would not be allowableo 

Co Research and development costs~ regardless of the nature~ which were 

incurred in accounting periods prior to the award of a particular military contracta 

(including amounts capitalized and the cost of patents obtained)· will not be 

(1) allocated to that contract unless approved gy the contracting officer or 

allowable as pre-contract costs (Paragraph l5-204o29)o 

Reason8 (1) Revision necessary to preclude automatic 
disallowance of research costs deferred 
from prior periods pending the deter
mination of the proper,accounting dis
position of those costs when such costs 
would otherwise be approved by the contract
ing officer as allocable research costs 
as the time the proper disposition can be 
determine do 



(1) 15-204.36 ROYALTY PAYMENTS. This item covers amounts paid or payable for the 

right to use patents. Where the use of such patent is necessary for the proper 

performance of the contract and where the Government does not already have a license 

(2)· or other right to use such patents, the royalties are allowable te-tae-9*~Bt-e~pese~~ 

pPe¥ieee-&eP-8*sew99P9-iR-tRe-&eBtPaet-eP-etR&~ae-a~taeP~sea-ey-tae-eeRtPaetiBg 

officer. 

Reasons (1) To provide for amounts accrued. 

(2') rrhe contractor' should be permitted 
to manufacture products, under license 
agreements, which they otherwise would 
have t.o purchase. If a royalty is 
necessary to ·perform a contract, the 
payment should not be subject to an 
arbitrary decision by a contracting 
officer. 



15-204.37 SERVICE AND WARRANTY EXPENSESo This item inc~udes the costs of 

servicing the product installation, training personnel in the· use, operation 

(1) and maintenance of the product, eeP~et~Bg-~Pea~et-ae~ets,-Pe~~aeiR~-a&~e~i¥& 

(1) ,aP~&y and other related operations or practices. Such costs are allowable. 

(i) Actual costs of correcting product defects ·and replacing ~fective parts are 

te-ee-Peim~sea-te-~89-eeRtPaeteP-will-ee-~R-aeeepaaBee-w~~s allowable, 

subject to any limitations in the clause of the co~tract entitled "Inspection 

of Supplies and Correction of Defects", (See Paragraph ASPR 7-203o5), or as 

otherwise provided in the contract. 

Reasong (1) It is believed that the suggested 
changes better-express the intent of 
this paragrapho Without such changes, 
the paragraph is ambiguous. Paragraph 
(b) of ASPR 7-203o5 provides that the 
costs of replacement and corrective action 
shall be determined as provided in the 
clause entitled "Allowable Costs" and by 
the proposed revision such costs are clearly 
more allowable subject only to disallowance 
by reason of fraud, etc., as set forth 
in paragraph (c) of ASPR 7-203.5. 



wages, is a payment in addi tir.;n to regular salarie:s an1 w·ag~.s 1 l'Y C!c-nt.ra::~t..,rs tr., 

workertl whose emplcyment is being t~·rminate:d. 

The cost of severa.nce pay is allowa.'tJ.e only to the extent that, in 

each case, it is required by ( i) law, ( 11) employer-t)mployee agreements, ( 1:11) 

established policy that constitutes, in effe~t, an implicit agreement on t.he 

contractor 1 s part, .or (iv) the circumstances of the particular employment. 

For contract costing purposes severance pay is di.vided into two 

·categories as follows: 

a. Normal Turnover Severance Pay. The cost of severance payments is 

allowable and must be allocated to all clae·ses of work being performed in the 

contractorts plant at the time of payment. However, 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 me.de f'or normal severances over a. representative past period. 

b. Maes Severance Pay. The cost of abnormal or mass severance pay 

actually made upon cessation of work when there is no reasonable pros~et?t of 

(1) continuing employment on other work of the contractor is allowable. Wae 

ame\iR~-allewaele-skall-'Be-tieieFJR:I.Re8.-8y-assigRiRg ... he-~e~al-ees~-ef-aet\ial 

mass-eevePaaee-~ayaeate-te-~ae-eatiPe-JePiei-ef-em,leymeatmwita-tae-eeRtPaete~ 

a.lui-e£!\iitl:j:&ly-aJJ9PtleRiRg-s\iek-eest-te-all-&lisiRess-ef-tae-eeRtPaeteF 

JeFfeFmei-iYPiRg-taat-JePiei~ 

A. reservation in the final release of claims (See ASPR 7-203.4) may 
be made in the case of completed cost•reimbursement. type contracts when it is 

reasonable to assume that severance pay allocable to the contract will be· made 

in the future. 



Rea.sor~.s ~ (1) These co2t principle~ should not 
prescribe accounting treatment which 
is admini~trati vel.>' 'impractical and 
unworkable. Such costs should be 
handled, as in the pa.st, on a basis 
conforming with genera.lly a.ccepted 
accounting principl~5 and practices, 
taking into con&idera.tion all of the 
facts; involved and t-he circumst.ances 
bringing about ~,~ch mass terminations. 



