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SUPPLY AHD LQCIISTICS 

CD 

ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25. C. C. 

JUN 1 8 1958: 

.MEMORANDUM FOR THE SECRETARY OF DEFENSE. 

SUBJ'EC~: Contract Cost ·Principles 

Since 1949, the Armed Services Procurement Regulation has .. contained 
a ·very brief statement o£ the p~inciple s relating to the allowability of manu
facturers 1 cost's for use in connection with payments under contracts which are 
on a cost reilnbursement basis. This statement has contained principally three 
listings, first, those types of costs ·which are regularly allowable, second,· 
those which are regularly unallowable and, third, those which are allowable 
oxily to the extent s·pecially treated in the contract. The regulations have con
tained no principles or policy guidance with respect to the method of dea.llng .-· 
with costs or cost estimates in contracts of types other than cost.reim.bursement 
contracts. 

For nearly five years there has been increasingly intensive pres sure 
on the Department for the development of a new set of cost principles which 
would both give more detailed and precise policy guidance in the treat:nent of 
many cost elements and would be applicable to all types of contracting or con
tract settlement situations. Specifically, the adoption of such a uniform, · 
comprehensive set of cost principles ba·s been strongly advocated by the House 
Appropriati~ns Committee, the Comptroller General of the ·United States, and 
the Hoover Commission. 

We--have ·been in the proc·ess of developing such a com.prehensive set . 

,.· 

of cost principles for several years. However,· as I am sure you will recognize,~ 
this is a highly complicated and controversial subject and one ~hlch generates 
a wide variety of different views as to the treatm.ent which should be afforded · 
each detailed cost element. As a result, the obtaining of. a degree of agreement 
on this set of cost. principles has been a slow process. By last.fall we had 
obtained sufficient agreement among the different elements within the DepartJ:nent 
of Defense to be able to issue a draft of the proposed principles to various indus
trial groups for their comment. These comments, which £or the most part were 
quite critical of the proposed draft, have been reviewed, evaluated and thoroughly 
discussed with Assistant Secretary McNeil and the Materiel Assistant Secretaries 
of the three military departments preparatory to our Wldertaking discussions· 

industry groups in an effort to resolve our dilierences to.the.e~.~nt.practical.:_ 
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Prior to our discussions with industry I believe that you should 'be 

~-~- of the policy approaches that w~ propos.e to talce. · 

The industry comnient was ·critical With respect to eacll element of 
cost, such. as the cost of institu-tional and product advertisilig, which we hacf 
felt $h0uld not be charged to the government but· wbich industry couaidered. a : 
normal cost of doing b~.uiinesli: .~other wor~s "they considered~~ no::;;;JI• · 
and proper .costs _of do~~ bus~e$s· shoul_~_E.!_all~edJ~Y.~!.l.~!..~.E?E!.~ 
ext~.J!=Y-~-e- .. ~~~9.ni9le~·~~-~~oca~l~ -~~~-~- .t,~~ ... ,.~~~;-.. ~~!9!~~ .... ~S!=~~~g · 
system even though seme ~ Sirdi· cost-s ~~~,have nothing to do with the 
coiduct"'Of· gove%nment busil1ess.. W"e feel that there are som~ costa, such a•. 
advertis.mg. or allowance's for bad debts; which a~~though necessary m the 

. conduct of the business should not be allocated to gove~ent contracts • 

. . The industry ~omment·· al~Jo made ~t clear that,,· f9. .J.9..P&-'-~-~U .. t..:!'-!F.!. 
·to be un_!!!~~~bl.!.!~!~.~ ... <?,~ ~~!-~.!;. ~~~s~ry~ dl:d .:r;19t ~~V9.~. ~J:le ... ~xt~;l .... ~~. ~~ .. !~e- ~.!. 

. of cost p~_!Ele_!_~~E..!!.!l~v!__~_::~~~~-~! ~..P~!.~.!~:;,g_e .. t.~.£ • ':,_?:'.!:~~~ ... -~~~~.~~:!! .. ~ 
·'V othe·r _l!~_i<??!~!~ .. ~.'~~d.;p~_ic:~.~~- .~~----~~ ... ~9.~~7-"ac-~a.:. Qr .. ~~ .. ;p.eg~~tecl.JJettl~.~~u 

· ~!!..'J-~.'1!~.~-g.-.C:-~;;lt.~a~~.~. The b~sis .for this oppos1tion seems to be a belief 
that the use· .of ~oat principl.es in t~~se si~~~~~~--~!.~4.~C!.l,!).~~~:r;cinl 
r_a~!.;:.,~~-~~llt'~~~.SP-~l~t~9.~!,)'We·o·eu·~v·e-that _t.4e de1cription which we have 
included il;l the cost p~~ciple~· them.&elv.eS' .of the methada of uae of the1e 
principles iD the pricU,.s or. settlement of the ae contracts· ia adequate to 

f(•!•" ..... ,..INure tb&t they Will nOt damage the :iiegotiati.O:D. p:rocea.•. · . · · 

-··· . In our meetings with )4r • .McNeU anc! the .Matel'iel Aa1ia~ 
Secretaries_ consideration·b.~La ·been given to. ~=··twenty ias.uea which wer• 
raised by_~duatrj'. We bave come to asreement among OU%1elvea on all 
but·one. On several of these iss~s we have agreed to·accept the ind.uatzy· 
viewpoint whereas in a number of'oth~ra.we believe that .we ahou14 not .. ·· 
accept that vie~oint. 

. . , . 
Tab A, attached, is a summary of the one remaining .. iaaue ~ which. 

we do no..ihave internal agreement and on which we seek your·_advice •.. Thia · 
. has ·to d~ With· the all.owability~· as a par~ of' total.· compensation. tO einployee•, · 
primarU.y involving exec~tive compenaatio~ •. of 'that porticm which is c!ependeDt 
~pon or illeaaured by profits •.. ~e Air Force ·is opposed to allowUce whereat 
the Army,: Navy, ASD(Comptrolier) and ASD(Supply and Logistics)' favor 
allowing. This problem. bas been with us for several years- and it.wasprevioualy: 
decided by .Mr.· Wilson that such expenses should ~ot be· allowed· as costs •. Th• 
question is again raised by the mdust~ comment and there is agam·&la.c:k of·.' 
agreement. The arguments em this subject ~e included _in. Tab A. 

·.z.· 

,· 
( 
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. · Tab B, attached, represents an identification and evaluation of 
~icaxJ.t remailling issues with industry. Internally we are in com

plete agreement that th.ese industry views should not be accepted in the 
proposed regulation. · 

Tab C~ attached, is a.n identification of the principal changes to 
which we have agr~ed as a result of the industry comm.ent,. 

. . . .. 

Tab D, attached, is our timetable for the completion of tbis 
project and the issuance of this section of the regulation • 

4 Inclosures 
Tabs A, B, · C and D 

.. ---, \ -
. // / . ) ) I ~ /t . 

,• ,.. .• .... • . I •',· ,. ~~··· ' •I" • .; ' 
-'PERKINS McGUIRE 

Assistant Secretary of Defense 
(Supply and Logistics) 
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'Issues Beiween the Air Force and Industry, (.ASD(SitLJ,_ (COMP),_ ~I and Na,l" 

COMPENSATION . 

INDUSTRY VIEW 
(concurred in by ASD(S&L}, (Cornp), Ariny and Navy) 
Basic Contention: The critically important considera
tion Wtderlying the compensation principle ought to · 
be the reasonableness of the total compensation paid 
using any and all methods. The nietho~s of compen
sation usable. ought to be that determined by the 
contractor so long as the methods utilized are in 
keeping with sound accountmg·practices an4 the 
re_sults achieved are reasonable in. light of the 
services rendered. · 

A. COMPENSA ~ION PLANS BAsED UPON, MEAsURED: 
BY PROFITS. . 

. . 
Specifically, industry~<;ontends .that cot:npensation 

plans based upon and measured by profits: : 

1. Are becoming increasll.tgly more widely used as 
a means of compen.sating employees and officers · 
for services rendered.· · 

2. Are costs, as distinguished from a distribu
tion of profits, by generally accepted account
ing principles and practices. 

._ 3. Are allowable as costs for tax purposes and 
~ for renegotiation. 

. ) 

Are not logically separable into deferred or ~ 
bnmediate distribution plans. The Air Fore" 

. AIR. FORCE PosiTION 
.. Contentions: The Air Force position is that 
payttlents under profit-sharing plana should not 

· · ~e recognized as a cost of perfonnlng defen;;
contracta. 

1~ Since .J:anuary 1, 1955; the Air Force, · 
· in its negotiations ~th contractors, bas taken 
the position that payme~ts to management under 
profit~s~rlng plans are not allowable. The Air 
Force ~s no o~J~.ction to profit-sharing plana . · 
·as: such. · We. ~o reject the philosophy that pay
ments. under such plans should be treated as, a 
cost of perfonrung the- contract. 

2. P~ofit-sharing is a method of di~tribu-
, tion of profits· tealized. This is bnplieit in 
both the label. and the conditions attached to . 
this particular method of distributi.D.g corpo
rate earnings. Distribution of profits under 
Jhe various plans are, ln general, determined 
·tn accordance with the profit position of a 
company .at the end of the fi•cal year~ In a 
profit-sharing plan the ~ontractor purports 
to be sharing his calculated profits with 

. . ' 
certain of his employees. If profit distribu-
tiond are treated aa. costa ln determining 
contract price 'il, the. so-caned "profit- . 
sharing" is an.Uluslon. For, while the con
tractor would be publicizing a program as \ 
"profit- sharing, " the Government would_~ ~ 
fact, .be bearing directly .the cost of sue)\ •• 
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position makes it clear that their opposition_ 
is only to "immediate distribution" _plans 
and not to "defe~red distribution" or 
"retirement" plans. Where each is based 
upon or measured by profits, it is difficult 
to see how one type can be c~nsldered a 
cost and the _other not. The Air Force 
position does not exj)laln this point. 

5. Cannot logically be ·separated from bonuses 
(which are allowable), since both are treated 
alike by contractors for most purposes. 

6. Were considered 11e s sential t() the ultimate 
maintenance of ·the Capitalistic System" in 
the one Congressional inquiry into such 
plans in 1939. 

I 

. 'o.......J\ 

3. Under our contracting techniques we 
negotiate, contract by contract, a price based 
upon what the job is w~rth. This estimated 
profit ls· an incentive to the contractor and we 
allow him an opportUnity, by reducing costs, to 
earn more profit. H, as a matter of corporate 
choice·, profit-sharing is held out to the con
tractor's employees as an inducement to aid the 
contractor in earning more profit under the . 
contract, the profits so earned should be the 
source of distribution of the rewards promised 
the employees. Having striven for the target 
profit, and, having achie_ved such profit or 
more and distributed a portion thereof to 
.certain of its employe~ a _as "profitJ.Jiharing", 
the contractor should not confront the military 
department with a "voucher" for reimbursement 
of the profits distributed. 

4. Profit-sharing is not necessarily identi
fiable with, nor m.easured by, efficiency. Net 
profits available for distribution may be the result 
of higher volume of business, _sharp ne-gotiations, 
or the peculiar tax situation of the contractor. 
In fact", a manufacturer who bas not produced 
efficiently during a particular year could still, 
out of profits earned distribute bonuses measured 

·by profits •. The Government would not have derived 
any benefits from ~he operation of the profit-sharing 
pl~. . . . 

(. 5. Normally, management is confronted , 

2

-/with conflicting interests of lltockholders a:n.'-11 

,. ~= ..,_ ... .:-. .:·\·~-,;,..,.......____ . 
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( 
employees in the distribution of profits in 
the form of dividends for the former and 
profit-sharing plans, il any, for the latte~. 
The normal pressures exerted by stockholders 
to prevent the indiscr:b:ninate distribution of 
profits under the profit-sharing plan disappears 

· if the G9vernrnent accepts payments under profit
sharing plaria as an allowable cost, particularly 
in the case of companies predominantly in defense 

·Work.· .. . 

6. It is significant that certain of our con
tractors; who have had profit-sharing plana in 
effec~ for a num.ber·-of years, have never sought 

·reimbursement for payments under au~h plans • 
.. The. effect of a formal policy allowing payments 
under such plans would cause these compci.nies to 
request reimbursement therefor and would sthnulate 
interest in other companies to inaugurate~such 
plans. The Air Force estimates existing profit
sharing plans could fpvolve, for the Air Force 
alone, approximately $ZS million a year. Any 
general policy in favor of allowing payments 
un~er these plans could cause this amount to be 

· iilc.reased significantly. 

7. Our po-~ition is primarily addressed to 
profit- sharing plans of the "immediate" distribu
tion tn>e• We would not object to allowabllity 
of payments under profit-sharing "retirement" 
plans as presently ~ontained in the latest DOD 
draft of the proposed cost principles; if such 

I planB meet the requirement~ of the Internal \ . 

~~evenue Code and the regulationB thereunder.{'~ 
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TABB 

---Identification and. EvaluatiQn of the Significant Remaining Is sues · 
~ .. . • with Industry 

ISSUE 1. 

Should the:r:e be an attempt to get uniformity of cost treat:nent in all of_ 
the various types of -~cmtractual situations where costa are a factor in pricing? 

Industry Position 

With very slight exceptiop. industry agrees with the objective of uniformity 
of cost ~reatm.ent bu~ is seriously concerned l~s~ the application of these prin
ciples lead government contracting personnel to resolve controversial points of · 

·negotiation by unilateral ac~ounting solutions rather than by ov~rall bargaining. 
Specifically they fear that the description, contailied in the dOCl.lment itself, 
of the "applicability" 0~ these cost prlnciples to iixed price types of contracts 
may lead to formula pricing rather than to negotiation based upon factors other 
than estimated coats. 

Government Position 

~ The "applicability" section of these Coat principles makes it clear that 
t~ey are for use only when costa are a factor in pricing. They do not enlarge, 
or even affect, the number of types of transactions where costa are to be ·con
siderec! nor do they suggest that a specific treatment of costa shall be paramount 

. to ·other· conside·rations in cases ~here estimated costs are one of several factor• · · 
affecting the negotiation. The pre.sent guidance, contained elsewhere in ASPll, 
with respect ta negotiati~n and pricing techniques and· methods (which has the 
solid support ·of in,dustry) remain• in effect and is the basis for judgment as to 
when coits or -cost estimate a should be importantly considered in pricing. It ia 
only when c~sta are considered that these cost principles apply •. ~ence it is not 
f~lt that th'e dange~ of formula pricing would. _be increased by the adoption of 
these princ.iples.: Rather, they would-encourage a consistent tre~tm.ent of coats 
where costa are dealt with at all. Howe,ver, ·~we have agreed to reviaed. language 
to make these point• completely clear (See Tab C, It~ 1). 

ISSUE Z 

Should the cos_t principle• provide f_or the non-acceptance by the govern
ment of any cost whieh is normal, iegal, and reasonably necessary in the 

' . 

conduct of the contractor• a business'l 
. ~··· . 
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.Industry Position 

general the induslry view was that the governinent should accept ita. 
p ·rata allocation .of ·.an norma_l and necessary costs of doing business. This 
view was ve_ry· generally stated by all industry's groups as well as by the 
COmptrollers Institute• · · 

Govermnent Position 

-This is. probably the most difficult issue to resolve to the satisfaction of 
all parties. _As a gener&litj- we ag·ree th&t.we should accept our share of the 
normal expenses of doing business. Neverthel_ess the difference between com
mercial business and governm'ent busin~ss is su~h that ce.rta.in types of expense 
should .not be allocated to us no matter what ·the accounting sy~tem of. the contractor. 

· normally provides.· Examples of such eXpenses are entertaj.nment expense and .. 
reserves for commercial bad debts. We ba.ve also considered that ce.rtain other 
individual expense items such a. product and ·mstitutional'advertising and contri-

>C butions and donations, should not be accepted by the government. -

ISSUE 3 

ted to· Issue z· is the a.da!tional_ques~on -.s to whether the government 
eaticm the ·11 rea:sonableness" or "allocability" to goverr~ent work of a. 

~oiit which is.·.handled consistently uncle_r the contractor•• _norma... accounting . 
system in accordance with- "'g~~rally accep~ed acc~unting princ:iplea11• Stated. 
differently,. this question. is whether ~e cQat priDciplea alioul4 contain rule• or 
guidelines for deterp"'irdng the ' 1reasonableneaa 11 or "allocability" of varioua 
c;:ost elements~ or whether we. should accept, as the criter~on,. ,, generally accepted 
accounting practices". 

Industry Position 
I 

·• Industry feels strongly and. nearly uniformly that "reaacmablene••" aDd 
''allocab~tyi• ·of ·co ita ahoul_d ~· goyerned by sood. accounting pr~c~ce aa re
·fl.ected in'g·omg acC'ountmg systems and that the government ahould.not adopt 
·special teats ·or criteria w}:Uch. require aignW.c_ant variations iD mdu,try'• . 
accouu~' systems. Hence, they feel that ~.~oat p·riDciplea should not att~~t 
to prescribe how to evaluate the 11reaaoD&blenea •" o·r the "allocability" of any · . ·. 
element of coat and, above all, that' we should. not aay that a coat. ia.,..~t.· allocable. 
to us. 

z 
p 
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Govermnent Po-~it'iQn 

.) ·"Generally accepted acco~ting principles" are broad standards for the 
evaluation of the financial position of an enterprise and for the measurement of 
income and expense over a given period of tim.e. Thus a system may be m~
tained in accordance with such principles and fulfill the ;requirements of manage
ment;: the stockholders, the taxing authorities, and others, and yet not yield. cost 
data satisfactory for· cost reimbursement. or to support prici:lg judgments Without 
son\e adjustments. ·Accordingly what may be •·•good accounting practice," for 
the .Purpose of determ.ini.ng the company• s overall income and expense may be 
inappropriate when determ;ning the price to be charged a particular ~stomer 
or ~'.ass of customers. · · 

ISSUE 4 

Th~·proposed cost principles point out that when we are buying from 
comp:lniea·· or industries actively engaged in comm.erciai competition, we can 
norm.a.U.y rely on the restraints of competition to as sure that certain items _of 
expense, such as general research~ are kept by manag_ement decision within 
reasonable bounds. However, where we are dealing with firms· whose work is 

. exclusively or predominantly with the government such competitive· restraints do 
exist •. To provide appropriate control in ·such instances and _to avoid unex-

d disallowances of costa by the· government, the coat principles augge·at that, 
respect to elements of coat where reasonableness is hard to determille, 

· particularly with contractors whose work ia predominantly with the government, 
there. should be advance agreement aa to the extent of a.llowabWty of ~ch coats 
and that such agreements should be incorporated in the contracts. The issue 
is whether thi1 provision is sound • 

. Industry Position 

· The induatry comment generally objected. to. thia proviaion on the ground. 
(a) that· it favored companies in & ~trong negotiating poaition, (b) promoted lack 
of unif~nnity o£ treat:nent a:d (c) limited ;z:n•=•l•=~nt'• ·di1creticm to make 1o~d 
buainesa·deci~io:a.a by requirins approval in advance of incurringlesitim&te . · 
buain.eaa expell:•••· 

Government Position 

The induatry comment• aeemed .to asaume that a failure .to negotiate and 
ree on such costs would render them unallowable. Thia is erroneous. They 

. be unallowable only if subsequently found unreasonable which would not 

3 
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happen if there had been an agreement. This point can undoubtedly be cleared 
~y .. a clearer rewrite of this section of the principles. Nevertheless, the ba:0 

_,u_fliwill to some degree rEUnain. We consider it. highly desirable that there b~ ) 
an advance ag,reement on the ground rules when we are 'dealing with traditionally. 
difficult questions of. cost part~cularly ·wb.e·re there is no motivation through ·the · 
needs of competition to keep such costs within normal and reasonabl~ limits. 
This will not lead to any less unifo~ty of treatment, probably to more, than. · 
we would have by complete. reliance on the concept of "reasonableness'1 advocated 
in. the industry com.ments. As to th~ l.n.tringement on management decisions we . 
are·. silnply telling manage~ent that:; if they want reimbursement from us for 

' . 
exceptional or unusual e~eJ;l,ses in these troublesome fields, th~y should get our 
concurrence. The only way we could avoid such infringement would be to auow· 
whatever they_ spend without regard to our _j•J.dgment as to reasonableness. 

The subissues which follow have to do with our treatment of specific 
elements of cost •. There.are a number of minor.pointa which are not considered . 

. in this paper. The following are the ·significant points which were comment~d on. 
·· adversely by several or most industry groups. . 

Costs 

.,. . Jndustiy Position . . 

-~r · ·The industry comm.ent strongly urgea ~he allowabWty oi institutional 
··;~:~1 adv~rtising in. all media on the ground that it stimulates interest and the pursuit 
. ·,'!of careers in engineering and science, affects employee relations a.nd,. by keeping 

. the company before the public .assists the company in other ways which are of· 
indirect advantage to. the gov~rlmlent, as in ma:ldng it· easier to attract investment 

'~·capital. To a lesser extent industry urged the allowance of the costa. of pr(;uiuct 
advertising on the ground that the govermnent benefits through cheaper prices 
for .defense work from the creation ~mas a. markets ·for comme.rcial producti. 

Governmm:.t' Position 

Product and institutional ~dvertising are essentially selling expena_e 
·and are designed tc' influence the ge~:eral public. The costa thereof ahoulcl be 
allocated to that portion of the contractor'·• buaineaa which ia ccmcluctecl with 
the general public. We have consistently held to this position for many year a. · 
We have, however, allowed advertising in trade .and technical journals, provide~. 

ts =tre not offered for sale. This we propose to continue.: ) 

4 
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Compensation for Personal Services 

: ' (i) Compensation dependent upon or m.easured by profits. See Tab A. 

(ii) .·Stock Options •. 

Industry Position 

Stock options are a proper m.eans of compe;1sating- employees, they 
are recogllized· as costs by generally accepted accounting principles and, under 
some circum.stancea,. are deductible for tax purposes. 

Government Position · 

Stock options are not a cost of doing bus-iness in that they do not get 
the contractors• statements of. income and expense. ·In the form. in which they 

.e currently used by industry they are not deductible by the employer as a cost 
~tax purposes~ They should not be allowed as a cost for pricin~ purposes. 

Contributions and Donations 

Position· 

The ·making of contributions is ess_ential to the ccnduct·of a business 
~DL;-Jn1Cl the failure. to do. so adversely affects the ·contractor's standing in the com- . 
-:~;?lnlmity_and, hence, his employee relations.··. Such contributions aid in the: · 

elopment of technical education and scientific reseaJ'dJ. These costa are 
L¥i'.:>:':'·CLe~au.ctible _for tax purpose·•···. · · · · 

Government Position. 

" The··allowance of .contributions: and donations.would put contracto.rs 
. the poJition: of being able to give a~y· the government's money. They bea:r. · 
-relatio~ t~. the conduct of govermne:nt work.:· Aa a matter of governmental ·V· .. 

. thes.e·.coate·have never been allowed under any prior cost· principles. -1 
W:e_ feel ~t we should ~ot change this policy. · 

5 
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·~dustry Position 
.fj 

/ 

All. industry comment indicates the belief that the int~rest on bor
rowings. made necessary by our contracts should be allowed as a cost against· 
our contracts. 

Government Position 

. . 
It is felt that the allowance of interest as a cost would provide a. 

preference.for one m.ethod of obtaining capital requirements over other methods 
and therefore would provide an incentive for. borrowing -for the performance of 
our contrac,ts even where our cash requirements could be met out of ava.Uable . 
capital. The extent of capital requi:rem.ents _of our contracts should be con- 11 "V' 
sidered in the fixing of fees or profits· (See Tab C, Issue '2). I{ 

Plant Reconversion Costs 

Industry Position~ 

. Reconversfc;~~ from cl.efense work to civilian work may be very n 
• Where unusually heavy expense is involved, allowa.bility should not 

e precluded· by the cost principles. 

Govermnent Position 

. The govermnent does anaw all initi~ set-up expense aa a charge 
to its work. In addition it allqws the cost of r.emoval of special government 
furnished machinery when special installations, such as larg~ concrete fo~d.a
tions, are involved •. This is considered equitable and it is felt that we shoulcl 

· co~tinue the policy of requirillg that, upon completion of govermnen.t work, · 
set-up or make-ready expense for C:omm.:ercial work be charged. againat · 
.ensuing'·productio~. ; 

Research and Dev 

Industry Po sitl:oD. 

~ ~r •f. to )'t''""' 5'f" ·. · · · · 
Under the p <51 ose eoet ri:Beip~e ... pure research ia allowed em a 

C) 
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-rated basis as a charge against any contracts. Product research-or 
......,.,.~t is allowed only as a charge a·ga.i.list the product or product line 
is benefited. Product research or development is not allowed as a· 

. charge against govermnent research contracts~ Some industry comm.ent 
opposed the diatinction _between pure research an~ product research, 
claiming that this w~uld require a difficult segregation •. Others felt that 
product research should be allocable to govenm1ent research contTacts. 

0 
. e1pallv-tbe· Aircraft Indnst-~ies AaaociaHon,· obiected to the thers, p::n:-- 'r . .. . ., 

requirement for negotiation_ to predetermin~ rea.sonabl~ne_sa of R&D expense. 
tl,•,r -..u~.t s': ....... ' ~, .. /;'a- ihe..f t..~,·~.:./;,t:J./~ ··f J~ .. /.r,..·._r-'{P'~-<:t~s 

C... dJ-1 ~~rtt *&,~-... U ._,_,_ a.: /"FA. tj,_,-b/~. ~~~~·-i. ~,s)...J J h.c.: (?41,..~/f-..!.....t 
Government Position . · · . . · · · 

. The allowance of pure research to the extent of reasonable:u!sa 
. is new. Previously_ it was not allowed .unless .specially agreed o~ •. , Pro4uct 
research has been allowable as part of the price of product's which a%;e · .. · · .·_.·. 
benefited. We feel that. this is a reasonably clear and Un.complex segre-
gation and that, for instance, . the sale of an atomic reactor ·should nqt bear 
any part of the cost_ of developing a new line of refrigerators•. Re~ent dis
cussions with various industry groups seem to indicate a better understanding· 
and more willing acceptance of this principle than the il:Utial written· comments.· 

. showed. The point raised by the .AlA. with respect to the. necessity for pre-· 
reement on· reasona.blene s s is covered under Issue ·4 above. · · 

Training and Educational Costs 

Industry Position 

The proposed cost principles: . . ·.:. 

'· . ;· ,. 

(i) allow in-tra.iliing ~out-training· at vocational·~ .. · ·.' 
·non-college levels .. 

(p) &now part-time t!!cbnical~ · eng~eering and sci~nt;ifi~ .. ; · 
. education, ilicluding mat.erials,. t·extbooka, fee·,:~·: tuition,-. 
. and,· if necessary,. straight til:ne compensation for·. . . 
attendance of classes during working hour a for ·2 hoUrs 
a week for the year _(l course). . · 

(iii) allow post-graduate tuition, fees, materials for full-time· . 
. scientific and engineering education (BUT NO ~~.'·OR 

7 



TAB C 

Issues on Which the Industry Views Have Been Adopted in Whole 
or in Part · 

Industry Position:· 

Industry strongly approves the existing section of ASPR that describes 
our negotiation and pricing policies •. • ·These pQlicies emphasize negotiated 

·. :·~argaining toward reasonable overall pricing. The industry comments express 
the fear that the proposed new cost principles would undernrme thiiJ policy 
and lead to form.ula pricing based solely on audit report_s. . . ·. 

Govermnent Position 

Since the intent of the proposed draft was to continue our existiilg: 
pricing. policies and since this intent was riot understc)od _from: a. r'eading·· of. 
the draft. the. "Applicability11 section of the draft is being r.ewritten to ~ake 
this' intent clear and, hence, to accommodate the industry ~~s·· ' . 

'Industry Position ... 

. . - . . ~ . 

· In~uatry strongly urges that· interest on borrowin-gs be allowed as ··:-; 
j Government Position . ·.· ... ·.··. 

· ..... " . 1: 

·; ~···% while we .dO not feeiltha.t we Bho~d &eceide to tbi8 P9~iti~(Se~. ·Tab Bt · 
~-. ~: .. ·l Issue 5· d), we have emphasized, elsewhere in ASPR, that ~e extent c#. the 

~J-,_J t ~ontractor 1 s capital investment in the performance of the contra~··hali be: ... 
~~--~ ·~/. t· taken into account in negotiating the amount of f·ee or profit.-:· · .. ~ ... · · 

t~!Ind~stry Position. /.. . . . .... ·. . .. · ·. . . . .•..... · . : :. . . 

-~-~ j~~~ . : Industry !elt _that the .treatment of overtim.~ pay. e~ra pa.,Y ·shift pr. e:.. · · 
~·· ~·~lmJ.uma: _and Dlulti.- shift prenuums. was unnecessarily complicated and would · 

J ~{,ead tC;, coJl!usi~ -~ong the serviees to the disadvantage of induStry. . 

'''"'- Govermnent Pos1t1on . · · . . .. . 
~- . . . . ... 

:~~- ~ ... :: Since the original. submission of the draft for industry. c·tim:th·e.~t~. the 

·C, ?Jpolicy wi~h·re_s~~c~ to_ over~~· ext~a pay s~ts ~d ~~ti:shiits ba~· be_en 
. \~.-: ... greatly sunplif1ed m 1ts adm1n1 stration anc! this sunplification, carr1ed. ~to 
· ,.;.' rinciples. satisfies the industry objection. . ~ 

I 



TAB C 

Industry strongly approv~s the existing section of ASPR. that describes 
our negotia~cm and pricing. policies •. _. These pQUcies em.phasize negotiated 

. :<bargaining toward .reasonable. overall pricing.. The industry comments express 
the fear ~t the ·proposed new cost principle I would undern;me thi~ policy 
and.lead ~formula pricing baaed solely on audit report.s. 

Govenmient Position 

s·ince the intent of the proposed draft wast~ contin~e our exiatiilg: 
pricing po~icies ·and since this hitent was not W1derstc)od .froin: a :r·eading·· of:. 
the draft•: the "Applicability" section of the .draft is being rewritten to make 
this intent clear and, hence, to accommodate the industry ~.-w··. .• . 

. . 

Industry Position ... 

. Industry strongly urges t.hat·inte.reat OD borrowiliis be all~ed &8 
0 • • • • • 

. ·,.. 

. J Govermnent Position ... ·::<.·.~· ..... ~·,:.. . . 

·.;·~ •.· ~ • . . • . • ~·. : • . • • . . . • • • • : . . ! •• · .' .. :: • • . • .. • ·~. 
,.:~ ~··· \f W:hile we .do not feel. that we show~ accede tQ ·wa· pgai~~n (·se·~~ Tab B, · 
~. ~;-·1 Issues· d),: we ·~ve ·emphasized, elsewhere in ASPR., that ~e extent~ the 

:_.~·:J t ~ontractor.1 s capital inv.stment m the performance of the contraC:t·.·h&li be: .. ·. 
~ ~ · •. '. f ~= into account in negotiatmi the amount of f·ee or profit.: :· · .. · ... ·. · · · · 
;::.:\1 . ',/· . . .. ·, ., . ·.:.· .. 

\.~·IudUat: Position · . ' . . ... . . . . . ... '-r~~' . . : Industry :elt that the .treatz;nent of overtim~ pay. extra pay. shift pre-: 
~ .. ~~1miums: .and ~14~- shift prezmums. was 'IUmec·•ssarUy complicated ~d .would · 
:; ;~~lead tO. c=fusi~ _among the services to the disadvantage o! industry. 

·lfGover=ent_Pos1tion . . . . .. 

· . ~ . . • •.. · Since the original submission o! the dra!tfol" industr}r c~~ta, the 
· .. ~~·,;~policy with··.resp,ct to overtime, extra pay shifts and multi-shifts has been 

.. !~-greatly silnpllfied in its adininj stration and this simplification~ carried. ~to 
.}ll'•· .......... ples, satisfies the industry obj~ction. 



SUBSISTENCE}, for bona fide e~ployees for one school 
yea;- for each employee so train~d. . 

· (iv) disallows grants to ·educational institutions since such 
grants are considered donations. 

In connection with (ii), industry objects to the limitation of 2 hour's a. 
eek for the study durl.ng wor~ hours: 

In connection with (iii), industry objects to the non-a.llowabil.ity of salary 
and subsistence.· Finally, industry objects to the non-allowance of grants ,. 
in .(iv). 

Gove'rilm.ent Position 

.. The above policy was developed cooperatively by the .. p.rocurement, 
. manpower and research interests of OSD and the military departments • 
. During the development every aspect of the problem Wa8 reconsidered and 
.. ~e above Vra.a adopted. aa being a reasonable. treatz:nent unde~· toda.yi·a ~ir-

•. eumstancea. : .·. ' 
·~ 
:~.";.·~ 

It was felt,.. in .co~ectiG~ 'With (ii), ·.that thfa ·sort oi actiVity:· 
be accomplia·hed outside of working hours, but instances were !ouncl 

.. -.. : in whi.ch t~a waa not pos aible. TWo hours .pen:· work week appeared to be a 
"-}_· .. : 'r~onable· solution.· In co2mection with (iii) above, allocabW.ty of this · · ... 

:eXpense against .Qove~ent contracts ia a tight· question. . A.. a. matter Of 
· ~licy,: therefor~,- ~e. sought a reasonable solution and··one in which a . 
discipline to reasonableness would be provided.· Sharing of the expenses 
p~ovides this mcentive •.. Grants;-. in (iv) above, were disallowed ~the 
basi• .that grants are in fact donations _and ahould be allowed cmly. ~.con~· · 
tributionJJ generally a.re allowable (See· Item· k).. . · · · · . · · . · 
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Meetings wit~. industry aaaociatio.ua 
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TITLE 01!' SECTION 

In order to avoid· the charge that ASPR Sec. IV is not "Cost Principles" 
as the present title weul.d indicate, .. we recommend that the title be changed 
to "Contract Cost Principles and ~cedures.". 

ADVANCE· UNDERSTANDINGS 

Modi~ lS-204.1(~) ot the ~~ A~gus~ d~ to read as tollowar 

• ••• such agreement mq be initiated by contracting ofticers individuall;y or 
joint~ tor all defense work ot the contractor, as may be appropriate. An7 
such agreement shoUld be incorporated in cost-reimbursement type contracts 
or made a part· ot the contract tile in the case ot negotiated fixed-price 
t)"pe contracts, and should govem the cost ·determinations covered therebT 
throughout the performance of the· related· contract. The absence ot such an 
advance agreement on aDT element of cost will not, in itself, serve to make 
that element either all.OW&ble or unallowable. ·However, the nature ot certain 
costs is such that advance agreements are normall7 essential. These aret · 

• • - • 0 • 

(ii rotaltiea··· (ASPR 15;..204~2 (jj)) J · 

·*'·· 
· (1~ pre~ontract costs (ASPR 1S~2ou.2 (dd)); · " · 

(iii travel costs, as related to special or mass personne~ 
~~vame~t (ASPR lS-2~4~~. (ss)(S))J 

Examples ot others tor which such agreanents are· nomalq appropriate, though 
not essential, are~ · 

(iv} . usa· charges tor .. l.Ull7 dfipreciated assets (ASPR lS-204.2 (i)(6)) J 
. (v compensation tor·personil services (ASPR l$~204.2 (t))J 
(vi deterred ·maintenance coSts (ASPR 1$-204.2· (t)(l) (11)) 1 

(vii) research· ·and dave1opnent costs (ASPR 15-204.2 { ii) ( 6)); and 
(t.lii) selling and distribution costs (ASPR 15•204.2 {kk)(2)). 11 . 

DIREC: casnm 
; : . 

In order to take ·car. ot ·-·concept Wh;1ch· had been 1nadvertentl7 omitted 
and to avoid. duplication ot charges Under certain circumstances, we recomend 
addition ot the following sentence at the and ot 15-202(a): 

. . 

· 1S-202(a) !ddt 

"When items ordinS.rily chargeable as indirect costs are charged to Govemment 
work: as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect costs allocated to Government work.~ 

. ·~. 1 T!BA . 
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lS-204•2 Listing ot Costs. 

( al Advertising Costs. . .. 

. (1) Advertising costs include the·. cost ot advertising ~edia 
and corollalT administrative c~sts~. Advertising media· include magazines, . 
newspapers,· radio and television programs, direct mail, trade papers, outdoor 
advertising, dealer cards and window displays, conventions, exhibits, tree 
goods and samples, and. sales literature. The following advertising costs are 
allowable: 

(i) Ad~rtising in trade and technical journals, 
provided such advertising does not offer specific 
products or services for· sale but is placed in 
journals which are valuable for the dissemination 
ot technical information within the contractor's 
induatr,-; and 

(11) help wanted- advertising, as set torth in ( gg) below, 
when considered in conjunction vi th all other 
recruitment costs. · 

(iii) costs of participation in exhibits sponsored by the 
QoVermnent tor the purpose . of developing mili tar.r /'"\_ . 
applicati~ of products. _) 

( i v) advertising relating to ·ac compllshment ot the 
contract mission tor the purpose ot obtaining 
scarce· materials or equipment, or disposing ot 
scrap or surplus materials. 

(2) .. Except as provided in (iii) and (iv) ·above, all advertising 
wbich otters products tor sale is unallowable. 

CON'l!UBUTIONS AND DONATIONS 
' I : 

Reasonable contribUtions arid doriatio~s to· established nonprofit charitable 
oganizationa are allowable provided they are expected of the contractor b.r the 
community and it can reasonabl7 be- expected· that the prestige of the· contractor 
in the comaranity would sutter through the lack ot such contributions. . .. 

The propriet,- of the amount ot particular contributions· and the aggregate 
thereot for each fiscal period must ordinarily be judged in the light ot the 
pattern ot past c.ontributions-, particularl:r those made prior to the placing 
ot Government .contracts. ~he amount of each allowable contribution must be 
deductible for purposes ot Federal income tax, but this condition does not, 

~in itself, ju~tif.r allowability as a co

2

ntract cost. ~ 

,.- TAB J. , - ) 
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INTERlSr ON BORRCWINGS 

Pro:r!osalt Maintain unallowability __ of ~tere~t as a _COST, but revised profit 
po . cy appearing in ASPR 3-808.4 bt adding a new subparagraph (d) and 
relettering th~ rel!l_aining ~ubpa~agraphs •. 1'h~ inserted paragraph will read: 

"d. Extent or· the Contractor's Investment. 

~ extent ot a contract.or' ~ total investment in the performance ot 
the contract will be taken into consideration in the fixing of the amount of the 
tee or profit." · 

... ' . . 

PLANT RECONVERSION COSTS 

( cc) Plant Reconversion Costs·. Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's facilities 
to approxl.matel7 the same condition· existing immediately prior to the -
commencement ot the Diilit&r;r ·contract wrk, td.r wear and tear excepted. 
Reconversion costa are normall7 unallowable except tor the cost ot removing 
Government property and the restoration or rehabilitation costs caused b)" _. 
such removal. However, in special circtmlstances where· equi t7 so .dictates, · 
additional costs ma)" be allowed to the ext.ant mutually agreed upon • 

• 
Whenever such costs are given consideration, care should be exercised ·to . 
avoid duplication through allowance as contingencies, as additional profit or 

· tee, or in other contracts. 

RENT~ CasTS 

(hh) Rental Costs. · (rnclUding saie. and Leaseback. ot 7acil1ties) • 
-
Rev.lse paragraph (1) ot the principle to read as followst 

. (l) Rental costs ot land, building, and equipnent and other 
personal· propert)" are allowable it the rates are reasonable in light of 
such tac.tors as market conditions· in the area, the type, lite expect&ne1', 
condi t.ion, and value ol the lacilltiea leased~ options available, and other 
provisio~s ot the ~ental &greement.- ·Application ot these factors involves 
alo~ ~th other eonsiderations eomparison ot rental-costs with costs which 
wo be 811ocabia 1! the raciii tie_s were omed b7 the contractor. . 

.3 Tab A 
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NEGOTIATED OVERHEAD RATES 339 

3-706 Coordination. When more than one Military Department con
templates the use of n~gotiated final overhead rates with the same contractor,. 
the service having the preponderance of cost-reimbursement type work will, 
(J'encrally, sponsor and conduct the negotiation. Each Department having 
:n interest ·will be notified of the- pending negotiation and will be invited to 
participate in the negotiation. If a Department does not have a representative 
at the negotiation, the sponsoring· Department will represent the absentee 
Department. The results of th~ negotiation will be binding upon all Depart
ments. At the completion of the negotiation, the sponsoring Department 
will prepare and distribute to the other Departments o. negotiation report or 
summary as provided for in ASPR 3-705(~). Each Military Department. 
shall thereupon amend or supplement the affected contracts in accordance with 
the· rates and other data set forth in the negotiation report or summary. 

· 3-707 Cost-Sharing Rates. Cost-sharing ·arrangements are frequently 
made wherein the cost participation by the contractor is evidenced by an 
agreement to accept overhead rates which are lower than the anticipated actual 
overhead rates. In such cases, a negotiated fixed-ceiling overhead rate may be 
used for application prosp~ctively, provided that in the event overhead rates 
developed· by the· cognizant audit activity on the basis of actual allowable 
costs are less than the negotiated rates, the negotiated rates will be reduced. 
Where reductions are necessary, they will be accomplished in accordance with 
ASPR 3-705. The Government will not be obligated to pay any additional 
amounts on account of overhead above the negotiated fixed-ceiling rates. 

ARMED SERVICES PROCUREMENT REGULATION v. 3-707 
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. 340 PROCUREMENT BY NEGOTIATION 

Part ~Price Nego~iation Policies and Techniquesi) 

· 3-800 Scope of Part. This part sets forth the price negotiation policies 
and techniques applicable to negotiated prime contracts and those subcontracts 
which are subject to approv~ ~~review ~ithin a Department,- The principles 
in this part apply to negot1at1on of pnces on all types of 'contracts and to 
revised prices as well as initial prices. 

3-801 Basic PoUcy. 
9-801.1 Gent,raJ,. It is the policy of the .Department of Defense to 

procure supplies and services from responsible sources at fair and reasonable 
prices calculated to result in the lowest ultimate over-all cost to the Govern
ment. Sound pricing ~epends primarily upon the exercise of sound judgment 
by all personnel concerned with the procur.ement. 

9-80 1.S Responsibility of Contracting Officers. 
(a) Contracting officers, acting within the scope of their ~ppointments 

·(and in some cases acting through their authorized representatives) are the 
exclusive agents of their respective Departments to enter into and administer 
contracts on behalf of the Government in accordance with ASPR and Depart
mental procedures. Each contracting officer is ·responsible for performing or 
having performed all administrative ac'tions necess~ry for effective contracting. 
The con~racti~g officer shall exercise reasonable care, skill and judgment and 
shall :avail himself .of all of the organizational tools (such as the advice of 
specialists in the fields of contracting, finance, law, contract audit, mobilization 
planning, engineering, traffic management and cost analysis) necessary to . 
accomplish the purpose as, in his discretion, will best serve the interests of the 
Government. 

(b) To the extent services of specialists are utilized in the negotiation of 
contracts, the contracting officer must coordinate a team of experts, requesting 
advice from them, evaluating their counsel, and availing himself of their skills 
as much as possible. The contractmg officer shall obtain simultaneous coor-

. dination of the specialist efforts to the greatest practical extent. He shall not, 
however, transfer his own responsibilities to them. Thus, the final negotiation 
of price, including price redetermination and evaluation of cost estimates, 
remains the responsibility of the contracting officer. 

9-801.9 Responsibility of Other Person'Ml. Personnel, other than the 
contracting officer, who determine industrial mobilization plans and type, 
quality, quantity, and delivery requirements for items to be purchased, can 
influence the degree of competition obtainable as well as have a material. effect 

· upon prices. Failure to finalize requirements in sufficient time to. allow: 
(i) a reasonable period for preparation of requests for proposals; 

· ( (ii) preparation of quotations by off~rors; 
(iii) contract negotiation and preparation; and 

. (iv) adequate manufacturing lead time; 

, 3-801.3 ARMED SERVICES PROCUREMENT REGULATION 
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PRICE NEGOTIATION POLICIES AND TECHNIQUES 341 

causes delinquency in delivery and uneconomical prices. Requirements 
issued on an urgent basis or with unrealistic delivery schedules should 
be avoided since· they generally increase price or restrict desired com
petition. Personnel determining requirements, specifications, mobilization 
plans, adequacy of sources of supply, and like matters· have responsibility 
in such areas, equal to that of the contracting officer, for timely, sound 
and economical procurement. . 

3-802 Preparation for Negotiation. 

3-80!.1 Product or Service. Knowledge of the product or service, 
and its use, is essential to sound pricing. Before solici'ting quotations, 
every contracting officer should develop,· where. feasible, an estimate of 
the proper price level or value of the product or service to be purchased. 
Such estimates may· be based on a physical inspection of the product. and 
review of such items as drawings, specifications, job process sheets, and 
prior procurement data. When necessary, requirements and tee hnical s pe
cialists should be consulted. The primary responsibility for- the adequacy 
of specifications and for the delivery requirements must necessarily rest 
with requirements and tee hnical groups. However, the contracting officer 
should be aware of the· effect which these factors may have on prices and 
comPetition, and should, prior to award, inform requirements and technical 
groups of any unsatisfactory effect which their decisions have on prices 
or competition. . · 

3-80!.! Selection of Prospective Sources. Selection of qualified 
sources for solicitation of proposals is basic to sound pricing. Proposals 
should be invited from a sufficient number of competent potential sources 
to insure adequate competition. (See also ASPR 1-302, 1-307, 3-101, 
3-104, 3-105 and 12-102). 

3-80!.3 Requests for Proposals. Requests for proposals shall con
tain the information necessary to enable a prospective offeror to prepare a 
quotation properly. The request for proposals shall be as complete as possi-

. ble with respect to: item description or statement of work; specifications; 
Government-furnished property, if any; required delivery schedule; and con
tract clauses. If a price breakdown is required, the request for proposals 
shall so state. Requests for proposals shall specify a date for submission 
of proposals; any extension of time ·granted to one prospective offeror shall 
be granted uniformly to all. Each request for proposals shall be released 

·· to all prospective offerors at the same time and no- offeror shall be given 
the advantage of advance knowledge. ~hat proposals are to be requested. 
Generally, requests for proposals shall be in writing. ·However, in appro
priate cases, such as the procurement of perishable subsistence, oral re
quests for quotations are authorized. 

3~803 Type of Contract. (a) The selection of an appropriate contract ..-. 
type and the negotiation of prices are related and should be considered 
together. ASPR 3-402 lists some of the factors for this joint consideration. 
The objective is to negotiate a contract type and price that includes reason-
able contractor risk and provides the contractor with the greatest incentive 

ARMED SERVICES PROCUREMENT REGULATION ~3-803 
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for efficient and economical performance. . When negotiations indicate the 
need for using other than a firm fixed price contract, there should b~ com
patibility between the type of contract selected and the contractor's ac
counting system. 

(b) In the course of a· procurement program, a series of contracts, or 
a single contract running for a lengthy term, the circumstances which make 
for selection of a given type of contract at the outset will frequently change 
so as to make a different type more appropriate during later periods. In 
particular, the repetitive or unduly protracted use of cost-reimbursement
type or time and materials contracts is to be avoided where experience has 
provided a basis for firmer pricing which will promote efficient performance 
and will place a more reasonable degree of risk on the contractor. Thus, in 
the cas a of a time and materials contract, continuing consideration should 
be given to converting to another type of contract as early in the performance 
period as pra.cticable. 

3-804 Conduct of Negotiations. Evaluation of offerors' or contractors' 
proposals, including price· revision proposals, by all personnel concerned 
·with the procurement, as. well as subsequent negotiations with the offeror 
or contractor, shall be completed expeditiously.· Complete agreement of 
the parties on all basic iss.ues shall be the objective of the contract ne
gotiations. Oral disc~sions or written communications shall be conducted 
with offerors to the e,ctent nece.ssary to resolve uncertainties relating to the 
purchase or the pric'e to be paid. Basic questions should not be left for 
later agreement during price revision or other supplemental proceedings. 
Cost and profit figures of one offeror or contractor shall not be revealed to 
other offerors or contractors. 

3-803 Selection of Offerors for Negotiation and Award. , 
(a) The normal procedure in negotiated procurements, after receipt of 

initial proposals, is to conduct such written -or oral dis cuss ions as may be 
required to obtain agreements most advantageous to the Government. 
Negotiations shall be conducted.as follows: 

(i} where a responsible offeror submits a responsive proposal 
which, in the contracting officer's opinion, is clearly and 
substantially more advantageous to the Government than any 
other proposal, negotiations may be conducted with that 
offeror only; or 

(ii) where several responsible offerors submit offers which are 
grouped so that a moder,ate change in either the price or the 
technical proposal, would make any one of the group the most 
advantageous offer to the Government, further negotiations 
should be conducted with all offerors in that group. 

['The next page Is 342.1] 
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Whenever negotiations are conducted with more than one offeror, no indi
cation shall be made to a"ny offeror of a price which must_ be met to obtain 
further consideration, since such practice constitutes an auction technique 

. which must be avoided. No information regarding the number or identity of 
the offerors participating in the negotiations shall be made available to 
the public or to anyone whose official duties do not require such knowledge. 
Whenever negotiations are being co~ducted with .several offerors, while such 
negotiations may be conducted successively, all offerors participating in 
such negotiations shall be offered an equitable opportunity to submit such 
pricing, technical, or other revisions in their proposals as may result from 
the negotiations. All offerors shall be informed that after the submission 
of final rev is ions, no information will be furnished to any offeror until award 
has been made. 

(b) There are certain circumstances where formal advertising is not 
possible and negotiation is necessary. In the conduct of such negotiations, 
where a substantial num.ber of clearly competitive proposals has been ob
tained and where tha contracting officer is satisfied that the most favorable 
proposal is fair and reasonably priced, award may be made on the basis of 
the initial proposals without oral or written discussion; provided, that the 

··request ·for proposals notifies all offerors of the possibility that award may 
be made. without discussion of proposals received and, hence, that pro
posals should be submitted initially on the most favorable terms, from a 
price and technical standpoint, which the offeror can submit to the Govern
ment. In any c·ase where there is uncertainty as to the pricing or technical 
aspects of any proposal, the contracting officer shall not make an award 
without further exploration and discussion prior to aw~rd. Also, when the 
proposal most advantageous to the Government involves a material departure 
from the stated requirements, consideration shall be given to offering the 
other firms which submitted proposals an. opportunity to submit new proposals 
on a technical.basis which is comparable to that of the most advantageous 
proposal; provided, that this can be done without revealing to the other 
firms any information which is entitled to protection under ASPR 3-109. 

(c) A request for proposals may provide that ·after receipt of initial 
technical proposals, such proposals will be evaluated to determine those 
which are acceptable to the Government or which, after discussion, can be 
made acceptable, and upon. submission of prices thereafter, award shall be 
made to that offeror of an acceptable proposal who is the low responsible 
offeror. 

[ The next page; is 343] 
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(d) The procedures set forth in (a), (b) and (c) above may not be ·appli
cable.in appropriate cases when procuring research and development, or special 
services (such as architect-engineer services) or when cost-reimbursement 
type contracting is anticipated. Award of a contract may be properly in
fluenced by the proposal which promises the greatest value to the Govern
ment in term's ofpossible performance, ultimate productibility, growth potential 
and other facto~s rather than the proposal offering the lowest price or prob
able cost and fixed fee. 

(e) Whenever in the course of negotiation a substantial change is made 
in the Government's requirements, for example, increases or decreases in 
quantities or material changes in. the delivery schedules, all offerors shall 
be given· an equitable opportunity to submit revised proposals under the re
vised requirements. 

3-806 Pricing Individual Contracts. 

(a) Each contract shall be priced separately and independently, and no 
conside!~tion shall be given to losses or profits realized or anticipated in 
the performance of other contracts. This prohibition shall not be construed 
to prevent the negotiation of fixed overhead and other rates applicable to 
several contracts during annual or other specific periods, or to prohibit for
ward pricing agreements applicable to several contracts. 

(b) Contracting officers shall not rely on profit limiting statutes as 
remedies for ineffective pricing. Such statutes generally provide for the 
rec~pture of ex~essive profits, but they do not recapture the costs of ineffi
ciency and waste which may result from failure to negotiate reasonable 
prices initially. Similarly, price redetermination clauses shall· not be used 
as a substitute for the negotiation of reasonable prices at the inception of 
contracts. 

3-807 Cost, Profit, and Price Relationships. 

(a) When products are sold in the open market, costs are not necessarily 
the controlling factor in establishing a particular seller's price. Similarly 
where competition may be ineffective or lacking, estimated costs plus esti
mated profit are not the only pricing criteria. In some cases, the price appro
priately may repr~sent only a part of the seller's cost and include no estimate 
fer profit or fixed fee, as in research and development projects where the 
contractor is willing to share part of the costs. In other cases, price may be 
controlled by competition as set forth in ASPR 3-805(a). The objective of 
·the contracting officer shall be to negotiate fair and reasonable pric~ s in 

·- which due weight is given to all relevant factors, including those in 
i ASPR 3-101. : . 

(b) Profit is only one element of the price proposal and normally repre
sents a smaller proportion of the total price than do such other estimated 

ARMED SERVICES PROCUREMENT REGULATION f:3-807 

·) 
/ 



.... _·: .. : ~.: ·:~ .. ,-.~·:--- ·-~-.: . ... '.._ ~ .. : · . ··-········- .. ' .. :·.1 · ... ·-.. : . ~· ... .. : :. ; .. ~ ';.: ..... -... -~: ... ~ ·.:. ~.:.. . ·: ".: .. ··:·.·· 

344 

Revised 15 July 1958 

PROCUREMENT BY NEGOTIATION 

e laments as labor and material. While the public interest requires that 
excessive profits be a.voided, the contracting officer should not become so 
preoccupied with particular elements of a contractor's estimate of cost and 
profits that the most important. c~~ideration, the total price itself, is dis
torted or diminished in its signifi"cance. Government procurement is primarily 
concerned with the reasonableness of a negotjated price and only secondarily 
with the eventual cost and profit. 

(c)· Particularly where effective competition is lacking the estimate 
for profit or the proposed fixed fee should be analyzed in the same manner as 
all other elements of price, applying tests and considerations discussed in 
ASPR 3-808.4. A fair and reasonable provision for profit cannot be made 
by simply applying a certain predetermined percentage to the cost estimate 
or selling price of a product. If, for example, a factor of 10 percent were 
used as a Bat percentage rate for estimating p_rofit in a situa.tion where tw·o 
sources were needed ·.to meet the requirement, the result might be grossly 
inequitable. If one supplier proposes to and produces at a unit cost of 
$1,000 and the second at a unit cost of $1,500, with a Bat 10 percent factor 
applied to both transactions as estimated profit, the seco~d and higher cost 
supplied would receive $150 profit while the lower cost supplier would re-
ceive .only $100. · 

3~808 Pricing Techniques. 

3-808.1. General. Policies set forth in this Part may be appJied in a 
variety of ways in the·evaluation of offerors'· or contractors' proposals and in 
the ·negotiatioa of contract prices. The exteot to which any particular method, 
or combination· of methods,· should be used will depend· upon the judgment of 
the contracting offi~er. The· following paragraphs describe several ol...the. 
principal price negotiation ... techniques and the circumstances under which 
eaCliliiiy be used. The considerations set forth herein .are equallu.ppli-

. cable to initial and subsequent price negotiation$. ·· 

3-808.S Price Analysis. . 
(a) Some form of price analysis should be made in. every procurement, 

even when competitiv-e proposals have been submitted. The presence of _ 
effective competition, however, may make it possible to limit considerably 
the degree of price analysis required. · 

·(b) One form of price analysis is the comparison of prior quotations and 
contract prices with current quotations for the same o~ similar end items • 

.. To provide a suitable basis for comparison, appropriate allowances may have 
~ to b.e made for differences in such factors as specifications, quantities 

ordered, time for delivery, Government--furnished materials, and the general 
level of business and prices. . 

·(c) Rough yardsticks may often·· be :developed (in such terms as dollars 
per pound, per horsepower, or other units) to point up apparent gross incon
sistencies which should be subjected to additional pricing techniques, in
cluding cost analysis. Such yardsticks should be considered as an indis
pensable adjunct to cost analysis, since a study of a single offeror's esti
mated costs in sole source situations will not indicate whether the proposed 
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price is fair and reasonable. in comparison with other products of the 
. same kind. 

3-808.3 Cost Analysis. 
(a) The need for cost analysis depends on the effectiveness of the 

methods of price analysis outlined in ASPR 3-808.2, the amount of the 
proposed .contract, and the cost and time needed to accumulate the infor
mation necessary for analysis. When cost analysis is undertaken, the con
tracting officer must exercise judgment in determining the extent of the 
analysis. Cost analysis is desirable whanever: . 

(i) effective competition has not been obtained; 
(ii) a valid basis for price comparison has not been established, 

because of the lack of definite s pacifications, the novelty of 
the product, or for other reasons; 

(iii) price comparisons have revealed apparent inconsistencies 
which cannot be satisfactodly explained or otherwise reason
ably accounted for; 

(iv) ·the priees quoted appear to be excessive on the basis of 
information available; 

(v) the proposed contract is of a significant amount and is to be 
. awarded to a sole sourc~; 
(vi) the proposed contract wiil probably represent a substantial 

percen~age of the cqntractor's total volume of business; or 
(vii) a cost-reimbursement, incentive, price redeterminable, or 

time and material ~contract is negotiated. 

(b) Cost analysis involves the evaluation of specific elements of cost 
and the effect on prices of such factors ·as: 

(i) allowances for contingencies; 
. (ii) the necessity for certain costs; 
.(iii) the reasonableness of amounts estimated for the necessary 

costs; 
(iv) the basis used for allocation of overhead costs; and 
(v) the appropriateness of allo,cations of particular overhead 

costs to the proposed contract. 

(c) Among the several types of cost comparisons that should be made, 
where the necessary data are available, are comparisons of a contractor's 
or offeror's current estimated costs with: 

(i) actual- costs previously incurred by the contractor or offeror; 
and with its last prior estimate for the same or similar item 
or with a series of prior estimates; 

(ii) current estimates from other:possible sources; and 
(iii) prior estimates or historical costs of other contractors manu

facturing the same or related items. 

(d) Forecasting future trends in costs from histmlcal cost experience 
is of primary importance in pricing. In periods of either rising or declining· 
costs, an adequate cast analysis must include some evaluatiop of the trends. 
Even in periods of relative price stability, trend analysis of basic labor 
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and materials costs should be undertaken in cases involving production of 
recently developed, complex equipment. In some cases, probable increases 
in ·tabor efficiency, and reductions in material spoilage as a contractor's 
work force gains in experience with such new products can be predicted 
statistically. Efficiency curves may be devised to predict the reduction 
in the spoilage rate·; learning curves may be devised to evaluate reductions 
in labor hours. Effective use of learning curves depends on the presence 
of the following elements: 

(i) direct . labor should represent a substantial element of the 
total price; 

(ii) the contract price should be large enough to warrant the time 
spent in collecting the statistical data necessary to construct 
valid curves; 

(iii) the proposed contrac~ should cover production over a re Iative Iy 
long period; 

(iv) a substantial body of historical labor cost data must be avail
able; and 

(v) the product must be a complex, non-standard item requiring a 
substantial amount of assembly labor (where relatively large 
amounts of automatic machinery are to be employed, or the 
product is a relatively standard item, learning curves may be 
of little value) • 

. 'J-808.1,. Profit. . 
(a) ·aeneraz~· ere competition is adequate and effective and proposals 

are on a firm fixe -price basis, the contracting officer normally need not 
consider in. detail· e ~mount of es~imated pro.fit included in a price. How~ver, 
when detailed a· alys1s of profit Is appropriate due to lack of competition 
or for some oth~r reason, the factors discussed in the following paragraphs 
should be considered. (See ASPR 3-807 (c).) 

(b) Degree of Risk. The degree of risk assumed by the contractor 
· should influence the amount of profit. a contractor is entitled to anticipate, 

· . · For example, where a portion of the risk has been shifted to the Government 
/ through price redetermination provisions, unusual contingency provisions, 

or other risk-reducing measures, the amount of profit to which the contractor 
is reasonably entitled is less than where the contractor assumes all risk. 

(c) Ea:tent of Government Assistance. The Department of Defense en
courages its contractors to perform their contracts with the minimum of 
financial, facility, or other assistance from the Government. Where extraor
dinary financial, facility, or other assistance must be furnished to a con-

v tractor by the Government, such extraordinary assistance should have a 
· modifying effect in determining what constitutes a fair and reasonable profit. 

(See also ASPR 3-404.3 (d).) 
(d) Contribution to the Defense Effort. The contractor's past and 

present performance and cooperation in such areas as engineering (including 
inventive, design simplification, and developmental contributions) and 
quality control should, in appr<;>priate measure, affect the amount of profit. 

[ ASPR 3-808.4 continued on next page] 
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(e) Character of Contractor's Business. Recognition must be given 
to the type of business normally carried on by the contractor, the complexity 
of manufacturing techniques, the rate· of capital turnover, and the effect of 
each individual procurement upon such business. For example, where a 

v' contractor is engaged in an industry where the turnover of working capital 
is low, generally the profit objective on individu~l contracts is higher than 
in those industries where the turnover is more rapid. 

(f) Contractor's Performance. In addition to the factors set forth in 
ASPR 3-101, the contractor's performance should, particularly when prices 
are being redetermined, be evaluated in such areas as quality of product, 
quality control, scrap and spoilage, efficiency in cost control (including 
need for and reasonableness of costs incurred), meeting delivery schedule, 

/

;timely compliance with contractual provisions, creative ability in product 
development (giving consideration to commercial potential of product), 
management of subcontract programs, and any unusual services furnished 
by the contractor. To encourage and maintain a high degree of contractor 
efficiency_and economy, the negotiator must recognize that good performance 
deserves a greater opportunity for profit than poor performance. 

3-808.5 Subcontracting. 
(a) The amo~11t _and quality_ ~f. _s~b~on~racti~g --~-~y .. ~e a major factor 

influencing_ price. Since a large portion of the procurement do_llar is spent by 
prime contractors in subcontracting for work, raw materials, parts, and com
ponents, efficient purchasing practices by a contractor will contribute heavily 
toward efficient and .economical production. 

(b) While basic responsibility rests with the prime contractor for deci
sions to "make or buy," for selection of subcontractors, and for subcontract 
prices and subcontract performance, the contracting officer must have ade
quate knowledge of those elements and their effects on prime contract prices. 
Consequently, during price negotiations, when circumstances warrant such 
action, the contracting officer may require the offeror or contractor to· furnish 
adequate information, for use in evaluating the proposed price, with respect to: 

(i) the purchasing practices of the prime contractor; 
(ii) the principal components to be subcontracted and the contem

plated subcontractors, including (A) the degree of competition 
obtained, (B) cost or price analyses or price comparisons 
accomplished, and (C) the extent of subcontract supervision; 

(iii) the types of subcontracts; i. e., firm fixed-price or other (see 
ASPR 3-4:01); and 

(iv) the estimated total extent of subcontracting, including pro
curement of purchased parts and materials. 

[ ASPR 3-808.5 conti_naed on next page] 
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The evaluation of total subcontracting should not be reduced to applying 
arbitrary percentages of profit to subcontract prices in negotiating the prime 
contract.. price'. Such elements as economies achieved through "make or buy" 
decisions, and the necessity of close supervision of subcontractors per
forming complex work (through t~e furnishing of engineering or other technical 
assistance); should be fully considered. 

(c) When the prime contract is to be placed on a. finn fixed-price basis, 
there is no need, for pricing purposes, to· provide for review or approval by 
the contracting officer of subcontracts prior to their placement. 

(d) When the prime contract is not to be placed on a firm fixed-price 
basis, review of subcontracts prior to placement may be d~sirable since the 
ultimate cost to ~he Gover:_n~~l.lt will depend in part on subcontract prices 
an~erformance. Prime contract provisions requiring advance notification, 
review, or approval of subcontracts shall be consistent with the type of con
tract and the conditions applicable to its use ·as described in Part 4 of this 
Section. For example, if the contract is on a firm fixed-price basis except for 
a clause permitting price escalation resulting from cost increases for certain 
materials, the prime contract may limit the contracting officer's right of re
view to subcontracts for materials covered by the escalation clause. In the -
case of cost-reimbursement type. contracts,· advance notifi~ation, prior con
sent, or approval of subcontracts is required as set forth in ASPR 7-203.8. 
Contract provisions requiring advance notification to the contracting officer of 
proposed subcontracts for materials, components, and other purchases may be 
appropriate both for information as to sources and prices and to provide an 
opportunity for review and for approval or objection by the· contracting officer 
prior to award ·of the subcontrac.ts. Such provis~ons are particular.~ynecessary 
when: · 

(i) the prime contractor's purchasing policy and system or pe.r- . 
formance thereunder are considered inadequate; . · 

(ii) subcontracts are for items for which there is no cost infor
mation or for which the proposed prices appear unreasonable, 
and the amounts involved are substantial; . 

(iii) close working arrangements or other business or ownership. 
affiliations exist between . the prime and the s·ubcontractor 
which may pre~ltide the free use of competition. -or result in 
higher subcontract prices than would otherwise be obtained;· 

(iv) a subcontract is being proposed at a price less favorable than 
that which has been given by the subcontractor to the Govern
ment, air other factors such as manufacturing period· and 
quantity being comparable.; or 

(v) a subcontract is to be: placed on a price redetermination, 
fixed-price incentive, time. and material, or cost-reim~ursement 
hasis. · 
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The contract provisions relating to subcontracts should be consistent with 
the amount and ·character of subcontract work and with the over-all character 
of the prime contract, i-nvolving the Government to the minimum extent 
practicable in the contractor's exercise of management responsibility' but 
giving reasonable assurance that the Government is receiving the greatest 
practicable return for its expenditure. Provisions 'in prime fixed-price con
tracts relating to subcontract review may, as appropriate, be confined to one· 
major subcontract; to certain classes of subcontracts; may set a floor above 
which adva.nce approva-l of proposed subcontracts may be required before 
pla·cement; or may be tailored to cover unusual or particular circumstances. 
In those instances wher~ a contractor's purchasing system has been deemed 
adequate, review of subcontracts generally may not be necessary. However, 
contracting officers shall conduct periodic reviews of the application of the 
system to insure conformance therewith. In instances where subcontracts 
have been placed on a cost-reimb.ursement or time and materials basis, con~ 
tracting officers should be skeptical of approving tho r.epetit.ive or unduly 
protracted use of such types of subcontracts and should follow the principles 
of ASPR 3-803 (b). 

{e) In cases where the prime contract reserves a right for the contract
ing officer to review or approve subcontracts, the prime contract shall also 
reserve to the Government the right to inspect and audit the books and records 
of such subcontractors. Whenever such first tier subcontracts are of the 
cost-reimbursement, price redetermination, fixed-price incentive, or time and 
material type, a similar right shall be reserved to the Government to inspect 
and audit the books and records of lower tier subcontractors; provided, that 
such a right shall not be reserved contractually below the point where a 
firm fixed-price subcontract intervenes. 

(f) Where subcontracts are placed on a price redetermination or fixed
price incentive basis, it is particularly important in negotiating revisions of 
prime contract prices that there be substantial assurance that there was 
initial close pricing of subcontracts. Also, contracting officers should be 
alert to the risk of establishing firm redetermined prime contract prices while 
a major subcontract is still subject to price redetermination and may even
tually be redetermined at ~·price far lower than that ascribed to it in re
determining the prime contract price, with consequent profits to the con· 
tractor far in excess of those contemplated in the prime contract price 
negotiation. However, in 'some cases, it may be appropriate to negotiate 
firm prime contract prices even though the contractor has not yet established 

.· final subcontract prices, provided the contracting officer can justify as 
reasonable the amount included for. subcontracting as, for example, where 
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fairly· definite cost data on subcontract prices are available. In other cases, 
such as where certain subcontracts are subject to redetermination and avail
able cost data on these subcontracts are highly indefinite but other circum
stances require prompt negotiation of revised prime contract prices, the 
contract modification which evidences the revised prime contract prices 
should provide fc;>r adjustment of the total am·ount paid or to be paid under 
the contract on account of subsequent redetermination of specified sub
contracts. This may be done by including in the contract mpdi fication a 
provision substantially as follows: 

"Promptly upon the establishment of firm prices for each of the sub'!' 
contracts listed below, the Contractor shall submit, in such form and 

.detail as the Contracting Officer may reasonably require, a statement 
of costs incurred in the performance of such subcontract and the firm 
price established therefor. Thereupon, notwithstanding any other 
provision of this contract as amended by this modification, the Con
tractor and the Contracting Officer shall negotiate an equitable adjust
ment in the total amount paid or to be paid . under this contract to 
reflect such subcontract price revision. The equitable adjustment shall 
be evidenced by a modification to this contract, signed by the Con
tractor and the Contracting Officer. 

(Lis.t subcon~racts)" 

3-808.6 Sole Source.ltems. ·When purchases of standard commercial or· 
modified standard commercial items are to be made from sole source suppliers, 
use· of the tee hniq ues of price and cost analysis may not always be possible •. 
In such instances and consistent with the volume of procurement normally 
consummated with the contractor, the contractOr's price lists and discount 
or rebate ·arrangements should be examined and negotiations conducted on the 
basis of the "best user," "most. favored customer" qr similar practice 
customarily followed by the qontractor. Such price negotiations should coil· 
sider the volume of business anticipated for a fixed period, such as a fiscal .. 
year; rather than the size of the individual pr~curement being negotiated. 

3-809 Audit as a Pricing Ald .. · 
(a) General. The audit services with the .Military Departments should 

be utilized as a pricing aid by t_he contracting officer to the fullest extent 
appropriate. when the dollar amount involved is· sufficiently large to, or 
special circumstances exist which warrant the. time and expense required for 
the particular type of advisory audit; special survey, or audit analysis of 
price or cost desired. Judicious use of audit services will expedite proper 
pricing •. The determination as to the nec~ssity of an audit report for pricing 
purposes· is the responsibility of the contracting officer •. W.hen requesting 
audit services,. the contracting officer shall state the purpose for which the 

·report. is to be used and defin~ any specific areas of audit. examination which 
~hould be given special attention. 

(b) Application. Except for contracts ·containing retroactive .price 
. revision clauses, pricing techniques are concerned mainly. with estimates 
of future costs. Therefore, audit reports for either retroactive or prospective 
pricing should· not only establish costs accrued to a specific cut-off point 
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for price proposal purposes but also should include cost trends and other 
available information which would be of assistance to the contracting officer 
in price negotiation. Such audit reports will serve a useful purpose in: 

(i) ·the. evaluation of contingency allowances, ove.rhead allocations, 
purchasing manage.ment efficiency, and similar cost elements; 

(ii) both the initial and su.bsequent pricing of co~tracts containing 
price revision clauses; · 1 

(iii) establishing limitations on costs and price revision adjustments; 
and 

(iv) establishing negotiated overhead rates for cost-reimbursement 
type contracts. 

(c) ConditionaforUae. Close coordination between the audit agency and 
procurement personnel will assist in det.srmining the necessity of audit of 
price or cost proposals or the necessity of special surveys relating to con· 
tractor's· accounting or purchasing systems. Some of the conditions under 
which the contracting officer should consider the use of ·audit services 
include: 

(i) inadequate know ledge concerning the contractor's accounting 
policies, cost systems, or substantially changed methods or 
levels of operation; 

(ii) previous unfavorable experienc.e indicating doubtful reliability 
of the contractor's estimating, accounting, or purchasing 
methods; · 

(iii) procurement of a new product for which cost experience is 
la_cking;. and 

· (iv) contract performance requiring a substantial period of time. 
3-810 Exchange of Information. In appropriate cases it is desirable to' 

exchange and coordinate specialized information regarding a contractor 
between Military Departments, bur~~us, technical services and other pro
curing activities since it will provide uniformity of treatment of major issues 
a.nd it may aid in the resolution of particularly difficult or controversial 
issues. 

3-811 Record of Price Negotiation. At the conclusion of each negotia
tion of an initial or a revised price, the contzacting officer shall promptly 
prepare or cause to be prepared a memorandum, setting forth the principal 
elements of the price negotiation, for inclusion in the contract file and for 
the use of ·any.reviewing authorities. The memorandum shall be in sufficient 
detail to reflect the most significant considerations controlling the establish-
ment of. the igitial or revised price. · 
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lf a apecltlc p.rovlllon 1a 1n 
the coutract. Under tbe 10 Sept. 
drat't, "Blue Sky" at1111da alone 
as allocable aa&tnat all bualncaa, 
wbereaa, ln tbo 19 June 1958 
draft, applied reaearcb hu 'been 
coupled vitb "Blue Sky" for 
allocat10D aaatnat all bualnoaa. 

2. The present ASPR doea not apeclti• 
call.y cover applied reaearcb, 
aUqp}¥ pmvidins that reaearcb and 
development expenses are allowable 
u apecifically appltc&ble to tbe 
auppltea 1n services covered ·by the 
contract. Under tbe 10 Sept. draft 
•applled reaearcb" ia coupled wttb 
develo~t aince botb are aald to 
'be n:latcd to actual hardware and 
are ellowable upon a product line 
basta, vbereas under tbe 19 June 
draft, only devolopa~~~nt upenae ia 
ao allowed. 

3. 1'be ctrect or tbe pre-contract cover
a&• in the 10 Sept. dratt and. tbc 
practice Wldar tbo present ASPR 
covaraae, ia virtually to disallow 
all . expense from previous pcrtoca 
vhlcb meana tbat it 111 not poulble, 
aa provided ln tbe 10 June draft, to 
capitali&o the expense and lllll)rti&c 
U over a reasonable perto4. The 
tbou8bt 'behind tbc 10 Spct. draft ODd 
present practice h that over a period 
ot tiJDc allowablllty ot tbc expanse 
on a current baala wtll achleve 
equlty without tbe dHC1cult1es 
inherent in tbe ca~o~1tallzat1on oC 
past expenses •. 
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Issues in Items of Cost 
(in Brief) 

Indust;r Contention 

1. AdvertisiDS Costs: (i) product 
advertising creates mass markets, 
which, in turn, contribute to 
industry's ability to perform 
defense work cheaper; (ii) in
stitutional type advertisiDg
atfects employee and community 
relations and stimulates in
terest in employment; · and (iii) 
the requirements of Carryillg out 
the contract sometimes requ:J,.re 
advertising tor scarce materials, 
subcontractiDg and the like. It 
is contended that all should be 
allowed. 

2. Bad Debts: Although the Govern
ment al~s pqs 1 ts bills there 
are bad debts tlowiDg from Govern
ment business which justify al·
lowabili ty' ot some bad debts. 

Plaut Reconversion Costs. Recon
version from defense work to civi
lian worl: m&\1 be so costly as to 
malte it 1nequ1tabl.e to require 
such- reconversion to be paid tor 
bY th8 new production. It is 
suggested that allowability· 
should be stated in such & way · 
as to not· preclude p~nt there-
tor by the Govermuent. · 

4. Rental Costs. Industry' obJects to 
the l1m1 tations ot costa to 
"!20l'm8l. costs ot ownership" ·of · 
(i) 1nterplant rentals, and (ii). 
facilities \mder ~ale and lea.Se
back s.rrs.Dgements 1 contendiDg 
that the gellel'al rule ought to 
be "open marltet" rental worth of 
the property. 

- 3 -

Evaluation and Recommendation 

Both Foduct and insti tutiollS.l tytle 
ad.vertisiDg are designed to influence 
the general public and should be so 
allocated. l·Jhi~e we should allow 
the costs of ca.rryitlg out the con
tract 1 l-Te have to'Wld llO reasonable 
we:y of separating this very small 
1 tem trom the above atld theretore 
1 t is recommended that this expense . 
be absorbed in the fee allowance. 

If' there are bad debt si tu&tions 
growillg out of GoverJlJJlent business, 
they are llOt sigDit1cant. Recom
mendation: Continue to disallow · 
all.bad debts. 

Make-r~ expense ought to be aJ.
located. against the ensuirlg pro
duction. Recommendation: That 
additional reconversion costs be 
!lOt aJ.J.owed. 

lve must remove the incentive for a 
contractor to increase the cost. ot 

. the Govermneat by his own action. 
:. 'Ihe l:1m1 tatiot?. ot costs io the 
· ~'llOrmal cost of ownership" ac
complishes this purpose. Recom
mendation: Allow otll.y the "normal 
cost of ownership" in the two 
situations described. 



T 

• 

• 

5· Research and Development. Allow
ance of applied research. upon a 
product line basis, and disallow- . 

· SJlCe ot such product line research 
in research contracts, is criti
cized. '!he AIA criticizes, as 
thq did in their presentation 
ot 22 Js:tJJJBrY, the requirement tor 
negotiation ot th~ research ~
pense. _ 

6. Tre.inipg and Educat1otl8.l. Costs. 
·· Industry objects to ( 1) the lim:l.
tation of 2 hours a. week for 
classes duriJJg worldtrg hours, 
( ii) eJ..J.owance ot only tui tion1 
etc., (but not sal and sub-
sistence at post te leve~s 
and (iii tmallowabill ty ot grants. 

- 4 -

.. 

Applied research has for 1 ts Purpo · : 
the development of improvement ot a~ 
particular ha.rd~e • As such, 1 t 1: ) 
appropriate that the cost thereot b~ , 
borne by the product line involved 
and since the cost should be absorbed 
through sales of the product line., 
it should oot be allocated against 
other research projects specifically 
awarded to the contractor. Recom-
~: No chaz:Jge • 

. ·'!he entire program was developed. by 
the procurement, manpower and re
search interests of OASD and the 
m:l.ll ts.r:f departments as a reasonable 
program under todey''s conditions. 
Recommend: rio cbazJge in the principle.-

.·1) 
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ISSUES IN ITEMS OF COST 

Virtually every item of cost has been the subject of some 

oriticism or comment by some of the reapondees. ~ ot these 

appear solvable by editing some of the points into the document. 

As might be expected, all of the Associations did not make the 

same oamment nor oritioiae the ·a~e element. In order to reduce 

the probl~ to the oosts whioh were· subjected to the most consis

tent and broad criticism, the following are discussed& 

1. ·Advertising Costs (a). 

2. Bad Debts (b) 

3. · Compensation for Personal ~ervioea (f) 

4. Contributions and Donations (h). 

s. Interest and other Financial Costs (q). 

6. Overtime, Extra Pay Shift and !611 ti-Shi.ft Premiums (y) 

7. Plant Rehabilitation Costs (cc) 

a~ Rental Costa 

9. Research and Development (11) 

10. Training ~ Educational Costs {qq) 

. '· .... · .... - ... 

----
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1. Advertising Costs (a} 

Conte!ltion 

NAM~ NSIA, MAPI, A.MA, AIA., C. of c., EIA, and CPA were criti·oal 
ot the coverage of the draft of this item. The reccmmendation.s 
centered upon the allawabilit,y of product and institutional advertis
ing6 subject only to allocability and reasonableness. llith respect to 
product advertising one association suggested that in the establish
ment of mass markets, the Government has received price benefits which 
justify the proposed action. All conte~~d that INSTITUTIONAL TYP.B 
ADVERTISING should be allowed since such advertising "intorma the 
public on matters of general interest, stimulates interest and the. 
jursuit of careers in science and engineering. or atreots employee 
relations.n The American Institute ot CPA's notes that it is."reason
able to allow the cost of advertising tor scarce materials, or tor 
second-hand machinery when new machinery is hard to obtain." 

Evaluation 

Industr,r generally seems to admit that product advertis!ng ought not 

to be allocated against Government contraota. Institutional advertising __ 

mq result in some beneti t to the Government under certain oiro\IDstancea, 

but that benefit is somewhat elusive and thus reasonableness of coat is 

extremely difficult to determine. 

On the other hand, advertising for needed specific materials, sub-

oontraotors, engineering proposals, and the like, for the purpose ot 

carrying out the contract, establish the kind of a relationship which 

justit~ allowance. 
Reoamnendation 

1 •. Dis&llow procbct and iDstitutional advertising. 

2. ¥just advertising tor "scarce material or for second-hand 

materials• and tor other advertising direotly related to the accomplis~ 

ment ot the oontraot mission. 

2. Bad Debts. 

Contention 

NSIA. MAPI. AMA. AIA, c. ot. c. • and EIA proposed modifiaationa 
ot the bad debta principle. Generally it is stated that the un
allawability of bad debts is too ~aping since. it is asserted 

/ 
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that there are maey ~inds of credit losses as "a result of handling 
Government business." 

Evaluation 

There is same merit to the argument that there is a possibility of 

losses in connection wi~ subcontract operations which might be considered 

to be in the nature of bad debts. However this is insignificant. Since. 

the major source of bad debts relates to customers 1 and since the 

Government, as a customer, pays its debts, such expense is not allocable 

to the Government. 

Recommendation 

Continue to disallow all bad d'bt ... 

3e Compensation tor Personal Services {f) 

Contention 

It is contended that the proposed.coverage which disallows com
pensation plans based upon or measured by profits ot the immediate 
distribution type {so-called profit-sharing plans) and stock option 
techniques of compensation, imposes "arbitrary limitations upon 
allowable personnel compensation based on the form in which coDP 
pensation is paidn rather than upon the reasonableness ot the total 
compensation using all t~s. 

Evaluation 

The above is a general complaint. In September, 19071 when it was 

considered urgent that a draft proposal be released to industry tor their 

consideration so that the pro·jeot could move forward sevsra.l compromises 

. were reached and one issue was determined by SECDEF. Profit sharing un

allowability was determined by SECDEF. Similar treatment ot the coats 

ot ~took options was one ot the compromises. The issue was accompanied by 

a memorandum which states, in parba· 

w •• it is proposed that this set ot cost principles be furnished 

~ediately to the industrial associations for comment and after 

full consideration of suoh comments and appropriate modifications 
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o£ the principles. that they be incorpora.ted.in the Armed Services 

Procurement Regulation." 

In determining the issue for the purpose of seouring camnent, SECDEF 

determined the matter by disallowing profit sharing. 

Industry contenda that both profit sharing and stock options are 

appropriate forma ot compensation and arguesa 

a. That immediate distribution compensation plans based 

upon or measured by profits--

1. are becoming increasingly more widely used as a means 

ot compensating employees and officers for services rendered. 

2. are-"oosts" by generally aooepted aooounting principles 

and practices, as distinguished from a distribution of profits. 

3. are allowable for tax purposes and in renegotiation. 

4. ~e accorded different treatment from bonuses (which 

are allowable under the draft). This distinction is unsound since 

they "are treated alike by the employer tor other purposes." 

s:. were recognized as "essent~al to the ultimate main

tenance/ ot th~ Capitalistic System~ in 1939 by a Senate Subcommittee 

which investigated profit sharing (bi-partisan - Senators Vandenberg 

and Herring). 

b. That Stock Options--

1. are a proper means o~ compensating employees for services 

rendered. 

~ .• are recognized as costs by "generally accepted acoot1nting 

principles and practices." 

3. are allowable tor tax purposes. 

·Recommendation 

Allow immediate distribution t.YPe compensation plana whioh may be 

3 
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dependent upon or me.asured by profits and the cost of compensation paid 

by stock opti:Jns both subject to the negotiation requirement o£ 

ASP.R 15-204.l{b). 

4. Contributions and Donati~ns (h) See also Training and Educational 
et>s bs ~ 7flt0 

Contention 

NA.M, NSIA, MA.PI1 AliA~ AIA, c. o~ c., EIA a.nd CPA were critical 
of the disallowance ot all contributions and donations. It is 
stated that every concern is called upon to contribute to local, 
state and national charitable and non-profit organizations and to 
fail to do so would seriously impair the prestige of the contractor 
and result in adverse public opinion and employee discontent. It is 
stated also that such contributions aid in the development ot technical 
education and scientific rese~oh and are essential tor the public · 
welfare. It is stated that such contributions are allowable for Income 
Tax purposes· and. have been allowed by the ASBCA in their findil'lgs. 

Evaluation 

We believe that this element of expense is an insignificant element 

and that a case can be made for the soundness of the policy of allowing 

reasonable contributions under the basic premises ot our project. 

Recommendation 

We recommend allowance of this element. 

s. Interest and Other Financial Costs {q) 

Contention 

NAll, NSIA, AMA, hAPI, c. of c., EIA criticize the unallowability 
of this item. On the other hand, the AIA seeks the allowabi.lity ot 
interest only-when it is assessed as a result of protect~ rights 
ot the Government and at the Government's direction. CPA agrees 
with the disallowance of interest oo-sts it it is made clear thsC 
the pr~fit_allowed is to be large enough to oover interest on the 
turnover ot borrowed oapi tal in addition to a return on equity 
capital, thus assuring equitable tre~tment of contractors employ-

. 1ng different methods of financing. "Those claiming allowability 
of interest assert that it is a normal. and legitimate cost ot 
doing business allowable by the courts, tor tax purposes~ under 
renegotiation, under ASPR Section VIII, that the GAO would not 
objeotJ and finally, that the recent DOD restrictions upon finan
cing of inventories and wcrk in process necessitates, and that the 
DOD Directives require, "that capital investment by the Contractor 
will be taken into consideration in determining fixed-tee or allow
able profit." 
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Evalu&tion ~ 
The allawabili~ of interest as a oost has been considered many times 

over the years, and again as late as last fall. The general conclusion 

reached was that although it was proper that interest' not be allowed l 
AS A COST, it was appropriate that the tee, profit or price be established 

in light of the capital investment by the Contractor. 

Reconmendation 

We recommend that this concept be appropriately introduced into the 

principles. This could be done with the concept used in DOD Directive 

7800.6, as follows& 

"However, the extent of the ccntractor 1 s capital investment 
in the performance ot the contract will be taken into consideration 
in the negotiation of the tee or price, as the oase may be. 11 

6. Overtime~ Extra Pay Shift and Mul ti-Shitt Premiums (y) 

Contention 

NSIA., AMA, AIA, HAPI, c. of C~, EIA and CPA oritioize this 
principle stating that the draft perpetuates the exist~ .. q dif
ficulties which are presently being corrected. It is stated 
that what is required is a sound,. operable overtime and extra 
pay shift policy with a principle embodying the revised policy. 

Evaluation 

~ 

We. have. t.otind industry's complaint justified to the extent that the l 
basic policy baa been adjusted. The adj':'8tmenta have been coordinated )' / ~} 
with the NSIA. Defense Advisory Council and have been considered fair 

and operable. 

Embo~ the revised policy into an appropriate principle to the 

following efteot: 

While continuing the basic polioy against.unneoesaary overtime: 

1. reduce administrative burdens on both Government and 
il:.dustry 
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2. retain control by the Government of overtime premium 
and shift premiums at Government expense of an extended 
nature 

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

4. apply the tests of "reasonableness" and "allocability•' 
to overtime and shift premiums. 

7. Plant Reconversion Costs ( cc) 

Contention 

NAM. NSIA, AIA, c. of c. • EIA and MAPI are critical of the 
allowability of only the c·ost of removing Government property and 
the restoration or rehabilitation costs caused by such removal. 
It.is contended that the nature of the Contractor's business and 
the use ot the plant and the extent of his involvement in defense 
procurement programs should be the deter.mining factor in the 
determination of whether these costs are allowable. . The argument is 
made that while the non-allawabilit,y m~ be ccrrect with respect to 
minor plant. adjustments to undertake. defense work, major or abnormal 
changes ought to be allowed "on the basis ot negotiation'' 1 particularly 
where there is knowledge that attar performance of the Defense work 
the contractor will resume his previous operation. 

Evaluation 

The proposed action was taken in the belief that make-rea~ expense 

ought to be allocated against ·the ensuing production. Thus, the Govern

m~t ought to allaw tbe costs of preparing for the production under its 

contract and the civilian production ought to take care of the make-rea~ 

for the nsw production--thus such expenses:_ should not be allocated against I 

the Goverment contract. No'bvi thstanding, we found it necessary to both 

remove Government property from the contractors premises and to rehabilitate 

the premises "caused by such removal". 

Recommendation 

Maintain the principle. 

~ · 8. Rental Costs (hh) 
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<· ,. w:u~~--~1:1::. MA'PI, 'c ~ <·ot)~:e~., EM~ 'J~d CPA are critical of two 
prov:l.aions ot the principle. (i). the lirli:ft·atl.on on inter-plant 
rent£.ls that f:uch should not ''exceed the normal. costs of ovmer-

. ·~ 3hd.ptt~ ··m,a: ::fY1) 1\mtd -~liat t·j;h :·g1eh.a%fatf r.:;fi'l;.tf~:~4 .lease back. si tua tiona, 
:sul:fJec:t: toi he'@:;otflltecf exceptro~•o tile ·~od'stEf :should not exceed 

t.· th-S:t · .,~htb1r woul·d' ·}k~·~ b~"Wiij:ufcH~~e0d ii/iic[~Jie. contractor retained 
legal title to the facilities." It is as·s'er'ted that in both 
situations the.tests ou~ht to be reaso~ablen~ss of the rental. 

· :iilcludl-ttg· sUbn:: ~oti!mrz. ;te··sts '{(~ 1~"'.,11i1 ·l~if vd,"th · .. those charged tor 
similar properti~hi}:ttr:::and~·t,b:6ibpa£-abi;_~~ \=bc~h~rinal rental to be paid 
tor like !'aoili ties in the open market.,!' It is. as,sert.e4, ,that .,the 
sale-and-lease back technique~· r~) an:·;. ··~·~'tablishe.d 4 (~~tho'd:;,.'oi' raising 
capital." . . l :·'; ·~:~ .' ,. 

Evaluation :t··" 

~· \. ,'~! .,,. :r "I "* ~' · 4'-

', .::l~ <··~,~~otli proVisions· 'eJe" designe-d tb':~ii~ai~ .ren:tals Et.t~}.;~~~cppable 
~:·: ·· ·" ~~ :J ;. ~ - i ., -~)~· '_·:(;···, .~( .t..:: ;:rJ,E.tl!'f"'-; ~'-· 1 ·~~~·'," ·: .-

~ ~ ... 

', '•. ·. - •' 'I' •. ''1 , ... _ • ' ; ' .·-~ ... :- ... t !: . -~. ":_~. .. ,. 1·~ < '~···· .. · ... ·:~. ·~·.~, ~.:. ":·.~: '.: 
.::rtevels ·arid ·remov~ ~- il;dtiS:t~ve qf,' a_4qo~trac.tor bl{ ~hiar.,op,raction to 
:d~c ''l, (• ··'.; ; f';:~t;;'; :1' . , •e; ... ·. · .. · '' i .... At.' .l'?•r~, "·'··:··. •' :~ '' •'' .1.· .•. -~f't;,, 

Incre'i.se~~SJS~Srmileriea.flo:asts·•. ·'the 'Jtea.l~ni.~r~e :,~tilized.;::L~--~:lmpiy: to limit: the 
-~". :· !;{~ r . ~ -~ ~~ .. rl. : :1 / :'.".~ .·, .. '~ C·: ~- ./] f-) .; ; ,. :·II• ~ ~: .. ' ~) -e c .'~ -; t ... : . .. ~;. I : ,t ' ,;; • ~~ ~ • 'li· . :·I :t' ~ -1- • 

J~ o·o·sta 'to ~rtifat ··~iicJi v(C)~i'lf,~h~~ ~d9~J~a ·~~ii .th~! .i~~~.t'~.~::~~qt' been -made. 
. . ·" . ~,. ·_~t -~!~ ;. ~;.! ~F:·!.. ~ ~:. -~·.t r.c ... ... .,, . . .' ··: ~~ •. ~ ~- ·;:,o . ··:. .. .. , " -.~- . ". ~- t': .~ ... 

' :.~ .. ~.: · the ;s~~~·"·t~~,~ _:th~~rpol1~;9.~~t'e~1~~~~.z~.~~ .. ~~~~·tlt~~-~ ar~ o~t~~~~ ~Q18--length 
.C - .. ··~· .. ·· ...... t·-.·.. . i• ;<;~ ": re,<: ... ,. '·... •:,'· •. ::;;~ ;; 

transactions at· tne· ·eype 'wnioli jus-5ify''oost· adjustments and the dra.t't 
.. J' .. . l~T· 

~lees provisions tor speoi.t'ic negotiations therefor. One :A:'sso-oia'Cion 

I ' ,·r'eco·1gnlz'es ~tlie ptcibl~em·.~·:;· They say;~·I;:."To :j~~-e~ ~he. ia·aJ;.s~back rental in 

')"t:t~i-ms t(,r~ '~h~i le's;iior.t,:~~v·c·osts :had -he t~~taille~d title .. is.· ·to ~e1a~~~ .. -~h~ 
_& rental ))y• ·t~c vel-y<ihdexM which the: le~~ieb~ok arrangem~nt ~~--~desi:ed 

. j·~nto · repudiS::ee.-tt'\< Go~~m,nt'_..~,~~~o~~~-!~h···c,/··~; validi.ty ot ~~h;~-n~.gument 

· :r- wa:a·>tlie verye2oe'a'soli;:r~i-'adc)p¥i.~ii~bt'=t~ ~iioY.~ If the slt~e "!d .leaseback 

teohil!:'q11es:; la ~~ ltr~~ti.blish:ilcl~~e~~d; oij ~T~islng capital" • there l~ all 
,_ ... _ .. · .. ··"· .. · a .. : .. · _ ... "" ·:··: .. ·. '':' :. ""i:''I;"'Ct_.r ~·Y"H:::t_, .. ·¥ 

1'th8· more: reasSn ·wbi~-w~-:i~hotiid. ~·Iiot'. allow .i exdess co~t a ttrtbuta.ble to this 

te-chnique inasmuch as we do not·,~ ~il~iJY ~01~osts ot rai·ai~~ ~~;~~a'~(·~ 
generally. 

Recommendation 

Maintain the principle. 

1 
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NAM. NSIA, AMA., AlA, MAPI, C. of C., and EIA have criticized 
this principle, although concluding, generally,_ that the present 
draft repre~ents the soundest draft which has been yet developed. 
The criticisms relate to (1) the difficulty in breaking down all 
research into basic and applied for the purpose of allowing the 
applied on the basis of allocability to the product line; (ii) 
the non-allocability of research overhead to the accomplishment of 
a research contract mission; and (iii) the AI! particularly con
tends that the requirement for negotiation to support reasonable
ness ot the research expense represents an unwholesane control of 
research. 

Evaluation 

It is recognized that it is sometimes difficult to break down all 

research into basic and applied. However it is sound that applied re-·. ·-~·. 

search be allocated to the product to which the research attention is 

being supplied. This being true methods must be found for segregating 

questionable projects appropriately. 

When research is the service being purchased it seema manifestly 

inappropriate that other applied research expense be allocated against 

such a mission since, as indicated above, applied research should be 

allocated upon a product line basis and the'costs should be absorbed 

through sales of the product line. 

Only the AIA. makes a strong case: against the desirability of 
; 

negotiation or the reasonable~ess and allocability of research expense. 

This problem was recently analyzed fully as a part of the AIA presentation 

of 22 January 1958, and that analysis is applicable hereto. T.he conclusion. 

reached was that this requirement must be retained sin~e; (1) in the air• 

craft industry there are no competitive restraints to discipline the 

contractors and (ii) there is an urgent need for utilizing fully the re-

sults of the research and for relating all projeots'to others. 

8 



Recommerdation 

Matntatn the principle. 

10. Training and ~ducational Costs (qq) See also Contributions and 
Donations, :/f4. 

Contention 

NAM, AMA, AIA, YlA.PI, c. ot c., and EIA are critical ot the ex
tent ot allawability included in this principle• Although the pro
posed allowances. are considerably more liberal than the status quo, 
the industry contends that it is the c·xrrent national policy to 
stimulate scientific and technical study and thus it is incumbent 
upon the DOD to encourage its contractors to minimize their efforts 
in this regard, including cost support of the effort. 

Evaluation 

The present. proposala 

(i) allaws.in-training and out-training at vocational 
and no~college levels. 