15-204o39 SPECIAL TOOLING. The term 01 special toolingn means property of such 

specialized nature that its use~ without substantial modification or alteration, 

·is limited to the production of the particular supplies or to the performance 

of the particular services for which acquired or furnished. It includes, but 

is not limited to,; jiges dies 9 fixtures~ molds.o p$tterns, special taps, special 

gauges~, and special teet equipment. The cost of special tooling,. when acquired 

for ana its usefulness is limited to government contracts, is allowable and will 

(1) be chargee directly· t·o the government contre,cts & ~ea-elieA-epee~a*-tree~isg-~s 

Reason~ (1) This provision is unnecessary, since 
the subject is governed by ASPR 
Section XIII~. 

~~ 
I 



(1) 

· 15-204o40 TAXESo Taxes are charges levied by a government unito They do not 

include fines and penalties except as otherwise provided hereino 

ao In general, taxes (including state and local income taxes) which the 

contr;ctor is required to pay and which are paid or accrued in accordance with gen

erally accepted accounting principles are allowable, except (i) for Federal ~ncome 

and excess profits taxes; (ii) taxes in connection with financing, refinancing or 

refunding operations (see paragraph 15-204ol7); fii~1-~a*es-iPem-wfi~efi-eMem~~ieHB · 

(2) &Pe-&ve~±ee±e-te-~fie-eeR~Pee~eP-aiPee~ly-eP-&Ye~laele-~e-~fie-eeR~Pae~p-eeeee~eH-&ft 

eMem~~~eR-af~epeea-~fie-GevePRmefttt and ~i¥1 (iii) special assessments on land which 

represent capital improvementso 

Reasons: (1) Municipal and other income taxes, other 
than Federal, should be allowableo The 
suggested insert avoids limiting allow
ability of income taxes to "statett income 
taxeso 

(2) The reason for this is that although many 
theoretical exemptions from excise taxes 
are afforded to the Government~ it is not 
clear that the contractor is free to ob
tain exemption from tax unless the Govern
ment takes affirmative actiono In many 
cases~ the cost of sec.uring the exemption 
exceeds the amount to be saved and neither 
the Government nor the contractor wants 
the exemption claimedo 

bo Taxes otherwise allowable under ao above, but which may be illegally 

or erroneously assessed may be allowed as a cost of work performed, provided that 

the contractor~ prior to payment of such taxes, (i) promptly requests instructions 

from the contracting offic.er concerning such taxes; (ii) agrees. to comply with 

such instructions; and (iii) if so directed by the contracting officer also agrees 

(1) to take all necessary action in cooperation with aRe the Government and ot~e~ defen~e 

contractors for the benefit of the Government~ to determine the legality of such 

assessment or~ as the case may be~ to secure a refund of such taxes and any interest 

or penalties thereono Interest and penalties incurred by a contractor by reason of 

the nonpayment of any tQx at the direction of the contracting officer shall be 



·allowable as a costo Reasonable expenses of any proceeding inst1tuted by the con-

tractor at the direct1on of the contracting officer to determine the legality of · 

such an assessment or to secure a· refund of such tQxesj interest or penalties for 

the benefit of the Government~ shall also be allowable as costso 

Reason~ (1) For purposes of clarificationo 

LThis subparagraph b should be revised generally·to allow cost of taxes, 
interest, penalties~ and expenses of contractors 9 acts in resisting 
assessments or attempting to secure refunds, in certain situations 
where contractor cannot possibly_or reasonably (i) does not request 
instructions from the contracting officer~ l2) does not agree to such 
instrUctions, or (3) does not receive direction from the contracting 
officer prior to time action was or must be takeno Revision is, 
therefore, ·necessary in order to allow costs of taxes, interest~ and 
penalties which may be illegally or erroneously assessed~ as well-as 
expenses of resisting assessments~ or attempting to secure refunds under 
such special situations without the imposition of these restrictions~ 

c. Any refund of taxes,.penalties or interest thereon shall be credited 

to contract costs.in the proportion in which contract costs absorbed the costs of 

(1) taxes, interest or penalties or in such other manner as approved by the contract

ing officero If at the time the refund is received by the contractor, no defense 

contracts are being performed, the amount otherwise to be credited to contract 

costs shall be paid directly to the Governmento 

Reasong (1) The requirement that contracts be credited 
in the same proportion that costs were 
charged is impractical in many caseso 
Distributions by other methods can produce 
satisfactory results that do not result in 
significant differences in the over-all 
credit to Government contractso For 
example, even though a refund of State 
Unemployment Compensation taxes is distributed 
on the basis of overhead rates applicable ·to a 
year subsequent to the year in which the 
original overhead distribution of the appli
cable taxes was made~ the Government's 
participation in the ·refund may not be 
materially distortedo The addition of this 
clau~e will permit the Contracting Officer 
to approve other methods of distribution 
where circumstances so warranto 



15-204.41 TRADE, BUSINESS AND. PROFESSIONAL ACTIVITJESo 

a. Membershipso This item includes costs of membership in trade, 

(1) business, service, technical and pro~ssional organizations and such costs are 

(1) 

allowable. 