(ii) allows part-time technical, engineering ~d scientific 
education, including materials, textbooks, fees, tuition, 
and, it necessar.y straight time compensation for attendance 
ot classes during working hours for 2 hours a week tor the 
year (1 course). · 

(iii) allows p_ost-graduate tuition, tees, materials tor full time 
scientific and engineering education (BUT NO SALARY OR SUB
SISTENCE), for bona tide employees tor one school year for 
each employee so trained. 

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

The ·above policy was developed cooperatively by the procurement, 

manpower and research interests· ot ASD and:the militar,y departments. 

During the development ever,y aspect ot the problem was reconsidered and 

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

cirouinstances • 

. , In connection with (ii) industry objects to the limitation of 2. hours 

a week for the study during working hourso Basically, this sort ot 

aotivit,y ought to be accomplished outside of working hours but instances 

9 
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. Issues in Basic Concepts 

The document should be recast into "Prineiples" format. 

Industry Contention 

Industry stated that the title of the document, "Contract Cost 
Principles", is a misnomer. A "~rinci~le", it is stated, is a conce~t 
ot fundamental truth, while the draft document includes additional 
t'Ules, regulations, and manual-type matter. Industry suggests that 
the document be recast into "princi~le" format, and if audit instruc
tions are needed, they should be ~rovided as a separate document. 

Evaluation . 

OUr experience over maey years has led us to the conclusion that what 

was needed to cover cost considerations in procurement is a document which 

(i) defines the cost areas, {ii) ~rovides the necessar,y guidance to permdt 

the contractors, the contracting activities alld the auditors· to KNOvl the 
- -

··treatment ~ch will be accorded tor the area, (iii) is drafted in a 

nanner sui table for incorporation by reference into cost-type contracts 

so as to stipulate • sutficient reimbursement ot cost provisions, but 

sufficiently fleXible-to cover the problem ot the cost consideration in 

the pricing of' fixed-price type contracts. 

On the basis ot· this experience, the ent~e :OOD (includ1Dg the audit

and procurement elements ·ot the mill ta.ry departments) is Ull&llimous in 

the view that in basic format and content we need something very close 

to the present dratt. The staff does not believe this to be a serious 

industry obJection. We believe that the argument is made simply to beg 

-f'Or the JDOmSnt the problem Of the UIJ8J..lowableS 1 but thB.t aey document 

.(such as an audit nannal ) which has the identical una] 1 owables would 

be subJected to the same obJections. In the event tbat industry wishes 

to press this point it is recoUDilended that we re.tlaUle it. Among the names 

could be: · "Contract PriilCiples 8lld Rules", "Contract Costs" 1 'Costs in 

Negotiated Procurement" 1 and 'Cost Standards in Defense Contracting". 



( 

Recommendation 
/'\ 

M:Untain the nature of the document and negotiate with industry on · · 

an appropriate title for the concept. 

2. Objective 

a. If adJustments are made the general obJective is sound. 

Industry Contention 

Industry (except MAPI) states generally that the obJective of 
one set of cost pririciples is sound for use, however, only in "cost
related areas." While there is a diversity of view as to what the 
cost related areas are, there is general. agreement that it is im
proper to use the set for the purpose of the submission of cost esti
mates by contractors to support priciDg. (See paragraph 3.a. en
titled ·"Application - Contractors should not be bound by the prin-

. ciples in submi ttiDg cost data in support ot pricing estimates. ") 
There is some feeliDg also that the entire firm-fixed price area is 
not a cost-related area. -

Specifically 1 NSIA says the "uniform1 ty of treatment of contractors 1 

without regard to the _specific type of contract_ involved is1 undoubtedly, 

a desirable goal... However," ••• "AMA calls it a commendable proJect11
• (\ 

EIA says that "This Association has consistent~ taken the view that in 

theory no exception can be taken to the development ot om set of cost 

principles tor . cost-type am fixed price contracts alike1 provided ••• " 

NAM says "We recognize the desirability of having a siDgl.e set ot cost 

principles to be applied to all. Govermnent contracts when costs are a 

factor, provided ••• " AIA inters the same thill8 when 1 t says that it 

~ no obJection to the establishmS~t of a set of cost principles which 

will be guide only with respect to the negotiation ot fixed price types 

contracts and which ••• " CNotwi thsta.Ddir.tg1 the AIA provides an actual. 

proposal. 'Which provides d:!..tferent . treatment of costs for both the nego

tiati_on of prices and termination settlement.J The.· American Institute 

ot CPAs states concurrence "in the idea of a single ~oad set of cost 
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Principles provided that in their application,. recognition is given 

to the circumstances created by each type of contract as a ~t of 

the conditions and factors which have a bearing on rea.sonablenessj 

relevancy, ail.owabil1ty1 " etc. MAPI, on the other band, takes the 

point of view that 1 "Few 1 i:t aey, advantages are discerD&ble and that 

the suggestions bristles w1 th possible disadvantages." 

Evaluation 

Only MAPI thinks that the object~ve, even with acceptance ot 

certain policy challges, is unsatisfactory. There is general admission 

that the use is proper (i) in cost reimbursement-type, (1i) incentive 

type and price redeterm:Lmtion type contracts 1 so loDg as the "sOWld." 

policies in Part 81 Section III, Price Negotiation Policies and. Tech~ 

niques and Section VIII, Terml.mtion of Contracts ~e emphasized. 

Recommendation 

The objective ot the comprehensive set is sowld. Continue the 

development. See the issue entitled "Application - Contractors should 

not be bound by the principles in submitting cost data in support of 

pricing estimates" (parasraph 3. a. ) to;r: discussion of 8Ild recommendation 

w1 th respect to the use of the Set by contractors in the submission of. 

cost data by· contractors to support pricillg • 

. b. AllowarJCe of ~ costs whi~h are "normal costs of conducting 

business. is necessary~ 

Industry Contention 

The basic objective ot.the ·comprehensive set must be fairness 
and equity to GovertuDent 8lld to iXldustry. Fairness to industry 
requires recognition and allowbility ot ALL COSTS OF DOim BUSI
NESS to the extent that such costs are allocable aJ:ld reasonable. 

- 3-
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Specifically, NSIA says that the "cost principles must be based /"'\ 

on the GoverDment' s williDgness to recognize and accept all normal 

and legitimate costa of doillg business. The determination of such 

costs should not be subject to shadings, gradations, or special cir-

cumstances1 nor should allowability be conditioned on the ability of 

a contractor to previously negotiate special. cost alJ.owances into in

dividual contracts. Again the NSIA speaks against the "disallowance 

in l·thole or in part of ms.ey elements of costa which are generally 

considered to be . normal costs of doillg business, costs which cannot 

be avoided merely because the Government chooses to call. ·them. un

allowabl~ and which in non-Govermnent business are no~ recovered 

in the market place in the price of the ar1;icle sold." AMA. seys that, 

· as a matter ~f sound philosophy 1 the Govermnent 'must be willlDg "to ·~ 

pay a fair and proportionate sbare of all the normal costs. of conduct-~ 
iDg business." MA?I states· that "To achieve a profit the ·business 

first must reali·ze enough .. from the s&l.e of its .products or services 

to pay all 1 ts costs of doiDg business. To the extent that 1 t fails 

to recover all. its legi tili:Jate costs incurred in perf'ormi.Dg work for 

a siDgl.e customer it is subsidizing that customer. • • ·CThisJ !s not 

sound ecoaomics and it is not sound public policy in the Gover~nt 
. ' 

i.ntereat. " The Chamber of Commerc~ says that the "com,prehensi ve set 

ot cost principles should allow all legitimate . costs of doing business. 

provided .they are reasoD&ble and allocable to the contract involved." 

EIA says it this way: "The basis and foWldation of such a set of 

cost prillCiples would be a recognition· by the Goveri:unent that all 

normal and legitimate costs .of doillg business are properly cbargeabl.e 

• 4-
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to Government business depending on their reasonableness and alloca-

bill ty to the work in question." NAM states that the comprehensive

set. objective is sound ·provided the principles "recognize the conaept 

ot reasonableness, generally accepted accounting practices and alloca

bili ty 1 and encompass all normal costs of doiDg business." The Comp

trollers Institute of America ~s that the proposal is detective 

since it fails "to recognize. or accept certain. normal and legitinate 

costs of · doiDg business and fails to g1 ve proper emphasis to the 

basic principles of reasonableness, allocability and generally accepted 

accountillS principles and · st&ldards. " 

Evaluation 

Of ·au the points raised by- industry, this is probably the most 

cl1ff'icult to reso~ve to the satisfaction ot both parties. We agree 

that application of the . tests of allocabill ty am reasoll&bleness as 

the sole criteria for determining allowabili ty is &pPealiDg. However, . 

such application tor purposes of this statement is. not adequate tor 

two reasons. First the two terms "allocable" and "reaso:cable "· I ' I 

despite the tact that we bave def1Ded them, are 1ndef1n1 te, judgment 

terms. The thous&llds of users need turther guidatlce and a fuller 
I 

description of their application to certain elements ot cost if we 

are to achieve aey satisfactory degree o~. uniformity ot treatment.· 

SecoDd, there are certain costs which, (1) as a matter of public 

policy, or (2) because alloWSilCe would represent .duplicate recovery. 

{1) "Public Policy". .Entertai:cment e~enses have become 

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

a selliDg expense. '!be code of ethics ot public servants clearly pro

bibi ts acceptance of such favors. Are we then to condone the practice 
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by inference by acceptance of such costs? l·Te believe the answer is clearly~\' 

and must be specifical.l.y stated. 

(2) · "To avoid 4upl1cate recovery11
• In severe.l places we have in

c~uded provisions which are designed to reac_h equitable results, but avoid 

dupi:tcate recovery. For exampl.e1 research and development costs iDCurred in 

account1Dg periods prior to the award ot the contract are not allowable, but 

at the same time, we accept the cost ot current research and development 

activities. This is done in order to :prevent duplicate payment (i) when 

origiDSJ.ly accomplished and {ii) in the pricing of later production. Ue 

believe that the results represents substantial equity to contractors who ms:y 

capi tallze ~ costs as well as those who charge them to operations as they 

are incurred. : 

Recommendation 

Based upon conversations with certain industry representatives and the 

general tenor ot the written comments, it is believed that some relaxation 

of our- treatment of a few costs would remove not only this objection to the 

present draft but several. others along with it, and still represent equitable 

treatment. It is c~ear that their prillCipal objections go to; {1) compenSation 

based upon or measured by :prot1 ts 1 ( ii) advert! sing, and (iii) contributions 

and d.Omtions. 

c. _ I%ldustry1 s "gains" won in ASBCA: ,.e.Zld the Courts should be allowed. 

Industry Contention 

IZldustry contends that, in aey- event, the "gains" won in the ASBCA 
and the Courts, ought to be made allowable. 

- 6 -
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Specif1ca.l.ly, MAPI, in criticizing the draft says tbat "in one 

stroke, the effect of such Armed Services Board of Contract Appeals' 

decision as Swartzbaugh, Wichita Engineering1 Gar Wood and others 

will bave been nullified." It is stated further that "aey- revised 

set of contract cost principles should give full recognition to 

doctrines propounded in the. decisions of the Armed Services Board of 

Contract Appeals. That is to say, the spirit of such cases as the 

Swat-tzbaugh case, the Wichita EDgin:!ering case should be preserved.'' 

The NSIA iilfers the same thiDg when, in cri ticiz1Dg the disallowaJlCe 

of "losses on other contracts 11 states: "As written, the paragraph is 

inconsistent w1 th the Court ot Claims decision· in the Bell Aircraft 

Corporation v. u.s .... where a Goverment contractor was allowed to 

capi tallze ·losses on experimental. contracts and allocate them as 

costs to other Government contracts. " 

Evaluation 

We believe that these "gains "ought to be reappraised on an 

objective basis in the manner in which all cost elements should. 

To . the extent that this consideration indicates disallowance, they 

should be so treated. ASBCA and Court cases are determinations of 

existiDg facts only based upon the 'bhen ex:LstiDg cost rules. ~e 

question of whether these rules am,. hence, these decisions are 

proper from_ a policy standpoint is now -up for recommendation. 

Recommendation 

Reject the contention and reevaluate the items as .appropriate •. 
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3. Application 
~ 

a. Contractors should not be bound by the principles in submi ttinl 

cost data. in support of priciDg estimates. 

Industry Contention 

·Industry must not be asked to accept the cost principles as 
a basis for their development and submission of cost data in sup
port of pricing, repricing, progress payments, etc. 

Specifical.ly, AMA says, " ••• the contractor's price breakdown sub-

mitted in support of firm price bids or proposals cannot properly be 

forced into the framework of aey set of co~t principles. " NAM and NSIA 

state, "Under no circumstances can we agree to omit from submissions of 

cost ~ta or estimates ~ costs that are incurred as legitimate costs 

of doiDg. business and properly allocable to a contract, even though the 

GovermDent 1J1&Y' be disinclined to shai-e in such costs." 

Evaluation 

We recognize that our proposed provision Ll5-l0l(a)(ii)(A)J canno\. 

be strictly enforced upon contractors, particularly in connection with 

~econtract negotiations. However 1 the statement of fact that contractors 

are expected to follow these principles as a guide., will, we believe., be 

effective in most cases. However, whether industry accepts or not, we 

n~ed an objective standard by which to evaluate price proposals and if 

indUstry includes Wl&ll9wable cost: elements we need to be able to identify 

· such ·costs tbrough expanded aud1 t ev&l.uation of proposals. 

Apparently the requirement would be u;uch less objectioDabl.e if' certain 

items were not flatly disallowed in every case. 

SUpported by this provision in ASPR, we believe that contracting 

officers and auditors will be able to obtain the cooperation of contractors 

·in so mald.Dg theil' submissions. If' so, auditing can be reduced to a 
(\ 
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Recommendation 

MLtnta.in this concept in the course of the llegotiation with industry-. 

b. Application ot prillCiples in ·resolution ot cost issues Will harm 

11egotiat1ou. 

Industry Contention 

· ~stey1 a objection. to. the appllcabill ty provision which pro
vides ~hat the comprf$ez:usive set will serve as a "guide in the re
solution ot the acceptabill:ty of specific 1~ of coats in torwez-d 

· pric1,tlg ·wen such c·osta h$ve become an issue" is usuall.y coupled 
~th. the content.ton relatillS t9_ the ALLO~ILI'rr OF.~ COSTS. 
Whil~ the .NSIA does the same thitlg1 they do JO in a way which will 

· permit the :i.sol.B.tion ot this provision as a separate issue • 

Specific~., NSIA construes the words as implyiDg that "controversial 

issues CatmOt be nesotiated am that they will be urlilater~ settled by 

the Government." Accor¢1~1 lmA sugesta this application be deleted. 

Evaluation 

ihe general illdustey' position is that the cost teeters ought not to 

be the subject of negotiation., that price., not costa., in tixed-price con

tracting ought to be negotiated~ Si.DCe the Govermuenif agrees to th~ con

clusion (see 3.b. ~ave), provision is ma&a that the prillCiples shall be 

used as a i'GUIDE" in the establishment ot the. fixed Price. Iiot to do so 

leaves the ASBCA aDi the Courts. w1 th the problem of the measurement of costa 

in determ1Zl1128 settlement ot price w1 thout a yardstick. We consider the 

guida.Jlce . proper. 
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Recommendation 

Since we believe that it is souDd to utilize the same yardstick in 

·measurirc.. costs in the settlement ot issues as used in the negotiation 

aDd termination action, adherence to the position is recommended. 

4. "ReasoD&bleness" and "allocability" ar·e adequate· standards for the 
determination of costs. 

a. Reasonableness as a standard. 

Industry Contention 

All. comments offered indicated that "reasonableDess!' ·is a 
critical consideration upon which a proper set of cost principles 
should be constructed. 'Ihey seem to say that use of the mere word 
i·s all. that is necessary to secure a proper performance. They 
object particularly to some ot our bl.allket determinations of un
SJ.lowabillty which have been determined on the basis that it is 
unreasoQ&ble tor ~ ot the particular expense to be charged to · 
the Government. · They content. that the term cannot iaclude "second. 
guessitJS" of contractor• s manqement.. · 

Specific~, AIA says that reasonableness is important, but they 

•. suggest the delet_ion of the proposed detiDi tion without otf'eriDg a 

substitute. EIA, in susgestiDS the delation·.ct the "competitive 

restraints" test says that this test "will require both the Contr.actiDg 

~icer and audit personnel. to make eco~mic determinations out·side the 

scope of their experience." NSIA says tbat "it is tot~ cont~a.ry to 

good contractillg policy"... to superimpose upon Cthe contractor's 

jud(gMntJ •. •. "criteria i~olvillg ·re~ro&ctive review of illdividual 

business judplenta with respect to tha incurrence of costs." AMA says 

that "ors&Dizationa must tunction through the judgments and discretion 

of its executives in the accompllshiDg ot the purpose for which the 

• 
- contract has been let "1 ·and. suggests that it is not proper to second-

guess -this m8Jl86ement judgment. MAPI collCurs substanti~ with the 

defiDi tion of reasoll&bleness provided with minor modifications. NAM 
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says that the requirement tor special contract coverage "limits m&tlage

ment's preogative to make s~und ~siness decisions by requiring prior 

approval· to incur legitimate business expenses. 

Evaluation 

It is essential that the detini tion of reasonableness be agreed upon. 

Once it is agreed upon, 1 t will be incumbent upon the· Government repre

sentatives to apply it in the performance under the contract. In the 

-
event that such monitoring causes disalloWJlees which will be interpreted 

by contractors to be an "usurpation~' of !!8Il8gement prerogative, resolution 

can be effectuated through the "disputes" procedure. · If reasonableness is 

to mean aeythiDg at all, it must presuppose that it is possible for some-

thiDg to be WD.'"e&sollable 1 and if an action is Ullreasonable 1 _ the cost 

thereof should DOt be allowed. It such· a determination of unreasonableness 

ot cost C&l1 be ll8de in advance ot the iiiCi.lrriDS ot such cost, the contract~) . 

should be be nett tted. 

RecommeDdation 

Th~ coDCept is sound am should be maintained. 

b. Allocability as a standard. 

Industry Contention 

The collCept ot "allocability" 1 like "reasonableness" 1 needs no 
detilli tion or expansion._ Any method ot allocation, if in· accordance 
with general.l.7 accepted account1Dg priooiples and practices, my be 
used and must suttice tor DOD contract costing purposes. 

Specitica.lJ.i 1 MAPI say-s, "Comprehensive. cost priooiples shoulc1 recog

nize that 1 general.ly accepted accountiDg procedures • include a variety 

ot acceptable methods of expense allocation" (but accepts our d.efini tion 

with onJ¥ the addition ot an "or" in its detailed criticism). In AIA's 

rewrite, the definition is om;t.tted and mentioneq. is made o~ to the 
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effect that 1 "In ascertaining what constitutes allocable costs 1 any 

generally accepted accounting method of determining costs that is 

equitable under the circumstances may be used ••• " 

Evaluation 

For purposes of this document, it is believed that definition and 

some discussion of the concept of allocation is necessar,y. · Allocation, 

for certain business purposes such as published statements or taxes, 

does not require the degree of refinement that is appropriate for our 

costing purposes. Our proposal merely points out the various methods 

of allocation which should be considered in distributing expenses for 

contract cost purposes depending upon the circumstances. EIA seemed to 

recognize this view when they commented; "It (a. set of cost principles) 

would have as its two main objectives, first, the enumeration of ac

ceptable methods of allocating earnings and expenses to segments of 

the contractor's business and, where required, to specific contracts; 

and second, the establishment of acceptable accounting methods for 

identifying and reporting 1 tems of income and expenditures, and those 

items of a Contractor's income statement which do not r~present cost 

ot operations ... 

Throughout we have provided for the greatest latitude by such pro

visions as: "The contractor's established practices, if in accord With 

such generally accepted· accounting principles, shall be acceptable 11 and 

"This principle for selection is not to be applied· so rigidly as to 

unduly complicate the allocation Where substantially the same results 

are achieved through less precise methods." 

It appears that this critic ism is actually directed, not at our cover~e 

of allocability, but rather to the fact that the principles have determined 
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tbs.t certain elements such a.s ·contributions, profit sharing, and adver~ 

tising1 are not allocable to Government contracts. 

Recommendation 

That this approach be contiiiu.ed. 

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

IndustrY Contention 

Uniformity in cost treatment is considered a sound objective. 
However, this uniformity which bas been a basic aim of· all. previous 
drafts of the cost principles, has been lost by the requirement 
that certain listed costs be the subject of' negotiation to make them 
allowable. 

Specifically, NSIA states that "Uniformity of CcostJ treatment •.• 

is a desirable goal." But it states that the negotiation requirement -

"(a} favors any compaey ~n a strong negotiatiDg position, (b) opens the 
. . . . . . 

door to special treatment 1 and (c) lim1 ts management's discretion ••• · 

merely becaUSe. COSt COVerage had not previOUSly been negotiated. II J\geJ.n 

it i_s stated that the new test .of' acceptability, i.e., "companies with 

a preponderance of Government business ·are not .subject to competitive 

restraints" ••• would promote a lack ot uniformity ·in treatment ••• 11 The 

C. of C. notes an inference "that the predetermination ot basis for the 

· allowabill ty of costs must be agreed to in advance" and recommends 

deletion of the .requirement. NAM fe~s that the negotiating l.arlguage 

"11m1ts management• s prerogative to make" soum business decisions bi 

requiring prior approval· to incur legitimate business expenses ••• and 

••• special provisions are required which have the effect of defeating 

the objective of' unif'ormi ty by f'avaring contractors iil. a strong nego

tiatiDg position. Inasmuch -as . uniforml. ty and equity in the allowance 



of costs is one of the objectives of a set of cost principles, we feel 

• that the Government should remove the requirement. " EIA, although 

critical of the actual provisions, seems to take a. different view when 

• 

• 

it says ·~vision should ••• be made for the treatment of· some items of 

cost by contractual coverage where· special or peculiar circumstances 

. justify it· " 

Evaluation 

Some. of the comments apparently arose through a mistaken impression 

that failure to negotiate these items of cost in advance would make them. 

Wl&llowable. This is erroneous. Absolute uniformity of cost treatment 

8.lld cost result cannot be achieved. As a matter of fact, industry's own 

prop6sals relating to the tests of reasonableness and gen~ accepted 

accounting principles 1_ if applied, can only result in gross lack of 

unitormi ty of treatment_ and cost result. '!he negotiation technique 

complained. about was included in the ~aft to cause specific cons~der

ation of the tradi tional.ly difficult costs which a.re potential.ly unal-. 

lowable becuase of the -high probability of unreasonab~eness or nona!-

locabili ty. 
. I . . 
We believe, moreover, that the very best finding of reason-

ableness .of cost· is one which is specifically considered and negotiated 

between the :parties in advance. :Because we believe that the success or 

t~lure ot the whole project is tied around these difficult costs, we 
. . 

believe tbat it is. essential that the concept be maintained until. it" 

i.e. determined ~t a mutually acceptable OOD • Industry position can _be 

qreed upan. 

Recommendation 

· Mlinta:l.n the concept ·at this time . 
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d. Contractors Accounting Systems should be controlling it ·in 
accorda.ilce with "Generally Accepted Accounting Principles". 

Industry- Contention 

'!be selection of an accounting system is a management prerog-. 
ative. It the system selected and applied is in accordance With 
generally accepted accounting principles and practices and is 
consistently applied, it must suffice for gover~ntal costing 
purposes. It is therefore improper that particular acco~t.ing 
~tandards be included in the comprehensive set. 

Specit.ically, NSIA says, "It would require drastic revisions in 

existing and accepted accounting systems ot contractors. " AIA says that 

we " ••• should recognize the basic principle that any financial system 

must assign the total cost of doing business to the work performed upon 

whatever ·basis fits a co~'s particular requirements tor the realistic 

reporting of operating results to· .stockholders, the Securities and Ex

change Conmission1 and others. !' AMA states that we should recognize 

"the existence and prima. facie propriety of the selected contractor 1 s 

.established accounting system •. " (Underscoring. added.) 

Evaluation 

. Generally ace epted accounting principles are broad standards . for ·the 

evaluation ot the financial position of an enterprise and for the measure-

ment of income and expense over a given period of time. 'Ihus,. a system 

' 

may be maintained in ac~ordance with such principles, tulfilliDg the 

requirements of management, .the stockh9lders, taxing authorities, and 

others, ~yet not necessarily.yield costs related to a. product or . 

contra.Ct to the extent required for cost reilnbursement or to support 

priciiJ$ judgments. Thus, we ·have accepted the concept in its correct 

sense by adding .. applicable in the cirCums~es" mee.nir)g. to DOD con-·· 

tract costiDg and pricing. The related point of consistency, we view 

. ' 
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the same way. Consistency is essential only. so long as conditions re-

• main substantially the same. When cond.i tiona change, a system change 

may be required also. The dre.:f't recognizes this fact • 

• 

• 

As an example of the inadequacy of "generally accepted accounting 

principles and. practices" tor Goverpment contract costing purposes, we 

might cite the treatment of depreciation on fuily depreciated assets. 

· Ordinarily such depreciation could not be charged as a cost under 

generally accepted accounting principles. Bbwever1 to achiev~ equity 

in reimbursing ~e contractor for use of h1S3assets in this· category 

in aey procurement program, we permit a "use charge" under certain cir-

cumstances, which is the equivalent of depreciation. 

Within this very flexible fremework of generally accepted accounting 

principles and practices, in order to achieve some degree ot consistency 
. . . 

and equity ot treatment of different contracters and ·to eliminate as 

maQ1 questions as possible, we have set forth accounting standards or 

guides in certain instances. These do not require that the contractor 

change his accounting·s,ystem ~more than a tax statute requires him 

to chal:lge his own method of' accounting. But such guides are necessary 

if' we are to achieve aey reaso~le degree of uniform! ty of policy or 

practice in the dealings of our thousands of procurement and audit 

personne~ with the ~ Defense contractors. 

It is interestiDg to note that response of the ~ican Institute. 

ot CPA's did llOt contain o·bjections to this aspect of the propoSal. 

Recommendation 

. That this general approach be continued • 
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ISSUES iii !TEM3 OF COST 

· Virtual.ly every item of cost bB.s been the subject of some criticism or 
comment by' some of the respondees. Mg,ey of these appear solvable. by editill8 
some of the points into the document. As might be eJQ:)eeted, &U of the 
Associations did not·~e the same comment nor criticize the same el~nt. 
In order to reduce the problem to the costs which were subjected to the most 

· consistent and broad criticism, the followillg a.re discussed; 

l. 

1· Advertising Coat·s (a) 

2 •. Bad Debts (b) 

3· Plant Rebabili tation Costs {cc) 

4. Rental Costs 

5·. Research and Development (11) 

6. Training and Educational Costs (qq) 

Advertising Costs (a) 

Contention 

NAM, lmiA, MAPI, AMA, AIA, C. of C. 1 EIA, and CPA were critical of 
the coverage of the dratt of· this 1 tem. The recommendations centered 
upon the &llowabillty of product alld institutioD&l advertising, subJect 
only to allocability am reasombleness. With respect to product 
advertisins one association suggested that in the establisbment of mass 
markets, the Government has received price benefits wbich justif,y the 
proposed action. All contended that· INSTITUTIONAL TIPE ADVERTISim 
should be aJ.lowed. since such advertisiJJg "informs the public on 
mtters of general interest, stimulates -interest and the pursuit ot 
careers i~ science 8lld e!lgineer1ng1 or· affects employee relations." 
The Americ·an Ilisti tute of CPA's notes that 1 t is nreasonabl.e to 
allow the cost of advertising for scarce materials, or for second-

. hand machinery when new machinery is hard to obtain." · 

Evaluation 

~ustry gellei-ally . seems to adm1 t :~hat Foduct adverti siDg ought not 

to be allocated against Govermnent contracts. Institutional advertisillS 

· JIB¥. result in some· benefit to the GovermDent under certain circumstances, 

but that benefit is somewhat elusive and thus reasonableness of cost is 

extremely d.ifficuJ. t to determine. 



on the other hazld, while advertising for needed specific material.s1 sub. 

• contractors, eDSiDeeriiJg proposals, and the like, tor the purpose ot CBrr:fitl@: 

out the contract, ·establish the kind of a relationship which justifies allow. 

e.nce, it is so m:f.llOr in nature 8.lld so difficult to isolate as to indicate the 

desire.bill ty that this aspect be absorbed in the fee allowance. 

Recommendation 

• 

DisallOw product and 1nst1tut1oll8l advertising. 

2. :Bad Debts. 

Contention 

· NSIA1 MAPI1 AMA, AIA1 C. of C., am EIA :propose.C. modifications 
ot the bad debts principle •. Genera.lly1 it is £rcated that the un
allowability of bad debts is· too sweepiDg since, it is asserted 
that there- are liJ8tJ\Y' l".:illds ot credit losses as "a result ot bandl1ng 
Government business." 

Evaluation 

There is some merit to the argument that there is a. possibility of 

losses in connection w1 th subcontract operations which might be considered 

to be ~n the nature of bad debts. However this is insignificant. Since 

_...;~.·_...:_:·· 

the maJor source of bad debts relates to · customers, and since the Govermnent1 

as a customer, ~s its debts, such expense i_s not a.llocable to t~e Govermaeut. 

• 

RecoDDDendation 

Continue to disallow all. bad debts. 

3.. Plant Recomrersion Costs ( cc) 

Contention 

ltAM, NSIA, AIA, C. of C., EIA and MAPI are critical of the 
aJ.l.owabillty of only the cost of remavi:cg Govermnent property and 
the restoration or rehabilitation costs caused by such removal. 
It is contended that the DS.ture ot the Contractor 1 s business and 
the use of the pl.ant and the extent of his involvement in defense 
procurement programs should be the determining factor in· the 
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determination of whether these costs are allowable. The argument is 
made ~t while the non-allowability may be correct with reS};)ect to 
minor plant adjustments to undertake defense worl.:1 major or abnormal 
chatlgeS ought to be allowed "on the basis of negotiation", particularly 
where there is knowledge that after performance of the Defense worl: 
the contractor .will resume his previous opera~ion. 

Evaluation 

The pr?Posed action was taken in the belief that msJ.:e-read\1 expense 

ought to be allocated aga:Lnst the ensui·ng prodUction·. Thus, the Government 

ought to allow the costs of prepariDg tor the production under its contract 

and the civilian production ought to take care of the make-ready for the 

new production--thus such eXpenses should not be allocated aga:Lnst the 

. aovermnent contract. notwithstanding, we found it necessary to both 

remove Government property from. the contractors premises and to rehabill tate· 

the premises "cause~ by such r~". 

Recommendation 

·v.aintain the principle. 

4. Rental Costs (bh) 

Contention 

IiSIA,· AIA1 MAPI1 C. of C., EIA1 and CPA are critical. of two 
provisions of the principle (1) the lim:l.tation .on inter-plant · · 
rentals that such should DOt·. "exce.ed the normal costs of owner

.· ship" and. (11) ·that in general sale aJld l.ease back situations~ 
subject to negotiated exceptions, the costs should not exceed 

· that '"which would have been incurred had the contractor retained 
legal title to .the ·facilities. n . It is asserted tbat in both 
situations the tests ought to be reasombleness of the rental, 
including such. other tests as "in line w;:L th those charged for 
similar propertiesj" alld "comparabl.e to normal rental. to be paid 
tor lllte facilities in the open market." It is asserted that the 
sal.e-alld.•lease back teclmique is an "established method of raising 
capital•~ · · 

Evaluation 

Both provisions are desigDed to maintain rentals at reasomble level.s 

atJd remove an initiative ot a contractor by his own action to increase 
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Govermnental costs. The techmque utilized is simply to limit· the costs 

to that which would have occurred had the transfer not been made. At the ~ 

same t~, . the policy recognizes that these are often arms-leDgth transactions
1 

• • 

ot t~e type which justify cost adjustments and the draft makes provisions f'or 

specific negotiations therefor. One Association recognizes the problem. 

They s~; "To judge the leaseback rental. in terms _of the les·sor 1 s costs had 

he retained title is to measure the rental. by the very index which_ the lease

back arra.~ement w.s designed to repudiate." -Government 1 s ·recognition of the 

validity ot tllis argument was the very reason for adoption of the policy. 

I:t the sale and leaseback technique is an "established method of re.isiDg 

capital'', there is all the_ more reason wey we should not allow excess cost 

attributable to·· this technique inasmuch as we do not allow the costs of 

ratsiDg capital generally. 

Recommendation 

Maintain the principle. 

5· Research and Deyel.opment Costs {11) 

Contention 

· UAM, NSIA, AMA, AIA, MAPI, C. of C •1 and EIA have ori tici z~d 
this principle, a.l.though concludipg, generally, that the present 
draft represents the soundest draft which has been yet developed. 
'lhe criticisms relate to (i) the difficulty in brealdng down all 
research into basic and applied for the purpose of allowing the 
applied on the basis of allocability to the product line; (ii) 
the non-allocability of research overhe~..rl to the accomplisbment of 
a research contract mission; and _(11i) tb..~ AlA particularly con- · 
tends that the requirement tor negotiati o~ to suppor.t reasoDS.ble
ness ot the research expense represents ~".!1 unwholesome control ot 
research. · 

Evaluation· 

It is recognized that it is sometimes difficult to break down all 

research into basic and applied. However. it is sound that applied re-

- 4 -
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search be allocated to the product to which the research attention is being 

.• supplied. This beiDg true methods must be fo':llld for segregatiDg ~uestionable 

projects appr~iately. 

• 

-·· 

l·Jhen research is· the service being purchased it seems matdfestly itlap

propriate that other applied research expense be allocated against such a 

mission since, as indicated abave, a.~lled research should be absorbed through 

sales of the product line. 

~·the AIA makes a strong case against the desirability of negotiation 

· of the reasonableness and a.l.locability of research .expense. This problem 

was recently a.nalyzed tully as a part of the AIA presentation of 22 Je.num-y 

. 1958
1 

and that a.naJ.ysis is applicable hereto. The concl~sion reeclled was 

that this requirement must be retained since; (i) in the aircraft industry 

there are. no competitive restraints to discipline the contractors ~d (ii) 

there is an Urgent need for utiliziZJg tully: the re.sults of the research 

aDd for relating all projects to others. 

Recommend.S.tion 

f/Aintain the principle. 

6. . 'l!raimng and Educatioll81. Costs ( qq) • 

Contention 

NAM, AMA, AIA, MAPI1 C. of C •1 and EIA are critical of the ex
tent of allowability included in this principle. Although the pro
posed allowances a.re considerably more 11 beral than the status quo 1 

the industry contends tbat it is, th~ current mtioDal policy to . 
stimulate scientific am. technical study and thus it is incumbent 
upon the DOD to encourage 1 ts · contractors to ml.nimi ze their efforts 
in this regard, includ:J.Dg cost support of the effort. · 

Evaluation 

The present proposal: 

(i) allows 1n-train1Dg aDd out-training a.t vocational 
and non-college levels. 

-: 5 -



• 
(11) allows part time teclmica.l., engineering and scientific 

education, includiiJg materia.l.s1 textbooks, fees, tuition 
and1 if necessary straight time compensation for attendance 

· · · . ot classes during working hours for 156 hours per year. 

(iii) a.l.lows post-graduate· tuition, _fees, materials for full.time 
scientific and ~ngineering education (BUl liD SALARY OR SUB
SISTEnCE), tor boll& tide employees tor one school year tor 
each employee so trained •. 

(iv) grants to educatiotJSJ. institutions are considered donations 
and are unsllowable by ·the draft. 

The abav~ policy was developed cooperatively by the procurement, manpower 

and research interests of ASD and the mill tary departments.. DuriDg the develop. 

meut every aspect of the problem was reconsidered and the above was adopted as 

beiDg a reasonable treatment under tod.a:y 1 s circumstances •. · 

In connect~on wi~ (ii) industry objects to the lim:l.tation ot 156 hours a 

year tor the s~ d.uriDg wrldDg hours. Easica.l.l.y1 this sort of activity 

ought .to be accomplished outside of working hours but instances were found 

·- in which this was not possible. This appears to be a reasotlable solution •. 

: .•. 

In connection .with (iii) industry objects tO· the non-a.llowabillty of 

saJ.ary am subsistence. Allocability of this ex:Pense against GoverDment 

contracts is a tight question. As a mtter of policy- therefore, we 

sought· a reasonable ~olution aDd one in which a discipline to reasonableness 
• r ·-

would be provided. Sbari~ of the expenses provides this incentive~ 

F!~,· industr;r objects to. the non-a.Uowance of grants in (iv). 

These were_ disallowed on the basis. that grants are in tact donations and 

should be al.l.owed only if contributions genera.l.l.y a.re . allowable. 

Recommendation 

*inta.in the principle except with respect to educational grants which 

· should be allowed as a contribution· or · do:cation. 

- 6 -
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No. 3569 . November 17, 1958 

GOVER'NMENT CONTRACTS 

CON'IRACT COST PRINCIPLES: MAPI Files 8tatement Supplementing 
Its Presentation During DOD Hearings on Proposed Set of 

Comprehensive Contract Cost Principles 

As indicated in Bulletin 3560, MAPI participated in a joint 
government-industr,y conference at the Department of Defense on October 15, 
regarding th~ proposed set of comprehensive contract cost principles. 
SUpplementing our oral present~tion a written statement has been submitted 
to Assistant Secretary of Defense Perkins McGuire, the text of which is 
rep~oduced in. this bulletin. 

The MAPI statement of November 14 stands firm on the proposition 
·advanced and documented by MAPI since 1956, namely, that under no circum
stances should contract cost principles of ~e type embodied in ~PR, 
Section Xv,· be applied.to fixed-price contracts. This position is spelled 
out fully in the MAPI statement in terms of current public policy on: the 
subject supporting the MAPI position, pertinent regulations of the Depart
ment of Defense which would be in .conflict with any single set of ~ost 
principles, and the need, in our view, of a complete reappraisal of the 
concept that a single set of cost principles be uniformly applicable in 
government . prime and subcontracting. The Institute has consistently 
reasoned and argued that the result of the current DOD proposal would be 
to convert fixed-price contracting into formula pricing' as employed in 
cost-reimbursement type situations • 

. Qur other specific recommendations are .summarized on page 12 of 
the letter to Secretary McGuire. In addition to the problem of fixed-price 
contractil:ig the statement recommends tha"t advertised contracts.., ·most sub
contracts, and contract terminations be excluded from the applicability of 
the proposed regulation. Treatment of specific cost disallowances is 
covered in the December 16, 1957, MAPI statement. entitled "Defense Procure
ment and Contract Costs" which is incorporated as a part of OUr current 
presentation.. . 

:.. · Comments and . further suggestions from interested member companies 
will be apprec.iated. May we acknowledge again assistance from the MAPI 
Accounting Council and the CTA Financial Council in connection with the 
Institute's work in this area. ' 

. MACHINERY & ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED DRCANIZATIDN, COUNCIL FOR. TECHNOLOCICAL ADVANCEMENT, 
ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL CDODS, (THE FACILITIES OF PRODUCTION, DISTRIBUTION, TRANSPORTATION 
COMMUNICATION AND COMMERCE), IN ADVANCING THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES 
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MACHINERY and ALLIED PRODUCTS INSTITUTE 
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/ 

Honorable Perkins McGuire 
Assistant Secretary of Def~se 

(Supply and Logistics} 
The Pentagon 
Washington 25 1 D. c. 

My dear Mr •. McGuire: . 

November 14, 1958 

In accordance with your suggestion of October 15, 
1958, made during the. joint industry-government conference, 
we are submitting herewith a fUrther amplification of the 
v:iews of the ·Machinery and Allied Products Institute in . re
gard to the proposed adoption of a comprehensive set of con
tract cost principles. This statement is presented in 
behalf' of the c~pital goods and allied equipment industries.~ 
Although, as you know, many· of the companies in these indus-, · 
tries are important government prime and subcontractors, the / 
bulk ot their production falls in the commercia1 area. 

May we express. once more our appreciation for the 
personal· interest whiCh you and Secretary McNeil have taken 
in this subject, as evidenced by the October 15 conference 

. and by your .willingness to receive supplementary written 
statements. of industry views. Ideally, we might have hoped 
for additional time in whiCh to file our supplemental state
ment, but we are most. a.l:lx.ious to comply with the filing dead
line of fifteen days from the date on which the transcript of 
the October 15 meeting was received by this organization.· 

In our opinion, the proposal for application of a 
set of comprehensive cost principles to all types of negoti
ated contracts becomes wholly meaningful only as we relate 
it to developments in the entire field of natioDal defense. 
·For this reason we should like .to review briefly the history 
of its suggestion and--before proceeding to any detailed 
examination of the proposal itself--to set it against the 
backdrop of our total national defense pr~gram, considering 
it in this broader perspective. 

@ 
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Honorable Perkins McGuire -.2- November 14, 1958 

The ~tecedents of the present proposal.--For some years the De-
. ·partment of Defense, acting partly upon its own motion and partly by reason_ 

of suggestions from congressional committees and the General Accounting Office, 
·has attempted to develop a set of cost principles which could be applied to 
negotiated, fixed-price contracts as well as cost-reimbursement contracts. 
This process, covering a period of some four or five years, is an outgrowth, 

·of course of. developments dating back to the World War II use ofT. D. 5000, 
the Wal" S.:W.. Navy Departments' . "Green Book," the post-World War II Joint Termi
nation Regulation and, finally, Section XY of ASPR which controls the reim
bursement of contractors ' expenses under· cost-reimbursement tY})e contracts. 

This record of developments, culminating in the present proposal, 
contains one interesting experience.that is especially relevant to the docu
ment here under consideration. A Munitions Board memorandum of November 151 
1949, which limited the mandatory application ?f ~PR cost principles to cost
type contracts, nevertheless permitted their use as a working guide" in fixed
price negotiations. In practice the working guide assumed the status of a 
rigid standard and, for this reason, perm~ssive authority for the use of cost 
principles in connection with fixed-price contract negotiations was revoked 
b,y Department of Defense Instruc~ion 4105.ll, November 231 1954. 

. . so much for .a brief history of the _current proposal.' s antecedents. ~ 
Let us now consider the history of that proposal against the broad background 
of ·the over-all national defense progra.i:D. ·. 

, Urgent need for reappraisal.-~This recital of the present proposal's -~ 
history is _important, we think, because of some startling recent developments V 
in militar.y technology that have altered radically and permanently the total 
defense posture of the United States. The changed circumstances flowing from 
these developments are financial and managerial as well as teChnological and 
strategic. They are of such a fundamental nature as to require a most care-
ful re-examination of all procurement policy and procedure. We believe 'that 
·you should give primary consideration to the question of· whether or not the 
proposal for a comprehensive set of cost principles drawn in the form of 
Section X!V of ASPR--which has never been a completely sound proposal in our 
judgment--may not be altogether. inappropriate at this time. 

The Soviet·sputnik.--As we have noted, the case for application of 
ASPR cost principles to all types of negpti~ted ·contracts _has·. developed during 
the post-World War II period which culminated in the launching of an earth 
satellite. by the Soviet Union. - '!his latter event 1 marking the dawn of the 
Space Age 1 has given rise to grave · Corisressional concern with the state ·of our 
national defense, highlighted by the hearings before the Preparedness Investi-
gating (Johnson) Subcommittee of the Senate Armed Services Committee.·· . 

. In addition to its n'Umerous recommendations for enlargement and im-
. provement of our national defense in terms of military programs and weaponry-
with which this statement is not directly concerned--the Johnson Subcommittee 

· recommended in connection '\vi th stepping up the tempo of our defense ef:f'ort a 
simplification of our military procurement procedures. With this latter recom-
mendation our statement most emphatically is concerned. . t) 
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T.he testimony of certain witnesses pointed up the shortcomings of 
our present procurement system, and such testimony is emphasized in the re
marks of Senator Sal tonsta.ll in proposing certain amendments to the Armed 
services Procurement Act (10 USC 2301 et seq.) on October 14, 1958. Senator 
Saltonstall said: 

''We have great confidence in the ·vitality and initiative of 
American industry. The free competitive system which has 
enabled our nation· to achieve unheraldea _industrial advances 
should be able, as it has in the past1 to achieve milita~ 
weapons superiority second to none. But, as Professor Liv
ingston of Harvard so aptly pointed out when he testified 
before the Preparedness Investigating Subcommittee hearings, 
our present system of defense contracting does·not encourage 
those forces in our industrial establishment to work ••• 
Ironically, Livingston pointed out 1 even in the controlled 
econom,y and industrial establishment of the Soviet Union 
great rewards were provided for success in scientific ·and 
technological areas, and)penalties for failure. The Russians 
know full well the virtue of the incentive system. If the 
future · security of the Un1 ted States depends upon its ability 
to develop in the shortest possible time modern weapons of 
destruction so as to deter our enemies from aggression, then 
we must Ina.ke full use of the inherent characteristics of the 
American industrial system which give it vigor and strength.,, 

·.~ It should be emphasized that the remarks of Senator Saltonstall and 

."' ~ . 

Dr. Livingston are typical of suggestions, both in and out of government, for 
increasing contractor incentives. · 

Contradictory trends in government procurement.--The spirit of the 
observations quoted above appears to have been reflected in a series of de
velopments within government itself. First, it seems evident that the Mili
tary Services themselves.are undertaking a freSh appraisal of the awesome 
technologic~ problems thrust upon them· by the Space Age. There is evidence, 
moreover, of a desire on the part of.the·SerVices. to share increasingly with 
pri va.te industry the technological and financial burdens thus created • 

. Genel-al. Quesada, newly appointed Administrator ·of The Federal. Avia
tion Agency, bespoke this attitude in a recent· speech in which he suggested 
that industry and government must "start work immediately on working out some 
new concepts embracing the ways in which we reward industry's efforts for · 
scientific and technological development of advanced. weapons." The report of 

· the ad hoc ComD'li ttee on Research and Development of the U. S. Air Force 
Scientific Advisory Board--the Stever Report-~emphasizes the same point in 
these words: "Contracting procedures should be changed to give contractors 
greater incentive to do research development work more effect! vely." In the 
legislative area the extension of the Renegotiation Act for a period of only 
six months--w1 th the proviso that the process be subjected in the ·meantime 
to. a searching Congressional studY--would seem to offer further evidence of 
a new look by Congress at the whole question of providing incentives and re
moving disincentives to more efficient production of war materiel. 
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Within the framework of the Armed Services Procurement Regulation 4lt 
itself we find within recent months substantial improvement in regulations 
relating to pricing policies for negotiated ~ontracts and in the acquisition 
of contractors • proprietary technical know-how. _ This whole complex of state-
ments and action had encouraged us to _believe that a new spirit was abroad -in 
the whole area of government procurement. Unhappily 1 the_ dogged pursuit of 
this proposal for an across-the-board application of cost principle~ seems to 
us wholly inconsistent with the current emphasis on the new spirit described 
above and would, in our judgment, represent a serious backward step. 

Let us ·turn now from the ba.ckgrotind of this proposal to a more de
tailed examination of specific questions whiCh it involves. 

Considerations of pUblic Policy 

In the recent industry-Department of Defense conference on this 
·subject, repeated reference was made by government spokesmen to considerations 
of public policy 1 particularly as they dictated the disallowance of certain 
items of expense regarded by industry as . normal costs of doing business • 
. Although raised for the most part in connection with the discussion of spe
cific items of cost, we suggest that certain overriding considerations of 
public policy apply with even greater force to the question of the applica-

. bility·of contract cost principles with which this supplemental statement is 
primarily concerned. · 

A. reading of the Armed Services Procurement Act (10 USC 2301 et. · •. 
seq.) in conjunction with its principal administrative implementation, the 
Armed Services Procurement Regulation1 makes the advertised bid method of 
public contracting a preferred method as an unmistakable matter of both 
legislative and administrative policy •. Although 'the statute deals with the 
point only by indirection, ASPR, we think, harmonizes completely and specif-
ically with legislative intent in acco~ng the next order of priority· in 
procurement preference to the firm; fixed-price contract. (Since the 
·descending order of subsequent preference is well summarized in a quotation 
from Lt. Col. George Thompson, USAF, appearing at a later point in this 
statement, we shall not. now dwe~ further _on the matter.) · 

·· In addition _to these express legislative and administrative prefer
ences of procurement policy, ASPR itself contains one further significant 

. statement of general procurement policy that deserves repetition in this con
nection: ":i:t is the policy of the Department of Defense to procure supplies 
and services from responsible sources at fair and reasonable prices, calcu
lated to result in the low~st .ultimate over~all cost to the government." 

We regard these propos! tiona as .central- and fundamental policies 
ot Defense procurement to which all other conside~tions of public policy-
from whatever source drawn or imagined--must be subordinated. Moreover, we 
cannot believe that policy demands a broadened application of proposed cost 
principles if1 as a result, "ultimate over-all cost to the government" is 
increased. And this is precisely the result we predict ·in that eventuality." 

. At the risk· of repetition we cannot fail to add that the widespread •. 
and continuing suggestions for the enhancement ot private incentive in defense · 
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work--to some of whiCh we have referred briefly above--are ·not only entirely 
consistent with these basic policies of military procurement but would lead 
almost certainly 1 in our judgment 1 to- improved contract performance, an in
creased interest in defense production and a very considerable reduction in 
ultimate over-all cost to the government. 

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

We do not believe that it would. 

The _Present Proposal 

In turning to the applicability of the proposal before you, we 
should point out once more that we do not regard ASPR cost principles-~in 
either their present or proposed form--as de'sirable or proper standards even 
for cost-reimbursement _type con~racts. 

The principal Change.in procurement practice to be effected by 
adoption of the current proposal. would consist in applying a revision of the 
present ASP.R cost principles to fixed-price as well as cost-reimbursement type 
contracts.. Having in mind the effect of the proposal.' s adoption upon the 
broad public· policy question posed above, we should like to consider it in _ 
terms of its essential nature, its effect on negotiated, fixed-price contracts, 
its use and effect in "cost-related areas," its effect upon normal business 
incentives, its effect on-subcontracts, its effect on contract termination1 
and its effect upon the normal incidents of contract negotiation. 

The nature ·of the proposal.--As a part of the colloquy on the ~ub
ject of applicability at the recent Pentagon conference, the observation was 
made that industry spokesmen were confusing the applicability of proposed cost 
principles with their content. We submit tha~ one can no more consider the 
results of applying this_proposal without considering all four corners of 
the dOcument than one could judge the worth of a horse without examining the 
beast. What, 'exactly, is the nature of this proposal? 

Although the document here involved purports to be a statement of 
cost principles, it consists in fact of a relatively brief statement of 
principles fol1owed by an extended and detailed specification of costs whiCh 
are allowable or unallowable in certain contract situations. ,Experience per
suades us that. _in a practical. contracting situation the statement of prin
ciples, such as it is, wi11 be disregarded and the contract administrator 
will rely upon the specified list of a.l.lowable or unallowable costs. Moreover 
--and despite protestations to the contrary with which we shall deal later-
the extent of a.llowability or unallowability of any item of contract expense 

.-.. identified in these "principles" would. almost certainly be the same under 
either a cost-reimbursement or a fixed-price type contract. 

i~ 

.f\ 
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. we have reiterated these elementary propositions only because we 
·regard them as fundamental to a:ay consideration of the applicability of the 
proposed cost principles • · · 

·The proposal's effect on fixed-price contracts.--Having in mind 
the· basic and unavoidable character of this proposal, we reiterate an argu
ment which we have advanced repeatedly in the past that promulgation of a -
"comprehensive" set of cost principles appl~cable to both negotiated, fixed
price and cost-reimburseme~t type contracts will serve to convert fixed-
price contracts--in one degree or another--into cost-reimbursement agreements. 
we regard this result as inevitable, both as a matter of logic and as a matter 
of experience. 

In their present form the proposed cost principles represent an 
artful piece of draftsmanship arid an evident effort to respond to prior 
indilstr;Y criticisms relating to the inevitable effects of an across-the-board 
application of cost. principles. Specifica~, the proposal declares that 
cost principles are to 'J?e used (1) "for the determination of'' reimbursable 
costs or cost-reimbursement type contracts, and {.2) either (a) "as a basis 
for" the development and submission of cost data and price analyses--in sup
port of negotiated pricing, repricing, etc., or (b) "as the basis ·for evalu
ation of cost data., in retrospect! ve pricing and settlement or '!as a guide 

· in the evaluation ·of cost data" in forward pricing. · 

.. __ ... _:._ 

The excerpts from the regulation quoted above are, ·of course, those 
phrases which go to the very heart of applicability of the proposed set of 6 
comprehensive cost principles. The distinction which the draftsman of this 
regulation-has attempted to make between appiicability of cost principles in 
cost-reimbursement and fixed-price contract si~tions is an exceedin~ nice 
one. We believe1 nevertheless, ·that this distinction, however nicely drawn; 
will become a distinction without a difference in practice. 

A chronology of the process by which the present phraseology of 
applicability came into beil',lg may be instructive. When this proposal was 
first publicly mooted in Mr. Lloyd loifulit's letter of Hay 28, 19561 the Insti
tute called attention to what we rega.i-ded as ,a built-in weakness in the pro
posal--" ••• we urge that any generalization of. contract cost principles be so 
framed and administered tha. t it may not serve; as a deterrent to greater em- . 
phasis on firm, fixed-price contracting." Doubtl~ss, other industry associa-
tions had the same concern.· · 

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

. Apparently Unsatisfied with this attempt, as was industry, Pentagon 
draftsmen have tried once more" with the greatest care and the utmo~t sincerity 
to overcome this problem in the language quoted above. We commend the effort. 
We cannot fail, however, to entertain grave doubts as to the manner in which ~ 
this th~ory of differing applicability will be treated in actual.. procur.ement 
practice. · 
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The almost inevitable obliteration of any distinction in actual 
tice is illustrated oy a landmark decision of the Armed Services Board 

p~a~ontract Appeals, the S~rtzbaugh case. _.As you will recall, the questi·o~ 
~nvolved a dispute over the interpretation of a contract price revision art
icle. The contracting officer sought to apply. present cost principles. In 
its opinion the Board-said "in contradistinction to a cost-reimbursement con
tract Form Dl of the Price Revision Article depends on negotiation and its 
sequel,. compromise. ·Under contracts calling for the reimbursement of costs 
it is appropriate to audit in detail each expenditure and to test its allow
~ by the -sta.nd.a.-rds _ of the statement of cost principles (ASPR,. Section 
XV)~ such a detailed audit is neither required nor desirable in price revi
sion ••• The statement of cost principles (ASPR, Section XV) upon whiCh many of 
the disallowances were specifically based by contracting officers is not con
trolling in negotiations for revision of price." 

The case in question involved a. redeterminable1 fixed-price contract 
but the principle announced by the Board of Contract Appeals applies equally 
to the negotiation_of price under any type of fixed-price contract. We be
lieve the philosophy of the Swartzbaugh case is entirely correct, but we 
·think this philosophy would be largely destroyed by adoption of the pro].)osal ·
here under discussion, and The Pentagon's own pa.st experience with the Muni- -
tiona Board memorandum referred to above further. convinces us of this· result. 

~I 

The proposal's use in "cost-related areas" .--The case f'or an across- ~ 
the-board application of contract cost principles appears to rest finally U].)On 
the proposition that such a standard is required for examination of "cost-
related areas" under both fixed-price and cost-price contracts. A corollary 
proposition hQlds that a cost under a fixed-price contract is no different 
from a corresponding cost under a cost-type contra9t and that both should, 
therefore, be judged by reference to the same standard, i.e., a common or 
comprehensive set of cost principles. 

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

j 

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

Assuming a 10-per-cent fixed f'ee under a cost-type contract, this 
minor part of the whole price is the absolute limit of the contractor's risk 
and thus the limit of possible incentive. Conversely, a fixed-price contract, 
with no predetermined fee or prof~t, has a muCh wider area of risk f'or profit 
or loss and, logically, a much greater degree of incentive to the contractor. 
Moreover, it is precisely because the range of incentive ~n the latter case is 
so much greater than in the first that fixed-price contracting is preferred as ~ 
a matter of policy. 

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

. It seems to us inevitable that reference to the proposed cost . 
principles in pricing or repricing fixed~price·agreements will very greatly 
reduce the area ot'risk and the incentive possibilities of sucn contracts. 
Insofar as "cost-related areas" thereunder a.re subjected to the proposed 
cost principles sucn contracts will have been effectively converted into 
cost-type contracts--and·price will be established by rote. 

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

· The proposal's. effect on norinal business incentives. --As we have 
already suggested,. bOth appilcable law and regulations express a clear prefer
ence in defense contracting for firm, fixed-price agreements let either by 
formal advertisement or direct negotiation. An excel.lent capsule statem~nt 
of this preference has been ma.de by a leading contract· pricing authoritY~· as 
fu~s: · 

"OUr objective then is to negotiate a contract type and 
price that includes reasonable risk and provides the con
tractor with the greatest incentive for efficient and 
economical performance. In all cases it is basic to our 
pricing Philosophy that a contractual arrangement lacks 
incentive until we reach a firm agreement on price. The 
firm, fixed-price contract obviously supplies this incentive 
to the fullest· degree, and it is the type preferred in the 
Department of Defense. We also prefer fixed-price types of' 
cost-~eimbursement typ~s and firmed fixed pricing over retro
active pricing." (Underscoring suppli.ed. }L!,. 

We concur completely with this statement of policy •. Moreover,. its 
emphasis upon retention of maximum incentive to:efficient performance is en
tirely consistent with the observations of General Quesada to whiCh we re
ferred very briefly above. In the course of his remarks on this subject 1 
General Quesada further called attention to the fact. that the process of cost 
reimbursement tend~ to penalize the efficient prodUcer and to reward the in
efficient producer. The point is. by no means a new one--although few ha.ve 
made it as well as General Qu.esada.--and. we raise it again here simply to rein
force the statement of our conviction that the.cost-reimbursement process has 
a built-in disincentive character whicn now, in our ·judgment,: would be trans- · 
ferred to all-"fixed-price contracts by adoption of the present proposal. 

y Lt. Col. George w. Thompson, 11The Pricing Significance of Contract Types 
Used in Negotiated ~.ilitary Procurement," XVIII Federal Bar Journal, 
No. 2, April-June, 1958, p. 136. Lt. Col. Thompson was recently awarded 
the Legion of.Merit for his outstanding contributions to Air Force Pro
curement. 
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The -Institute firmly believes that the presently proposed set of' 
comprehensive cost principles should have no application to ~ny t~e of fixed
price contract. As contrasted wii;h the cost-reimbursement sJ.tuatJ.on, the 
contractor under a fixed-price contract must assume the risks ass.ociated with 
the price fixed prior to,the incurrence of costs through contract performance. 
If the contract price has been.fixed at too low a lev~l the contractor may 
suffer a. loss which is not recoverable from the government. Under cost- · 
reimbursement contracting, on the other hand, the contractor faces no su·ch . 
problem. He will be reimbursed for contract_ costs incurred and, in most 
cases, will be paid a. fixed-fee profit determined by formulas prescribed by 
ASPR. Under such a contractual arrangement the contractor has little or no 
incentive for the most efficient and expeditious contract performance. How
ever, in the fixedaprice~area, when a contractor has no such profit guarantee,_ 
contract performance must of necessity be both efficient and expeditious or 
any originally hoped-fo~profit will be completely consumed by costs.· Thus, 
under fixed-price contracting, the contractor's incentives and his concurrent 
risks are maximized. 

The proposal 1 s effect on subcontracts. --The manner and degree in 
which- the proposed cost principles would applY to subcontracting are not en-
tirely clear from the draft proposal. Nevertheless, its reference to "the 
use of cost principles and standards ••• in contracting and subcontracting" 
(Par. 15-101) clearly implies a fairly extensive application. · 

In the vast majority of cases no privity of contract exists between 
a defense subcontractor or vendor and the gpvernment~-a point, incidentally, 
upon whicn the government has frequently relied to its advantage in proceed
ings before the Armed Sez-vices BOard of Contract Appeals. This being true, 
a. cost-reimbursement prime contractOr, bound personally by Section XY · a.nd with 
his costs examined by reference thereto, may be p~ced in the situation of hav
ing to justify the costs of a subcontractor over which neither he nor the · 
government exercises any. control• He mign~ as a. result be required to absorb 
a subcontractor 1 s disallowances as -well as his own. . It seems to us also that 
an already overpowering· and· very --costly. apparatus of contract administration 
will be further enlarged and normal commercial relationships between contrac-
tors will be seriously disturbed. · 

We urge; therefore, if the proposed contract cost principles in 
their present form are made a part of· ASPR that they be amended specifically 
_to exempt from their application all subcontracts whiCh lack privity with the 
government. 

The proposal's effect on termina.tions.--In its present form the pro
posed set of cont~act cost principles woUld apply to the allowance and dis-

. allowance of costs in termination settlements. It would replace the considerably 
more liberal set of special termination cost principles presently found in 
Section. VIII of the Armed Services Procurement Regulation. 

It seems to u~ that this further evidence of' insistence on rigid 
application of the proposed cost principles in all "cost affected" areas em
phasizes once again the spurious logic of app~ing them to.all t~~es of con
tract price negotiations in the· first instance. As we have already' suggested 

I~ 
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in our discussion of the essential difference between fixed-price and cost
price contracting situations, we think the logic of a general and unrestricted 
application of the proposed cost_ principles is whol~ illusory. 

_ Rather obviously, a contractor _is in no way to blame for a decision 
to -terminate its contract for the convenience of the government. . The equities 

· of the situation seem to us to q,emand a more liberal treatment of accrued 
costs than would be permitted under this proposal, and the fact that cost 
principles now appearing in Section VIII of AS~ are, in fact, considerably- _ 
more liberal, would seem to indicate that this point has been recogniz~ in · 
the past. More~yer, no justification has been offered for a failure to con
tinue to recognize this. 

The proposal's effect on the process of contract negotiations.--we 
have already voiced our concern over the virtual certainty that adoption of 
the proposed set of comprehensive cost principles would co~vert many, if not 
most fixed-price- contracts into simple cost-reimbursement agreements. We 

I . -
think this view is _supported when one applies to the present proposal the 
acid test of a practical contracting situation. · 

The contracting officer is directed by Section III, Part 8~ of ASPR _
to prepare some form of price analysis in -every negotiated procurement. In 
the absence of competitivelY establiShed prices'available to the contracting 
officer, his fulfillment of _this regulat-ory requirement customarily takes the 
form of·a demand on the contractor or prospective contractor for a cost analy
sis of the proposed contract price. (This is borne out by the exPerience of 
capital goods manufacturers who report a.ri -increasing volume of demands for ' 
cost data with respect to negotiated fixed-price procurement together with a 
concomitant · increase in pre-contract audits of contractors ' _books and records.-) 

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

Two important questions, however, are raised immediately--questions 
which. are made more critical by the proposal now before us. First, are costs 
as submitted by a fixed-price contractor in a pre-contract pri_ce _analysis to 
be judged_ by the ordinary standards of busine~-s or by an arbitrary manual of 
cost allowance and dis8.l.lowance?-- Second, asstiming a pre-contract audit, what 
f'orm :will. that audit take and to what use would it be put? 

'!'he first of these questions answers itself when one examines the 
present proposal. · The second, reia.ting to the form of a military audit report, 
bas been described by one of the members of the Navy panel of the Armed 
Services Board of' Contract Appeals es follows: 

"IIi other than cost-reimbursement contracts, the govern
ment audit report is merely advisory and generally the 
form of the report clearly segregates, in separate col
umns, those costf? which are accepted, those whiCh are 
questioned, and those which are disallowed--so as to 
permit proper examination at the contracting officer and· 

) 
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Board levels in accordance with the cost principles 
applicable· to the pa.rticuJ.ar type of contract involved." 
(Underscoring supplied.)lg . . 

This statement makes clear that advisory audit reports on contractor
furnished data. presently include an itemization of "unallowable" estimated 
costs. To what extent such "una.llowabili ty" is presently based on ASPR 
section m is not at all clear; if Section x:1 is now made directly applicable 
to fiXed-price contracts there can oe no question as to the source of such 
"una.llowability." Indeed, such advisory audit reports would probably serve, 
under a broadly applicable set of cost principles, as the basis for uni
lateral disallowance of expense items now proscribed by the proposed draft 
of comprehensive cost principles. 

Faced with an "advisory" audit report based directly on a revised 
section X:/ of ASPR--as here proposed--and which "advises" him that many of 
the contractor's _costs are "unallowable, " can we expect our hypothetical con
tracting officer to engage in the "exercise of sound judgment" which anotP,er 
section of ASPR (Part 8, Section III) demands of him? As a practical matter, 

·we think his judgment ·w111 have been stultified by this development. 
-

-Thus, it seems to us that the fictional character of the di-stinction 
now sought to be drawn between the application of cost principles ·to fixed- ~~ · 
price contracts and to cost-type contracts (see page 6, supra) is amply il-
lustrated. · 

~e proposal's effect on the "All Costs" concept.--Just as we·believe 
··the adoption of this proposal would so circumscribe a contracting officer's · 

area of discretion as substantially to deprive him of the exercise of any real 
judgment in contract negotiations, so do we think it would inevitably tend to 
make unallowable under fixed-price contracts· certain unquestioned costs of 
doing business. which are presently'. disallowed under cost-type contracts. 

Consider once again the ''advisory" audit report to our hypothetical· . 
contracting officer who is directed by the regulation "to employ Section XV of 
ASPR as the basis for the evaluation of cost . information ••• Whenever such in
formation becomes a factor in pricing, repricing, etc., ••• " This means, of 
course 1 that some thirty-odd specific eleme~ts of normal business cost are to 
be regarded as unacceptable and are to be disregarded in arriving at a con
tract price. 

The Institute has long objected to the arbitrary and categoric~ 
disallowance under cost-type contracts of such item.s as advertising, selling 
expenses, etc. We have thought such rejection. economically unsound and, in 

··--. the long run, unwise from the standpoint of both government· and industry. To 
'· .. adppt the proposal for a comprehensive set of cost principle·s will compound 

the direct subsidy to the government--and the corresponding disadVantage to 
othe~ customers of a government contractor--which such disallowance neces
sariJ.y requires • 

Johl~ Green, "costing and Pricing in Contract Appeals Procedures," 
XVIII Federal Bar Journal, No. 2, April-June, 1958, p. 189. 
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we repeat our suggestions of the past--which are set out in the 
attachment to this letter--that, with minor exceptions dictated by law and 
public policy, those portions of all legitimate and reasonable costs of doing 
business properly a.lloca.bJ.e to govermnent work should be reimbursed as proper 
contract costs. we cannot but view with dismay a situation in which_· this 
principle is to be all but obliterated in government contract work. 

Specific Recommendations as to Applicability of the Prese:nt ~Proposal 
Summarized . · . . 

1. That. the draft of comprehensive contract cost principles 
~be published in its proposed form·. 

2. That if the Department of Defense desires to pursue the 
- goal of a broadly applicable set of cost principles 1 that 
it confine the publication of regulations in the area to 
principles alone 1 as suggested on pages 11 and 12 of our 
letter of· December 161 19571 copy attaChed. . 

3. That if a set of cost principles in the approximate form 
of .this proposal is to be published, that certain specific 
exemptions. be made to its applicability, as summarized be
low: 

{a) That contract cost principles be ~e specific~ 
inapplicable to (1) advertised contracts, (2") a.ll 
firm, fixed-price contracts, (3) all subcontracts 
except .those clearly involving privity with the 
government 1 a.nd · ( 4) contract terminatio~s. · {As 
a corollary we recommend that cost principles now 
appearing in Section VIII of ASPR be· retained- for 
application to contract t~rmination.) 

(b) That as to all other types of fixed-price contracts, 
general principles only (enumerated in Paragraphs 
15-lOO. through 15-203 of the· proposed draft) as dis
tinguished from that _portion o:t\the draft which is · 
a catalog of allowances and disallowances (l5-2o4 
"Application of Principles and. Standards") be made 
applicab_le ·to such contracts. 

Application of Principles and Standards 

The Institute has connnented. repeatedly· in· the past on, the proposed 
comprehensive cost principles ' treatment of specific items of cost. We. think 
it unnecessar,y to reiterate at length the arguments already advanced in prior 
statements and, with that in mind, we are attaching an extra copy of our 
statement of December 16, 1957. . · . 

We do want to acknowledge signif'ica.nt improvements which have been 

..... ···..i:---·· ·~-"""!'" 
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made by your staff in the September lo, 1957, revision of the proposed cost ~ 
principles, particularly in such areas .as executive compensation, research 
and development,_ and the allowance of overtime costs. Important as those 



Honorable Perkins McGuire - 12- November 14,. 1958 

·we repeat our suggestions of the past--which are set out in the 
attachment to this letter--that, with minor exceptions dictated by law and 
public policy 

1 
those portions of a.ll. legitimate and reasonable costs of doing 

business properly allocable to government work should be reimbursed as proper 
contract costs. We cannot but view with dismay a situation in which this 
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exemptions be made to its applicability, as summarized be
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(b) 

T.hat contract cost principles be made specific~ 
inapplicable to (1) advertised contracts, (2)·all 
firm, fixed-price contracts, (3) all subcontracts 
except those clearly involving privity with the 
government, a.nd ( 4) contract terminations. · (As 
a corollary we recommend that cost principles now 
appearing in Section VIII of ASPR be retained. for 
application to contract. termination.) 

That as to all other types of fixed-price contracts, 
general principles only (enumerated in Paragraphs 
15-100 through 15-203 of the proposed draft) as dis
tinguished from that portion of: the draf't which is 
a catalog of allowances and disallowances (l5-2o4 
"Application of Principles a.ncl Standards") be made 
applicable to such contracts •. 

Application ot Principles and Standards 

The Institute has commented repeatedly in the past on, the proposed 
comprehensive cost principl.es' treatment of s!)ecific items of cost. We think 
it unnecessary to reiterate at length the arguments already advanced in prior 
statements and, with that in mind, we are attaching an extra copy of our 
statement of December 16, 1957. . 

t-Ie do want to acknowledge si~ificant improvements which have been 
made by your staff in the September 10, 1957, revision of the proposed cost 
principles, particularly in such areas as executive compensation, researCh 
and development 1 and the allowance of overtime costs. Important as those 
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improvements are, we continue to believe that if the Department of Defense 
deems it essential to publish a set of cost·principles in substantially the 
form ~ere !>reposed, then its treatment of specific items of· cost should be 
fUrther liberalized in accordance ~ith prior recommendations in the attaChed 
statement. · 

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

CWS:mo 
Enclosure 

Respectfully yours'· 
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COST PR:niCIPLE FOR RESEARCH AND D&'VELOPMENT 

l. Basic research, tor the purpose ot this regulation, is that type 

or research which ia directed toward increase of knowledge in ecience. In 

· such research, the primary aim ot the investigator is a fuller knowledge 

or understanding of the subject under study 1 rather than any practical 

application thereo.(. Applied research,· for the purpose or this regulation, 

consiets of that type of effort which ( 1) normall7 follows basic research, 

but mq not be severable from the related baeic research, (2) repreacts 

efforts to determine and expand the potentialities of new scientific dis

coveries, and techniques, and (3) represents efforts to "advance the etate 

of the art." Applied research does not include any such efforts when their 

principal aim is the design, development, or test of specific articles or 

services to be offered for sale, which are within the de.finition of the tenn 

development as hereinafter provided. 

2. Development is the systematic use of ac1ent1t1e knowledge Which 

is directed toward the production or, or improvements in, usefUl products 

to meet specific performance requirements, but exclusive or manufacturing 

and production englneering. 

- ). A contractor's independent research and development is that 

research and development lllich ia not sponsored by a cmtraet, grant, or 

other arrangement. 

4. A contractor's costs of independent research aa defined in (1) 

and ( 3) above shall be allowable as indirect costs (sub jeet to paragraph (B) 

below), provided they are allocated to all work of the contractor. 
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SUBJECT 

NUMBER 4105. 34 
DATE l JulY" 1954 

Department of Defe~se Instruction 

Treatment of Deprecia ·on on· Emergency Facilities Covered by 
Certificates of Necessity for Contract Pricing. Purposes 

I. PURPOSE 

The purpose ot · this instruction is to restate and amend Department 
of Defense impleaentation of Detense Mobilization Order No. III-l 
(former DMo-U), Amendment 1, issued ~ the Actillg Director ot 
Defense Mobllization, effective 21 Ju11" 19S2, as amended by Amend
ment 2, issued b7 the Director of Detenee Mobilization, effective 
10 Mq l9S4, with respect to the extant to which accelerated. amorti
zation may be allowed. as· a cost in negotiated contract pricing. The 
pertinent paragraphs of this amended order read aa tollowaa 

116. For the· purpose ot coat computations in negotiated contract 
pricing, true depreciation, which includes arq extra0l'dinar7 
obsolescence. rea8onabl.T assignable to the einergenq period, · 
is allowable. Any accelerated amortization ot depreciation 
which is in excess ot true depreciation, regardless ot 
whether such excess is included in tax amortization certif
icates, is not allowable as an element of cost in negotiated 
contract pricing. 

"7• It is recognized that cost determination in negotiated 
contract pricing is a function ot the procurement agenc,y 
concerned. With ·respect to facilities to be used in the 
performance at. negotiated contracts tor which certificates 
have been or will be issued, the' proc,u-ement agencies con
cerned will, to the extent required £or the purpose ot cost 
computations in connection with the negotiation ot contract 
prices, have the responsib1lit7 for dete~nining true depre-

.. ciation. The Office of Defense Mobilization will, on. 
request; furnish the procurement agency concerned with such 

· intormation as it lias or is re~ available to it which · 
is pertinent to the determination· of true depreciation. n 

. II. APPLICABILITY 

A. The p~ciples and procedures set forth in this instruction 
shall be applicable in· the consideration of costs for purposes of' 
pricing or. repricing o:£ ~negotiated contracts of. the Departments 
ot the A.rmy, Nav;r, and Air Force, the performance of which requires 
the use ot emergency facilities. The term !'negotiated contracts", 
as uaed herein, means all contracts, other than.those awarded pursuant 
to formal advertising, in which costs are a factor in contract pricing; 



.r 

it includes cost-reimbursement-type .contracts, contracts contai n1 ng 
prlce re<ietermiD&tioa clauses, incentive-t,pe contracts, and fixed
rice contracts where estimated costa are used. in negotiating fils 

p rice••· .. Tbe· term "negotiated contracts", as used herein, also covers 
, ~oatracta of the same types as prime contracts to the extent that . 

the policies ot the respective :ailitar:r departments make their repre• 
sentatives responsible for the approYal or disapprOYal of prices or 
costs· ot such subcontracts.. With respect to subcontracts under nego
tiated priae contracts the pl'OC'U:i'enaent ageney concerned ahal.l have no 
greater re~onsibility than heretofore. · 

B. Theae principles and prcced.ures shall be applicable to all .. 
negotiated contracts placed attar the ~fective date hereof and to 

· all exiSting negotiated contracts (including letters ot intent) at · 
that date where fira prices have not been ttnall~ det«r.mined or rede• 
termined and to· all existing cost-reimbursement-type contracts not 
completed ·at that date except as to predetermined overhead rates or 
ti.Dd &110\U1ta ot overhead which have £1naJJ7 been agreed. upon for 
particular perioda. · 

III. BASIC PRINCIPLES 

A. Aa indicated b7 DMo-ll, Amendment 1, "tor the purpose of cost · 
computations in negotiated contract pricing, true depreciation which 
includes extraordina.l7 obsolescence reaaonab~ usigDable to the emer-

\ 

geDCT period, is allowable. A:q accelerated amortization of emergeney ·:. 
facUities which is in excess. of true depreciation, regardless of whether .. ~. 
such excess is· included in tax amortization certificates, is not allow-- · T 
able as an element ot cost 1n negotiated contract pricing." · ',, 

B. The mean:Lns ot the term •true depreciation" shall conform to 
the gener~ accepted concept ot depreciation acc~ting which may be 
defined as tollowsa A qatem of accounting which aims to distribute 

· to the cost ot operations, the cost of. capital assets calculated to ha~e 
expired for JDY'. accounting period due to such causes as wear: and tear, 
action of the e1ements, and prospective inadequac.y or ·obsolescence. 
Obsolescence ot facil.ities 'IJJq'. be brought about by- reduced economic 

· utUity- ot facilities without loss of productive utUity, such as b7 
technological changes affecting the demand tor the products ot an indus
t17., as well as by changes affecting the economic use or individual 
machines •.. Special requirements for. ~,elocation of facilities ma.y also 
resUJ.t.in obsolescence. 

C. Obsolescence or emergenq- facilities due to prospective loss 
ot economic utiJ.ity alter the emergency- period is a special hazard· in 
same industries. However, in some eases. possible overcapacity in an 
industr.y is really represented in pre-existing facilities which are in 
fact obsolete; in such cases the new facilities mar be expected to dis
place the old facilities after the emergency-, and it mq not·. be said 
necessaril1 that there is extraordinar,y obsolescence applicable to the 
new facUities durj.ng the emergency period. In cases whe~~ the 
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introduction-of emergency facilities lfJJII'_Cause prospective obsolescence 
of existing ·facilities after the emergency period (when such existing 
facilities are not alre~ ·obsolete, in fact), true depreciation for 
emergency facilities should not include allowances for prospective 
extraordinar.1 obsolescence of the existing facilities; however, in 
such cases extraordinary obsolescence applicable to the existing 
tacil.ities, when used in milltal7 production, should be considered 
separate]¥ to· ·tbe extent appropriate in_ the circumstances. 

D.- In the case of emergency !acUities covered by Certificates 
ot Necessity, tor the purpose o! depreciation computations in contract 
pricing, an arbitrar;r assignment or five years from date ot completion 
ot construction or acquisition of the respective facilities shall·be 
made as representing the period o! the emergenc.y. The entire cost of 
such facilities first shall be fair~ apportioned as between the emer
genCy period and the post-emergency period; secondly', the portion of 
the cost of such !acUities assigned. to the emergency period shall be· 
prorated over the fiscal periods thereof !or purposes of deter.mining 
overhead· costs in arq fiscal period to be allocated to the cost of 
perfo~ce of.detense or other contracts._ 

E. The aliocation of the cost o£ facilities as between the emer
gency. period and. post-emergency period shall be made with consideration 
ot the following: · · 

1. The estimated prospective post-emergenc,y usefulness 
of· the facilities in number of years of "use!u.l productive 
life. Conside~ation should be given to the post-emergenc,r 
use (both c.ivilian and militaey) which it is expected the· 

. facilities will have. In this connection, the character of 
· . the expected post-emergency use 'IJJll3 be different than th& . 

emergenc,y-period use. 

2. The additional costs ot special-construction features 
of the !acUities fairly assignable exclusiv~ to dei'enae 
·requirements. · 

3 • . Subject .to the application of the principles outlined. 
herein~ consideration shall be given to the portion of the cost 
ot emergency facilities certified for amortization-plus ·so-

. called normal depreciation for tax purposes during the emer
gency· period on the uncertified portion .or the cost o! such 
facUities. (See particularly paragraphs F and G of' this · 
section.) · 

4. The normal peacetime life o! facilities having a 
normal peacetime utility. It Bulletin F of the Bureau or 
Internal Revenue is used in connection herewith, care must 
be exercised in its use, as its data mB3' not be typical. of ' 
any specific contractor or industry, especially in the 
en1ergency period. · 

-. 3 -
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It must be emphasized that this is a process of cost allocation 
which does not contemplate an appraisal of the resale value (other 
than re~idual salvage value) or replacement cost ot emergency 
facilities at the end ot the· emergency period. · Potential "use 
value" to the particular contractor concerned after the efalel'geney 
period should be the pr~ basis on which loss ot economic use
fulness, and theretore true depreciation, is determined. 

F. Certif'icates of Necessity have been issued in some cases 
providing for the amortization ot emergenc.y facilities for tax pur
poses during· the emergency period in amounts in excess of true 
depreciation. It is also possible that Certificates ot NecessitT . 
miJt' have been issued in isolated cases providing for the amortization 
ot emergency fac:Uities for tax purposes in amounts ·less than true 
depreciation. Such variances m8f be attribut•ble to the granting ot 
other incentives than true depreciation, or to the practice ot 
following induatr,y-wide patterns of certification without reference. 
to true depreciation in specitic cases. '!'he excess of tax amorti
zation over estimated true depreciation shall not be allowable as a . 
cost for the purpose ot pricing negotiat&d contracts, either direct~ 
or 1ndirectl1' as a factor of "contingencies" or profit allowance. 

G. It "is the intent of this instruction to give contractors a 
reasonable and·properlJ allocable allowance to cover the estimated · 
lose ot economi~ usefulness ot :their emergency facUitiea in prod.uc- · 
tion under defense contracts. The procedures for deter.m1n1Dg such 
allowances must be such as will expedite determinationJ · thia reqUire a 
avoidance of an impossible perfectionism. There ia no intent to 
limit the· cost allowance ·to depreciation that would be allowable tor 
income tax purposes it there were no Certificates of Neceasi~, nor· 
to necessarilY require tbat the allowance be below tax amortization 
covered by certificates. Each case must be judged on its merita in 
_the light of these principles. It the result obtained by the appli
cation of the principles outlined herein indicates substantial jus• 
titication or the total amount ot ·amortization and depreciation .· 
allowable for tax purposes during the emergencr -period, as a reason
able measure of true depreciation, such amount shall be accepted, 
without· adjustment, as true depreciation. In those isolated cases 
where substantial justification can be shOIID for a larger amount ot 
true depreciation than the total amount of.amortization and depre
ciation allowable for tax purposes during the emergency period, the 
larger amount shall be allowable as a :~ost tor purposes ot contract 
pricing.. · ; · 

H. Contract pricing !or the post-emergency period vill be based 
upon allowing as a cost, depreciation on ~ergenc,r facilities, com
puted by allocating·the undepreciated cost of such facilities at the 
end of the emergency period (cost less true depreciation for that 
per~od) over the. estimated remaining life of the £acUities •. 
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IV. .PROCEDURES 

• .1 • ' ! . t;· ~ .-: ~. : 

4105.34 
·1 Jul7 S4 

A. Cost determination in negotiat~d contract pricing is a 
tunction of· the procurement agency concerned. · With respect to emer
genc,r facilities used in the performance of negotiated contracts 
tor which Certificate~ of Necessity have been or will be issued, 
the procurement agency concerned shall be solel1 responsible tor 
estimates of such depreciation for contract pri_cing purposes in the 
light of the principles set forth ·herein. .The O£fice ot Detense 
Mobilization will, on -request, furnish the procurement agency con
cerned with such information aa it has or is readilJ available to it 
which is. pertinent to the determination ot true depreciation -- such 
requests should be held to a minimum. 

B.· In order to expedite administration ot the determination ot 
true depreciation tor the smergenc,y period £or a specitic contractor, 
it will be appropriate to make over-all determinations ot true depre
ciation ot. emergency' facilities coVered by Certificates ot Necessity 
on a plant-wide or product-wide basis ot classification of such 
facilities by such groupings as mq be appropriate in consideration 
ot general similarity of the !acUities from the standpoint ot length 
of use!ul productive life •. 

C. In the case ot contracts· to which this instruction is· appli
cable which are in force at the etlective date of tbia instruction, 
price redeterminations, cost-incentive adjustments, and cost reim
bursements mq continue· to be made in acc-ordance with the pricing 
formula established in the initial pricing negotiations, provided the 
contractors are agreeable, and provided there is no evidence that the 
contractor baa been· allowed more than true depreciation in pricing, 
either dirac~ or indirectlr• rlhen costs ot such contracts are 
redetermined in the light ot- the principles set forth herein, con
sideration shall be given to possible redetermination of the entire 
allowable costs and profit (or fees), as pricing factors, to the 
extent required to avoid excessive or duplicate allowances in costs 
or profits for such true depreciation. Allowances for contingenci$S 
and profits in initial price negotiations in 8ome cases mq·- have 
included. indirect allowances for the :excess o! true depr-eciation or 
tax amortization over normal. depreciation; in such cases no more 
should be allowed in total pricing for this _factor than true depre-

. ciation.. · 

D. Contractors shall be required to set forth to the authorized 
representatives o£ ~he procurement agencies1 all the pertinent !acts 
having a bearing on estimates ot true depreciation together with their 
ev~uation -thereof. Such authorized representatives of the procure
ment agencies will be expected to exercise reasonable judgment in 
their review and evaluation or the facts in arriving at est~atas ot 
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true depreciation, in ~h~ light of the bas1.c principles set forth herein, 
recognizing the 1mposs1bility of ha~ing absolutely demonstrable proof ot 
the conclusions reached. · 

E. Where the emergency facilities of a:tJY' contractor at one ·plant 
or at one general location are used in the performance of contracts for 
more than one of the milita17 departments,· one of these departments shall · 
make determinations of true depreciation binding upon each other department. 
The responsible department shall be the one, if cqr 1 having plant cognizance 
procurement assignment; in the absence of such assignment the responsibl.e 
department shall be the one, if an:r, having single-service audit responsi
bilit.YJ otherwise the responsible department shall be the one having the 
iargest interest in effectizlg ·current procurement at the time of the 
determination. Similar~, each mil.itar.r department shall be responsible 
for delegating responsibility therein in a manner to. avoid duplications in 
determinations of true depreciation within that department. 

F. The following additional procedure is applicable to Emerge%1CJ' · 
Facilities covered b.r Certificates of Necessi'Q' issued after l Juq l9S4a 

"Whenever a major portion of the cost of tacUities 1n sub
stantial amount is to be ·reimbursed to a contractor as an • 
element of. product prices during a relativeq .short period, 
it will. be expected in appropriate cases that consideration 
will be given in negotiation to protecting, b7 appropriate 
agreement, the Governmen~ 1 s . interest in the continued avail
ability Of the facilities. for Detena~ use." 

V • CANCELLA.TION 

This Instruction cancels Department of Defense Directive 410$.34, dated 
10 December 19$2, and Department ot Defense Directive Transmittal . .54-I.U, 
dated JO April l9S4. . · · · 

VI. IMPLDIENTATION .· 

Such implementing regulations, directives, or instructions aa mq be 
necessa.r.r shall be issued within each mill tar:r department, and copies 
shall be furnished to the Assistant Secret&ry' ot Defense (Comptroller) 

·.·and the Assistant SecretalT ot Defense. (Suppl.T & Logistics) within fortr
• five (45) d.qa trom date hareofe 

VII. EFFECTIVE DATE . 

Thia instruction is effective on the ~ of issuance. 

~/~ 
T. P. PIKE 

Assistant Secretary of Defense 
(Supp~ and Logistics) 
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OFFICE OF THE ASSISlUT SECRETARY OF DEFENSE 

September 7, l96o 

De8Z'. ~ Bo7le: 

·.Your --letter of 8 ~ asks tor our response to Dine specific. questions 
relating to the application~ ASPR 15-205.351 coveriDg &llowabil1t7 ot a 
coDtracto:r' s independent research anc1 developDent costs, in llsht ot. the 
proris1oua of ASPR 15-107 which prorid.ea ·tor an advance understuuling on 
particul.ar cost itema (includ:J.XJS research. and devel.opment), aDd DOD Instruc-

, t:ton 4105.52 which provides tar lmiform negotiation at such coats aJ24 estab
ll.ahea an Armed Services Research Specialists ComDd. ttee tO provide scientific 
eAi techDicaJ. advice in COm:lectiOD with the DeSOti&tiOD.e 

At the· outset a bri~ ~sis ~ the documents ci tecl mq f'acil1 tate 
an understanc1:1.Dg ot the problem. · 

ASPR 15•205.35 allan a contractor's indepe~nt researcll &lid devel.op
mellt u:peuea on the basis spec~~ described.. . It iMicatea tbat ad
vuce UDd.arstaDdings 8Z'8 particular~ 1mporta.1tt vi th contractors whose 
work ts ~ll&ll~ or substautiall1' ld.tJa the GoYerma~SDt. General ga:tde.
linea aa to the reasoD&blenesa ~ this coat item are 1JlC.ll1decl aDi several· 
al.tenative· teclmlq,ues are prorided te U&e in those . si tuationa where it 
1~ determf.~ that the cost is· uure&sonabl.e and1 heDCe1 the Government 
should DOt. b~ar its :ruJ.l allocable share of the total. resea.rch program. 

. DOD Instruction 4105.52 makes provision tor tha negotiation of con
tractors•· _iDdepemlent researcll 8Di development costs 'b7 a siJlgl.e mf.lit&r7 
department when (1) the research aJld. developilent costa are substanti&l, 
(11) a subatauti&l portion o~ the cont;-actor•a busi:aess is With the Depart
ment ~ Defense, aDd (111) the contractor's d8fense work .involves_ contracts 
with more thaD ODe lld.llt&z7 dapa.rtMnt. The Instruction also establishes 
the Armed Services Research Specialists _Comittee and assipa to the Com
m:l.ttee the mlss1on or provid1l:JS1 when req11ested1 advice to the sponsariDg 
department oa the sc1ent1f1a &D4 teclm1c&l factors which :I.Dtlllence the 
extent to which the 1Ddependent program should be supported. 

1lo1r '18 w1lJ. respond to 'iOOZ apecirtc questions. 

1 •.. Queatioa·l preS'tDDes that the Armed Services Research Spec1a1.1sta · 
Colllld.ttee w1ll nesotiat~ adva.DQe_ understanc1:1.J38&•. As stated above, the 
DeSotiations or research costa w1ll be midertaken 'b7 the m1li"ta.i7 depart-· 
menta .rather thaD 'b7 the Research Spec18l.ista Colllllittee. Whil.e the recom-

. mendat1ou ~ the _ASRSC 1f1ll neceas&r117· be a4visorr in Datura, the7 w:Ul.1 
nevertheless, be given great night 'b7 the ld.llt&z7 departments. · 
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. The second portion of the question has to do With whether the nego-. 
tiation procedures are avaiJ.abl.e (a) _to an::r contractor 'Who desires to 
recover rese~Lrch and development expenses, ar (b) who also does business 
w1 th more than one department. It will not be necessary for all contractors 
'Who desire recovery' of independent research aDd devel.opment expense to be 
considered under the procedures established 'b7. DOD Instruction 4105.52. 
Thus,· where a small·amount of cost is imol.ved1 .either because of the size 
of the research and devel.opment program ar due to ·the ml.nor SJOOunt of defense 
contracts, or where a contractor is de8.11DS o~ with one Department, it will 
usuaJ.l1' not be feasible to utilize the centralized negotiation procedure. 
Howeveri a contractor who is dealiilS with more than one military department 
aDd who particularly desires to negotiate a centralized advance understanding, 
notw1 thstandiDg the an¥lunt of' cost imol.ved, w.lll be accomodated to the 
extent that the current workload 'Will permit. A contractor who is dea.liDg 
w.f.th onl.7 one department, but 'With several cl.:!.fferent activities within the 
one department, ~request a centralized negotiation nthin the department, 
the results of which will be used tbroughout the department. 

2. This question asks whether the do"llar voluma of contractiDg deter
mines whether a contractor 'Will negotiate central.J.y and inquires if there 
are ac1dit1o1l8l. factors 'Which suggest the need tor _such negotiation. Th~ dol.
J.ar vol.ume of contract1Dg1 as such, is not significant; however, the amount 
of' indepeDdent research ·and development expense all.ocabl.e to defense work is 
an important criterion. Add1t1oll8l. factors are whether a substantial portion_ . 
Ot the contractor's business. is with the Department of' Defense and whether~ 
the contractor's defense work involves contracts with more than one milital 
dePartment. 

3. This question asks if contractors who will participate in the 
centralized negotiation of research and devel.opment expense will be llml.ted . 
:to ·those who negotiate final overhead rates on a centralized basis. The 
centralized negotiation of research and devel.opment ex.pense will not be 
testricted to those who central.l.y' negotiate :t:illal overhead rates. Advance 
'Wlderstandings reached by the research and devel.opuent negotiators will of 
course be utilized duri:cg the negotia~on of tiDal overhead rates. 

4. This question asks the role that Government scientific and tecluxt
cal personnel. will p~ in negot1at1:cg advance understandiDgs in the research 
and development area. The Armed Services Research Specialists Comm:l ttee will 
reriev; 'When requested by the. negotiatOr represent1Dg the sponsoriDg depart
ment, the ·independent. research and devel.opment programs of' defense contractors 
and Y1l.l. determine whether there bas been an adequate segregation between the 
independent research and the independent devel.opment programs. Add1tiotl8l.ly, 
the comm:l.ttee will report and make recommendations directly to the sponsoring 
department on the scientific and technical factors affecting the basis or 
extent to which a contractor 1 s independent research and devel.opment program 
should be supported. In carry:Lng out its responsibillties, the committee 
will utilize, where appropriate, the services of other research specia.lists •. 
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5· ·. ~s question asks 'Whether the military- departments will "control" 
a contractor's independent research _aDd developme!It program. Our approach 
is concerned o~ with the problem of cost all.awabillty alld not "c:ontro~." 
When the cost of a contractor's independent research and development program 
is found to be "reasonabl.e" 1 there is no question of ~'control" i:avolved. Of' 

·coarse, wben a d.eterm:f.JJ&tion is made that a contractor•s proposed program is 
not reasonable and, hence, the full. allocable portion will not be ~owed, 
there. is a measure of control. beiDg exercised. This type or control, however, 
is oriented tov&.rd the reimbursement of costs under Defense contracts. A:a:r 
contractor is obviousl.7 free to pursue arr:r type Or level. of research at his 
own expense. The provision makiDg independent development co_sts alloWable 
o~ on the_ basis of a shotd.Dg of relationship of such costs to the product 
lines for 'Which the Govermuent has contracts_ ml.ght be considered a type of 
control. However 1 broad. control of the contractor 1 s independent research 
&1ld development program is not intended. 

6. i 1bis ·question asks if a distinction will be made between contractors 
whose business is primari~ commercial ·as 868inst those whose business is 
~ Govermaent. The m:tx ot. Government alld commercial business is an 
iJipn'tant consideration in connection w1 th the evaluation of DBD7 el.ements 
of cost ·and tr.l.ll. be particularl.7 so in. cozmection 'W1 th research aJld deveJ.:op
ment. costs.. We have found it necess&rT to scrutinize costs 'With more care 
in connection· with coutractors whose work is predom:I.DaDtJ.;r or substanti~ 
wJ.th the Govermnent. However, ·the same tests. ot reasom~leness v1ll be 
appJ..ied 1.n each instance .and the mix or govermnent and .commercial business 
'Will not, per se, control the final result.· 

7 and a. These questions concern themselves with. the use of cost 
sh&rl.ng ·formulae and request clarification as to wether cost shariDg is 
appropriate 1llll.ess there has been a prelim1118.17 findf.Dg that the over-all cost 
is WJreasonable. It is our view that a prel:1m:Lna.:t7 decision of uureasoDable
ness should. generally precede the use· ot cost shar:f.Dg methods. In the event 
a contractor.~ a business is substant-ially commerc1al1 it is expected tbat the 
pro rat& amount ot· research and development ex.pense sllocated to commercial 
business 1lill. act as a deterrent to the incurring of unreasonable ar mmeces
Sa.r7 costs. ~ such instances a cost sharing a:rrangement w:1ll. not ~ 
be necessar;y ar desirable. ·However, in those ill$tances 'Where a contractor's 
business is~ 'With the GovermDent &nd the contractor's research and 
developmeut program is so- sub~tautial -~ to· atJPe:ar to be w:xreasoll&bl.e in 
amount, it JDQ" be desirable tO euter into a cost shariJ:Jg arrangeueut in order 

· to provide. a motivation for m:xre efficient accompJ.:LShment ot the program. · 

9· This .question asks whether further gu:tdellnes will be issued to 
contractiXlg officers settiDg forth tests of reasonableness or other cr1 teria 

·for the recognition of research and developmeut costs. While we do not ncrw: 
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September 7, l96o 

Dear A.dl¢ral Bo7le: 

Your letter ~ 8 ~ aaka tor our response to mne speciftc questions 
relatiJJS to the application c:4 ASPB 15-205.351 conrit~g allowab1l1tyo ot a 
coutractozt • a 1ndepel24eD't researc!l &D1 drtelop~ coats, iD llsht ot. the 
prorisiona r4 ASPR 15-107 which prortdea ·tar u advance umieratuding on 
part1C\1l.ar coa~ iteu (1nclwl1JlS research &114 derte~nt), aJ¥1 DOD Inatrw:
t1oa 4105.52 which provides tar 1ZI2Uora negotiation ~ sucA coats a.M eatab
llshea u Armed Senicea Research Speciallata Comittee tO prQrl.de scientitic 
and. teclm1cal. advice ill COmlectiOZl 1fith ·the DeSOtiatiOD. 