Reason~ (1), It is believed that the cost of membership . 
in service and technical.organizations 
should also be allowableo 

b. Subscriptionso This item includes the cost of subscriptions to 

trade, business, professional, or technical periodicalso Such costs are allowableo 

co Meetings, Conferences 2 and Exhibitions. Expenses representine; the · 

purchase of meals, transportation, rental of facilities for meetings, and costs 

incidental thereto, when the primary purpose of the incurrance of such expenses 

(1) is the dissemination of t.eea~eal! information ep-l;R&-eti:Jmi~ati-en-eJ:-~Pealiet~eR 

intended to improve the overall effectiveness of the contractor, are allowableo 

Reason~ (1) It has been the experience· of many 
contractors tr.L2. t exhibition expense 
is a required cost of doing ~usiness 
and is as normal and essential as 
expenses incident to. meetings and 
conference~o It is believed that the 
addition of this item of expense to 
the heading of SUb-paragraph Co is 
propero It is also believed that sub
paragraph Co 1 as set forth in the 
draft, is unduly restrictive in that it 
refers only to technical information or 
information that is aimed at the 
stimulation of productiono Meetings, 
conferences, and exhibitions for the 
purpose of improving overall coordina.
tion of the business or various seg
IOOnts thereof or the dissemination 
of information about the business to 
the trade~ the public, prospective 
employees~ etco, are just as important 
to the successful performance of 
governmer:.t contract.s as are technical 
and. production meetingso 



15-204o42 TRAINING EXPENSESo 

ao This item includes the costs of preparing·and maintaining a 

program of instruction designed to increase the overall effectiveness of 

employeeso Included are the costs of the director of training and staff, 

training materials and text books when the training program is controlled by 

the contractor, and tuition$ fees, training materials and text books when the 

training is in educational insti~utionso 

bo Such costs which are limited to on the job training are allowable 

when properly allocatedo 

c Q Costs o·f training in educ.ational institutions are not allowable, 

(l) .except to the exter+t· ·specifically provided in the contract or approved by the 

contracting officero 

Reason8 {1) !n the past it.has been n~cessary to 
·incorporate training in educational· 
institutions owing to the shortage of 
emginear's and other highly skilled 
technicians~ These coste were 
necessa:-y and are presently c·onsidered 

· allovable without specific provision in 
the contract which cannot be ascertained 
at.the time contracts are negotis.tedo 



15-204.43 TRANSPORTATION EXPENSESo Transportation expenses include the cost 

of freight, express, cartage and postage relating either to goods purchased, 

in process, or deliveredo 

When such costs can readily be identified with the items involved 

they may be direct costed or added to the cost of such ·material. (See paragraph 

15-204.22). Where identification with the materials received cannot readily be 

made~ inbound transportation expense may be charged to the appropriate indirect 

expense accounts, provided th~ contractor follows a consistent procedure in this 

respecto Outbound freight, if reimbursable under the terms of the contract, 

should be treated as direct charges • 

• 



· 15-20i .• 44 TRAVEL EXPENSESo This includes costs of transportation, lodging, 

subsistence and in~iden~al expenses incurred by contractor personnel in a travel 

(1) status while on effieiel company business. 

(1) 

Reason: (1} The word "official 11 is superfluous and 
its.inclusion would result in mis
interpretation by reason of more 
significance being attached to the 
word than is intendedo 

a. Travel. expense incurred in the normal course of overall 

· administration of the business .and applicable to the entire business are allowable 

when properly a.llocatedo 

b. Travel expenses dir-ec-'vly attributable to contract performance may 

be chs.::geci to ·che ccnt.r.act in accorde.r..:ce ~.th ~e.,._principle of .direct costing(> 

c~ Subsistence and lodg:!.ng including tips or similar incidental 

expenses may be reimbursed. ei the~ on an actual or per diem basis o The basis 

selected sho~d be consistently followedo 

COntractor persoruLel in aCCOrdance with the COntractorDS normal bUSineSS 

practiceo 

Reason: (1) The words "necessary to the performance of 
the co'ntract" are unnecessarily restrictive 
in the light of. the basic principles and 
standards set forth in ASPR Paragraph 15-201. 

e. Entertainment expenses are not allowable. 

f. Costs of personnel movement of a special or mass nature are 

allowable or~y when authorized or approved in writing by the Contracting Officer. 