A" the· outset a briet' a.zal:rsia ~ the docnDDBDta a1 tecl mq tac1 J 1 tate 
&11 UD:lerstand1J2S ot the problem. 

ASPlll;•205.35 allan a cozrtn.ctor•a i~n't reaearcll. aDl develop
ment ezpeue• on the 'basis apecUt~ deacnbe4. It 1Micatea that &d.
vuce UDilerat&D4:1ZJS• an partiCalarq ~with contn.ctora whose 
work is ~~·or.subat&Dt1aJ.l1' llitll the~. General su:lde• 
line• u tO the reasoubleneaa ~ tbia con ita are 1%2Cludecl &D4 several 
alten&t:1Te teclmiq:Ua Re proride4 tor use in those situat:tou where it 
1~ deterad.Ded. that the con 1s uure&soiS&bl.e and, hence, tlle GoYermuent 
ahcul4 DO-t. ~ar ita :ru:Ll allocable. share ~ the total research program. 

DOD Iutruct1on 4J.o;.;a makes prorision tor the negotiation~ con
tractoz.a 1 1ndepement reseucll &ZI4 davelopmnt costs b7 a a1Jl&].e Dd.l.1 ta.rT 
~ when (1) the naeaacA aJld. developl8nt costa are subat.amti&l, 
(11) a 8\1))atautial. ~= ~ the contractor•• business 1a With the Depart•= or Det'eDSe1 &D4 (111) the aontractar•a detanae work 1uvolvea contracts 
11'1tll mare thaD oDe mUita.rT clepa.rtment. The Instruction also establJ.ahea 
the Armed Senicea Reaeaz-cla Sptc1al1ata COIIIf.ttee am aaaisna to the CClD
m:Lttee the mtaaiou ~ prorid:I.DS1 when reqileatecl, advice to the spoDSCZ'ins 
~ oa the ac1ent1t1a &Dd. teclmical tactara wh:f.cll 1Dtlue12Ce the 
exte= to which· the 1Mepe1Kl.ezm pr~ sD.ovJ.4 be ·supported • 

. lbr ft 1rUl. respoll4 to ~. ispecUtc. queat:tons. 

1. Qu.eet1oll·l pre81DD1a tbat the Arme4 Senicea Resecch Special.iata 
Collld.tte. Y1l.l. negOtiate advaDC• underst&DdiZJSS•. As stated above, ·the 
nesot:tatiou ~ reae&reA costa 1dll. be Ulldertaken b7 the Jld.l:1'ta.rT depart
amta rather thaD bT the Researc!l. Speci&lJ.ata Colllld. tt·ee. Wh:Lle the recom-

. melldatiou ~ the ASRSC w1l1 neceaaarlJ.T be a4vis017 in nature, the7 v:Ul, 
neyez"thelesa, be Siven great we1sht .bT the Dd.llt&r7 d.epa.rtmeuta. · 
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. The second portion o~ the question has to do With wether the nego
tiation procedures are ava:Uab.le (a) to a;rq contractor who desires to 
recover research and development expenses, ar (b) who also does business 
with mor~ than one department. It v.Ul. not be necessa17 for all contractors 
who desire recove%7 o~ independent research alJd devel.opment expense to be 
considered under. the procedures established b7 DOD Instruction 4105.52. 
Thus, where a small amount o~ cost is invoJ.ved, either because of the size 
o~ the research 8.lld devel.opment program or due to the minor B.lm)unt of defense 
contracts, or where a contractor is dealiDg onJ.T with one Department, it will 
~ not be feasible to utiJJ.ze the centralized negotiation procedure. 
However, a contractor who is deallns with more than one mf.lltar.r department 
am who particularl-1" desires to negotiate a centralized. advance understanding, 
notwithstazld1Zlg the aDl'Ullt o~ cost invoJ.ved, will be accomodated to the 
extent that the current 'Wm'kload will perm:Lt. A contractor who is dealiJJg 
with onl.7 one department, but with several dif"terent activities within the· 
one department, 1tiS.:f' request a centralized negotiation within the department, 
the results of which v.1.ll be used .throughout the department. 

2. This question asks whether· the dollar vol.ums ~ contract1Dg deter
mtzaea 'Whether a contractor will negotiate centrall.7 aJ2d illquires. U there 
are add1 t:toDBl factors Which suggest the need tor such negotiation. The dol
lar ·volume t4 contractillg, as. such, is not s1.gnU1cant;· however, the azzxnmt 
or indepement research aDd development expense allocab1e to defense 1lark 

1
"'\ • 

an 1mpcxrta.nt criterion. Add1t1ol'l&l. factors are whether a substantial~ , 
~ the contractor • a bus:f.uess is w:f. th the Department of Defense and whether 
the contractor • s def'ense work iuvol.ves contracts w1 th ~re than one mill tar:r 
. department. 

3. This question asks U contractors who v.Ul participate in the 
central:lzed negotiation ~research and development expense will be llm1ted 
to those who negotiate tiZBL overhead rates on a centralized basis. The 
central:lzed negotiation ~ research 8lld development expense will not be 
.;restricted to those ·who ce~ negotiate tiDal. overhead rates. Advance 
UllderstandiDgs reached by the research aad development negotiators will. of 
course be utili zed du:ri:cg the %1e8ot:f.at1on of final. overhead rates. 

4. This ques~on asks the role that Govermaent scientific ~ teclmt
cal persomlel. will pl.q in negot1at:1Jig advance UllderstaZldillgs in the research 
&1l4 development area. The Armed Services Research . Specialists CoJIIId. ttee will 

· reviev; when requested b7 the negotiatOr representing the sponsoriDg depart
ment, the :f.Ddependent research and devel.opmeut program& of defense contractors 
and v.Ul determ:l.ne whether there has been an adequate segregation between the 

. iDdepement research and the indepeM.ent development programs. AdditiollSl.ly, 
the ccmad.ttee will report .and make recommendations direc~ to the sponsoriDg 
department on the scientific and teclml.cal factors a.tfect1Dg the basis or 
extent to 'Which a contractor • s 1Ddependent research 8Jld development program 
should be supported. In ·carry1ll8 out its responsibillties, the committee 
w:f.ll utiJJ.ze, where appropriate, the services of other research specialistsr~ 
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5· 'l!bis qaestion asks wether the mUita.rT ~nts will "control" 
a contractc: 1 a independent research a%l4 devel.opment program. OUr approach 
is concerned o~ with the problem ot cost allowabillty' 8Jld not "control." 
When the coat of a -contractor 1 s indepel:2dent research SDi developnent program 
is touncl to be ttreasonable" 1 there is no question of "control." involved. ot 
com-se, wen a d.eterm!.nation is made that a contractor's proposed program is 
not reasomble and, hellCe, the fUll allocable partion will not be allowed, ' 
there is a measure of control. bei:cg exercised. This type ~ control., however, 
is oriented tovard the reimbursement of costs Ullder Defense contracts. Arq 
contractor is obviou.s:cy- tree to pursue e.is:r type c:ir level. of research at his 
om expense. The provision uakillS independent development costs allowable 
o~ on the basis of a showi:cg of rel.atioDShip r4 S'llCh costs to the product 
lines tor which the Gover!DD!!nt has contracts mf.ght be considered a type of 
control.. However, broad- control. at the contractar 1 s independe:t research 
m:d. d.evelopDIIXt program. is not intended. 

6. • '.rbia question asks .U a distinction v:LU be made between contractors· 
whose business is pri.JIB1'1.1.T COIIIZI!%'Cial aa ft8&1DSt those whose busiDess is 
pr.tma.r1.l7 Govermzent. The m:1x ~ Government e.Di cODJIDII!rcial business is an 
1.mporta.Dt coilsideration in connection w1 th the evaluation ~ DBJ2T elements 
or cost and v:LU be particu'Larl.T so in cozmection 1d. tll research aDi develop
ment costa. we have tow:ld it neces&arT to scru:ttmze costa _with D)%'8 care 
in cozmect1on w.t th contractars whose work is pred.Oml.~ or substanti~ 
with the GovenDDent. Rowever, the same testa ~ reasomble12es_a v:LU be 
sppl:l.ecl in each instance and the miX at gavermoent and cCZ~~~~erci&l business 
v:LU not, per se, coutrol. the t1D&l. result. 

7 8Zld. a. These questions concern themsel.ves v1 th the use ~ cost 
sharillg tormalae 8Zld. request c.l.arl.f1cat1on as to 'Whether cost shariDg is 
appropr:l.ate unless there has been a prellm1Jl&17" t1Jld;!.llg that the over-all cost 
is um-easomble. It is our view that a prel:l.mf.ll&17 decision of um-easonable
nesa should generaJ.l.7 precede the usa ot cost sharill8 methods •. In the event 
a contractor.~• business .is substantiall.1' colllml!reial, it is ex.pected that the 
pro rata a.maunt t4 research and. development expense allocated to commercial 
business will. act as a deterreut; to the illCurriDg of um-easonable ar mmeces-
8&17 costa. In such instances a cost shariDS arra.tlgement will not ~ 
be necessar:r or deSirable. BDnver, ~n those instances where a contractor's 
business 1a pr1mr1.l.;r nth the Govermaent and the contractor's research and 
developiDent program is so- sub.-ta.Dtial. as to &P,pear to be '\1!2reaso!l&bl.e in 
amomxt. it 'llA7 be desirable tO enter into a cost shari%38 arra.Dgement in order 
to prov:l.cla a motivation tor DXJre ef.ticient accompllshmeat ot the program. 

9•_ This question asks mather further guidelllleS 'Will be issued to 
contractillg otficers settil:lS torth testa ~ reasonableness or other criteria 
tor the recogDi tion ~- research and development costs. . Whil.e we do not now 
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·anticipate tbat turther direction will be neces8&1'7 :f'rom this level, 
expene=• 1n operation '1Ja7 dictate otherwise. In addition, the millta%7 
d.epa.rtmlats· rill issue such 1mplement1Dg iDStnlctions of a procedural natllre 

. as are necee8&17 to operate the system which has been establ:1shed. 

SiDe~ 7.a'fZrS1 

/sf 
G.· C. BA.mfERMAl'l 

Director ~ar Procurement Policy· 

Rear Admiral Jas. D. Bo71e1 tJS1I (Ret) 
Nation&L Securi 't7 Illdustrial Association, Inc. 
110'7 - 19th street, 1'. w. 
Waahillgton o, D. C. 
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Proposed Amendments to Draft Dated 10 Septa:nber 1'157 

SECTION IV 

CONTRACT COST PRINCIPLES 

12-000 Scope 5!.! Section. This Sec~ion contains general cvst principles 

and standards tor use·in connection _with (1) the· determination of histOTical 

coste, (ii) the preparation and presentation of cost estimates by prospective 

contractors 1 contractors ~ subcont~aeto:!-in negotiated procurement &nd in 

termination tor convenience ot the GoTermaent, and '(iii) the audit of eo at ~ 

1n the nesotiation_ and adJiild.stration of contracts, and (iT) the en.luation 

ot coat data in prccursment aDd c~ntraet administration. 

Part 1 - Applicability 

15-101 Scope 2£ ~· This Part prescribes the use ot the cost principle• 
. . 

and standards set forth in the several succeeding Parts · ot this Section in 

contracting~ and delineates the nature.ot such use under 

ditterent circumetancea. 

15-101.1 Use. - Part ~ is prescribed tor uae: 

-(1) Aa a contractual baaia, b7 incorporation b7 reterence in the. 

contract, tor determination ot: 

(A) ·· reimbursable costs under coet-reimb~sement t7pe contract a 

1n_.9l..u~-~~~t~r!jmbaraeme.~U.IP!. subcontracts ther~~~r. 
. ·~--....__._.. ... -.. ___ . ......,.. ..... .. 

• . and the cost-reimbursement portion ot time. and uteriala 

contract a; 

(B). terminations when t·he amounts thereof ·are determined 

unilaterall1 b.r the contracting ot!ieer; 

{C) coats ot teraiDated eoat-reimburs~ent. contracts. 
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(ii) . As a basis for: 

(A) the development and submi~sion of cost data and price 

analys9S by contractor~ and prospective contra.~tors as 

required_in support o! negotiated pricing} repricing, 

negotiated overhead rate~, requests for progress payments, 

·and settleMent propo~als under termination; 

(B) audit reports prepared by the Audit Agencies in their 

advisory capacity of providing accounting informatien 

respe~ting negotiated pricing, repricing and ter.sination. 
. (· 

(iii) By Contracting Officers in the eT&luation or cost data, as 

tollow: 

(A) !!! Retrospective Pricing ~ Settlements. Ill_ negotiatiq 

tim ti:xed prices ·or aettle•enta tor work ·.Which has been 

completed or· subatantiall7 completed at. the ttae ot 

negotiation· (e.g., tinal negotiations UDder tixed~price 

incentive contract, redetermination ot price·after com

pletion_ of the work;. negotiation of tinal overhead rate's' 

or negotiation ot a settlement agreeaent under a contract 

terminated tor the convenience ot the Government), the 

treatment ot costa is a major tact or in arri Tiq at the 

.. 

amout .ot _the pric• or aettl•ent. A.ccording]Jr, ASP!, 

Se_ctioD IV, Part 2, shall sene a a· the basis tor eTal.uatioD 

ot coat data. However, the tinall7 agreed price or 

settlement represents SOlllething other than the sua total 

ot acceptable costs, since the tinal price accepted b7 

each party doea not necessarily reflect a1ree.ent on the 

2 
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pri-~a, such aa the t4chnieal, production or !U.a:tci.ll. :1 

competitive pricing, and the contractor's record tor 

e!tio_ienc7, _ ecoa0111' and inger.:.J:. ~y, aa it?ell aa aTai~bla 

cost eatiutes. He must be -t-r·~~ to bargain lor a. t"t:ll.; 
~. 

price which equits.bly ·diatribt!~es the ri'ks b.etw~en the 

contractor and the Government and provides incentive' lor 

etticienc7 and cost reduction. In negotiating s~ch a 

price, 1 t ia not possible to id·antit.r the treatmeDt ot 

specitic cost eleMnta since the bargaining ia on· a totli 

price basis. Thus, while Part 2 will be used to evaluate 

cost data, it ·will not control negotiation ot prices tor 

work to be performed in the future, e.g., negotiation ot 
. . ·I 

a tim tixecl-price contract 1 an inte~ediate price reTision 

ooTering, in whole or important part 1 work which ia ret 
(~ 
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to be per!or.med~ or a target price under an incentiTe 

contract. 

(iv) As the basis !or the resolution o! questions ot acceptabilit7 

ot individual costs whenever 8uch questions beccae issues. 

15~101.2 "Allowable" and "Unallowable'' in Connection with Fixed-Price - - _....,.. ............................... 
.IzE.! Contracts. As used in ASPR, Section IV, Part 2, the words "allowable," 

. . 

"unallowable," and the like, shall, in connection with &ll7 ti.xed-price ty-pe· 

contract, mean "aeceptable,w "unacce~able," and the like • 
. . 

.· 

. 
• 

4 

... .._. r r 

··----- -----.-· .. ·:.-~. ____ ...; 
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Negotiation Requirement 

Modi!7 15-204.l(b) to read as follows: 

(b) The extent o! allowability o! the selected it~s ot cost co\~red in 

ASPR 15-204.2 has been stated to appl7 broadl)r to l'DB.ll7 accounting systems in 

varying contract situations. Thus, as to anT given eontraet, the reasor~bleness 

.-i.:ld allocabilit7 ut certain itema or cost ma7 be ditticult to deter.Une, partieularl.. 

in the_ case_ of contractors whose business is predominantly or subatanti&ll1 with 

the Government. - In order to avoid possible subsequent disallowance based on '· 

l~~r!asonableness or non-allocabilit7, it is important that prospective eon-

:7-~·a~tors, partieularl7 those whoae work is pr.dominantly or eubstantiallr with: 

t.ha Government·, seek agreement· with the Government in advance ot __ ~h~. inc~~ncf 
' . . .- . ~ .... -

of !pecial_or unusual costs in categories where reasonableness or allocabi1it7; 
. i 

are dittic~t to determine. Such agreement may be initiated by the contracting 

o!ficer. Any such agreement should be incorporated in cost-reimbursemen\ type~ 
contracts or n-.aG.e a part ot the contract f'ile in the ease of negotiated ti=ted-

price type contracts, and should govern the cost determinations covered thereby· 

throughout the performance ot the related contract. Included are such elsaents as: 

(i) eompen~ation tor personal !ervices (ASPR 15-204.2(!)); 

(ii) use charges tor full7 depreciated assets (ASPR 15-204.2(1)(6)); 
I 

(111) food and dormitor,y serTice furnished witbout cost to emplo7eea 

. or iDwlrlDg aipit1cant losses (ASPR 15-204. 2(n)); . . ·: 

(iv) deterred uiDteDance costa (ASPI lS-204.2(t)(l)(1i)); 

· (v) pre-contract coste (ASPR l5-204.2(dd)); 

. (vi) research and deTelopaent coats (1SPR 15~204.2(11)(6)); 

(vii) roT&ltiea (ASPR 15-204.2( jj)); 

5 

t 
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(viii) selling.and distribution costs (ASPR 15-204.2(kk)(2))J.~nd 

(i.x.) traTel costa, as related to special or ma.sa per~onnel monment 

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

.. 

~ ... ... , 

\ 

6 
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Compensation £2! Personal Serv~ces 

Modify 15-204.2(!) to read as follows: 

(f) Compensation ~ Personal Services. 

(1) General. !• Compensation for personal services inclu.des all 

· remuneration paid currentl7 or accrued, in whatenr !orm and whether, paid 

immediate~ or deterred, tor services rendered b7 ~ployees to the contractor 

during the period of contract pe.r!ormance. It includes, but is not limited 

to, salaries, wages, di~ectors' and executive committee members' fe~e, b~nusea, 

incentive awards, eaploJee stock options, emplo7ee insurance, fringe benefits, 

and c.ontributions to pens~~a, annuit7, stock-bo~a azxl plans ·ter incentive 
. . 

c011penaation ot management eaplo7eee. Except as otherwise speci!ically pro-

vided in this paragraph (!), such coats are allowable to .the exteftt that the 

total compensation ot indiYidual emplorees is reasonable tor the services 

rend~red and are not in excess ot those costs which are allowable by the 

Internal Revenue Code and regulations thereunder. 

~· Compensation is reasonable to the extent that 

the total amount paid or accru.ed, is cOJr""'leneurate with coapensation paid under 

the contractor•s established polic7 and confor-Ms generall7 to compensation paid 

b7 other. contractors _of the same size, in the same industr;y, or in the same 

geographic areal tor similar serri.ces. H~wever, certain conditions give rise . 

to the need. !or special consideration and possible limitation as to allowabilit7 
• 

tor contract cost purposes where amounts appear excessiVe. Among such conditions 

are the following: 

(1) C011lpensation ~d to owners of cloeel.7 held 

,..-/ corporations 1 partners, sole proprietors, or aembers ot the immedi._ tamlliee .~ 

7 

·' ~- ' ... 
. . I . 

·.;;. 
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thereof, or to peraoas who are contractuall7 committed to acquire a aubStautial 

financial interest in the contractor• a enterprise. Determination should be ude 

that such caapensation is reasonable tor the actual personal services rendered 

rather than a distribution ot protits. 

-J (ii) Any _change in a fontractor' s caapensation 
~~ . . 

. ~~._,o-"pofic')resulting in a substantial increase in the contractor•s lenl ot· 

compensation, particularl7 when it was concurrent with an increase ln the ratio 

ot GoTeniaent contract• to other buainess 1 or &!17 change in the treatment ot 

allowabilitT of speci~io tJPe• ot caapenaation due to changes in ~rnment 

polic7. 

(111) The contractor•.a business is such that hia 

- ce~~pensation levels are not subject to ·the restraiDts norma~ occurrin& in 

' the conduct ot competi tin bUinesa~ ££ ~) . • 

!• . Ccapensa~ion tor aerrlcea rendere•·· paid to partners -

and sole proprietors in lieu : ot aal8.17 vUl be allow~d to t~e. extent th•t 1 t 

ia reaso~ble and does not ··constitute a distribution ot profits. ·• 

~· · In ·addition to the general· requireaenta aet forth 

1A ! throqh .! above, certain toraa ot c011penaation are subject to turthezt 

~quireaellta as ·apeo1t184l in (2) throqh (10) below. 

( 2) Salari.e1. aDd Wasea·.. Salaries aDCl wage a tor current.· aenioea 

include gr088 oclapenaatiOD pUd to eapl~J'8e.e irl the tom· ot O&lh1 producta, 

or e_enices1 aDd are allowabie aubjeot to the qullticationa ot (7) below. 

(.3) · ~ Sonuaea g Incentive Ccapenaation. Incentive ccmpenaation 

tor mauge~~.ent •plo,...ea 1 cash borm.sea, suggestion a11ard.a 1 satet7 avarcta 1 aDd 

. _·,..neentiTe cc:a.peaaation based· on production, ·coat reduction, or_ etticient . 
• 

pertormnce, are allovable to the extent that the overall c0111penaation 11 

--. . / ,_, 

8 
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determined to be rea_eoaable and such costa are paid or accrued pur1l1&D't to &ll(\ .... , 
agreement. entered into in 1ood taith betnen the coatractor and the emplo;reea . 

be!ore the serTicea were rendered, or pursuant to an established pl&D followed 

b7. the contractor so consistentl.7 as to impJ.T, iD etrect 1 an agreement to make 
, , .. 

such paraent. (But see ASPR 15~204.l(b).) Bo~sea, _awards and incentive 

compensation when &nT ot thea· are deferred are allowable to. the extent provided 

in (6) below. 

( 4) Bonuses ~ Incentive Compe·nsation f!!S !!! Stock. Costa ot 

bonuses and 1ncent1Te compensation paid in the stock of the contractor or ot 

an affiliate are allowable to the extent set forth in ( 3) a bon (including 
' ' . 

the incorporation ot ~he ·principles ot paragraph (6) below tor deterred bonu••• 

· and incentive ccmpen~ation) 1 subject to the following additional requirementa: 

(i) valuatic;>n placed on the stock transferred shall be t.he 

fair market value a1; the time ot transfer 1 determined 

upon the most objective basi• available; and 

(11) accruals tor the cost ot stock prior to the issuance . 

of such stock to the emplo~ea shall be subject to &c1jult• 
. . . 

ment according to the possibilities that the eaploreea 

will not receive such stock and their interest ill the 

accruals will be forfeited. 
. . 
Such coats otherwiae:·auovable are aubject:·to adjuataent acc~rto \he 

' 
principle•. set torth in (6)o. below •. (But aee ASPR 15-204.l(b).). -

( 5) Stook Options. The .coat ot options to •ployeea to purchase etoek 

ot the contractor or ot an a!tiliate is UMllovable. 

" (6) peterred Coapensation. !• ia used hereiD, deterred ecapenaat.ioll 

include• all reauneration, in wbat8Ter !on&,(:or aerricea cun,atlT relllllere~ 
9 
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tor which the ~mployee is not paid until after the lapse of a stated period 

ot years or· the occurrence o! other events as provided in the plans, except 
. r' 

that it does not include normal end ot accounting-period accruals. It includes 
··-·----·-· 

(1) . contributions . to pension, annui.~1.1. _s~C?Ck l?o!?-~s, and profit- sharing plans 1 --· . -- _.. ·-·· . . ·- ... ______ _ 
. -------------- -

(ii) contributions to dieal)ilit1', withdrawal, in,,'J.r~_nce 1 ~urv~·vorship, and 
.: . .. ___ ...:,_.-- -:-·-----------·--·-· .... . . -: ····-·· ·-.-·--- . . . .. . . .. "''\.' ... ---

sim.ilar benef'~.t p~ns, and (iii) other deterred compensation, whether paid 
---.-. ·----------··· 

in cash or in stock. 

Deferred compensation ·is allowable to the extent 

that (i) it is tor services rendered during the contract perio~; (~i) it is, 

together with all other compensation paid to the employee 1 reasoM.ble in 

amount; ( 111). it is paid pursua.nt to an agreement entered into in good taith 

_ between the contractor and emplo;rees before the serrlces are rendered, or 

pursuant to an established plan followed b7 the co.ntractor so conaistentl7 

as to impl71 in effect, an agreement to make ~Ch payments; and (iT) f'o~- a 

plan which ia subject to.approval b;r the Internal ReTenue Service, it falls 

within the criteria_and standards ot the Internal Revenue Code and the 

regulations ot the Internal Revenue Serrlce. (But see ASPR 15-204~l(b).), 

c. In determining the cost of deferred compensation - . 

allowable under_the contract, appropriate adjustaents_shall be made tdr 

credits or gaina arising out of both normal and abnormal emplo;ree turnover,t 

or &D7 other contiageacies .that can ~esul\ in a torteiture b7 ~plo7ees of 

such deterred caapeu~at~on. Adjustments shall be made onl;r tor torteiturea 
.... • I 

which directl7 or indirectl7 1Dure to the benefit ot the contractor; tor

teiturea which inure to the benefit ot other eaplo7ees covered b7 a deterred 

.. compensation plan with no reduction in the .c~ntractor•a costs will not ·norMl.l7 
\ 

10 
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_ give rise to adjustaeut --in. contract coats. Adju~tmenta tor ncrsal esitor/'\ 

turnover shall be ba1ect on the- contractor's experience and on foreseeable 

~'I 

prospect a,_ and shall be renee ted in the &IIOUJlt ot cost curreDt'-7 _allowable. 

Such adjultaenta will be umtece•aarT to the extent that the co~':.•ctor caa-
- - _,_ . ' 

deaonat~ate that ita ooa\ribQtiona take into account nor.mal torteitur.s. 

AdjuataeDta tor poaaible t.t.re abaorsal torteiturea aball be effected aocordiDI 

to the -tollowiq real•• r 
'( 

(1) abnor.aal torteiturea that are toreaeeable 

aDd ~cb ean be currentl~\. 'T&luate<l with· 

reaaonable accvac7, b7 actuarial ~ other 
- . 

aoUilcl ctalpltation, •hall be renected b7 &ll _ 
- -

ad.juataent of current coats otherwise-·: 

allowable; ancl 
/\ 

(11) _ abnormal torteitwrea, not w:l.thiA (1) abow.. 

11&7 be ·ude 'the nbjeot of agre-zrt. betw• 

the ~rament aacl the coDtractor either •• 

to an equitable adjutaent or a uthoc! ot 

detem:i.niq auch adjutaeut. 

·d. In determining whether deferred compensation 1a -
tor aenioea reDC!erect dvin& the coaeract period or ia 'or- future aerri~••, 

; . 
ooaaidentioa ah&l.l be givea to ooaditions ilapoaecl upcD enatual pa,ment, sueh 

as, requi~nta of oontinuecl.•plo~Dt, consultation atter retireent, aDd 

coyeQ&Ilta not to ocapete. 

(7) Priye Bs=Ut•. See (o). 

, 
-~ 
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Training~ Education gxpenaes. See (qq). 

Insurance and Indemnification. See (p). -
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,I'\ 
(ii) Research !ES Development Costs. 

(1) R~seareh and development costs are divided into two major 

cate_gories tor the purpose· ot contract costing·- (i) basic research, also 

referred to as general research, fundamental research, pure research, and 

blue-slq' research and (11) applied.research.and developnent, also referred 

to as product research and product line research. 

( 2) Basic research is that t7pe ot research which is directed 

toward increase ot knowledge in science. In such research, the pri.m&17 ai:a 

ot the inTestigator ia a tuller knowledge or understanding ot the subject 

under study, rather than a practical application thereot. Costs ot indepen

dent· basic research (that which is not sponsored b7 a contract: grant, or 

other arrangement) are allowable, subject to (6) below and subje~t also to 

their being allocated to allot the_work.ot the contractor. 

(J) Applied research is·that type o! research which is directed 
r~ .... I 

toward practical application ot science. DeTelopMent is the s,rsteaatic use 
-

ot scientific knowledge directed toward the production ot or i:aproTeaenta in 

useful materials, dertces, methods, or prOc:esses, exclusin ot design, •anu-
. • t 

tacturing, and productioa engineering. ·Costa ot a cont~ctor•s !~dependent 

applied research and developaent (that which ia not ~_poneored b7 a contract, 

grant 1 or other arrangemeDt) are allowable, · subject to ( 6) below, under aiq' 

production contract to the extent that ncb applied research and denlopaent 
. , , . 

are related to the procluct linea tor whicll the Governme~t has coDtracts and · .• 

such costs are allocated aa indirect costa to all production work ot the 

contractor on such contract product _lines. Coats ot independeut_ applied 

research and development are uaallowable under research &Dd denlopment 

contract•. HoweTer, in cases where a coDtractor•s nor.aal course ot buainesa 

13 
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does not involve production work, the costs of independent -applied research and 

development work (that which is not sponsored b;y co_ntract, grant or other 

arrangement) are allowable, subject to (6) below; to the. extent that such· work 

is related and allocated as an indirect cost to the field or effort o! the 

Government appl1ed research and.development contracts. 

(4) Independent research and development projects ehall absorb 

their appropriate share ot the indirect costs ot the department where the 

work is performed. 

( 5) Research and developaent costa (including aaounta ·. c~pitalized), 

regardless of. their nature, which were incurred in accounting periods prior 

·to the . award o! a particular contract, are uaallovable. 
I 

(6) In addition to the detinition ot reasoD&bleneae proYided~in 

ASPR 15-201.3, the reasonableness ot expend~turea tor independeDt. research. 

and deTelopaent should be determined in light of the pattern ot t~e cost ot 

past programs ( pa.rticularl;y ~hose existing prior to the p~acing of Govenc~nt 

contracts), with due consideration to changes in science an:d techriolog. S'ach 

expenditures must be scrutinized with great care in connection vith contractors 

whose -work ia predominant]Jr or aubstantiall;y with the Government. Where aueh 

expenditures are not s~bject to the restraints ot commercial product pricing, 

there must be assurance that these expe~ditures are made pursuant to a planned 
. . 

researc~ ·program which is reasonable' in . scope and is well managed. The costs 

should not. exce.ed. those which would be· incurred b7 an or~rilT prudent 

person in the conduct ot a competitive business. (See ASPR 15-204.l(b).) 
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COST PRDlCIPLE FOR RESE.~ .lND DEVEI,O~T 

1. Basic research, tor the purpose ot this regulation, is that type 

ot research which ia directed toward increase or knowledge in science. In 

·web research, the pri:Jraar.r aim ot the investigator is a fuller knowledge 

or understanding of the subject under study 1 rather than any practical 

application there().(. Applied research, for the purpose or this regulation, 

consiets of that type of effort which { 1) normally follows basic research, 

but may not be severable from the related basic research, (2) represents 

efforts to determine and expand the potentialities of new scientific dis

coveries, and techniques, and (3) represents efforts to "advance the etate 

of the art." Applied research does not include any such efforts when their 

principal aim is the design, development, or test of specific articles or 

services to be offered for sale, which are within the definition of the term 

development as hereinafter provided. 

2. Development is the systematic use of scientific knowledge Which 

is directed toward the production of, or improvements in, usefUl products 

· to meet specific performance requirements 1 but exclusive of manufacturing 

and production engineering. 

3. A contractor's independent research and development is that 

research and development V11ch 1s not sponsored by a cmtraet, grant, or 

other arrangement. 

4. A contractor's costs of independent research as defined 1n (1) 

and (3) above shall be allowable as indirect costs (subject to paragraph ( 8) 

below), provided they are allocated to all work of the contractor. 
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COST PRD;CIPLE FOR RESE.~H AND llE'lUOPMENT 

1. Basic research, tor the purpose ot this regulation, is that type 

ot research which is directed toward increase or knowledge in science. .In 

·ncb researc:h, the primary aim ot the investigator is a fuller knowledge 

. or tmderatanding of the sul>ject under study, rather than any practical 

application thereof'. Applied research, for the purpose or this regulation, 

consists of that type of effort which (1) nonnally follows basic research, 

but mq not be severable from the related basic research, (2) represents 

efforts to determine and expand the potentialities ·of new scientific dis

coveries, and techniques, and (3) represents efforts to "advance the etate 

of the art." Applied research does not include any such efforts when their 

principal aim is the design, development, or test of specific articles or 

services to be offered for sale, 'Which are within the definition of the term 

development as hereinafter provided. 

2. Development is the systematic us~ of scientific knowledge which 

is directed toward the production or, or improvements in, useful products 

to meet specific performance requirements, but exclusive or manufacturing 

and production engineering. 

). A contractor's independent research C\d development is that 

research and development ltlich 18 not sponsored.· by a emtraet, grant, or 

other arrangement.. 

4. A contractor's costs of independent research aa defined 1n ( 1) 

and (3) above shall be allowable as indirect costs (subject to paragraph ( 8) 

below) 1 provided they are allocated to all work of the contractor. 
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OO~LL:li GENERAL OF THE UNITED STAn:'$ 
WASHINGTON 2S 

Honorable Perld.ns MeGuire 
Assistant Secretary ot Derense 

(Supply and Logistics) 

Dear fiAI'. McGuire a 

In response to 7our letter or Oetober 22, 1957, w are 
pleased to aend you our prel1m1nary news on the Septem
ber 10, 19.$7 J dra.i't or Armed Serviees Proecrement Regula
tions 1 Section XV, Contract COst frinciplea. 

1-Jc note !rem: your letter that the Department or De
fense subscribes to the view that it vould be ·advantageous 
to have cost principles vhich are applleable to all ~~ 
or ner.otiated contracts. This is a position 1n 11t.~.1ch we 
eoneur aix! one vbieh ve ietel will roe ter ·an atmoepbere of 
nn:ttllll. understanding 8Jllong contraetors and eontraetinc or
ricers of the various ar:.encies. It should ultimately lead 
to more effeetive negotiation an! a<i"ninistration or Govern
ment contracts. t~ re.eo¢ze that this is a di!i'ieult un
dertakinr, and we are pleased to learn that difterenoes of 
opinions wi tiiL"l the Deparbncnt or Defenae have been largely 
resolved. 

~Je pre£er to revielri anj eommen t on the cost priDciplcs 
after industry CO:ilments have been analyzed am accepted . 
surcestions have been ineorporated in the proposed princi
ples. There are, however, a rev canments w vould like to 
matro at this tine eoneerni.ne the over-all philosophy or the 
eost principles. We hope these CO!!I!lents 1t1.ll be balptul to 
you. 

We have long bad an :l.ntereat 1n the objeeti ve or ea
tablishin£ cost principles tor ·use on all types ot DegoU
ated contract• within the Department of' DeteDSe as nidenced 
by our letters to the Secretary ot Defense on Hay 31, 19SS, 
December 16, 19SS, and March 11, 19S7. We 'D.D!eratand that 
the adoption ot uniform cost principles tar Govermant-vide 
use is DOW being considered. We also mdone thie objec-
t.i. ve, and our co~:nents vhieh toll ow g1 ve ncogn1 tion to the 
poseibility of the proposed cost pr1ne1ples beinc adopted 
tor Go-vernment-wide applloation. 
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Paracra?h 15-ooo, Seope or Section, contains a con
cise statement o.r the three bui.c ues tor cost prineiples, 
namely a 

(1) the deterrrd.Da tion ot hletor1cal costa 

·(ii) the preparation and pre81!1ltat1on o.r oost eati• 
mates by contraetors aDd eubcontraetors, and 

(iii) the review, amit and evaluation ot cost dataJ 
1n the nerotiation arwJ a&d.niatration or aov
em:nent contracts and nboontraets thereUD'Jer 

1·.'c believe that this paragraph properly expresses the 
appropriate use of the oost principles; bO\-..~ver, subsequent 
paracrap.he, and in partie-~lar paragraph 15-101., appear to 
deerLphasize the importD!lCE.' of the cost factor in cont.raet 
pricinc, and thus the importance or tbe co:..~t principles. 
~·!c visualize the co~t principles as a vehicle t.o provide a 
basis for mutual undcrstsndinr.: by eontraetor and Government 
representatives .as to the rround rules for a highly impor
tant factor in contract neeotietion 8nd a~~rdstration. 
Dee:r~~hasis of the relative im~l()rtanee or the cost factor, 
partieul.n.rly in a st.ater.tcnt or' the cost principles, would 
al.r:1ost surely imt-~ efforts to obtain a more reallstie 
evaluation of tllis important factor 1n contract prieing. 

fartieLlar attention is invited to the toll~Lnf por
t:: on o.r paracracJ·} 15-101 (e) of the Septanber 10, 1957, 
draft of the contract cost principles. 

"To the extent that costs are a factor in 
forw-ard priei..'lt, ASPR, Section XV, Part 2, shall 
apply to the development and evaluation of cost 
data. The extent to which coats intluence tor
ward prieinc varies greatly from eaae to case. 
In Decotiations eoverine future wrk, actual 
costs cannot be known aDd the iaportanoe or cost 
estimates depends on the circumstances. 'nle eon
traetine orticer must consider ~ tbe tactora ar
teeting the reasonableness ot the total proposed 
prlee, such as the ted:!nieal, production or timn• 
e1a1 risk assumed, the oomplexi v ot 111Drk, the 
extent or competitive pricing, aDd the contrao
tor' s record tor ettieleney, eco~ cad iDgenu• 
i ty, as well as availrlt·le cost estimates. He 
must be f'ree to bargain ror a total price which 
equitably distributes the risks between the con
tractor and the Govertli!Ent and provides incentives 
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tor eftieieney am eost reduction. In Degot1at
ine euch a price, it 1s not possible to lclentitJ 
the treatment or epec1.f1c oost elements 81Dce the 
bargaining 1a .on a total pn.ce baai.e. Uma, vb1le 
Part 2 will be used to develop am ftaluate eoet 
c:lata, 1 t v1ll not control Degotiation ot prices 
tor work to be performed in the future (e.g. 1 -
cotiation .or a fiem fixed-price contract an 1Dter
mediate price revision covering, 1D wl:iole or 
important part, 110rk which is Jet to be performed, 
or a target pr1 ce under an inoenU Ye contract). 
1-~evertheless, ,men the question or acceptabilley 
or a speci!ie item or oost becomes an iesue, 
Part 2 vill serve as a fuide tor the resolution 
or the issue.• 

Our exa1rinations of contract activities have disclosed 
scriou.s weakneescs in the proe-.;rement procedures ate~ 
fro-::,. inadequate consideration or tbe eost factor 1n con
tract prieing. 'ftlese have included failures to ol,tain pe
riodic eost data needed to exercise reprieinz options, 
failere to obtain the latest available cost data at the 
time of price neeotiations 1 inadequate analysis or veriti
eation or cost data and recognition or eost trends, am 
failure to properly' e~~e future cost estimates and re
lated supporting data. Further, our reviews have disclosed 
failures on th.e part of both the Govemmen t and prime con
tra etors to obtain eoat data or other inf'orma tion as to the 
basis for the price where a.:ards were made without competi
tion to suppliers at finn fixed prices. Various measures 
have been adopted to improve these conditions J however, we 
feel that inadequate consideration or the cost factor in 
contraet pricing ia a continuinr. problem. therefore, we 

·stroncly suceest that the toreco~ paraeraph be rephrased 
to emphasize the 1mportance or cost as a pricing factor 
rather than to euboldi.Da te it. 

When prices are determined by raegotiation rather than 
simply by comparison ot competitiYe bids, u in the cue or 
formally advertised contracts, the actual or estimated coat 
or pertormine the vork should ~ be a ve17 laportant 
taetor 1n appraising the reasonableness or a proposed price. 
lienee J • thoroutil analyaia and evaluation or 8Uch oost data 
are essential to 80UDS eontraet negotiations, whether 1t be 
a neeotiated tinn ti:xed-priee, redeteminable tixed..prioe, 
or a cost-type Contraet or suheontraet. We understand that 
the eost prineipl~s are 1Dtended to be guides tor preparin£ 
cost proposals am aegotiating priees; therefore we aucgest 
that the document be written with particular emphasis on 
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the importance of costs and a;Jpropriate evaluation thereof 
1n the process or negotiating cantraet prices • 

. We would also auegest aome reconsideration or the 
statement that treatloent ot specific cost elements Is DOt 
posSible because the bargaining is. on a total price basis. 
Oerte1nly, eo tar as Govemment raegotiators are concerned, 
there ehould be a tu.ll ahowine or all tactors cortsidered in .. 
arriving at the price am the -tiles ehould ahow the basis · 
for aCceptance of the price. 'When competitive forces are 
uot present to assure a reasonable prioe1 one or the liajor 
considerations 1s ·the actual or estimated eost or produc
tion ani the reeord. should reflect the D£eotia tor's treat
ment of 1 t in arri Yin[ at a price aceeptablo to the 
Government. The quoted statement seems to e11eourace fail
ure to adequately consider cost, and to document the deci
sions made. TI.ds weakens eon tract negotiations and impairs 
subsequent ad.~niatrativc am other r~vicws or the aetivity. 

t€ note thg t part 2 is to be incorporated in eon tracts 
to provide a eontract~l basis for ascertaininG reinburs• 
ahle eost.s umer eost-reimburse.";lent-type contracts and the 
oost-rc:i.J;tburae~t portion of time end material eontraetE 
anc ~'"lila tE:ral determinations uneer. temina tee~ fixed-price 
eont.racts. 1-.e rEca•:a-t£nd that thene prineiplcs also be in
corporated by reference in nev.otiatec eontraets which pro
vic~ for reprie~lf durinc or after p~rr~~~e. COntrover
sies over what tYPt;s of C)St are to be reeogru.zed in the 
negotiation or a price could be subsUL~tially minimised by 
an advance un.~erstandinr, by the eont.raetill[. parties ot the 
cost principles to be .follolT'Cd. The pri.neiples would then 
h~ve official standing by ~~traet stipulation and their use 
\l'Ould be required in the suboission o! cost data an:! in the 
evs.lu.a ti on and nc eotia tion of the contraet prices. 

l-ie reeornmend that subparar.raph (iii) ot paragraph 
15-201.4 (page 6) be deleted •. The provisions ot this 8Ub
para;;raph ap~ to be ao broad as to quality &bloat au.r 
cost ot a contractor as allocable to Government work, 
tlhether or not there ia. any relationship to the work. the 
provisions or. subparagraphs (1) and (11) aee:a to be broad 
enougb to reoo&nize any cost appropriately aaeignable to 
Goverrwient work, particula~~ 1t the phrase •or other equi-

. table relationship" wore added to eubparac.-raph (11). 

~ note that the eost principles relating to indirect 
eoGts provide in paragraph 15-203(d) (paee 8) that the con
traetor1 s established practiees, if in aeoord with generally 
accepted aeoountint principles, Shall be acceptable. \a~ 

-L-
COPt 
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believe that a further quali.rication should be added that 
the results or the alloeation must be equitable to both con
tracting parties 1lben riewed md tested agaiDat the CODtrac
tor' a activity umer the contract. 

!llbparagraph 15-204.l(b) (page 9) reeognizes that the 
extent or allowabillty or certain costs should be agreed to 
1n advenee or the contractor's incurring or euch eoets. It 
provides that INch agreement should be incorporated in cost
reimbursement-type contraete but would only be ude a part 
or the contract tile in the ease or negotiated fixed-price
type contracts. We believe that it vould be extremel7 help. 
tul 1r sueh aereements vere to be incorporated 1n any type 
or contracts lo."hen there are prie1ne or repricing, or cost
reimbursement de~rr-.J.na tions to be made su baequent to the 
award. 

In eons1 dering the application o! the cost principles 
on a Goverr~t-w.ide basis, some or the ar,eneies may con
~ider ~ t desirable to 1118.ke apeeial arrancementa and to have 
an advan~e arreernent eoneermnr the extent to ~~·.ieh "r!ome 
offiee" expenses are to be applied to COCO contracts 
( r.ovc.rnn~.n t.-0\r~ 1 eon tra ctor-opr rated) ~ similar 
manare~1ent-t~ .. pe eontraets' particularly where the opera
tlons under the eontra~ts a.re sufficiently autonomous so as 
to reqt:ire little or no asSi.stan~e rrom the •home office." 
\··ie recormnend that the cost principles speci!ically recog
nize that these circumstances require limited acceptance or 

. non~ceeptanee or 8 hcr.oo office" eY..pense. 

Pending your receipt ane eonsideration or conments 
frOJ'1 industry 1 we vill wi thholo eomroents relating to the 
"Selceted Coste• contained in "Application or f'rinciples 
end Standards" (pararraph lb-201:). However, our review or 
the doeument would be !aclli tatcd by a further explanatj_on 
or the treatment or compensation tor personal eervieea, aid 
depreciation, and representatives or our Ottice will ecmmu
nieate v1 th your starr on these utters. We shall, or 
eouree, be glad to diseulJs aey other matters with 70u or 
members or JOur start ahould you 80 desire. 

COPt 

Sincerel.f 7oura, 

Comptroller General 
or the United States 

-5-



COST PRINCIPLF~ 

APPLICAB!LI'l'Y ·. 

Draft as of 21 August 19S8 

Proposed that the coat. principles be applicable to all types 
or cmtracta as tollovat -

a. Cost-ReimbursE!'!lent Type Contracts 

As a contractual basis tor termination of costs. 

b. Fixed-Price !ype Contracts 

As a basis tor submission or cost data ann price analyses 
b~.: contractors, the evaluation of cost data by contractin~ offic~rs to 
the extent thnt costs beco~e a factor, the resolution of co~t questions 
in retrospective pricinr, and as a ~de for the resolution of cost 
questions in forward pricing. 

c. Audit Reports 

As a basis for the preparation of advisor~y aucit report~. 

d. Contract Teminations 

Urulateral determinations in eontraet terminations. 

Industry 

Strongly protests the application ot detailed eost principles to 
fixed-price contracts on the basis that formula price fixing-would 
result and negate the advantages ot canpet.it.iva and negotiated prices. 

~cial Working Oroup Ree~endation 

the mill tary departments have objected also to the appllcablli ty 
of cost principles to fixed ..price contracts. It is contended that 
tornru.la pricing would result, and that the traditional concept ot 
negotiating fair and reasonable prices would be lost. It is proposed 

~~· 

" 



that the cost principles· be revised to prori.de tor a separate. appuca
bil1t7 treatment tor .tilted type contracts conSistent with the CUIT8nt 
pricing principles 1n Part 8, Section nr, ASPR. A new Part ?1 Section 
IV would be added provid.ingt . 

a. '!hat the pricing 'poliey- in Part 8, Section III wuld be 
governing and followed 1n the aegotiation ot ·tixed-price type ecmtracts. 
In brier, this ph1 l oaophy provides that pri~a not separate el.aenta or 
cost plus profit are to be negotiated. · 

b. When cost principles are being considered in fixed-price 
type contracts, the cost principlt,.e will be used to provide fe!leral 
guidance in establishing a fair and reasonable price. This would be 
particUlarly apPlicable to incentive and redetarminable contracts. 
Even in these situationn, the use of the cost principles would ~ 
flexible. -

Reccrmended Am:t Position 

Concur in the Special f.'orkinr. Group recom!"lenc!ation. 

2 J 



CCJI!P!NSA!IOI 

Dratt as or 21 August 19S8 

Compensation is reasonable to the extent that the total aaoat 
paid or accrued is 001111\ensurate v1 th compensation paid under the 
contractor's established policy and contonns generally to compensa
tion paid by other contractors of the s~ne size, in the same industry, 
or in the ea."fte geographic area, tor similar services. 

Special Workine Group Recommendation 

To recor.rUze that 1ri the determination or the reasonableness 
of total compensation, contracting officers, as a pract1eal Matter, 
can only cope with the unreasonableness or out or line situation. 
The followinr addition is proposed: 

~r:r.tended Amy Position 

Concur in the Special World.ng (',roup recommendation. 



~ 

take caro ot tile JUt Mnice ,.,.Jnn enUt FObla bJ I&1.AitSas t.be pb=ee 

•tor ArV1cea cualC't:Q' 1......,.- !'lal1s-M.I(r)(6).t, .a •=·m\ at tbe 

,., ••• ot ~ l(t)l 

"Ea::vt tor JUt ~ J"!Md• eon., it Sa tbzt IJelld.oel 

to take aue ot the slllmUc ~ bcitr\ to • r '"'lea et &L 

eaapeoaation ptana, llrbo4uce the oaaeept of •zq•ct 117 ~ ~ 

!naert1Dg a aw aentence ill Jl8.ftPI1Pb ('b) u 1D11cN8: 

"b. ~ 1a Ne.aaable to tM eatct tbat the total rutt -
pe.14 or acCJWJfl S.. CCI:IIIeD8U.mte with OCApeMaUoll Jal4 tDier U. 

ecmtractor•• •tablfttbed pol.1q 8D4 OCDtcmu pnma117 to .... ,., •• 

t1oo J&14 b7 ot.ber ocatmctora of the - a1ae, SD tM ... s.aau.tq, 

or 1n the eame 8IO£l1Wh1c area, tor 81m11er RI'V1ces. Ill t.be ae!m,nt.e- · 
..--) 

tration ot th1e pr1Dc1ple1 pu:t!e\Jlar attction tlbou14 'be ld.'ND to ( 

rammera.ts.an Which Sa obvloualy out of JJae. JbweNt, eert&1D 

C01141tiolw cs.w riae to tbe aee4 for.,.,., OOD811eatSaD 8114 

possible 1Jm1tat10G u to &1.1olabU1't7 ror eGD.tzact ooet P~rJC•• 

wbere ~ ~ ac•atve. Mona euch ..U.Ucma ue Ule aa.ovms: 



COST PRINCIPLES 

Dratt as ot 21 Auguet 1958 

Allowable 1t rates are reasonable in light or such ·factors u 
the type, lite expectancy, condition and value of the tacillUes . 
leased, options available and other provisions of the rental agreement. 
Also requires a comparison of rental costs with costs 'Which would be 
allocable if the facilities were owned by the oor:traetor. 

Industry 

The ulti!"1ate test shou~d be. the rent.al value of comparable 
·propertian, and not eomparisons to costs which the contractor would 
have sustained as owner. 

Sr:; ci a1 hrorkinp: Group ReCO!ff!'lenrl Rti on 

Sa•·ne as 21 Aueust draft except to include "market conditions in 
the area" as a test of reasonableness or rental costs~ 

~o.~ended Ar.my Position 

Concur in the reeO!'t'!menda.tion or the Spec1al Working Grour. 
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Reeornnended Army Position 

Concur in t~ Special Working Oroup recor:r.1endat1on. 
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COST PRINCIPlES 

PlANt llECC!lVERSI(1f COSTS 

(Plant reconversion oosts are those incurred ill the restora-
tion or rehabilitation ot the oontraetors• facilities to approxlutely 
the aame condition existing t.Jamedia~ prior to the co~encaact ot 
the mUitary ·contract work, fair vear md tear excepted.) 

Draft as or 21 August 19SB 

Unall<».~ble except tor the cost or removing govemment property 
and the restoration or rehabilitation eost caused by ~tch reMOVal • 

.fndustry 

Plant reconversion costs should be allowable includ:!.nr the cost 
of removinr government properiq· and restoration or rehabilitation /~ 
eo~t caused by such renoval to the extent authorized by advance 
ner,otiated agreement. 

Special Working Group RecomMendation 

Normally unallowable, but to liberalize this principle by 
allowing adrti.tional cost by mutual agree:n.3nt where equity ao dictates 
in special circumstances. 

Reconrnended Army Polllttcm 

Concur 1n the reccmnendation ot the Special Working Oroup. 



.... · ... :., .. _. ·· ........ . 

. . ,~ . 
~"!" .. 

:. .. w·• .·-.,..:' 
. . . -_., 

. -. 

_ .. ;.>· ··~- . · .. .. . •: 1. 

. . . ~ ·~ 

.. ·.- "'.:,i~.:.· ~···:.,1·;··. ·.':_.':' ... 
·• 

. ... ... ·:·. 

~~ .<". CtWtitlot- ~-. PlllfCIPLIS. · 
.. ;. 

'I" • ~a...~~.: 

.... ·• ;:/..:: -~: .... t:· ... 

.,. 

··.· ... 7.'' ·.· .. 
• ! •• 

.. ...•. ~ . 

··~ 

. I 

·~. 

. ... ..: 
··~ . 

. · .. · ... 
• ··-r 

. . . ~ .. .. . ·• . 

. ~ . ~-.· .. 
. . ..... ; .. ~ 

... · .-. ··•·.· 



c 

......d;rr;,. :~ .. .;":!$ :].t :~n ·;t~ t~lJ·~'tt 
\W:: i-1• .,,,.,! ~1 

,~ r ;~;lj.~ :~}:J ( #t: ./,::,. m ./7 f: J 
-.t~~; br~ r.·~ 

r· ~~lj'~~~~~ r :).' 

• ''l 

''i.: 

... --

I 

,.(&~.;~: c~' '.· 
1 

'" '} '\"(f ~ &tAOtol·fl":q w.et *'f 
,ii$1~'1! :·~··#.'J.!'·~.:t~ .. :r~rf»-~e leh,..,t .. -l"r tli~ ot ,_,~t.t. 

' ,i,J \ 

·:.· ..... ·· 

t I .!~) MJ:dl't.t!. :w ~~~~$r·'·:~~ lluh hilA 
.::.~:~.~~oo :OM<! VY.atf ~r~~ .. ....... 

.6\'!:ra, llil'"'!::'.t'' ~fW';. •·tt-t....~:o,..,,c:··~. "'"'''n•~·~ ~.-.... . ~ ~·~ '{j)J ~ 'l.!fi~tt~ttF·:· It!-. •-l 'i ;:.l··,..,~·· ~~~r~ 

~totJu· 

a.ttlr • 

- __ ._...,_____ --' --

... ,.r 



· COST PRntCIPLES 

Draft aa of 21 luguat 19SB 

Contract Coat Principles. !hie 1e tbe t1Ue vhich haa been ued 
tor Section XV of the lSPR ance 1949. 

Industry 

Industry claims that the proposed Section IV poes tar beyond 
"principles" in that we have included procedural and instructional 
mat~rial. · · 

Special Workine Group Ree~endation 

Contract Cost Principles and Procedures. 

Recomnended Argy Position 

Concur in Special Working Group recomnendation. 

" 
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MRMD! ~DIJS 

Mo41tJ 15-204.1(b) ~ t.be 21 Augu&t tzan to~ .. to.1.1Qw·, 

• ••• Such -.zwaczt aJ ~ lld.t1&te41rl' ocmVaeUDs offtcen ID41Yi••1 '7 or 

~1D~ for &1.1 Iaten .a of tbe 8011tzactar, u ~ M II&'POFlate. Arq 

ncb ap.-at •1¥•ull 'be boolpatel Ia eon,.as"bvn•cat tne eoataote 

or a4e a~ ot t1ae eoatmct ft1e .Ill the _. of ~tel n..&-Flce 

t,. ocmt:aeta, u4 Uout4 aovwm the eon lllterldrlat1aa8 •terect tbenbl 

throughout the perfo!!aDCe of the related oarrtz.ct. !be abamce ot euch an 

a4vance agreement OD mv eleent ~ C08t v111 DDt, 1n ltaelt, aene to -.a 
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costa 1a web that a4'va.Dce agN8.1lflrte are D01'M''7 euent181. ~ are: 

(1) pxe-eontnct coeta (ASPR 15-~.2(t14))J 

(11) IO)'al.Ues (ASPR 15-al4.2 (.13))J 

(111) 'tn.vel. eoeta, u Nlated to 8peCial. or mass perwonDel. 

8miDeDt (ASPR 15-~.2 (•)(5))J 

not esaent1al, are: 

(1v) \1M charpa for ~ ~-eta (ASH't 15-... 2 (l)(6))J 

(•) •:n;ee.Uan for jCfliOlMI1 Mftice8 (ASHt 15-.,...2 (t))J 
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(~) ..a'Sna aD4 a.trlbutStm OO.U (MPR lS..P.I (kk)(l)).• 
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COST PRIRCIPLES 

Dratt as ot 21 August l9S8 

Encourages contractors and contnoting officers t.o agree SD 
advance on items ot cost which frequently result 1D dingreeMnta, 
eueh as ~ensation tor personal eervices, deterred W.ntenanee 
co:sts, pre~ontract costs, research and developaaent coata~ 
royal ties and selling costs. 

Industry 

Some industry groups object t() thie provision since ma.ny ot .. 
~c 1 tCJ':ls rni ght be controversial and actual costs cannot be known 
prior to the placement or eon tracts. 

Snecial Wor~~g Oroup Recommendation 

Clla.,re this principle to clearly indicate that "the absence or 
such an agreement on any ele."'tent of cost will not, in itself, serve 
to rr-Ake that element either allowable or unallowable." In adn1 tion 
segre;.ate the items for which advance understandine,s are "normally 
essential" from those where agreenents are "norlnally a:rypropriate, 
though not essential." 

Reeomended Amy Position 

Concur td. th the Special Working Oroup reea'T.!endation. 

J 



15-204.2 !e1!t1DG of Coat.&. 

(a) !!!!erttasnc Ootrta. 

(1) ~- eo1Jta fnc1tJ4e tile oaft or aa!vertletas a1N• 
8114 oo!Ol.laz7 ~..,. oona. ~ =eM• 1Del1111e·•pc!a-, 
llfMfiNIE:z•, ..a1o ua ~ J'I'OBlau, ~ .u., taae papaw, eaWoor 
~ Iaale ean!a .a 1d.D&kJv ~. ~. e+1w.w, tree 
FQ4s aD4 ~-, M4 8lllM Uteature. llae fo11DdQa ~ .,.. are 
al.l.owablea 

/ 

(S.) MvcUe1ns Sa taae u4 tectmSeal ~~ . 
~ tiUCh ~Sus toe. 110\. otfe llpiiC1t'1c 

or 88J"d.c• 1br -.le but b »' eee4 tD 
~ 11blch ue -.llable lbr the t1ue1•'t1cxl 
14 ·t«bftteal 1Dtomat!CD v.ltbin the OOiltactor'• 
~Je.Dd 

(11) Ml.p w.nte4 a&bvttslog, u aet forth ID (ss) belov, 
Sen COD814ered SA OQQJUDCt1cm v1 th a1l. other 
zecruttmeat aon.. 

(W.) eoeta ot ,art1c.lpat1ml in abi.bite apmeored 1v v the aorcmeut fbr t.be JlUl»>M ot t1evelop1Ds .uit&!7 j 
-wl1e&t1aD8 of ~. ~ . 

(1v) a4Yert181Qs NlatiDs to ace •:If' 'elnent of the 
ecmtra.ct 111as1on tor the pu%p)M or obta.1n1ag 
~ •teriala or -.,.dpaent, or 4JJJpoe1Ds ot 
HZtW or 8Ul'pl\11 •terialJI• . 

(2) ID ccmneet1on with W. eleent, ~'el care . ..t be 
exercised in 4ef.em1ntng naeoDfShleen. Jh ecmahleaeaa can be c~etemsnea _, 
an amlyeis of ~t 4rdaticme ID ecope tJan J88't advvtiaf.Da pft)S1WD8J 
the pre&(llee or abaeoce of OCIIjJet!Uw ~. 

(3) ~ u ~ ia (W.) 84 (lv) lime, aU ~ins 
111deh often ~ tor ale l8 ~. 
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COST PRIRCIPLES 

lDV' .:!,Rfl SINO 

Draft aa of. 21 August 19S8 

. Unallowable except tor amertising 1D trade and techrd.eal 
journals and •help wanted• advertising. · 

Industry 

Institutional, product and special advertising is a le~timate 
and necessary coat of doing business· and s~ould be allowed sub.1ect 
to the teat of reasonableness and allocability. 

Special Working Oroup ~endation 

To liberalize the advertising principle to include the eost ot 
exlUbits sponsored by the goVennent as well as advertising tor 
scarce !U.teriels or disposin~. of scrap or surplus ll&teriela. 

Reco~ded Amy Position 

Concur with the Special Workinr, Oroup reCCim'Tlendation. except 
·that the eost of participation in exhibits sponsored by the ~ern
mont should be allowable only if incurred pursuant to a Deparbnent 
of Defense invitation for aueh participation. 
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the aald.ng ot contr.lbotiODS ie eaaential. to the ccnduct ot 
business llld the failure to do 80 adversely arrecta the contractor•. 
standing 1n the coanmit)r md hence his emplo78e relatione. Salle 
contributions aid :l.D the deYeloptttent of technical· education and 
scientific research. Support ot cbar1table, eeiantulc md tduea
tional institutions 1a a normal cost ot doing business and recognised 
as such tor . tax purposes. 

~eeial Working Group · Recawfit!lfldatim 

!o allow the coet ot reasonable oontr.tbutions to establiabed 
non-profit charitable organisaticms of a ec:nnrunit7 type • 

. Reccnnended Amy Position 

lonconcur iD the reCCJ~nendatian of the Spec1al Working (Jft)up 
s1.nce contributions are DOt obl1gato17 upon a contr.ctor but are 
wluntary Upendituree DOt neceaeU7 tor performance ot rmernnaent 
contracts.· The ·anovance of contributions and donations would J'Qt 
contractors ill the position t:4 ~ing able to .live erq the taxpQeN 
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. Meeting vith Industry Representatives 
Contract Coat Principles 

Moderators: Cd,r. ~.: _M. NalloJ 
·Nr~ B~ ~atbam 

Time -

0930-1015 

_1015-1050 

1100-1130 

1130-~ 

1200-1230 ·. 
.. :··= .•. 

-~30-1300 J: ._··.·. 

.. Subject 
i,.:.'-::.·-:::.: : .. ·. 

· · lntl"Oduction 
,·· I 

Applicability 

"All Costs" ·concept 

Reasonableness and 
Allocability 

Advance· Understandings 

·Advertising 

Compensation 

October 15, 1958 

Government SfOkesJq&D 
·.·· ..... - . . . . 

. Industry Sp?keau.n 
. ··.. ~. . . ..., . . . . -

,, 

Mr. E. Perkins McGuire . Mr· E. Leathaa · 
Assistant Seoretar,r ot Defense 
(Supply and Lokistics) · 
Cdr. J. M. Malloy 
Ottice ot the Ass·~ t. Sec. ot 
Detense ( S&L) · · 

Mr. T •. A. ~lson 
· .Office ot ·-.the Ass •t. ~c. ot 

l)etense_ ( S&L) 

Mr. B. Wallace .. 
·;Air -·Force, ·Auditor : Ge~ex-U 
Mr. R. D. Benson 
Ottice ot the Ass •t. Sec. ot 
Air Porce t.nuncia.llla.nage
ment) · 

Mr. K. K. Kilgore, 
Ottice ot the Ass 't. Sec. ot· 
Det~nse ( Comp) · 

Mr. M. E. Jones 
Ottice · ot ffaval M&teri&l · 

Mr. A. J. Racusin . 
Ottice ot the Ass~t. Sec. ot 
Air Porce (Materiel) 

· · \. G ~ A. Middleton 
/J.vy Comptroller, Contract / . 

Audit Division 
c t 

.. Mr. J. MaJ"SChall. 
S1lrateg1c . Induatries 

... Association 

-Mr. ~rtin.A. Kavanaugh 
·. A:Lrcratt .Industries Assn. 

ot Ame~ica, Inc. 

~· B. G. Bellows 
Nat '1. Becuri ty Industrial . 

. Association, Inc. 

Mr. Geo. Hogg, Jr. 
Electronic Industl1-es 
Association 

Mr. M. Moulton 
g National Associ•tion 

ot Manufacturers . 

Mr. Herbert T. 
American Insti, 
Certified Public ' ' ' .. 

\; 
)pley 
jot 

i 



(Lunch 1300-14o0) 

]..400-1500 

1500~1530 

1530-16oo 

1600-1620 

1620-1630 .. 

1630-164o ,,, 

1640-1700 

.. 

Subject 

Researc)l and Development 
. J 

Contributions and 
· i Donat~ons 

Interest 

. . ·,·,. r.... ,; 

Traini:p.s end Education 

Plant Roconversion Co.~ts 

·:: 

Ovel1;1me .,: .·~i~ 

Closing Remarks 

Government Bp?kesman 

. Mr. w. ~vee. 
Ottice of' Co1111sel . 
Air Force 

Mr. A. c. Laz~re . 
Ordnance CorpJ ,· · A1:1t!3 

Mr. P. E. H&l.l 
Army Audit Agen~y 

. )(r. A. Kay .. 
Of'tice ot the· Ass't. Sec. ot 
Defense (M,P~) 

Mr. J. Ruttenl;?~r&.l 
Navy Comptro~er, :Contract 
Audit Di Visioq. 

Lt. Gol •. w. w. Thybony 
Of'tice ot the Ass•t. Sec. ot 
Army. (MAteriel) 

.~ r· 

.. 2 ·' 

Mr. Herbert T. McArJ/liy 
American Institute ot 
Certified Public . 
Accountants 

~. T. Herz 
U. S. Cbamber ot Commerce 

Mr. T. Herz 
U ~ S. Ch~e:r. of' CoJDJDerc!~ · · 

Mr. Prank Kipp ·-
Autombi1e Manutacturei1J< 
Associ~tion · · · 

MJ-. Prank' ~ipp 
Automobile Manufacturers 
Association 

.,--~··.-.·. •. 
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OFFICE OF THE A~SisTANT SEC~ETARY OF. DEFENSE 
WASHINGTON 25, D. C. 

SUPPLY AND LOGISTICS --·' ... 

.·_<:···· 

CR -

· suBJ.EC-r~ _status ~epo~ on Contract Cost PrinciPles 

. . I have h&d two meetings with Departmental representatives as a-
. .. follow-up of our lS October meeting on the cost principles. We are 

in general agreement that._ the principles as present17 drawn are . : . 
. basical.l7 sound. . However, based on the indust17 presentations, we 
thinlt·there is ·a need tor further consideration .. ancl probable change;. 

·in. SOIIle degree, of the present· treatment of applicabilit7,'.adVa.nce ·. ·· 
- . . understandings 1 · advertising, contributions, research. and developnent 1 . 

and. plant re'conversion~ We are in the process ·of developing n~ · .• .> 
. . . ' . l,angaage in the above areas.:.-, ... . . . .. -. ·'·. . . . ·.- -

·. _..· .. :·· 

' .: • -~: ~ ;~ • • • • .. - •• • # 

· _:' .. , As J'OU requested, I ha~ discutised th~ compensation principle .With 
.·- UJ1der Secretary Macintyre.·:_,_ He. suggest•~- that we recognize that, in the . 

.. ~ 
.. ·:, 

. ~ . · .. ~-. 

-- :·.; ,; 
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administrative review of canpensation, we can only hope to focus on 
the out-of-line or unreasonable sit'Uation. Since this is true, he 
suggests that we try' to inject some flavor of this approach into our 
cost principle to relieve our people of a difficult task. This · 
approach would . also help to close a possible opening for hostile 
critics in specific situatio~s involving profit-sharing plans. Secretar.y 
Macintyre indicated that he was ·offering this· approach as a suggestion 
onlf

1 
and he will not press for its adoption i! we can not easilY 

acconmodate it. I now feel that the suggestion has merit, and I am 
concerned only that we do not·. rever.se the basic approach to· the entire 
set ot· cost principles. we will endeavor to draft language to accom
modate Secretary Macintyre's sugg~stion. 

I am attaching a cop7 of the transcript of the 15 October meeting 
together with a cop7 of the latest Industey comments which we received 
this aftemoon. I have ·been. informed . that the Machine17 and Allied 
Products Institute will ·submit separate comments later this week •. 

Inclosures 

. ··.· .. 

\. (f;j·~~ .. 
M:~~!~f 
, SC, USN . . 
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· · Staff Director 1 ASPR Division 
Office of Procurement PolleT 
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OFFICE OF THE ASSisTANT SECRETARY OF DEFENSE 
WASHINGTON 2S, D. C. 

.· ·. . .. · ·.~ : . 

SUPPLY AND LOGISTtca·. 

2 Decaaber 19S8 

MEMJRABDUM·. FC2 mE ASSISTANT SECRETARI .. OF DBFENSB (SUPPLY AND . LOOISTICS) 

· · stm.m::T: Status Report on Contract Cost Principles· 

I have coa.tinuecl to . me.n regularq with Departmental representati vee . 
on both the maiD body of .. cost principles ·and the res'earch and. developaent 
principle.· W~th respect _to. the latter, I can now report substantial·· .. -· .. 

·· · · · . agre•ent~ . I a attaching a draft ot this principle vbich is currently · : · 
:. : .. · .. ·being circulated tor final comment •. I expect that our reCCIIIIDlendation.. :·.-.,: · 
::. · . ·.yto J'(nl·. will· be substantially aa indicated. in the attached dratt ... : You will 
· .. ~-:y~- _note that wa,·have adopted the latest industr.r· proposal; llhich vas submitted ._ 
·\·~---... inMr.·Leathea•a letter.ot Nov•ber 7, .19S.8, __ almost word tor word. We haft~:~·: ... · 
. ~- .•hOwever; added. our safeguard in paragraph 8 ot. the attached· draft• . Our- . .; ... ~ 

. cOmmittee is timl7 and ,manimousl7 ot the· 'ri.ev that this approach is the · ·_ 
.Onl.7 practical one... · · · .. · 

wa· have tiliished .our review ot the indust%'7. comments . With resp~t to 
part;icalar 1 taae of coat. · We will recommend· a- change in the t1 tle o"! the 

/l . sec~ion (to Contract Cost Pr.l.nciples aDd Proc~ures). · Add.i tionally, · we have· 
"'r . agreed on a revision ot the treataent ot advanced understandings, rentals 

. . . J 

• 

. · and· plant reconversions costa.-. We ld.ll. present a revised proposal. on . · 
. &dvertis:l.ng coats, compensaticm am contributions. and . donatiolUI, although 

our rec01111endatioDS in these latter three cases will not be unanimous.· 
- . 

.. . We· are currentl7 world.ng on a revision ot thB applicabilit7· section.- As 
iDdioated bT the· industry CODIIlents, this. section ·holds the key to the entire· 
package~ ·. There. is developing w1 thiD the, Departments, , particularl.J'· in the 
lfaV and £1r _Force, .. a basic tear that ve iaq be try:~.ng· to go too tar in •ak1ng:·. 
our' coat' prinaiples applicable in the fixed-price area. I am told- that these 

. : a.ntillent•. ·_haw at, least SOlie backing at the Secretarial level. The An17 . 
poai tion · is nat- clear at the maDent, although there ia ·agreement vi th the 

· Ha'9J' and Jir· Force tMnk1ng at the _A.rmy statt level.· We will meet .. again on 
Thursdq ot this week to elldeavor to dratt a revision of the applicability •·· 
section .which will have the effect· ot lessening the impact of the cost . 

· principles in the· fixed-price area,: but which, . on the other banc4- ld.ll not 
leave a void in this area- as currentl7 exists. I do not intend to let this.· 
disagreement on applicability drag on; however, I think that we owe it to. -: · 
industry to seriously reconsider· our previous position in this most basic 
portion ot _the cost principles. · 



.... 
. .. 

• Subj: _ Status Report on Contract Cost PrinciJ>les 
....... 

. · It is ~- hoP•. that we can provide 70u and the other Materiel 
Secretariea 1d. th a specific proposal.tor your fUrther consideration by"- the 
end ot next week. 

. 1 Inc1 

. Draft dtd. 1 Dec S8 
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Memo for·· cu·J• M• M&l.lo7, OASD (S&L), Subjec-t&.· ·ccmp_~ehena1ve Coat 
Princi~a·: clt4 4 De~ 58 (Cont~4) . --- · · ... _ .. f: 

. 1m -~-1,~. adhe~ to, .. vith a~ specific caveat againat •tormula-· 
. pric~· at- IUCh contrac'•·· In thia respect, it appe~ adT18&ble· 

·to includ.a· in Section X'l aaae. ot the l.anp.aae · o't. Sectiqn: III Part 81 

aa cited. in paragraph 6· abOYe, ~ch ~ al.J.a7·11ldua-tryta.feara ot 
":rormula · pric1118". - .. ~- :: · · 

. . ·a.. It Dlllst, 4eap1te the foregoinS, ~e cle~ that-in pr1c1Dg-
iDcentin· all4: re4etermin&ble·: t7Pe contract•, there vill· pertorce be ~ 
greater weight· plac~ on coat conaiclerationa tban 1a neceaa&r7 1n ~ . 
othe~ tixe4•price typea ot contract•• · · 

..· ·. e.- It mai be more- practicable to break out a.J.L of the tore-· 
· going. except a. u a aeparate· short Part· in Section XV, with a croaa•· · 

reference-thereto 1D the Part 2 "Appllcabillty" aectiQn. Thia will. 
clear]1' tom a lJJie of demarcation, 8Zl4 at the.aame time· vill- enable· . 
u.. to eatabliah true "prlJlciplea• tor tbe t1xe4-pri.ae. varie'Q" of contracta •. · ... ,.· 

. . . . . . · .. ~ 

. ' 

:. : · .. ~ _· ~·:. :~ . . 
. . : ..... - . . .. . . 

. . 
:' ~- ~. ·~ • • • i • 

.... . :· :· ~ ...... :. :. :..s .. :: 
.. ··:,;::~ . . 

'·:·' . . · ..... 
. .!. . r .... '· 

~ ... . . -· ' _, .. . ,: ·.·C~~n:~-::i.~~~~~; 
. c. _··.~-.-_:·~--;Mr •. trennet!llW.gore (am)·,, 

-~. . . . ... . : . . 

- ·~ ~· .. . ... 
..··: ·. :·.> . 
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••• Memo tor· Cdr· J. M. M&u07, OASD(SBaL), Subjectz Comprehensive Coat 
Pr1Dc1l'le.~t clt4. 4_· Dec· 58 (Cont' 4). . . . 

· ~:~~~~seii thia tact·. Mr. Leathem. atate4, at the 15 October 
1958 ae_.i.Dsl>· •I 4on"t1Wlk &r/3 ot ua 1D iJlduaU7 11111 &rgu.e on coat-
reillbuneaeutr tne·· contract• nor· on 1DCent1Te type· aontracta or price . 
recleterm1Dation tne contract•, ~ which traa. the· out a~ ve have accepted 
coata u a prictns· techDique, but ·we- object Terr atre~ to beins 
aubjectecl to coat determill&tiona when ve 414 not accept this type ot 
cl.etemiDation -in eatabllahins the price_ traa· the outset at the contract.:, 

· 4~ · There· caa· (ad ahoul4) be illclu4e4··1n. the . principlea· a 
41reC't ··caVea-t. api!lrt •tonm.la pricing•. . In thoae · caaea- (in. fixed
price·. tne contract•) vhere coat eatimatea·. are· &··factor 1 llrtmar.Y' , . 

· concern 18 With the· leTel. ot estimated coat• and. aecopd&rl aonc;rn · · 
nth the·tnea ot coat~ .. inolu4e4 in eatimatea ... ~·-~~ __ e-Pee~· 
true 1n areaa: ·of pre.,ectiTe pricing, where· coat•· eatimatea are not 
the aol.e ctrieminan'i tor pricing.,· !he. Govermaeirt.-~ahoUJ.4 prortde· the· 
ben incentiTe to etficienq be negotiating priaea which. will encourage ·.· . 
contractor• ·.to control aoata •. · . · . ~---~- · .. · 

.. 
. .r 

. . . 1· ifone· at the toreioiDa: ia.intellde&·to:_con-rertu:~ that-.)~··-<, 
··:·: ~ oar· People·· ahoul.4_ nat - where· coa~. aiw.qaia-~ 1a r~· in~. nesot1at1Dg. a:.·: ... 

. t1xe4·prica type. _contract··.- ut111ze ·the· con pzi.Daijle~. aa· an &14 1n .. ,.. ._. ; · .. 
.. ····:· ·..•. · -~ ·: .-, : theu evaluation ot ~ contmcto~• • propoaal •. ·_ .. I :reel.. ·tha'- we are- on :·:. · .. ·. ·· ·. 

·' . ·<' .. · . buical.q. a0Wl4 groun4a ·.in· .. the· coJJCePt under~.*.·'"~JC•ecl ocmprelWL.iTe· ·. 
an, but 'that. v. bav• · beea~· 'too qautloua .. in.- our teminOJ.ocr• (to: &Toi4 · . · · 
sirtns t!ut·im.preaaion · ot cca.plete aband.olllll813 ot our· #sh't ··to quenion . -
~coata), particuJ.arJ.T in our. zealoaueea to retain the:: •cQD.pftheDaiTe• 

. C~DCept.. : . . . . . · · . 

.. -: .-. · -.. ·.·a. ~-sn-more- speo:W.C ·.a ·to tu· ccmtenta &DA .. ao.Qoa1t1on ~--
:_: __ ...... _.·; · :· the. •AppUcab111t7• aectlon, tbe tol.J.ovins observations are aubmi'tted·· · 

··· .-. ":_. _tor cona14ert!-t1on. b7. oar vorJd.D& IZ'OUP'-. · · ... · . 
&; · It· ahoul4 at&~ olear}T tliat. 'tb8 prilici})iea· u.l!I8DCk't~.:._..·._ 

.. · appllcable_ to1 &ll4 ahoal4 be incorporated. b7 retereDC•~ 1D, coat- · · 
_ _., reillbun~ 'Qpt-can~• (tld.a.1Mlu4ea "H,min&t.iou ~~-well contracta). 

. . .~ " 
·· ·.-.- ... ~ .. :_.-, ·: _:. ~- ·: :. · .·: -~ ~~ -~-: ·. b·~: .. . : It ~ ·atate·.: ·Qec1t1ceJ.q thli.•-.. to~-~1~-- - · .. · .. 

, . ·.· · .. · ,- C~8' azre .Dot aubject to the prim:iple8··~· (termizatiOU- vill be aubJe~ 
.. -~·:_:_·:_,:·to.. ~·-.~~ble--principlea • forth in ASP1l Section·· VIII). · 

: ••• •;;.•:"-'· •• •• :- • • • 4 ·- :.: 

·--:-· :' ···_:_ .. __ ·o•'·' It ahoul4·atate· that, u to tbe·t1xecl•price 'tJpt ~ 
.: .. ~cmtraet.~.;.·. the prari.alcma at ASPll Secti_Oil_ III,. Part- a-:·are gOYerD.iD& 

.. 
· .. 

. ... 

. -:/· . . 
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Memo· tor. caz.. i. M. Ma1J.o71 OASD (sa.L), SubJect: . Ccmprehenaive Co•t 
Principleej··. clt4. 4 Dec S8 (Con't~cl). . . 

· ettecUYeu•• 0~ th.t ~- ot price· ~1• outlined 1n ASPR j-8o8.21 
. the· aaouD'\ o~ tile- propoae4 co:atract-, an4 the· coa-t all4 time: needed 

_to aoeumul&te-· the· 1Dtom&tion neceaaaJ7 for &Daq•1a. . When coat 
~1• -ia undez1;ak.en, · the cont~ina· officer. muat. exerci•e· 
judpen't: 1n cl.etem'fn1ng. the- extent· at the ~1a.• (The balance 

·. 1a 3-808.3 1a toO le~ to incorporate· herein. · It 1a. however;, 
higb.q a1gnU1caut: in cona14eril:ls the problea at. h&lld, settillg _ 

· torth aa it doea cauprehenaive treatment on the uae ~ co•t · 
~·18.). 

... : . :-~: 

3-8o8.6 "When purcbaaea- o-r atand•rd; caamercial or_ 
mo4it1e4 atalldard. commercial. itema··are· to be made· traa aole source 
suppliers, 'wie' ot the teclmiquea ot price-_an4.coat. ~1· 11&7 
nat. allRQ'• be· Pc>•aible.. In auc!l·ina'tancea •••• th&· contractor• a. · · · 
price··l1ata •••••• ahoul4 be·· eza-1ne4 •••• &D4 negoti&tiona-cond:uctecl .· 
on the baaia ot the. "ben uaer,•-moat tavorecl···~ or a1m'fl•r 

· pract1oe_ cua~. tolJ.cnred .'b7·. the contractor. • · · 

b. In im.plementina ASPB Seot1on III Pan a; .the ArPI con~-: 
the tolloviDS .. pertinent: prcrtaiona:: · . . . · _ .. 

\· \' 

3-8o8.1 -un48r- tized.-pnce-- tJ:pe. co~a, 1neJ.nd1na. · :~ ~-. ~~. · 
redete~l~ 1;nea, price•· ~to,· be-. Degotiatea; n~ aepara'te:;_ · ·. · · ). · 
element•~ coat plua--profit •.. In~·ea•es1··a·breakdovaot price-. / 
into· coa-t aDd profit·. element• vUl. be- uaetul. ·in the- proceea ·. ot. ·. · 
~ia,. eValuation, &Di nesotiat.1cn.. e>~ propos~· pricea.,- A· ·- -·. ·· .. 
negotiated. price· 1• the' bqia: tor p&1meft• to a . c<mtractor. Wlder -. ·. 
t1xe4•pr1ce tn»e· contractaJ &Uovable costa are· ~he baaia for · 
reil~Lburaement- under, coat•reillbureemen't. contracts. • .. · 

3-809(a)(2) •Aud.:Ltora· do. nat··~caaiaeDa·· ·idiaall~e-•-
ot coat• Wl4er . tize4•price tne· contract• aa the7 do under coat- · · 
re1mburaement · tJPe· · contracta becauae- aoata are- ~- reimbunecl, 
pr1cea are· paicl. '!heretore;. 81141ton 'question'~ coata- in ad.T1ao1'7 
reports.. !he contract!Ds ott1cer;, in·. nesotiatills price 1 . vill-

. take-· auch ciuen1one4 coat•. into .. eou14eration, :· eXerciaing Jndp•Dt 
: ... 1n thia· area- aZl4 siriDS: clue· repr4 to the. tact ·that· pricea, . nat · · 

cona,. ~- tiJJaJ 17 negot1&te4.~ . · · . -
. . .~-.. ~>·---~. . . • . . . 
... ·;· . - . .-·. ··.·_ ••<' !he uae at con·principlea-,1D, th8'-'tixe4 price area·neetl. ~. 

_,._,::c .. ~-.. ·\,~. be abandODecl· or loat, it Deed o~ be put more lharpJ.7 into. proper· 
· perspective, conaiateut with the aboYe c1te4 •PB and AFPI proviaiou • 

.Ill' -:. ;; :. • • • ~ 
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Memo tor Cdr··J. ·M. Ma11o71 OASD (S&L), Subjects. Comprehenaive Coat 
Prinoiplea.1: dtcl 4 Deo. 58 ( Cont ~ 4) -· . 

~t the --~·tb. p~ae~ the Goverment•a ability to price· eUectiveq 
ita t:lxe4•pr1ce tne o~ contracta, 1ncln41 ns the consideration ot coat 
data 1n areaa vher& thia ·ia. eaaential, eg., incentive and redetemiilable 
contracta.;. 

· 6. In aupport ot reviaion of the. • AppUcabilltT' aection aa 
atate4 .. ~.gye1 the following point• are otterecl: · 

. a •. It ·ia 1n keepiJlS with the b&a1o pi-eidaea.: o~ .ASPB Section III, 
Pan 8; ·~ce Ifegotiation Techniquea, • .·from. vhicl1 tQ.e tollc:nring · ... 
!)ertiD~ ~erpta are·- 11atecl: · · · 

3-897( a). . "When producta are· aol4 in thfi open market·~ · · 
coat a are· not neceaaaril1' the· control l 1 ng tutor in eatabl1ah1 ns ·. 
a partiOll.l.ar .. aeiler•a price. S1m1J•rl1'1 where competition 11J&7 . -
be illeftective- or lack1ns,. eat1mate4· coata plua eat111atecl profit_ · 
are· nat· the o~ pricinS· criteria •••••.. 'l'he obJective ot the· 
contracttns otticer·lhall be to negotiate· ta1z atl4 reuonabl.e .· 
pricea in which 4wt ve·isbt 1a given. to all ~ ~on·, . 
1nclnd1na; .thc)ae~ 1n .ASPB 3-101.•. · - · ··-. : ·. . · · ·_ · _ 

.:-. 

3·807(b)·. "While_-the Pubuo:_intenn reqtd.rea--~ .. ·"·: .... 
. exceaaive· protita be- avoicle4,. the ooutracting· ottioer lhoul4 · ~. ·. 
no'- beccae· · iio · pri-occupie4.. with pal'tioUlar elemen"t• of. &·· . ~·. 
contnnoz-'• e8timate of· con an4 protita tha-t. tne-·mon·importazi•· 
cou14eration, the: total price 1tae1t~ ia dil'torted or.· d1m1n11he4,;,.:·~< 
in.ita aipU1C&DOe.~ . · _. _ .· .· ·. ..:· . . · .. ·. • .. · .·.-· . : . · . 

. .. · 3-8o7(c) .. •i fa1r·&D4 NacmabJA··prott"· .. cazmot be~- ... : . 
bJ' ailllpq app~ a certain predetermine4 percentase to the-~ 
coat. eatiJI&te. or· Hll1ng price-~. &· ~· • · ... ·. 

· 3-8o8.2(o). · •lou&h ~1c:ka. JJ&7:· b~ 4eYelope4. ..... ·to:··· .. 
point up appare~ gl'Oaa·ii1oouiatena1ea: which aboul4 be aubjecte4 .. ~ · 
to &dtitioD&l pric1Da·.techn1Q.Ue•;-'1noln'1»1· con &Jl&JV1a .. ·· SuoA ... ~- · . 

. ~icb ahoal4 be .. ocna14e~· u aa.·1D4iapeuable· a4JlmcJt to_.· · ~ : .. _,· .. 
:·. - :.: .. ·. oon.-~1•,- ainoe-.- a: nuq o~ a :!11Dsl•· otterer•a · enimatet.· . · · 

:.:· cona.·iD~ aole..·.OUZ.Oe· a1tuat1ona vill. ~- 1!241cate· vhe'tller the.· 
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c. Direct Costing. We recommend certain technical changes 
in this pri.nCiple _to take care .. of a concept which was 
inadvertentl;r omitted and to avoid duplication of charges 

· wxler certain circumstances. 

D. Advertising. · This principle has been liberalized someldlat 
to inClude ~e.cost of exhibits sponsored b;r the Government 
as well as advertising· ·for scarce materials or disposing 
ot scrap or surplus materials. 

E. Contributions and Donations. We have made a ·substantive 
change in thiS principle to allow the costs of reasonable 
contributions to established nonprofit charitable organiza~ 
tions. It is our feeling that industcy fully substantiated 
this type of cost as·· an unavoidable expense. We do not 
believe that we have opened •Pandora' s · box• and, further 1 
we feel that no insur.manntable problems of.administration 
will be enc~tered~ 

The Air Force representative does not concur in the 
above recommendation feeling that, as proposed, this 
principle would open the door to .fUrther demands b:y .. 
industcy, as well as lead to abuses and complex adm1 nistra- · 
tive problems. 

F. Interest. Vlhile we recommend that interest ·costs remain 
unallowable, we propose an addition to .ASPR 3-808•4 to 
indicate that the extent o~ a contractor's total investment 
in the performance of the contract will. be taken into 
consideration in the fixing of the amount of the fee . or 
profit. · 

. G. Plant Reconversion Costs.· This principle has been · 
liberalized to 8llov aaa!tional costs b7 mutual agreement 
where equity- so dicta~es in special circumstances. 

H·. Rental Costs. _This principle has been liberalized to 
inClude •market. conditions in the area•. as a test ot 
reasonableness of rental costs. 

4.· I am attachil3g aa Tab B, a suggested revision of the compensation 
principle • .- The objective ot this revision is to recognize that in the 
determination of the _reasonableness of total compensation, contracting 
officers,· as a practical matter, can only- cope. with the unreasonable or . 

. out of line situation. Since this is true1 it is felt that we should 
inject some fiavor of this ~pproach into our co~t principle to assist 
contracting officers in an extremely difficult area of contrac~ admiriis
tration. The substance of this revision is currently contained in 
paragraph $4-90$ (a) of the Air Force Procurement Instructions. · 



5.. We have spent. most of oUr time in reviewing our previous position 
with respect to the Applicability section of the principles since it is 
the most controversial area both within the Department of Defense and 
with indust17. In our review of industry comments, we have taken 
particular·· note ot the strong protests lodged against the application of 
detailed cost principles to contracts of_ the fixed-price type. 1-lhile. we 
never intended to utilize the cost principles· as a detailed blueprint 
for the establishment of prices in the fixed-price area, we feel that 
industry is justified in tll.eir objections·· to ·our previous drafts in this 
regard. In addition to the industry protests, the Hili tary Departments 
have expressed a strong desire that our regulations specifically recognize 
the pricing principles incorporated in ASPR Section III, Part 8, as the 
basic guidelines for the determination of fair and reasonable prices for 
fixed-price· type contracts. This approach is in contradistinction to our 
previous draft which, however. artfully worded, gives the umnistakeable 
navor of pricing by fornmla. Procurement personnel of all of the 
Departments are apprehensive lest contracting officers use the cost 
principles as a crutch to avoid criticism, to the detriment of our 
generally· accepted pricing phUosophy. They have maintained, as. did 
industry-, that this will be the inevitable ·result of our previous approach 
regardless of our intent to the contrary. · 

·-·· ~ . 

Our overall analysis of the specific items of cost as now ·-.· · 
recommended is that they are fair and equitable for strict application to~ 
cost type contracts. In reviewing a:rrr of the specific items ot cost, we · 
are necessarily primarily concerned with ·respect to their allowability-
in the riskless cost type contrac_t. We feel that . We should be more 
conservative, more detailed, and more specific in this type of contract 
than .in those of the fixed-price type. 

The need for cost analysis with respect to fixed-price type 
contracts. varies· in a broad spectrum. In the final pricing of incentive . 
contracts, major reliance must be placed on costs. In redeterminable 
type ·contracts, we are generall7 loold.ng ahead .and, while cost analysis 
is an important factor in establishing fair a.rxl reasonable prices, it· 

. must be used judiciously and not slavishly. In firm fixed-price contracts, 
. the use at cost analysis and the detail of its use varies on a broad 

scale. As we endeavor to fit a given set of cost principles, tailored 
as theY' must necessarily be to the c'ost-type contract, to th~e ma.ny- and· 
varied pricing situations,. we run the great danger of so inhib"i ting our 

· contracting personnel that· the inherent advantages of fixed-price contracts 
and aur pricing techniques' will be lost. ' . . . . . . . . 

· We· have· previously been guided ani influenced by the truism that . 
•a cost is a cost regardless ar the type of contract•. We do not take 
issue with this generality; however, to give effect to ~s principle 

~ .-·~ .. · -=--.. 

tends to result in a detailed evaluation of costs in most instances. 'This 
motivation for specificity in the evaluation of a price will inevitably lead 

· to formula pricing. There are ms.n.y situations in which we. need be concerned 
only with the general. level of estimated costs and secondarily with the· 
types at costs included in the estimate. -

3 
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We have stated repeatedly in ASP.R that the negotiation of a fair 
and reasonable price requires the exercise of good business judgment. The 

. exercise of this judgment requires flexibility in the negotiation process 
to concentrate· on the major elements of a price. Negotiation implies and 
demands a give and take approach so as to arrive at a mutually acceptable 
fair and reasonable price. In this· atmosphere of give and take (not 
adamant dictation by one party to the negotiation) it is essential that 
the Government negotiator be provided with. ~the flexibility to recognize 
the validity of a contractor's requests .with respect to anyel.eme.nt ot . 
cost in return for a more advantageoUs concession by the contractor with 
respect to another element ot the price. 

The observations set forth above are not new. They are the 
. basic and. inherent problems ltlhich have prevented an easy. resolution to 

this question over the past few years. If' the principles are issued 
with their applicability as set forth in. the 21 August 1958 draft, we 
Call look forward to continued and violent disagreement with industry. 
We.can foresee future misunderstanding on the part of contracting officers 
as they endeavor to reconcile the applicability of the cost principles 
with the pricing techniques of ASPR Section III, Part 8. We can expect 
pressure toward formula pricing emanating from.re~ewing a~thorities such 
as the General Accounting Office. 

rn·.many respects, 't-te find. ourselves on the horns of a dilemma. . 
Some members of the working group strongly advocated a complete separation. ,_· 

. -· 

of all fixed-price type contracts f'rom any tie-in with the cost principles~ ') 
They would create a separate part in Section XV to cover fixed-price type 
contracts in which the principles would not be used as a ~guide• since 
prenous experience in using the present Section XV, Part.2, as.a guide in 
pricing fixed-price contracts had resulted in formula. pricing. The 
majority, however, while c~ncurring ili the concept of. a separate part for· 
fixed-price contracts, belie~es that since cost analysis is an important· 
~actor in pricing ma.ny fixed-price contracts; we need to state that the · 
cost prinCiples will be used 11to provide -general guidance• in the pricing 
or such contracts. While recognizing that even this latter tie-in to the · 
principles runs the danger of' some formula pricing, it.is recommended here 
as a middle ground which offers the best accommodation of the·lllallY conflict-
ing . points of' view lolhich are involved. · 

. While we. have redrafted the Applicability Section Il1S.ey times, -
we are. not able . to present a f'ully coordinated new draft at the present . 

:time. · Tab C, attached, appears to offer the most practical solution. 
It-· is furnished herewith to serve as the basis. tor future discussions of 
the basic policy questions underlying the resolution of' this ditf'icult 
problem. 



The representative of the Assistant Secretary of Defense (Comptroller) 
does not· concur with the views expressed herein. It is his view that to 
the exten-t. costs are a factor in pricing, they should be evaluated on a · 
uniform basis regardless of the type of contract involved. He believes 
that. the present proposal is inconsistent with the policy previously 
established after thorough consideration at the highest levels within the 
Department, and that the Applic~ility section contained in the 21 August 
1958 draft1 with certain minor revisions, · s~ould be retained. 

.3 !nels 
l. Tab A 
2. Tab a 
.3. Tab C 

m~ .· 
(j~~:~ SC 1 _USN 

Staff Director, ASPR Division 
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12/9/SS 

TITLE OF SECTION. 

In· order- to-a'Void-the charge that· .ASPR sec·. IV is not "Cost Principles" 
as the present title wOuld indicate,- we recommend that the title be changed 
to ·"Contract Cost Principles and ~edures.•. · 

ADVANCE- UNDERSTANDINGS 

Modit)" lS-204.~(~) ot the ~~-A~gus~ d~ to read as tollowar 

" ••• such agreement maT. be initiated b7 contracting officers individually- or 
jointq tor all defense work ot tl:ie contractor, as may be appropriate. An7 
such agreement shoUld be incorporated in· cost-reimbursement type contracts 
or-made a part· or the contract file in the case ·or negotiated fixed-price 
t)"pe contracts; and should govern the cost detemillations covered therebT 
throughout the performance of the. related· COntract. The absence Of SUCh an 
advance agreement on aey element .of cost Will not,· in itseltl serve to make 
that element e1 ther allowable or unallowable. - However,· the nature ot certain 
~oats is such that adv!lllce agre~ents are no~l7 eas~ntial. These aret. 

· · (1~ pre~contract c.osts (ASP! 1S~204.2 (dd)); . 
(ii . retal ties·- (ASP!r 15~204~2 (jj)} J . · 

(iii travel costs, as related to special or. mass personnel 
. ~~Vellle~t (AS~ lS-:2~4-·.~- (~s) (S)_) J __ 

~ 
Examples ot others tor which such agreE!ments are normall7 appropriate, though 
not essential, aret 

(iv~ (v 
(v.L . 

(vii) 
(tw.) 

use charges tor-·fUl.ly depreciated assets (ASPR lS-204.2 (1)(6)); 
canpensation tor· ·perscmll· services (ASPR l$~204.2 (f)) J 
deterred maintenance coSts (ASPR l$-204.2· (t)(l)(ii)); 
research--and developnent costs (ASP! l$-204~2 (11)(6)); and 
selling and distribution costa (ASPB. 15-204.2 (kk:)(2)). 11 

DIREcr CCSTiliJ" 

·In order to· take···care·or·a-·concept ·~ch-had been inadvertantl7 anitt8d 
and to avoid duplication ot charges Under certain circumstances, we recomend 
addition· ot- the following sentence at the and ot l.$-202( a): 

. lz-202( a) !ddt 

"When 1 tems ordinB.ril:r chargeable as indirect costs are charged to Government 
wrk as direct costs, the cost ot like items applicable to other work ot the 
contractor must be eliminated from indirect costs allocated to Government work.'-' 

l TAB A·~ 

···~··---··--,·-·-··-~- ···- ·-------~-...:~__, ..... '---"~· - ______ e. __ ____.; •·---
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12/9/58 

ADVERTISING 

lS-204•2. Listing ot Costs. 

(a)- Advertising Costs.~ 

(1) AdvertiSing costs include the.cost ot advertising media 
and corollary adDrinistrati ve· costa~ Advertising media· include magazines, 
newspapers,· radio and television programs,·. direct mdl, trade papers·, ·outdoor 
advertising, dealer cards and. window displays, conventions, exhibits, free 
goods and 'samples, and sales literature• The following advertising costs ·are 
allowablet 

(1) ~~rt~sing in trade and technical journals, 
prov.l.ded such advertising does not otter specific 
products ·or services tor ·sale but is placed in 
journals which are valuable tor the dissemination 
ot technical information within the contractor's 
indust17; ·and · 

(11) help wanted- advertising, as set forth in. (gg) below,. 
· when ·considered in conjtmct1on with all other · 
recruitment costs. · 

(iii) costs of participation in exhibits sponsored by the . 
GoVernment tor the purpose ot developing milit&rT· _ 
app~cati~s. ot products. 

(iT) advertising relating to accomplishment· ot the 
contract mission tor the purpose ot obtaining 
scarce ·materials or equipment, or ~sposing of . 
scrap or su~lus materials. 

(2) Except as prarl.ded in '(iii) aDd (iv) ·above, all advertising 
which otters products· tor sale is un&llowable. 

CONTRIBUTiotm· AND DONATIONS 

Rea•anable contribUtions and donations to- established nonprofit charitabie 
og&nizationa are. alloWa.ble provided thej" ''are expected of the contractor by the 

· community and it can reasonably be· expected that the prestige ot the· contractor 
in the c0lllllll1Di tT would sutter. through the lack ot such ·contributions. 

The propriety ot the amount ot particular contributions and the aggregate 
thereof tor each fiscal period must ordinarily be judged in the light ot the 
pattern ot past c.ontributions·, particularly those made prior to the placing 
ot Government contracts. The amount of each. allowable contribution must be· 
deductible tor purposes of FederaJ. income tax, but this condition does not, 
in itselt, justifY allowability- as a contract cost. 

_(: 

" . .... 

2 TAB! 
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IN'&~ ·ON ·BORRCWINGS 
~\ 

ProJJo.salt Maintain unallowability or interest· as a COST, but revis~d profit, 
1 

polfcy appearing iri ASFR 3-808.4 bY adding a··new suoparagraph (d) and .. 
relettering the remaining subparagraphs. ·The inserted paragraph will reada 

. "d~ Ext:n~ ~~· the Contra~tOrr s rnv~stment. Gl !T ;t.c_..:r c.' d !p' .. ~ ..... t 
·. . . . .. .1flf~.L (./ "'l ~~~r; .. J) 

· 1'he extent ·or a contractor'~ t~tal investment~ in the performance ot 
the contract will be taken into consideration in the,fixing of the amount ot the 
tee or profit.ft · 

PLAll';r RECONVERSION COSTS 

( cc) Plant Reconversion Costs. - ·Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's tacilities 
to approximately the same condition· existing immediatelY' prior to the 

. commencement ot the niilitaey ·contract work, f8ir· wear and tear excepted. 
Reconversion c·osts are normally unallowable· except tor the cost ot removing 
Govenunent property and the restoration or rehabilitation costs caused b7~~ 
such removal. Howe-ver, in special_ circtmlstances where equi t7 so dictates I 
additional costs may be allowed to the· extent mutually agreed upon. 
Wh~never such costs are given conside~ation, care should be exercised to . 
avoid duplication through allowance as contingencies, as additional profit or ~ . 
tee, or in other contracts. . . · . · -~ 

BENTAL ccsrs 

(hh) Rental Costs. (rncluding Sale and Leaseback ot ?acilities) • 

Revise paragraph (1) ot the prlnciple to read as tollowsr 

. (l) Rental co~ts ot land, building, and equipment and other 
personal propert,y are allowable it the rates are reasonable in light ot 

. such factors as market conditioiia· in the area, the type, life. expect&llC7, 
condition, and value of the lacifit!es ieasiiKI, options available, and· other 
provisions ot the rental Agreement·.-~ Applicati·on of these ·factors involves 
~ nth other considerations comparlson· ot rent~ costs with costs which 
wo be 8iiocabie 1! the facilities were O.'Wlled b7 the contractor. . 

3 Tab A.·~ 
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DRA.Fr 
15 Dec 58/JMM 

A. ~ talte cUe of._the gigantic problea incident to u. examination ot ALL· 

-caapensation- phns, chaDge paragraph (b) as follows: 

·'l· COJIIpensation is reascmable to . the extent that -the to~ amow:lt 

.Paid or accraed ia camaensurate __ vi th compensation paid Under the 

ccmtractor' a· eatabllshecl p0~c7 aDc1 c~oru senerally to compensar- · 
... 

tion paid. b7 other contractors ot · the same aize, in the same 
' . 

1Dduet17, or ill the -· seosraPhic area,~tor a1m1u services. 

_ID ·the ~1n18'tratiOA ot. this pr1nciJ4e, it ia recopized. that --~ 

Bot.- weq'· compensatioa·. case need be aultjected.- ill detail to the ~:-. 
• . . J 

I . • 

· abot'e testa.· Sa.cll ~eats need be· applied O!l.l to those cases iD 
. ; 

. ' ·' . ,• . ;,. . . 

. wbich a general renew reYeal.a allOUD.ta or tne• o~ · CO!,P!D8ation 
. . . .. . . . _,. : -~- ~ :. . .· .. 

· vhiCh aaear uniaealcm.able or otherwise out . ot line~ Jrov8Yer1 
~ : • . ..-.:-;2' ·: :• ... - . • 

. certa1a ccmdi tiona ·SiTe rise: to the B8eci tor special· cODaideratioa 
'· 

aacl poaaib~e lill:l.t&~Cm. aa to ~ovab1llt7 tor ccmtract coat 

parpoaea whe~ aGUJrt;a &ppe&r exceaaiYe~ AIW'Dg sa.cll COD.cli tiOD8 

an the tollov:I.Dgs etC. • 

B. · ~e c~ ·ot the paa~ avrlce peuiem cre~t pro'bl• 'b7 deletiq the 

phraae·.·~tor· aerv1cea aft'elltl7. rendered" troa 15·204.2(r)(6)a,· &D4 1neert · 
' ' -

t:'l 

at the_ 'beg:JnD1"S ·Ot parecraplll(1): 

"Except. tor past eer.ice pension coata,.1t ie tor service• 

rad.encl dur1Ds the· coatract period."·· ... 

1 

... 
-... 



• 

'·-

;1'!_.~ .... .;.;· .. :~ 

.~~. 

,· 

Part 7 - Fixed-Price Type Contracts 

. 15-700·· · Se9Pe· ot Part'.' !his Part seta forth the guidelines to be 

uaecl tor the. ~uation ot costa in negotiated tixed~price t1Pe contracts, 

illclud:J.Dg terlid.Dation~. thereof, in ·those· instances· 'Where shch · evaluation· 

. is required to·. eatabli'sh ;prices tor such contracts.- "Fixed-price type" 

contracts· incl.ude, for purposes ot this Part, the tollov.I.Dg: . . 

(1) ·firm.. fixed-price contracts (ASP!l 3-4o3.1) 
•• 04 

(11) 

(tit) 

1'1xed-price contracts w:Lth escal.atioa (~ 3-4o3.~) 

:fixed-price contracts prorid:J.Dg tor the redetend.D&tion 

ot price (ASP.! 3-4o3.3) 

(iv) tixed-price· incentive contract• (ASPB 3-4o3.4) . 

(v) non-coat-reimbursable portion ot tilDe act materials 

· contracts .(ASPB. 3-~5.'1) 

15•701 . Basi~· .Considerations.- (a) . Under' fixed-price: :t1Pe ccm:tracts, 

prices, ~ot separate el8men~s ot coat plus pro:ti t, are to be negotiated. . 

· A nesot1ated. price is the basta tor p&1DleDt. to a ccmtractor under fixed

price :tne contracts; al.l~ble coSta are the basis tor reimburaaen~. 

·.uDder .co~reimbursement ·t1Pe. coatracta. · Accor01ngJ71 the policies &1l4 . . . . -

pl'Oce~a. of· .ASP!l·Sectioa III, Part 8, are gOYerniDS and ~be followed. 
• ,' • I• • , ' • •, 

ia·. tlle· .•esot1at101l ot tixei-price· t1})e ~ontracta • 

. . ('b).··~·· ~eopize4 ill ASPB Secticm III, Part 8, there are YitlWl 
.... 

tlle nxe~price_tJPe categoey. ot contracts certain a1tuat1~s, -e.s., 
incentive aci redeterm:lii&ble contracts, ill whieh coat a ar.e a _s1Snit1cant 

factor 1a the negotiation o_t prices. ID aueh ai tuat1on•, costa mast ~e ·. 

n.bll:l tted 'b7 ~emtraetors, enl.uate4 b7 the Govermnent, ad used· as 

TAB a 

· ..... 
-~------...__-------~--=-·~-~-
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. . . 

appropriate in. negoti.at~. ·fair and reasonabl.e prices. · However, since 
... - ... . ... .. . .. - . .. . 

. . . . ' . . . 

the baSic objective, even in these situations, is the negotiation o~ a 
.. . . . . 

price rather tlwl the determiD&ticm of allQ~ble and UD&l.lowable coats, 

tlle use of cost principles 111at be· f'l.exible~ 
; 

. . . ' 

·15-702 Coa.t Principles and Th~ir Use •. (a) When., pursuant to 
. ~ : 

.'l't 

ASPll 15-701, co_~• -~ to be considered ill. tixed-~ric~· type contracts, 
.·· ·•·. .. . . . : . . . . ,. . ·, . . . 

Sec~oa_xy, Part_ ·2, shall. be· used to pro(ide general. ·guidance in ~e 
: , . . . 

coasideration ot ~oat data 1D. c~ction with other .pertinent 
. --· . . 

c~~t~ona as set forth more fn117 in ASPR Section III, Part 8, required 

to establish . a fair aucl ~souble price. 

(b) In usinS Part 2 of. this Section X'l tor general gaidu.ce, 

ccmt:racti.Ds o:tf!cel!• are nat ·necessarU7 ·required to evaluate· apeciticaJ.l7 .. 

eac!a illdirl~ itea o~ coat (aa -is required tor coat-reiabursesa:t tne 

. c~t~ta) in eatablishiDs. a »rieej nor ~ the7 )e·require4, 1D. sub-
. ., . 

atautiatiDS or 3ust1f11q a negotiated price, to ~the -tre&tmat 

. accorded eacll ... such 1 tea ot co·~· ll'otwi thst8.ud1Dg the abcwe, coatractiDS 

· officers are required to ~ Sllbatantiate and juatif7. ezrr negotiated 

:price. (See ASPB 3-811;) 

2 
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Suppl7 and Logistics 

Cll 

ASSISTAl'lr SD:BETARY OJ' DEFEl'iSE 
wasb1ngton 25, D.c. 

DEC 3 ~ 1SSa 

MEEIWIDOX POB Tl!B ASSISTAI'.r srmmrABY OP DEtDB (COMP.rBOLI.D) 
. TD ASSISTAJI'.r srmmrABY OP T.BE ARMr (LOGIS'l'ICS) 

TliB ASSISTAft smmr.rABY OJ' Tm: !lA.VY (HA1'ERIAL) 
TBB ASSIS'.Wr! SD::RI'l'ABY OP TBB Am FOBCB (MATRBm.) 

~~ COJrtract Cost Principles 

As. :Jot~ are a~e, our. stafts have beeD re-evalua;t1D8 oar preYioaa ·::_· -
a.:ratt ot-·the con~ract coat pril1c1plea tn the light ot the atrcmc protests 
lOdged. 'b7 incht&t17 at· the 15 October 1958 .. -meetiDg and' 1D &Ubaeqttent 
co:neapcmdeBce. · The attached me110raudml containa the renltil ot-"'this 
ataft ~is and contains mch. tood toz: tbrmp:t: as to oar tiDal . ·· 

_reaolutiOD. ot 1ibis matter. Whil.e I aa.l10t neces8ari17 in asreement. Y.l.th ~ 
· an· ot the, recomm~clat1cma eoat&iD.ed in· this report 1 I th1Dk that 1 t · _ 
proridea a basi• tor our 1\lrther .discussions.·· I woUld like to meet idt.h 
10'1 upon rq return to WashiDgton 1l1 early Februa.17 tor· the purpose ot· · 
t~rmDlatiDg a rec~datioa. tO the Secret&r7 of Defense. 

'1 Incl.· . 
JleliiO .·-to ASD ( S&L) 

. 29 Dec· 58 .. 

" .. .... -

-- ---~-·-

(signed) 

-PERlUliS MCGUIBI . 
Assistant Secret&r7 ot Defense 

.(Suppl7 and Losiat1cs) · · 
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December 15, 1959 

MEMORANDUM FOR TBE UNDER SECRETARY OF THE NAVY 
THE ASSISTANT SECRETARY OF THE ARMY (FM) 
THE ASSISTANT SECRETARY OF THE AIR FORCE (PM) 

SUBJECT: Implementation of Revised ASPR Section XY, 
Contract Cost Principles and Procedures 

Attached tor your information is a recent memorandum. 
from the. Assistant Se.cretary ot Defense (S&L) which stresses 
the need.tor a unified approach to the actual implementation 
of the new cost principles and requests that aQ7 implementing 
regulations in each ot ·the Departments be cleared by his . 
oftice·prior to issuance. 

· The need tor a unified approach to this matter obviously 
extends to the activities ot each of the audit agencies ot 
the Army 1 Navy and Air Force. Accordingly, a:tlJ' instructions 
or procedures prescribed by the Departments for use by contract·· 
auditors in application ot the new cost principles should be 
cleared by my ottice prior to issuance. · 

Is I Franklin B. Lincoln·, Jr. 
Assistant Secretary of Defense 

Attacbment . 

. / 

COPY 

' 
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CR . - December 10, 1959 

MEMORANDUM FOB Tlm ASSISTANT SECRETARY OF- THE ARMY (LOGISTICS) 
THE ASSISTANT SECRETARY OF THE NAVY (MA'lE~) 
THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL) 

SUBJECT: Implementing RegUlations With. Respect to ASPR Section X!l, 
Contract Cost Principles 

While the recently published contract cost principles are a 
substantial step forward, there are many additional areas con.nected 
with this. task which remain to be accomplished. ·In this conn.ection, 
progress is already underway to provide a mecha1:rl.sm tor a tri-service 
approach ·to implement the research and development cost principle. :··l,. 
Additionally, I expect to provide you with more definitive guidelines 

. in the near tuture with respect to the problem ot cutting over· to th8.-·- . · 
new principles, particularly as they might apply to existing contracts.·. . 

•.. · · I feel sure that you wUl agre41 that it is rather critical for . . ) 
us to ensure a unified approach to the actual iDiplementation ot the 
cost principles • In order to ensure this uniformity, I would like to 
have any implementing regulations in each- of the Departments cleared 
by my otf'ice prior to their issuance.. This will provide a centralized 
clearing house and will be the best method of ascertaining such changes 
or clarifications as may be indicated by our combined experience. 

COPY 

/s/ Perkins McGuire 
Assistant Secretary ot·netense 

(Supply and Logistics) · 
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COPY 

December 15, l959 

. ·, 

MEMORAUJX,'t4 FOR T1IE Ul-ID!m SECB~~1Y CP TrE rt~VY 
'mE ASSISTA11T SECRETARY <m' 'I'HE APJ.r.{ (F!·I) 

. . · ~ .ASSISTANT SE~~ OF THE AIR FORCE (It1·1) 

SUBJECT:. Impl~~tation of Revised ASPR Saction XV6 
Contract Cost Principles and Procedures 

Attached tor your· information is a recent memorandum · 
f~ the As3istant Secretary of Defense (s&L) which stresses 
the. need-for a unified approach to the actual implementation 
ot the new cost principles ar.d requests. tb:l.t aey implemanting . 
regulations ·in --each ot ·the Depo.rbnents be cleared by his 
oftiee prior to issuance. 

. The need tor a unified approach to ·this matter obviously 
extends ·to tho activi tie1l of each ot the nucU t agencies at . 
tha A.m:f 1 F.avy and Air Force. Acccn~dingly 1 o.ny in.CJtritctions · 

· or procedure~ prascribad by the ~pa.rtments for use by contract 
audi ton in application ot ·the. nev cost prin~iples should be 
cleared by~ offica prior to ·1scuanc~. .. -. 

Attaebment 

. .·· ... 

FRArXLIU B. LIUCOLN, JR • 
. ASSISTt\I~. S~~-qy OF DEFENSE 

C O.P Y 

- " .. 
;f . 

Prep: . JW.CJJ.s/o.k/~/ll/59 
OASD(CQ·IP2)AUDrl' FOLICl· Drt 3BS52 76321 

. . 
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· Supply and Logistics -

ASSISTANT SECRETARY OF DEfENSE 
Washington 25, D. C. 

F~bruary 10, 1960 

MEMORANDUM FOR The Assistant Secr~tary ·of the Army (Logistics.) 
The ·Assistant Secretary of the Navy (Mat~ rial) 

., ....... 
The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: U~iform Procedures for the Implem~ntation of Contract Cost 
Princ-iples and Procedures, ASPR, Section XV, Part 2, as 
Revised-by Revision No. 50 dated 2 November 1959 

3,.'. ·Procedure. Set forth below are guidelines to b"e.followed in impleme~t
ing the revised cost principles. 

,· 
(a) Existing Cost- R-eimbursement Type Contracts • 

. , i . 

(1) Total. costs measured under the revi~ed cost principles and. 
procedures_applicable to cost~reimbursement type contracts may differ from · 
total cos~s measured underfhe cost principles and proce_dures now incorporated. 
in existing cost-reimbursement contracts •. Furthermore, while it is probable 
that such differences would not be substantial in most cases, an ·accurate appraisal 
of the· differences in each case wo~d, in most instances, .. require an unwarranted 
amoUnt of time and effort· on the part of both the Government and the contractor, 

rticularly in connection with evaluating the cost impact. on subcontracts and in 
case. of a particular concern when it is acting as a prim·e contractor arid also 

.s a -subcontractor to another prime contractor. ) 



. . . 
( . 

· .. _ 

.(2)· .. In view of the above circumstances, existing cost-rei.Inburse-
. . . ment type _contrac~s shall be coated out as a general rule in acco:~:dance with the 

Allowable Cost,· Fixed Fee, and Payment clause (ASPR 7-Z03. 4) of the contract 
and the cost principles presently inco~porated therein by reference. For purposes 
of asc'ertaining the cost -principles in e~fect upol?- the date of the contract, the 
effective date of the revised cost principles shall be 1 July 1960 uriless the contract 
bas been written _or amended to specificalfy incorporate the revised cost principles • 

.. An existing cost-reimbursement type contract may, however·, be amende~ to 
provide for the use of the revised cost prin~iples when resolution of the adminis
trative problems above does not r.equire ~~warranted amol.?-D.t of time and·.effort, 
where such action would not be to the disadvantage of the Government and where 
the contractor agrees to such amendment• ·The following factors. will be taken into 
consideration in those limited situations where the amendment of existing cost-
reilnbursement type contracts is bei.ng considered: ·· 

.. ' 

/ .. . ,.,/ . . 

·-- -· . 

. -

. (~}· .anticipated increased or decr~ased. costs, if any; 

(iii) the effect. on· subcontx-acts under the prime coon
tract (see .ASPR 15.-204(b)); 

(iv) absence or existence of specific· contractUal pro
visions or· .. other arrangements affecting t~e treat
m.ent of certain costs.· such .as those for r.esearch; 

(v) 

·. 

(vi) 

in consideration of (iv) above, the appropriate use· 
of advance 'Jriderstandings (ASPR 15-107) as for 

· exam.ple, where .it may not be appropriat~ ~o allow·. 
. independent research _.cost.s under the ~evised cast . 
. principles in instances where such costs ha.ve not 
been allowed ·heretofore un~er. the existing contracts; 

~- ---· . . 
other advantages or disadvantages to the· Governme~t • 

. ··. 

.· 

Contractors should be required to furnish ariy data deemed necessary· in connection 
with the evaluation .contemplated aboye. ·The cognizant auc:Ut activity should be . 
requested to provide an advisory report for use in determining the proper 
ction to be taken. 
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. . . (3l Where existing contracts are am~nded to incorpo-rate the re-~ 
vised cost pr~ciples, such amendments should normally be .made effective as 01. · . 

the date of the beginning of the contractor's fiscal year nearest the date of the 
a.n1endment. 

(b) New Cost-Reimbursement Type Contracts. 

. (-1) In the case of con~ractors having existing cost-reimbursement 
=-_:_~-. tjpe contracts- all"of which are being coated under the old cost principles, new· 

contracts shall provide _for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles !o~ the period between the date of the 
·contract and the end of the co~tractor's current fiscal year. 

(2) In the case of contractors having existing cost-re~bursement 
type contracts with a particular Department or. procuring activity, any of which are 

'~-------.··· b~ing coste-d under the rev;sed cost principles, any new contracts ·of such .Depart-
! ·· . mentor procuring activity should provide from the beginning ~or the determina-
;· -~---. -tion of costs- in accordance wi~h the revised cost principles. 
! ·. • . 

i 
i 

: 
i 

I 

. , (3) In the case of contractors having no existing cost-reimbursement 
contracts, the new contracts shall provide from.the beginning for the use of 

revised cost principles. · · \ 

(c) Contract Clauses. The following clauses are examples which m:. _) 
be used, as appropriate, in accor~anc.e with.the guidance stated above. 

· ( 1) For use in amending oid contracts and in new contracts whe_re 
·it is _desir-ed to p·rovide for a delayed effective date for the new princ;iples. · 

_USE OF REVISED CONTRACT COST PRINCIPLES i. 
' . I 
~--· ---· -. - 7~--

·.· ... ---~--· 

_,, . . Subparagraph (a) (i) (A) of the clause of this contract . 
. _ _:_ ____ :__ entitled "Allowable Cost, Fixed Fee, and Payment" which 

·reads "f4) Part 2 of Section XV of the Armed S~rvices 
· Procur·~ment Regulation as in effect on .the date of this 
. contract; and" is her~by deleted and the following sub-

:- stituted therefor: "(A) Part Z :of Section XV of the Armed . . _....., . 
Services Procurement--Regulation in effect· prior to ASPR · 
Revision 50 dated 2 ·November 1959 "until . , and 
thereafter in accordance with· Part 2 of Section XV of the 

----------· ·------------Armed Services Procurement Regulation as .revised by 
· __ . .;. ----· --:- · __ ----- ~evision No. 50 dated 2 November 1959; and"; · 

(2) For use in new_contracts entered into prior to 1 July 1960 in~ 
which the new principles are to be used from inception. ) 

. ./ 
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·. -· ·USE OF REVISED CONTRACT COST PRINCIPLES 

Subpara_graph. (a) (i)_ (A) of the clause of this contract e-ntitled 
"Allowable Cost, Fixed Fee, and Payment" whic-h.reads "(A) Part Z 
of Section XV of the Arnied_Se·rvices ·Procurement Regulation as in 
effect on the date of thi·s contract; and" is_ hereby deleted and the 
following substituted therefor: "(A) Part Z of Section XV of the 

_Armed Services Procurement Regulation as revised by Revision 
- No. 50 dated 2 November 1959_; and"; 

_ _ _ (d)- Existing Fixed-Price Type Contracts·. Contracting officers will 
·use the revised cost principles ~s a guide, in accordance with revised .ASPR XV, 
Part 6, ·in the administration of existing fixed-price type contracts. Such use, 

· however, shall be. only. to the extent that it is not inconsistent with any contractual pro 
visions,- understandings, or agreement~ esta~lished· in the negotiation of the c.ontract. 

_ (e) N~w Fixed-Price Type Contracts •.. Contracting officers will use the :: 
revised cost principles as a guic;le -in accordance with ASPR XV, Part 6,· in the 
negotiation and administration of new fixed-price type contracts as soon as practicabl~ 

in no· event later tha~ 1 July 1960. · - · · · ·. 

· · (f) · Terminated Contracts. -In fixed-price type contracts, settlements 
for convenience termination shall be made in accordance with" the terminatic;>n for 

• convenience clause of the contract and the principles for con-sidez:ation of costs se.t 
·forth in or_ referred to in ASPR 8-302, .as ~effect on the date of the contract. For 

·. · · purposes of ascertaining the cost pr.inciples in effect upon t~e date of the contract, 
·· --_the effective date of the revised cost principles s~ be 1· July 1960 unless the 'con

:·· tract specifically incorporate~. t·he revised cost principles. Settlements of cost-
. reimbursement type contracts are governed by· the allowable cost clause in the 

particular contract. at. the time of termination.. - . 
- _,... 

i:· __ :._ _ (g)" Cost~ reimbursement -Type Subcontracts. Any amendmm t of an . 
L· · .. -· __ existing prime contract to incorporate the revised cost principles shall specifically 
j:_ :.· ·_.- cove_r the. reimbursability of costs stemming from cost-reimbursement type sub-
: -· contracts thereunder_.· If the ·amendment o(the prnn:e _contract d9e~ not expr_essly 

-._ · provide otherwise,. the reimbJ.lrsability of such costs is automatically governed by 
·. the revis.ed c-ost principles "'(see ASPR 15-2~4 (b)). If this result is not acceptable,_ · 

the amendment to the prUn.e contract _shall provide _that~ notwithstanding ASPR 
15-Z04(b), the reimbursability of such costs -will not be affected- by the-amendment. 

· · · (h) Audit Services. In the. conduct of audits and the submission of audit 
eports, ~uditors will use the cost principles incorporated in the contracts in the· 

.4 

.... 
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case of existing .ind new cost-reimbursement type contracts. Auditors will us~~ 
_revised cost principies :imm.ediately fu the case of new fixed-price type contracts~-

'~xcept. where such use under an audit already in process would unduly delay ~he sub
mission of a report. In the case of existing fixed-price type contracts, auditors will 

·.use the revised cost principles, except ·wher~ such use under an audit already in 
process :woUld unduly delay the submis_sion of a report or unless the contracting 
officer requests that the audit report be prepared on the bas_is of the old_ cost 

· principles. .. · 

. · 
·.· .... 
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.... -

·;. 
~~·-. 

. 

/sl 
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COMPTROLLER· 

ASSISTANT SECRETARY OF DEFENSE· 
WASHINGTON 2,, D. C.. . 

_MDtowmlM FO~ THE .ASS~TANJ! S!X!RETARI·· OF_ ilEFEEE. (S~Y JUm LOGISTICS) 

: · . StJBJECT:. Contract Cost Principl.es 

. I bave read the proposals of the· working group 'Which you trans- . 
··. mitted by memorandUm ot 3l December 1958 and _concur in all ot the 

wrld.ng group' a· proposals except tor the proposed hancD.iDg ot applica- · 
·. bility to fixed price cc:>ntract~ and the stated reasoning ~\I.Pl)Ort~·it. 

. . ·The .. version proposed in the 2l. August. 1958 ara:ft, vi~ perll&ps·, 
·· the· inc.lusion ot specific reference to ASPR Section III~ .Part 8,_ . 
· appears to be a. much more meaningful and 1og1cal. approach• The. pro-· · 

. ... · .. ·· _·· posed· revision would fall: to furnish the unifom. guidance. which~ I . · · 
..... · h&d.lm.derstood ve set a.a our objective~. It is deficient ·1n···tbat.: it :· . . ... 

· .. · · · .... ::··:_ ... >~~ ·.·.· dOes ·not .differentiate between. the significa%2Ce o't cost principles.~·· .. ·:{· .. --:::: ,~-- ~-- ·.:: :· 
.: :· .· :-::· --~;,·:. ·.: _, : _in retroaCtive (redetexmination_a.nd incentive) .pricing._a.a aga1nst ·: · · _.· ·/.:~· :,} . . : : · .. _.·: 

· · '"' ~- , . : ~ · · prospecti-ye pricing situations.· It. could well necessita~· the_. sepa- · :;t .·· : ... :< ·:._·. · 
· /: _:;·; ·rate; _.piecEimeal. issuance of ~dditional. guidelines covering ·specific·.~:.· .:~::,.·.· ... ·. 

... . _ · ·. .: areas or. conditions as probl.ems ·arise in the future.· ···.In a&Ution;::: :··_.- · . · . · ··. ·. 
·=· :. : . -·. vhile it is understood that. the Canptroller Genera.J. might~ nov· be;\> ··.:.. · · :. · ... - ~-

~ · ··:··:., v1111ns. to concur ·1n the 2l. August dratt1 1n view of hi.S. ear1ier~ <. 

· ·· . · · criticiSm. ot· tbat proposal, it is dOubted that he· wuld: be. amenabl.e,: . :·~; >·· .· .. ··: · ·· 
--~: .· ... · ,,..:.· ';._:· ... ',to further beclouding the applicab1J.1ty ·statanent~~- Attached. are·;_··.:· ·-- · -
;,)·' ' . _·, ~Clllllie!l.tll ~ sreater ~ ~ ~ rel:ommendatiou. '. ~ /,: .' < ( : . ' .. ·. ' 
· .... · '--:~ . ·.... . . . : . ·. .·_!thuS,· it is believed that" we shoUld proceed, as·', soon· as possibl.e~ -.· . .- . '.·., .· .. ,~·

. -'<<~ _.:~~-·: _... >tO .. iss~. the· principles· substalit~ on .the· basis prOposed:_ o~: 21· August,< · 
~:.~·;,.~ ·~<-- .. ~·' .: ·:·::: .. _after ref'J.eeting the other cbanges recamnended· by' th~ vorkinS 'group. ~ .. : . "· .. · .. ,_. 
- ... · . . ..... : . .. .. - ·-.. - . ' .. . : . · .• -.. . .· . . . . . • . . . ~ _ .... ! ~· . ~ 

.... ~ -· ... · ... _; · ..... · ... -... · ....... . 
-. . . . - ... - . :-· . - · ... 

. ·- . . :.· . 

' . '. :_:· .·• :_ ' -;/iz.S:.-:: ~ .. rr-_..J.__._.,..~ 
, · ~·-:.- -=·: · .· .-. · .· ... _ · · .. · · . -:.:,·<·.->. W ~ · ·J •. McNeil ... ·: 

.·. · ... · 

. '- ... ; __ .• . . . . .. - . ..... 
J .... ..:~ 

. -~. . .. . -- . ;:.. .·. 
... _ .. -_ ·:.: .. 
. . ·: . ..· :·~·.. : . -~ 
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.12 February 1959 
CONTRACT COST PRINCm.ES 

APPLICABILITY TO FIXED PRICE CONl'BACTS 

Mr. McGuire's memori.ndum of 3l December 1958 transm"Jtted for 
consideration the proposal of a working sro\IP to substa.ntiaJ.ly change 
the material on applic~bil.ity of cost principles to fixed price con
tracts and to place it in a separate part of AS~ Section rv. 

Basically, the proposal provides tbat cost principles sball be 
used to provide "general guidance" in the evaluation of cost data in 
!.St fixed price contract where. costs are a consideration (as opposed 
to the basis for evaluation). There follow some of the reasons _why 
this proposal. is considered to be l.ess appropriate tban the prior 

. approach of 2J. August 1958. · . 

J.. · Confusion in Jj!urpose and effect -- In paragraph 5 of the 
·staff memo giving reasons for the proposed revised approach, a major 
point revol. ves around the fear of formula pricing in fixed price con
tracts where costs are a major factor 1D pricing. There appears . to be .,_ 
some confusion as to· the part; which cost principles play 1D pricing 
such contracts. Cost principles appl.y only to ·the·. detem.ination of 
costs. Wbat effect costs have. on pricing is entirely a separate matter,: 

· based upon the circ'UIDStances as. well described in the 2J. August draft 
and elsewhere in ASPR. · · · 

Actual.l.y1 pricing is a "fomula". (not a d.irty word) matter to 
the extent costs must be relied upon as the major factor -- which is 
very often the case. Prices equal costa plus profit allowed. But there 
is no requirement· to negotiate.and agree upon.costs and profits separat~1 
except for incentive-tne contracts. Yet the contracting-officer, _in such 
cases, must Ullilateral.l.y evaluate costs as a basis for arriving at his 
detem.ination of. price (which price must be agreed u_pon with the con- .. 
tractor) 1 and for Justifying it to his superiors. In the case of in
centive type contracts, the agreed pricing fo~ula requires negotiation 
of coats separately before price can be deterinined.. Costs must be ap
proached by the contracting officer item by item in such cas.es -- 1n the 
one case through negotiation, 1n the Other b7 unilateral evaluation. · 

· _·. ·Therefore, detailed evaJ.uati~n of coat items is appropriate. 
They shaul4 be defended on the same baSis· aa cost-reimbursement-t,pe 
contracts,. especiaJ.ly where fixed prices· are retroactively detemined • 

. Profit allowances, however, (not costs) should be fl.ex:f.bl.e·in each case 
considering ·the appropriate factors 1 · especiaJ.ly the contractor 1 s risks 
and efficiency. 

. . 

I 
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- 2~ ---' Probl.em in- arrs.n§enent of ASPR -- While the mere extraction 
of the :t1xed price- applicability material fram Part l. and ~ement in 

-another Part (7) appears-to_ be a minor mechan:1cal or_ teclmicaJ. matter, 
it could well J.ead to con:tusion-. The wrld.Dg group a~t:cy did net 
consider- this probl.em.. Based ·upon strong. objections to a prior attempt 
to renumber _the Parts, espec~ Part 2 because it is referred to in. 
thousands o~ existills cost t,pe contracts, the assumption is that Part 2 
would continua to be a statement of detail.ed cost treatment for su_pply' 
contracts with camnercial. institutions. ·Parts 3 ·and 4. would cover 
educational.. institutions and construction contracts respectiv~. 
1his would l.eave Part llogicall.7 tor •appllcabil1ty~-- not onl.y for 
cost-tne contracts, but aJ.:l costs.. The proposed alternati-ve additional 
Part, ,proba~ 51 would be another on appllcab1ll't7 to t1xed price con
tracts. This would appear to be an illogical and inconsistent arrange-- · 
ment. 

3· Who. will be governed by the principles!. ·---- A.1.JDOn. from_ the 
·inception ot this project, there was basic agreement on. the--important 
colicept that all three of the parties involVed in procursum.t. coat ... ~ 
matters - the contracting officer, the contractor, and the auditor _____ .:::-· 
would be gaided 'b7 the principles~·- This has been en1nentJ.t cl.ear 1D 

· all prior proposals but ~· not. covered 1n the current- propos&l.~ ~ . 
exclusion could vell. l.ead to confusion 1J.11C1 an increase in the coat. of 
administration. The concept should be reinstated. . · 

. . . 

4. Effect of risk on application o~ cost pr:lnc1W.ea · --- In 
juatit:f1Ds the proposed new appllcabillty Part, there· appe:ars to be · 
scae ·confusion with respect to risk in two respects •. - The t1rat relates .. -. 
to the referfmce to "the riskleS'iCost type contract." 1his aeema to. . : 
8&7 that there -is no risk 1n coat tne contracts, anc1.· to ~ that · 
there. is a h1sh degree o~ risk 1n all.. types o~ fixed :Price contracts •. 
There are, of course, sane risks in the coat t,pe contract·-- the· - . 
problema ·of temination, ce1J1nga1 . unal.lowabla costs, etc. on the:-

- other h&nd1 the degree of ·risks in :t1xed price contracts varies 
greatl.y.- _For aampl.e1 gene~ 1D. :t1xed price incentiVe _contracta,
the r1aka ·'WOUld be llttle greater than 1D. the cost type• Ii1 fact; 
·a<De contra.Ctors have admitted that. thq favor incentive contracts. 
because. ot the~ substantial. eJ1m1n•t1on~ ot.· risk without the atr1.ngent 
11mitatimi on profits. L1kewise, retroactive price redeteJ:m1Mtion .· 
approachea- the cost-reDbursement · basis insofar as risk is concerned. 

. . . ... . . . - - . 

The seeond aspect. ,of the confusion relates. to the nature of 
PQment for risk. Risk is taken into accoUDt in two ways. First, by 
our own pricing and profit pol.1Q71 risk 1a one of the ~actors considered 

2 

If) 



---------·-----------··· ______ _.___ 

I • 

••••• 

·•· 

1u establishing the 1evel. of· profit. Second, the principles contain 
. a provision allowiDS for contingencies in estimating costs.· Thus, it 
would not appear that ve should try to take care of the risk factor 
b;y :LncJ.udiDS as a cost in fixed price contracts elements such as adver
tising, ·entertainment or contribution&·,- which we would d1saJlov in 
cost type contracts. ~a phllosopey would.tend to becl.oud management 
ewl.uation of fees versus profits by Qlasaes ot contracts, and runs 
counter to our previousl.7 adopted position tbat no type of contract
should be more attractive than any other sol.~ on the basis of 
treatment of costs. · 

5. Retrospective va proSJ)ective use- -- !the proposed version 
l.lmps all fiXed price contracts 1n the same catego17 insofar ail appl.ica
tion ot the cost principl.es are concerned -~ a general. guidance basis. 
The prior version provided for better guiCancet" in this respect in tbat 
it differentiated between their use 1n· retrospective aild.prospective 
situations·. · In situations where ve are l.ooking at· historicaL. costa,· 
as in the case of price· ~detel'!D1Jl&t1on ana.· particuJ..arl.y incentive · __ 
formula settlements based excl.U&ively on incurred ·costs; it is believed 
that the principles must be the basis for detelmination~ · There '1'JJ1J.7 be· 
a l.ess c~eJJ 1ng reason for asserting the:r are the basis for prospective 
repriciDS (perhaps ·o~ a guide), yet to the contracting officer thq · -
should be the basis. 

3 
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DEPARTMENT OF THE NAVY 
OFFICE OP THE SECRETARY 

WASHINGTON 

_ , 2 9 MAY 1959 

MFl·10RAliDUM. FOR. THE ASSISTk'lT ·sECRETARY_ OF DEFE:'ISE (SUPPLY AND LOGISTICS) 

Subj: 

.Ref: 

The Contract Cost Principles and Proce.dures, comment on 

(a) Hemorandum from ASTSECDEF(S&L) of 15 May 1959 re Contract 
Cost Principles and Procedures· reyised draft of ·12 Hay 1959 

1. Reference . (a) · ha~ been reviewed by ray· staff and with .. the' exception· of 
·the following comments, I approve its issuance:. 

·a.· Page 4, line 19, after "will not,". insert "with the exception-of 
the limitations on rentals paid- under sale and leaseback agreements. (See 
ASPR 15-205 • .34 (c). 11 ·Also inc1'1;1de on page .. 5, as one· 9f the exa.mples·of- .·, 

.(. costs for which advance agreements may be partictilarly important, .. ••(ix) . 
L Sales and leaseback agreements." This is considered necessary in. view ··of.·. 

the ~eci!ic l:i.m:ltation on sue~ rent~s in ASPR.l5-205.34 ·(c).· ~ _.- > < · 
b~- P.~e 31, llne-4, change (i)--to read "theit~is-·re~lY.·:manu~

factured and sold by the contractor through co~rciaJ: channels for··· ~.:. 
commercial end use." (Underscoririg supplied). Change (ii)' to (iii l and·· .. 
add a new (ii) as follows:.· )tthe charges for the: item(s) are nomina], 'in . 
amount."· ·These revisions are considered essentiai to avoid a sitUation·· 
where the •• commercial. rr customer of the vendor is a prime or subcontractor 
to the Government and the prlces of. the items have' not b~en established.· 

.. }~ .. 

~. ·-

. in the non-governmental market.. · Also, it the total volume of: such items :. . .-:--
is substantial,. it seems only. equitable that· they should be charged. to · · · ·· 

· . the Government con~acts on a cost basis (rather. than at a price which 
includes a profit element) in order to avoid the payment_ of what may· be 
hidden profits. · · 

c. · Page .. 45, top line: 
••unallowable • 11 . --

the ·word ."allowable1' should be changed to· 

d •. · P~e 47.- Either .. add (i}' art~r _11instancesll in the· fourth ·l.irie or 
. delete., (ii):· in; the .fif~ line •. · : ·.: . ·. .. : . · 

. ~~ 
·.·. : 

2. As ·you. knOW"~. industry has been primarily. concerned with the applicability .. 
of the· .. cost:·p~ciples to other than CPFF· cont~act~~·. The~recent letter from· .. 

· .· NAP! to:;~ ot:;us··is a.strong rei~eration of tb!L's:-position. ·Although I do 
·not· agree that issuance ·of the principles should be .. delayed to accommodate a· · 
turther· dis.cussion of ~hi~ subject, I re~o~en~ 'f?h~t. in th~ llrac~ica:L :im- · ·. 
plementation of· the prJ.nc~ples, the servJ..ce~:.be oau*tJ.oned to avo~d the · 

.':. .. ~· . ." ·. 

· 11fo:rmula 11 pricing which industry fears •.. · Should evidence of such pricing 
exist after a reasonable period o£ implementation· o£ the principles, I 
strongly recommend further consideration on. this matter at that time•. · 

. ... 

C. P. MILNE . , · . · · · • . 
Assistant Secr~ry of the Navy (MatenaD · 
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. Meeting vith Industry Representatives 
Contract Coat Principles 

Moderators: Cd,r. ~.: _M. NalloJ 
·Nr~ B~ ~atbam 

Time -

0930-1015 

_1015-1050 

1100-1130 

1130-~ 

1200-1230 ·. 
.. :··= .•. 

-~30-1300 J: ._··.·. 

.. Subject 
i,.:.'-::.·-:::.: : .. ·. 

· · lntl"Oduction 
,·· I 

Applicability 

"All Costs" ·concept 

Reasonableness and 
Allocability 

Advance· Understandings 

·Advertising 

Compensation 

October 15, 1958 

Government SfOkesJq&D 
·.·· ..... - . . . . 

. Industry Sp?keau.n 
. ··.. ~. . . ..., . . . . -

,, 

Mr. E. Perkins McGuire . Mr· E. Leathaa · 
Assistant Seoretar,r ot Defense 
(Supply and Lokistics) · 
Cdr. J. M. Malloy 
Ottice ot the Ass·~ t. Sec. ot 
Detense ( S&L) · · 

Mr. T •. A. ~lson 
· .Office ot ·-.the Ass •t. ~c. ot 

l)etense_ ( S&L) 

Mr. B. Wallace .. 
·;Air -·Force, ·Auditor : Ge~ex-U 
Mr. R. D. Benson 
Ottice ot the Ass •t. Sec. ot 
Air Porce t.nuncia.llla.nage
ment) · 

Mr. K. K. Kilgore, 
Ottice ot the Ass 't. Sec. ot· 
Det~nse ( Comp) · 

Mr. M. E. Jones 
Ottice · ot ffaval M&teri&l · 

Mr. A. J. Racusin . 
Ottice ot the Ass~t. Sec. ot 
Air Porce (Materiel) 

· · \. G ~ A. Middleton 
/J.vy Comptroller, Contract / . 

Audit Division 
c t 

.. Mr. J. MaJ"SChall. 
S1lrateg1c . Induatries 

... Association 

-Mr. ~rtin.A. Kavanaugh 
·. A:Lrcratt .Industries Assn. 

ot Ame~ica, Inc. 

~· B. G. Bellows 
Nat '1. Becuri ty Industrial . 

. Association, Inc. 

Mr. Geo. Hogg, Jr. 
Electronic Industl1-es 
Association 

Mr. M. Moulton 
g National Associ•tion 

ot Manufacturers . 

Mr. Herbert T. 
American Insti, 
Certified Public ' ' ' .. 

\; 
)pley 
jot 

i 



(Lunch 1300-14o0) 

]..400-1500 

1500~1530 

1530-16oo 

1600-1620 

1620-1630 .. 

1630-164o ,,, 

1640-1700 

.. 

Subject 

Researc)l and Development 
. J 

Contributions and 
· i Donat~ons 

Interest 

. . ·,·,. r.... ,; 

Traini:p.s end Education 

Plant Roconversion Co.~ts 

·:: 

Ovel1;1me .,: .·~i~ 

Closing Remarks 

Government Bp?kesman 

. Mr. w. ~vee. 
Ottice of' Co1111sel . 
Air Force 

Mr. A. c. Laz~re . 
Ordnance CorpJ ,· · A1:1t!3 

Mr. P. E. H&l.l 
Army Audit Agen~y 

. )(r. A. Kay .. 
Of'tice ot the· Ass't. Sec. ot 
Defense (M,P~) 

Mr. J. Ruttenl;?~r&.l 
Navy Comptro~er, :Contract 
Audit Di Visioq. 

Lt. Gol •. w. w. Thybony 
Of'tice ot the Ass•t. Sec. ot 
Army. (MAteriel) 

.~ r· 

.. 2 ·' 

Mr. Herbert T. McArJ/liy 
American Institute ot 
Certified Public . 
Accountants 

~. T. Herz 
U. S. Cbamber ot Commerce 

Mr. T. Herz 
U ~ S. Ch~e:r. of' CoJDJDerc!~ · · 

Mr. Prank Kipp ·-
Autombi1e Manutacturei1J< 
Associ~tion · · · 

MJ-. Prank' ~ipp 
Automobile Manufacturers 
Association 

.,--~··.-.·. •. 
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OFFICE OF THE A~SisTANT SEC~ETARY OF. DEFENSE 
WASHINGTON 25, D. C. 

SUPPLY AND LOGISTICS --·' ... 

.·_<:···· 

CR -

· suBJ.EC-r~ _status ~epo~ on Contract Cost PrinciPles 

. . I have h&d two meetings with Departmental representatives as a-
. .. follow-up of our lS October meeting on the cost principles. We are 

in general agreement that._ the principles as present17 drawn are . : . 
. basical.l7 sound. . However, based on the indust17 presentations, we 
thinlt·there is ·a need tor further consideration .. ancl probable change;. 

·in. SOIIle degree, of the present· treatment of applicabilit7,'.adVa.nce ·. ·· 
- . . understandings 1 · advertising, contributions, research. and developnent 1 . 

and. plant re'conversion~ We are in the process ·of developing n~ · .• .> 
. . . ' . l,angaage in the above areas.:.-, ... . . . .. -. ·'·. . . . ·.- -

·. _..· .. :·· 

' .: • -~: ~ ;~ • • • • .. - •• • # 

· _:' .. , As J'OU requested, I ha~ discutised th~ compensation principle .With 
.·- UJ1der Secretary Macintyre.·:_,_ He. suggest•~- that we recognize that, in the . 

.. ~ 
.. ·:, 

. ~ . · .. ~-. 

-- :·.; ,; 
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administrative review of canpensation, we can only hope to focus on 
the out-of-line or unreasonable sit'Uation. Since this is true, he 
suggests that we try' to inject some flavor of this approach into our 
cost principle to relieve our people of a difficult task. This · 
approach would . also help to close a possible opening for hostile 
critics in specific situatio~s involving profit-sharing plans. Secretar.y 
Macintyre indicated that he was ·offering this· approach as a suggestion 
onlf

1 
and he will not press for its adoption i! we can not easilY 

acconmodate it. I now feel that the suggestion has merit, and I am 
concerned only that we do not·. rever.se the basic approach to· the entire 
set ot· cost principles. we will endeavor to draft language to accom
modate Secretary Macintyre's sugg~stion. 

I am attaching a cop7 of the transcript of the 15 October meeting 
together with a cop7 of the latest Industey comments which we received 
this aftemoon. I have ·been. informed . that the Machine17 and Allied 
Products Institute will ·submit separate comments later this week •. 

Inclosures 

. ··.· .. 

\. (f;j·~~ .. 
M:~~!~f 
, SC, USN . . 

2 

· · Staff Director 1 ASPR Division 
Office of Procurement PolleT 
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OFFICE OF THE ASSisTANT SECRETARY OF DEFENSE 
WASHINGTON 2S, D. C. 

.· ·. . .. · ·.~ : . 

SUPPLY AND LOGISTtca·. 

2 Decaaber 19S8 

MEMJRABDUM·. FC2 mE ASSISTANT SECRETARI .. OF DBFENSB (SUPPLY AND . LOOISTICS) 

· · stm.m::T: Status Report on Contract Cost Principles· 

I have coa.tinuecl to . me.n regularq with Departmental representati vee . 
on both the maiD body of .. cost principles ·and the res'earch and. developaent 
principle.· W~th respect _to. the latter, I can now report substantial·· .. -· .. 

·· · · · . agre•ent~ . I a attaching a draft ot this principle vbich is currently · : · 
:. : .. · .. ·being circulated tor final comment •. I expect that our reCCIIIIDlendation.. :·.-.,: · 
::. · . ·.yto J'(nl·. will· be substantially aa indicated. in the attached dratt ... : You will 
· .. ~-:y~- _note that wa,·have adopted the latest industr.r· proposal; llhich vas submitted ._ 
·\·~---... inMr.·Leathea•a letter.ot Nov•ber 7, .19S.8, __ almost word tor word. We haft~:~·: ... · 
. ~- .•hOwever; added. our safeguard in paragraph 8 ot. the attached· draft• . Our- . .; ... ~ 

. cOmmittee is timl7 and ,manimousl7 ot the· 'ri.ev that this approach is the · ·_ 
.Onl.7 practical one... · · · .. · 

wa· have tiliished .our review ot the indust%'7. comments . With resp~t to 
part;icalar 1 taae of coat. · We will recommend· a- change in the t1 tle o"! the 

/l . sec~ion (to Contract Cost Pr.l.nciples aDd Proc~ures). · Add.i tionally, · we have· 
"'r . agreed on a revision ot the treataent ot advanced understandings, rentals 

. . . J 

• 

. · and· plant reconversions costa.-. We ld.ll. present a revised proposal. on . · 
. &dvertis:l.ng coats, compensaticm am contributions. and . donatiolUI, although 

our rec01111endatioDS in these latter three cases will not be unanimous.· 
- . 

.. . We· are currentl7 world.ng on a revision ot thB applicabilit7· section.- As 
iDdioated bT the· industry CODIIlents, this. section ·holds the key to the entire· 
package~ ·. There. is developing w1 thiD the, Departments, , particularl.J'· in the 
lfaV and £1r _Force, .. a basic tear that ve iaq be try:~.ng· to go too tar in •ak1ng:·. 
our' coat' prinaiples applicable in the fixed-price area. I am told- that these 

. : a.ntillent•. ·_haw at, least SOlie backing at the Secretarial level. The An17 . 
poai tion · is nat- clear at the maDent, although there ia ·agreement vi th the 

· Ha'9J' and Jir· Force tMnk1ng at the _A.rmy statt level.· We will meet .. again on 
Thursdq ot this week to elldeavor to dratt a revision of the applicability •·· 
section .which will have the effect· ot lessening the impact of the cost . 

· principles in the· fixed-price area,: but which, . on the other banc4- ld.ll not 
leave a void in this area- as currentl7 exists. I do not intend to let this.· 
disagreement on applicability drag on; however, I think that we owe it to. -: · 
industry to seriously reconsider· our previous position in this most basic 
portion ot _the cost principles. · 



.... 
. .. 

• Subj: _ Status Report on Contract Cost PrinciJ>les 
....... 

. · It is ~- hoP•. that we can provide 70u and the other Materiel 
Secretariea 1d. th a specific proposal.tor your fUrther consideration by"- the 
end ot next week. 

. 1 Inc1 

. Draft dtd. 1 Dec S8 
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Memo for·· cu·J• M• M&l.lo7, OASD (S&L), Subjec-t&.· ·ccmp_~ehena1ve Coat 
Princi~a·: clt4 4 De~ 58 (Cont~4) . --- · · ... _ .. f: 

. 1m -~-1,~. adhe~ to, .. vith a~ specific caveat againat •tormula-· 
. pric~· at- IUCh contrac'•·· In thia respect, it appe~ adT18&ble· 

·to includ.a· in Section X'l aaae. ot the l.anp.aae · o't. Sectiqn: III Part 81 

aa cited. in paragraph 6· abOYe, ~ch ~ al.J.a7·11ldua-tryta.feara ot 
":rormula · pric1118". - .. ~- :: · · 

. . ·a.. It Dlllst, 4eap1te the foregoinS, ~e cle~ that-in pr1c1Dg-
iDcentin· all4: re4etermin&ble·: t7Pe contract•, there vill· pertorce be ~ 
greater weight· plac~ on coat conaiclerationa tban 1a neceaa&r7 1n ~ . 
othe~ tixe4•price typea ot contract•• · · 

..· ·. e.- It mai be more- practicable to break out a.J.L of the tore-· 
· going. except a. u a aeparate· short Part· in Section XV, with a croaa•· · 

reference-thereto 1D the Part 2 "Appllcabillty" aectiQn. Thia will. 
clear]1' tom a lJJie of demarcation, 8Zl4 at the.aame time· vill- enable· . 
u.. to eatabliah true "prlJlciplea• tor tbe t1xe4-pri.ae. varie'Q" of contracta •. · ... ,.· 

. . . . . . · .. ~ 

. ' 

:. : · .. ~ _· ~·:. :~ . . 
. . : ..... - . . .. . . 

. . 
:' ~- ~. ·~ • • • i • 

.... . :· :· ~ ...... :. :. :..s .. :: 
.. ··:,;::~ . . 

'·:·' . . · ..... 
. .!. . r .... '· 

~ ... . . -· ' _, .. . ,: ·.·C~~n:~-::i.~~~~~; 
. c. _··.~-.-_:·~--;Mr •. trennet!llW.gore (am)·,, 

-~. . . . ... . : . . 

- ·~ ~· .. . ... 
..··: ·. :·.> . 
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••• Memo tor· Cdr· J. M. M&u07, OASD(SBaL), Subjectz Comprehensive Coat 
Pr1Dc1l'le.~t clt4. 4_· Dec· 58 (Cont' 4). . . . 

· ~:~~~~seii thia tact·. Mr. Leathem. atate4, at the 15 October 
1958 ae_.i.Dsl>· •I 4on"t1Wlk &r/3 ot ua 1D iJlduaU7 11111 &rgu.e on coat-
reillbuneaeutr tne·· contract• nor· on 1DCent1Te type· aontracta or price . 
recleterm1Dation tne contract•, ~ which traa. the· out a~ ve have accepted 
coata u a prictns· techDique, but ·we- object Terr atre~ to beins 
aubjectecl to coat determill&tiona when ve 414 not accept this type ot 
cl.etemiDation -in eatabllahins the price_ traa· the outset at the contract.:, 

· 4~ · There· caa· (ad ahoul4) be illclu4e4··1n. the . principlea· a 
41reC't ··caVea-t. api!lrt •tonm.la pricing•. . In thoae · caaea- (in. fixed
price·. tne contract•) vhere coat eatimatea·. are· &··factor 1 llrtmar.Y' , . 

· concern 18 With the· leTel. ot estimated coat• and. aecopd&rl aonc;rn · · 
nth the·tnea ot coat~ .. inolu4e4 in eatimatea ... ~·-~~ __ e-Pee~· 
true 1n areaa: ·of pre.,ectiTe pricing, where· coat•· eatimatea are not 
the aol.e ctrieminan'i tor pricing.,· !he. Govermaeirt.-~ahoUJ.4 prortde· the· 
ben incentiTe to etficienq be negotiating priaea which. will encourage ·.· . 
contractor• ·.to control aoata •. · . · . ~---~- · .. · 

.. 
. .r 

. . . 1· ifone· at the toreioiDa: ia.intellde&·to:_con-rertu:~ that-.)~··-<, 
··:·: ~ oar· People·· ahoul.4_ nat - where· coa~. aiw.qaia-~ 1a r~· in~. nesot1at1Dg. a:.·: ... 

. t1xe4·prica type. _contract··.- ut111ze ·the· con pzi.Daijle~. aa· an &14 1n .. ,.. ._. ; · .. 
.. ····:· ·..•. · -~ ·: .-, : theu evaluation ot ~ contmcto~• • propoaal •. ·_ .. I :reel.. ·tha'- we are- on :·:. · .. ·. ·· ·. 

·' . ·<' .. · . buical.q. a0Wl4 groun4a ·.in· .. the· coJJCePt under~.*.·'"~JC•ecl ocmprelWL.iTe· ·. 
an, but 'that. v. bav• · beea~· 'too qautloua .. in.- our teminOJ.ocr• (to: &Toi4 · . · · 
sirtns t!ut·im.preaaion · ot cca.plete aband.olllll813 ot our· #sh't ··to quenion . -
~coata), particuJ.arJ.T in our. zealoaueea to retain the:: •cQD.pftheDaiTe• 

. C~DCept.. : . . . . . · · . 

.. -: .-. · -.. ·.·a. ~-sn-more- speo:W.C ·.a ·to tu· ccmtenta &DA .. ao.Qoa1t1on ~--
:_: __ ...... _.·; · :· the. •AppUcab111t7• aectlon, tbe tol.J.ovins observations are aubmi'tted·· · 

··· .-. ":_. _tor cona14ert!-t1on. b7. oar vorJd.D& IZ'OUP'-. · · ... · . 
&; · It· ahoul4 at&~ olear}T tliat. 'tb8 prilici})iea· u.l!I8DCk't~.:._..·._ 

.. · appllcable_ to1 &ll4 ahoal4 be incorporated. b7 retereDC•~ 1D, coat- · · 
_ _., reillbun~ 'Qpt-can~• (tld.a.1Mlu4ea "H,min&t.iou ~~-well contracta). 

. . .~ " 
·· ·.-.- ... ~ .. :_.-, ·: _:. ~- ·: :. · .·: -~ ~~ -~-: ·. b·~: .. . : It ~ ·atate·.: ·Qec1t1ceJ.q thli.•-.. to~-~1~-- - · .. · .. 

, . ·.· · .. · ,- C~8' azre .Dot aubject to the prim:iple8··~· (termizatiOU- vill be aubJe~ 
.. -~·:_:_·:_,:·to.. ~·-.~~ble--principlea • forth in ASP1l Section·· VIII). · 

: ••• •;;.•:"-'· •• •• :- • • • 4 ·- :.: 

·--:-· :' ···_:_ .. __ ·o•'·' It ahoul4·atate· that, u to tbe·t1xecl•price 'tJpt ~ 
.: .. ~cmtraet.~.;.·. the prari.alcma at ASPll Secti_Oil_ III,. Part- a-:·are gOYerD.iD& 

.. 
· .. 

. ... 

. -:/· . . 
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Memo· tor. caz.. i. M. Ma1J.o71 OASD (sa.L), SubJect: . Ccmprehenaive Co•t 
Principleej··. clt4. 4 Dec S8 (Con't~cl). . . 

· ettecUYeu•• 0~ th.t ~- ot price· ~1• outlined 1n ASPR j-8o8.21 
. the· aaouD'\ o~ tile- propoae4 co:atract-, an4 the· coa-t all4 time: needed 

_to aoeumul&te-· the· 1Dtom&tion neceaaaJ7 for &Daq•1a. . When coat 
~1• -ia undez1;ak.en, · the cont~ina· officer. muat. exerci•e· 
judpen't: 1n cl.etem'fn1ng. the- extent· at the ~1a.• (The balance 

·. 1a 3-808.3 1a toO le~ to incorporate· herein. · It 1a. however;, 
higb.q a1gnU1caut: in cona14eril:ls the problea at. h&lld, settillg _ 

· torth aa it doea cauprehenaive treatment on the uae ~ co•t · 
~·18.). 

... : . :-~: 

3-8o8.6 "When purcbaaea- o-r atand•rd; caamercial or_ 
mo4it1e4 atalldard. commercial. itema··are· to be made· traa aole source 
suppliers, 'wie' ot the teclmiquea ot price-_an4.coat. ~1· 11&7 
nat. allRQ'• be· Pc>•aible.. In auc!l·ina'tancea •••• th&· contractor• a. · · · 
price··l1ata •••••• ahoul4 be·· eza-1ne4 •••• &D4 negoti&tiona-cond:uctecl .· 
on the baaia ot the. "ben uaer,•-moat tavorecl···~ or a1m'fl•r 

· pract1oe_ cua~. tolJ.cnred .'b7·. the contractor. • · · 

b. In im.plementina ASPB Seot1on III Pan a; .the ArPI con~-: 
the tolloviDS .. pertinent: prcrtaiona:: · . . . · _ .. 

\· \' 

3-8o8.1 -un48r- tized.-pnce-- tJ:pe. co~a, 1neJ.nd1na. · :~ ~-. ~~. · 
redete~l~ 1;nea, price•· ~to,· be-. Degotiatea; n~ aepara'te:;_ · ·. · · ). · 
element•~ coat plua--profit •.. In~·ea•es1··a·breakdovaot price-. / 
into· coa-t aDd profit·. element• vUl. be- uaetul. ·in the- proceea ·. ot. ·. · 
~ia,. eValuation, &Di nesotiat.1cn.. e>~ propos~· pricea.,- A· ·- -·. ·· .. 
negotiated. price· 1• the' bqia: tor p&1meft• to a . c<mtractor. Wlder -. ·. 
t1xe4•pr1ce tn»e· contractaJ &Uovable costa are· ~he baaia for · 
reil~Lburaement- under, coat•reillbureemen't. contracts. • .. · 

3-809(a)(2) •Aud.:Ltora· do. nat··~caaiaeDa·· ·idiaall~e-•-
ot coat• Wl4er . tize4•price tne· contract• aa the7 do under coat- · · 
re1mburaement · tJPe· · contracta becauae- aoata are- ~- reimbunecl, 
pr1cea are· paicl. '!heretore;. 81141ton 'question'~ coata- in ad.T1ao1'7 
reports.. !he contract!Ds ott1cer;, in·. nesotiatills price 1 . vill-

. take-· auch ciuen1one4 coat•. into .. eou14eration, :· eXerciaing Jndp•Dt 
: ... 1n thia· area- aZl4 siriDS: clue· repr4 to the. tact ·that· pricea, . nat · · 

cona,. ~- tiJJaJ 17 negot1&te4.~ . · · . -
. . .~-.. ~>·---~. . . • . . . 
... ·;· . - . .-·. ··.·_ ••<' !he uae at con·principlea-,1D, th8'-'tixe4 price area·neetl. ~. 

_,._,::c .. ~-.. ·\,~. be abandODecl· or loat, it Deed o~ be put more lharpJ.7 into. proper· 
· perspective, conaiateut with the aboYe c1te4 •PB and AFPI proviaiou • 

.Ill' -:. ;; :. • • • ~ 

3 

. :_.. 
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Memo tor Cdr··J. ·M. Ma11o71 OASD (S&L), Subjects. Comprehenaive Coat 
Prinoiplea.1: dtcl 4 Deo. 58 ( Cont ~ 4) -· . 

~t the --~·tb. p~ae~ the Goverment•a ability to price· eUectiveq 
ita t:lxe4•pr1ce tne o~ contracta, 1ncln41 ns the consideration ot coat 
data 1n areaa vher& thia ·ia. eaaential, eg., incentive and redetemiilable 
contracta.;. 

· 6. In aupport ot reviaion of the. • AppUcabilltT' aection aa 
atate4 .. ~.gye1 the following point• are otterecl: · 

. a •. It ·ia 1n keepiJlS with the b&a1o pi-eidaea.: o~ .ASPB Section III, 
Pan 8; ·~ce Ifegotiation Techniquea, • .·from. vhicl1 tQ.e tollc:nring · ... 
!)ertiD~ ~erpta are·- 11atecl: · · · 

3-897( a). . "When producta are· aol4 in thfi open market·~ · · 
coat a are· not neceaaaril1' the· control l 1 ng tutor in eatabl1ah1 ns ·. 
a partiOll.l.ar .. aeiler•a price. S1m1J•rl1'1 where competition 11J&7 . -
be illeftective- or lack1ns,. eat1mate4· coata plua eat111atecl profit_ · 
are· nat· the o~ pricinS· criteria •••••.. 'l'he obJective ot the· 
contracttns otticer·lhall be to negotiate· ta1z atl4 reuonabl.e .· 
pricea in which 4wt ve·isbt 1a given. to all ~ ~on·, . 
1nclnd1na; .thc)ae~ 1n .ASPB 3-101.•. · - · ··-. : ·. . · · ·_ · _ 

.:-. 

3·807(b)·. "While_-the Pubuo:_intenn reqtd.rea--~ .. ·"·: .... 
. exceaaive· protita be- avoicle4,. the ooutracting· ottioer lhoul4 · ~. ·. 
no'- beccae· · iio · pri-occupie4.. with pal'tioUlar elemen"t• of. &·· . ~·. 
contnnoz-'• e8timate of· con an4 protita tha-t. tne-·mon·importazi•· 
cou14eration, the: total price 1tae1t~ ia dil'torted or.· d1m1n11he4,;,.:·~< 
in.ita aipU1C&DOe.~ . · _. _ .· .· ·. ..:· . . · .. ·. • .. · .·.-· . : . · . 

. .. · 3-8o7(c) .. •i fa1r·&D4 NacmabJA··prott"· .. cazmot be~- ... : . 
bJ' ailllpq app~ a certain predetermine4 percentase to the-~ 
coat. eatiJI&te. or· Hll1ng price-~. &· ~· • · ... ·. 

· 3-8o8.2(o). · •lou&h ~1c:ka. JJ&7:· b~ 4eYelope4. ..... ·to:··· .. 
point up appare~ gl'Oaa·ii1oouiatena1ea: which aboul4 be aubjecte4 .. ~ · 
to &dtitioD&l pric1Da·.techn1Q.Ue•;-'1noln'1»1· con &Jl&JV1a .. ·· SuoA ... ~- · . 

. ~icb ahoal4 be .. ocna14e~· u aa.·1D4iapeuable· a4JlmcJt to_.· · ~ : .. _,· .. 
:·. - :.: .. ·. oon.-~1•,- ainoe-.- a: nuq o~ a :!11Dsl•· otterer•a · enimatet.· . · · 

:.:· cona.·iD~ aole..·.OUZ.Oe· a1tuat1ona vill. ~- 1!241cate· vhe'tller the.· 
· · · · · pr0poae4 price- ia fair &114 reaacmable 1A ccmpariaon nth: ~r 
. :~ :: .·, pzro4ue'ta.· ot the ..., . kiM •. !f· .. · · • 
~ . ~ _. . .. :~-:.. : . . . . . 

.. ~ 

.·.·.' .. 3-8o8.3(a) .1!18 ~e4 t~ con ~·1• '.sependa .Oil-·the· ... -.. ; 

..... 
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-- ) . . - · .. H~DQUARTERS ~~ITED _STA_'r'ES AIR FORCE.:-:: 

~r~••--: H:tf~J~~Jz.i,~J{J"" .· ·;~:t,·,~:.·~~;N'T~:c~-, :- .. ··· .-. . ·; . . , . 
-·~-~-.\·- .AJXPP-I'Jl'~··_,.,J~· ...... _ .. -· ·~ :·~-~ -. . ·, -.-... · ::4 December 1958 -

>;~,·~·:_:::;D·.~.~~~~·~i~::~~L~~ <.,,,.,,, .. 
. '. 

•. . .. . . . . ~ :" . · ... -.~::.i~: ,· ..... . . ... .. : . . ·. . . I' • ,. ... • •· • . . ·.• ~-- · ••. :. ' • 

_·. ,_.·;: _:·-~:-~~~~.-. -~~---~;~~ ~~- .. -.~~rehenaiTe· Coa~/Pd~tple·~~-- -_, ;-,~<: · _ .. .-.. :: .. -- --~~· ... ·. ·, 

;:·}l'C./·./?·J~;~:~f~~: .. ~~~ .. ~=:a3~•:;~:~.;·_ .. •: •-······· -··· 
· ...... : ·····.:. ·.:<::.->:- .... : · on the. A.ppllcabiU't¥- · ·aapeot• ot the.: 8\lbj...,_. principlea. · I .. aura-~-- .- · .·· :·. ··.· . 

.. ·:~--:~>-~/::{·~·:/::<~.·(_:_:· · 7~ c&i{ _appreeiate •· ~. t~:: ~t-;:~ ~-:·t~; ~--:· iiaite4_--~~- &Yaiiab~--~;~\-::. ·: : __ ·~~ .'-... ·~ ..... . 
;:;;:_-~·-··.:·> -~-~<·:~·-".,-;.tor- PJ"ep&ration~ theae tlw,U&ht•:&n-·f&r.-·trc. ~•U!a- ~-~~ini~: f.om~:\<;-·.. ~-.. '·>· .. : · 

· .-. .-\- ~~ ~ ;· .. _-;-_;- -~ :. &Dd,: .. olarU1catioll· o't. certaia·· · 81*lific· --1l341vidt1•l: pri!ioi~tlea:;·:~- caimot -~".·::·,/·' . .' .:_.··-:·:· ·: 
t, •.. .,.~,...! or':_:. ·: • . ' . . . .. ··. . I . : -J.. . ... . . • . .. • . .· . . . ._v-~~'!'"':'"1~·!.. --.~'.::; 

·<~.~-(· ~<·:~.._.,.-? ... '1- ·be 1afte4· excep: bJ"'=a __ \m:Uatera1.-ue1aio~.b7·.~-~;Qt· ~en.-e. ~";:~·.-:-"'=:·.: .._· ~:::.~· 
0 :_:~ ,~·· ir:(:·:; ::t\f ~·~~.~d?:f':~t: ~::tb ::;-lt~:;(;~~FJ :.~#~;i.f£;£;:; 8~M~tJ!~:Y~~ 
)~ ... :·."~:.-...·· .. :,:-· ,:·-:.~.:..._~_.~-~:: t:,··: 3• . Ther.af appear•.:_t~~be bu~ ~~'te~ve&·-:~.wiWreb.rf.~.'f:~·.!..:;:···~: -~.>.:..:-~ } .: 

·~ ·.:.~ ~:=~~-;~ .. >.<~- .-... ·ae-.:·ot.·pii.Doiple& can,. b·&:~·iaftecl,.·. ~~1fill: .. ~ve ~ iellbl&no';( Cfl~_.:: .. ~>-i . .--·.~:;'.-.~-~\ ~· /~.--
.-.::t· -- ....... --·~··.:· ..., .. ~.. . .... t .·. . ·~ ·• ...... ~··h .. " .... \ . ; =~ .,. iJ., .. :._:· .. ~~- ... l'~.;l~.· ..... •. · -. . ·~;:...-·,•·-.. .. 
• .... . • '·<·~---.~.:- .. aco·~····on· the ~of!:~r.r~· ~ae;o.,..:. '!< ..... -- .... ~r..•-:.~::-r,..: .. t .. ~ . ... , .. _.~'·: .. ·:: .. ~q •. · ... c'l: ... -~~ : ;:· :~>/~~,,:'<: .·::, ·.: ;:;;~:: ~'~·; ~j;: ·. : <: . ";; ' ' :· :; ., : ·.~. ~;f;-: ~-> _;:;~ :>~ ~~ :· .. j ~:::::~ ~r:::r:-: <~~1p~t~~t\1~(;5'L'~ 
~· .. :..:.: ..... ·.·· ... -· ·: ... -·. : ~.--: ... a .. :., Acceptance.~~~ •'·· &ll.~oata .., oo~:~Geptt:~;-n~ .. _.""'.l.::· .. ·-<. ·.-:~:(.;,. 
~-- · ·-~-~·~/-· . .- .. ·,:~r~=·· toil the--teats ~- reUoDabtene ... -aD&.al.l.ORD111:t7 •. ::·:·· f.=/:.---.~·,_.ii-'.j-:1<./ .> : .... ·~~;._:_ .. ~·{···~~·.:;~: :::-~ 
. ( ~;-/~~:;·~; }--~~~- -)~~.='j~ .:~--::-~-~~ -: ·-~_·: ~t- .... _ · · ·;:_ · ... -:~·--- ... ; ~-:_:.~ :."~::;_-:Y.: ~;-~1 ~-- <--~·~-.~:.~ ~:?\~~~~·~:. · \ ... ·· ~;~{s:~-1- :~· :;.::.~~-~. ~~j~)\~~\~~~;'i~~~~-:~r·:~·~·:; 
"·~·.: ·: _, _ . .-, , ~-.-*\'':~· · ,_,:_·.·b~ _. ~aicm. ~-~~~·~P~oab111~. aect1ot~: to:,recoliiis~~-,_. .. ·.- . .-.5•: .. •:.~ .. ·: _ . 

~~;-~. ~-: · .: .{ ~ --_;: '.: :.· \ ole&rq~ ~·line;. o~: ~:t~ betfteJt~ cori~reilllburaeme~:tr..'Q»e:: ADL' .:.·.:·','(;:. ::r:)i~ .· .. · { 

~/;:::-:.r.:~~t:.)~;~;rc~ ~;,CCll~~t:~;{:~:.:~::~f;::_;:£~1?J • ;\h,-,j~xt,;<~:~;:":~{.~:~t~!i~Z:)_ 
·-=··· :, \ ... ·. · _ .... ·. 4 •. -, .Whil•.- induat17. ~--"n"-Ol.lb"~.pr<er. the. tomar. (~_abqn.),.. ... ~-:." ... ~ . 

~-:·f~~~; .;~~~!t~-~:-.-.~. :< ~ w.a. ~~·tiT•~ ~--~ -~~~-to. 1l~~~·~ria~- ~ GOY~~~~:=>~·~ :1~~(~;;~~-;·~- -· 
. ~;·r:",- _.:..~~:·~· :f·~< .• ::· CIO~~~ tor_· the.· re•IOil_., OW.~·'bJ'..-.1;ha, (kJYerma.eulri -~~r: :-., :: ,· ·,<.~·~-;:._,~- .. · 
.~-~:..:·>~~~-~·.!':-.:·1_.;:''"··.·th&.~·iM.•,·Aiato ..... : ot.: thi~·etton~ ··on'm"n""'·•.-~ tha;.Cli.U.aiaa· ¢ .. ,. ·.·:~;~ .-~·:·'/~~.,.-, .,.-_ .. ·-:._::. 
-~4: ~·~'= :1"~~- .. :r:.~ ..... "t ~ ::-~.... • • .., .• ). ~ _ .... _,... ..·. • . ~~ ... . ....... -· .. . ·,· -.:- .... ,..~ '·· .. ,.:.. .-.. · 

-{:~·~tr~~~;:~~5#-~;&~~~~i~~~~~:070_:tG3;·f1::~~I~;;~!y;[.· 
--~.: .-·.; -·.'1.~ :"'-· . . ·:- 5~.-j,_oa,_ ~ ather. hazi4'~:· .. &J;tez11&Uft. a.~~~·~~ appe&l'af t~. ~t~_,·~ .-.~ · .. · ;" -..- ... ·:.~-. 



. :.·:"· """ ~ -~ .. ~· . :.; . ... . • '• •- a .i : ' ;,~.: •• ' 

------------------------~~----~-----------------------
_ .. ,: ... 

OFFICE-OF THE ASSisTA·r:.i1<~~CRETARY OF. DEFENSE' 
WASHINGTON 25. D. C. -

... ·. :.··~ -~:"' ... : - . -· 

::~::_:,- ---~ - . ' . . ' _·;·::~-~~~:.; '):·--: .-::;· 
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·· --· ·:··'_--__ :'_·._:,:·~·:roa .. m~_s!.se:tmRf ~- DEtEl'tSB (SOE'!LY.ABD.z.ooiSn:cs) · 
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..• . ~- . -

· SUBJll:'f:'· _ AUcnr~Lbui t7 ot. P.rot1 t-Sbaring . P.1.a.u . Ulld.er CUrrent- Air ForCe 
Colltracta- ·- · - · -

.. . ' ·.. - . ' 
. · .. - ""; .·· . :-·_-.· ... :, \. 

~---_ ·- · __ ----':: >~ \: .·.-:· · <~- -· .. _· -_ _. 'l'he Air Force· bU.· aga1~ :·rat88d. the :P~uai, .. bi. teiepho12e.- 1~.- · . 
· · _-. __ . ~- - ·troa. MIZ. Golden,~ t4 the action wh:l.ch abou14.be taken 111th respect- to- .: · _- · -. 

the allo1rab111tT o:t profit•shari.J2S plana _lmdar c:urrent- contracts. I·.-· · · . 
. . . . _ _ · _, llD4.8Z-atazl4.: tha-t the great 1111Jor1 V.: ~ · A1r- J'o:rce contractors an- ret\laiqi .·._·:- :,: · 
:·: :~ ~---'-:. --- .. -~-:.·:~:to· DeSOti&te #D&l- pricea- UJK1.er 1:acent1ve· .... price. ~able con-··_, __ ,··_ 

-:-;<·_:- ·. :'.: :·.-_:.· _·-~: >. tnota 1a._Yf_ev,~~-the· probaM11'Q' o:t. a.D iliiDiluerrt ch&Jlse: in.A:lr. JWcfti: .. · .· _ -~:·~:. · 
\·::~<<:::::< <·::.:_: p)Ucx_._wi~·::re~ to the a1.l.Owab111ty. ~---Pl'Ofit-abariiW p18u.,:_.::· The-,·-<;.- ~ . . . -

... -:--,,:·\~\- -~·: .. ·. i[];t. AEiitniili· :rel:ctt t.o·CPJT·cont!ra¢s d.eal.a with tliii ova :OW:~---~-.-:~- _;-.- :~._:;-_-_· 
~.;·-\;::-<:_:~:-~~; __ :· :::;~ ~·-=- ~-- campeuation._ .. 1!:tAr·Aft17;:8DL .1&'97· _:baye al111Q'8.::'trM.tecl Pl'Ofi~ .. <;:·_·_-.-,:;··._:_.- · 

::- ~::::-·~--.·_-::-:·~-~;.:.' ahar.lzw<u a pori1o~a 0t -Ovw~:. ~~D.?i:_·_ There· is/DO· exlatiDC;~>~>;~·-:~-.-_:_.---~- · -:·---
·.;;>;T:.~<:;;.:f{~:y·=-_--.·~~-oa,~ ~- ~c~ -~~ ~-prevCdi.:_the -~--~~,:--~-~~:\:<·:·::~.·-?·~::·.-~-. ·.:' ___ -
: .. ;..,>. ;.;-;;~-_---,; ;_·1228' it~ om p)Uq, 10 u._._tO reCosD:Lze -~~ab&riDS. aa..an a.ll.cnrable-.::;0 _ , ." : .·,,;_._. · .... - :--· 

_. ... ,. -~--:'-' .:,_. ·. ~: ·_. J'orce· &Dil·: ita·· Collti'8ctora :. -.· ,- z: kJ:¥:nr ot· DO: ~t- at the• pre~~-:;~.'':;,_ . ·~ .- · ·:-. 
'l;f?Gf:: ~,',~·~1D!i~;tba1l tli~;~~p1'!11111t~ daciaioJL.takeD .• bJt';(;i;\~i/',_-~. ··~--
:~~ .~-~~~~~i~~~~~~:-_ 

-~- ----~------_,._.,:· · --... otftce>W"•·cbup·1D the .A:lr·Parce· p)U~ ldd.cli lRNl4 trea-t: Pl'Ofi't-·i--~ ,, ~-·· · -- - ·-· · 
-~)f:;~~~:·:-;:·~:;/ _ -~:~--- 8h&rizC~·-»~~•r.u -~ ~o~a\ oi< cw~~ .. ~uon,~- subj~- ~~~ ceur~~--_.' __ :,· --:::~_:-(<-.-:_·>_;:-_: •. <· :: 

·-- - · -·· tothai~~ten ~ reuom.bleneu,a1mt'ar:.-.to that:· set rorth·1n OR-,..··-:_·.-_:-.; _ _-. _.··-
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: ~-. r.· . . . ~ .. -.. 

ca..·:-:.~-. 
>t 

.· .. 29.Decembe~··l958 .... 
• ·, .s 

. ·. ~- ~- ~ ~~. . . , 
. . . . .•.. ·. !: ~:~-- > ....... 4-_. ~ '• 

... · ·· · .. MEMciWmuM:_~_CR. THE ASSn3TANT S~RETARY. CF.· D~i~ (StiPPLt-:AND ·uxi!STICSf · ~-;_ .. · 
. •· .. ·s~m:i~:·· b~~;~t cost ~iple~·:.~ : ._:_:.· ,· '. x· ~.··>:·;·>:-.:{;~- .::.: ~ ,. ~' ··•·· .. 

· .. '; ~-._ ... ·_·:::;,: ·_ ... · :.· ~. . : . .; : ,._ ·- ·.;.: . . . ~-- : ·. _;· . 
,. . ·~.· ·.-.··.-. . -~~---··.:;.~& .::· . .. ~.;-_ .• · \' . ... . . ·-··.·· •. - . ~~f:-.~:~_-. -;;:_"l, 4: .: .. __ · ~:. •• .._, ·:·.:..: :.:.· • .. ..... _ •• 

Oo --.. : • o - r ' '_, • ; o ~,. ••• • • • • • ' • • ... , o ', 'o ' '• o , ... ··,. : '(' • o' ,. • f • • • 

_ ·· · __ : __ ·:··_ , 1~~,-._-:·At,.· y~. directi~n1 I hav~ h~ld. ~ro~: ineetings:·with:·:rep·;~~enta~·;:.·:· 
·· · .- :· 'tives ot 1;he M:Uitary Departments and the A.ssis~ Secreta.rT~ot. Defens•-": .·.,.;. 

.. ~~ . (CoD!Ptroller).~ t~--- consider the contrac~ cost: priDc.ipi.es. iJi:·th~).iili:t" ot.; .. ·.,. -~-. : 
.. -~~~~-.strong. pr~tests, whi_ch. have bee~ :r:ecei~ i'r<?Di7- iDd~try~:;:.;_Oift))bjec~ ~.·;;· ··:i/ >i~:·~· ·-. : _ _. . 

.. :.,~ .. tiyi has:' been. to-:_,take_ a· i'resh--look, a.~- the· entirg. 'philo~•:r·.uriderlj;tng_· ~:~~~:-~::/_·:~< ·;~-.-:':_···.· 
\. ~~put.· et.terw:·: to·-devel~p· ·a s~alled compreh~nsi v•----~·~~: .. ~~- .. ~os~: ~--,_.; · < .. · :-;:: ··.t}-· .\- ·:· ~.7.~. _ ... 

<:· ·:··.~:rJ· . primiple&-~~ . Additionally-;~ .we. haVe reviewed~ the.- _iridi:vidu~~i~:··.~': cos~:;;_:~:;:;· ... _~-.~--:.·~ <:-. 

. · ·· .. ·. -::. ··: .. 

,- -.• _ ·:c_·. ·:.::·· ,_:;. .. · _.· _,· • .-:~3.·- There·. iS ~ttached~" as. Tab Ai-· a rev;_sic;>n- ot eerta±n ·portio~~--~:·_.--:_·: ·.-~:~· .. · 

_·'-~!.-· • .• ~·- ... :·;·~ .• ~-::".~:·:-_ :.· • .-,---~.-4:~·-t~ materi&l i:n- ad4i,tion.:.to .. P~ip~es_ •·~ ~- tee1 ~a~--- .. .-_~.-.-~,:- .. 
·.~-,~-·- ':~: --,··:·--~_.···<:~~-~~-·: ... ~:~-::~~-~:.the detail. wich is· ineludect is· the min111JUm··necessan:::tor ~- · ... =.-:: -. .--: ··.· 

-~v:·: · ··. -~'~:~:::~-~?E:iJtt~ll~i. a~:~a~~t:··,~~;:,~~ Zipl~ ::h~ ·• L~:: --~~~~~~a.;~,~;>:-.=--.. · . 
. ;.:{·_ : ;-.:;~" .:.:·::<4,;:'::':,;Z"':. t ~;-~ear li iildiC ate~ -Thc;abaenc8- at sUch· an. advance:· &gree ... " :, : < . · 
• • A. r~-- ....... ·~ ....... :_ •• ,.~ .~r;~.:,. -.~e .. ;J ... :- . . ' . .. . · .1 ,... '· -t ;, 

-~ .. :-;= ."· :::~:::,.,.·,;':..- ~ --_.,<_ :t:_. __ -,~-~-··. men:t on any element_ ot:·cost Will.:· not, in :itselt';· serve.:: to·. ~- · .:-_ .. :..·:·~·_. : · 
·=· ~;_.'_.-~-.-~:>-~:_ -~.:~·;~:- ·_ ·.:· -·~:- -·<: --~:·;.~· inake that element eithe~ ·allowab~·or unallowablei!I~,·-·Addition-:~:-... -.· .. ·. 
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c. Direct Costing. We recommend certain technical changes 
in this pri.nCiple _to take care .. of a concept which was 
inadvertentl;r omitted and to avoid duplication of charges 

· wxler certain circumstances. 

D. Advertising. · This principle has been liberalized someldlat 
to inClude ~e.cost of exhibits sponsored b;r the Government 
as well as advertising· ·for scarce materials or disposing 
ot scrap or surplus materials. 

E. Contributions and Donations. We have made a ·substantive 
change in thiS principle to allow the costs of reasonable 
contributions to established nonprofit charitable organiza~ 
tions. It is our feeling that industcy fully substantiated 
this type of cost as·· an unavoidable expense. We do not 
believe that we have opened •Pandora' s · box• and, further 1 
we feel that no insur.manntable problems of.administration 
will be enc~tered~ 

The Air Force representative does not concur in the 
above recommendation feeling that, as proposed, this 
principle would open the door to .fUrther demands b:y .. 
industcy, as well as lead to abuses and complex adm1 nistra- · 
tive problems. 

F. Interest. Vlhile we recommend that interest ·costs remain 
unallowable, we propose an addition to .ASPR 3-808•4 to 
indicate that the extent o~ a contractor's total investment 
in the performance of the contract will. be taken into 
consideration in the fixing of the amount of the fee . or 
profit. · 

. G. Plant Reconversion Costs.· This principle has been · 
liberalized to 8llov aaa!tional costs b7 mutual agreement 
where equity- so dicta~es in special circumstances. 

H·. Rental Costs. _This principle has been liberalized to 
inClude •market. conditions in the area•. as a test ot 
reasonableness of rental costs. 

4.· I am attachil3g aa Tab B, a suggested revision of the compensation 
principle • .- The objective ot this revision is to recognize that in the 
determination of the _reasonableness of total compensation, contracting 
officers,· as a practical matter, can only- cope. with the unreasonable or . 

. out of line situation. Since this is true1 it is felt that we should 
inject some fiavor of this ~pproach into our co~t principle to assist 
contracting officers in an extremely difficult area of contrac~ admiriis
tration. The substance of this revision is currently contained in 
paragraph $4-90$ (a) of the Air Force Procurement Instructions. · 
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5.. We have spent. most of oUr time in reviewing our previous position 
with respect to the Applicability section of the principles since it is 
the most controversial area both within the Department of Defense and 
with indust17. In our review of industry comments, we have taken 
particular·· note ot the strong protests lodged against the application of 
detailed cost principles to contracts of_ the fixed-price type. 1-lhile. we 
never intended to utilize the cost principles· as a detailed blueprint 
for the establishment of prices in the fixed-price area, we feel that 
industry is justified in tll.eir objections·· to ·our previous drafts in this 
regard. In addition to the industry protests, the Hili tary Departments 
have expressed a strong desire that our regulations specifically recognize 
the pricing principles incorporated in ASPR Section III, Part 8, as the 
basic guidelines for the determination of fair and reasonable prices for 
fixed-price· type contracts. This approach is in contradistinction to our 
previous draft which, however. artfully worded, gives the umnistakeable 
navor of pricing by fornmla. Procurement personnel of all of the 
Departments are apprehensive lest contracting officers use the cost 
principles as a crutch to avoid criticism, to the detriment of our 
generally· accepted pricing phUosophy. They have maintained, as. did 
industry-, that this will be the inevitable ·result of our previous approach 
regardless of our intent to the contrary. · 

·-·· ~ . 

Our overall analysis of the specific items of cost as now ·-.· · 
recommended is that they are fair and equitable for strict application to~ 
cost type contracts. In reviewing a:rrr of the specific items ot cost, we · 
are necessarily primarily concerned with ·respect to their allowability-
in the riskless cost type contrac_t. We feel that . We should be more 
conservative, more detailed, and more specific in this type of contract 
than .in those of the fixed-price type. 

The need for cost analysis with respect to fixed-price type 
contracts. varies· in a broad spectrum. In the final pricing of incentive . 
contracts, major reliance must be placed on costs. In redeterminable 
type ·contracts, we are generall7 loold.ng ahead .and, while cost analysis 
is an important factor in establishing fair a.rxl reasonable prices, it· 

. must be used judiciously and not slavishly. In firm fixed-price contracts, 
. the use at cost analysis and the detail of its use varies on a broad 

scale. As we endeavor to fit a given set of cost principles, tailored 
as theY' must necessarily be to the c'ost-type contract, to th~e ma.ny- and· 
varied pricing situations,. we run the great danger of so inhib"i ting our 

· contracting personnel that· the inherent advantages of fixed-price contracts 
and aur pricing techniques' will be lost. ' . . . . . . . . 

· We· have· previously been guided ani influenced by the truism that . 
•a cost is a cost regardless ar the type of contract•. We do not take 
issue with this generality; however, to give effect to ~s principle 

~ .-·~ .. · -=--.. 

tends to result in a detailed evaluation of costs in most instances. 'This 
motivation for specificity in the evaluation of a price will inevitably lead 

· to formula pricing. There are ms.n.y situations in which we. need be concerned 
only with the general. level of estimated costs and secondarily with the· 
types at costs included in the estimate. -

3 
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We have stated repeatedly in ASP.R that the negotiation of a fair 
and reasonable price requires the exercise of good business judgment. The 

. exercise of this judgment requires flexibility in the negotiation process 
to concentrate· on the major elements of a price. Negotiation implies and 
demands a give and take approach so as to arrive at a mutually acceptable 
fair and reasonable price. In this· atmosphere of give and take (not 
adamant dictation by one party to the negotiation) it is essential that 
the Government negotiator be provided with. ~the flexibility to recognize 
the validity of a contractor's requests .with respect to anyel.eme.nt ot . 
cost in return for a more advantageoUs concession by the contractor with 
respect to another element ot the price. 

The observations set forth above are not new. They are the 
. basic and. inherent problems ltlhich have prevented an easy. resolution to 

this question over the past few years. If' the principles are issued 
with their applicability as set forth in. the 21 August 1958 draft, we 
Call look forward to continued and violent disagreement with industry. 
We.can foresee future misunderstanding on the part of contracting officers 
as they endeavor to reconcile the applicability of the cost principles 
with the pricing techniques of ASPR Section III, Part 8. We can expect 
pressure toward formula pricing emanating from.re~ewing a~thorities such 
as the General Accounting Office. 

rn·.many respects, 't-te find. ourselves on the horns of a dilemma. . 
Some members of the working group strongly advocated a complete separation. ,_· 

. -· 

of all fixed-price type contracts f'rom any tie-in with the cost principles~ ') 
They would create a separate part in Section XV to cover fixed-price type 
contracts in which the principles would not be used as a ~guide• since 
prenous experience in using the present Section XV, Part.2, as.a guide in 
pricing fixed-price contracts had resulted in formula. pricing. The 
majority, however, while c~ncurring ili the concept of. a separate part for· 
fixed-price contracts, belie~es that since cost analysis is an important· 
~actor in pricing ma.ny fixed-price contracts; we need to state that the · 
cost prinCiples will be used 11to provide -general guidance• in the pricing 
or such contracts. While recognizing that even this latter tie-in to the · 
principles runs the danger of' some formula pricing, it.is recommended here 
as a middle ground which offers the best accommodation of the·lllallY conflict-
ing . points of' view lolhich are involved. · 

. While we. have redrafted the Applicability Section Il1S.ey times, -
we are. not able . to present a f'ully coordinated new draft at the present . 

:time. · Tab C, attached, appears to offer the most practical solution. 
It-· is furnished herewith to serve as the basis. tor future discussions of 
the basic policy questions underlying the resolution of' this ditf'icult 
problem. 



The representative of the Assistant Secretary of Defense (Comptroller) 
does not· concur with the views expressed herein. It is his view that to 
the exten-t. costs are a factor in pricing, they should be evaluated on a · 
uniform basis regardless of the type of contract involved. He believes 
that. the present proposal is inconsistent with the policy previously 
established after thorough consideration at the highest levels within the 
Department, and that the Applic~ility section contained in the 21 August 
1958 draft1 with certain minor revisions, · s~ould be retained. 

.3 !nels 
l. Tab A 
2. Tab a 
.3. Tab C 

m~ .· 
(j~~:~ SC 1 _USN 

Staff Director, ASPR Division 
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12/9/SS 

TITLE OF SECTION. 

In· order- to-a'Void-the charge that· .ASPR sec·. IV is not "Cost Principles" 
as the present title wOuld indicate,- we recommend that the title be changed 
to ·"Contract Cost Principles and ~edures.•. · 

ADVANCE- UNDERSTANDINGS 

Modit)" lS-204.~(~) ot the ~~-A~gus~ d~ to read as tollowar 

" ••• such agreement maT. be initiated b7 contracting officers individually- or 
jointq tor all defense work ot tl:ie contractor, as may be appropriate. An7 
such agreement shoUld be incorporated in· cost-reimbursement type contracts 
or-made a part· or the contract file in the case ·or negotiated fixed-price 
t)"pe contracts; and should govern the cost detemillations covered therebT 
throughout the performance of the. related· COntract. The absence Of SUCh an 
advance agreement on aey element .of cost Will not,· in itseltl serve to make 
that element e1 ther allowable or unallowable. - However,· the nature ot certain 
~oats is such that adv!lllce agre~ents are no~l7 eas~ntial. These aret. 

· · (1~ pre~contract c.osts (ASP! 1S~204.2 (dd)); . 
(ii . retal ties·- (ASP!r 15~204~2 (jj)} J . · 

(iii travel costs, as related to special or. mass personnel 
. ~~Vellle~t (AS~ lS-:2~4-·.~- (~s) (S)_) J __ 

~ 
Examples ot others tor which such agreE!ments are normall7 appropriate, though 
not essential, aret 

(iv~ (v 
(v.L . 

(vii) 
(tw.) 

use charges tor-·fUl.ly depreciated assets (ASPR lS-204.2 (1)(6)); 
canpensation tor· ·perscmll· services (ASPR l$~204.2 (f)) J 
deterred maintenance coSts (ASPR l$-204.2· (t)(l)(ii)); 
research--and developnent costs (ASP! l$-204~2 (11)(6)); and 
selling and distribution costa (ASPB. 15-204.2 (kk:)(2)). 11 

DIREcr CCSTiliJ" 

·In order to· take···care·or·a-·concept ·~ch-had been inadvertantl7 anitt8d 
and to avoid duplication ot charges Under certain circumstances, we recomend 
addition· ot- the following sentence at the and ot l.$-202( a): 

. lz-202( a) !ddt 

"When 1 tems ordinB.ril:r chargeable as indirect costs are charged to Government 
wrk as direct costs, the cost ot like items applicable to other work ot the 
contractor must be eliminated from indirect costs allocated to Government work.'-' 

l TAB A·~ 

···~··---··--,·-·-··-~- ···- ·-------~-...:~__, ..... '---"~· - ______ e. __ ____.; •·---
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12/9/58 

ADVERTISING 

lS-204•2. Listing ot Costs. 

(a)- Advertising Costs.~ 

(1) AdvertiSing costs include the.cost ot advertising media 
and corollary adDrinistrati ve· costa~ Advertising media· include magazines, 
newspapers,· radio and television programs,·. direct mdl, trade papers·, ·outdoor 
advertising, dealer cards and. window displays, conventions, exhibits, free 
goods and 'samples, and sales literature• The following advertising costs ·are 
allowablet 

(1) ~~rt~sing in trade and technical journals, 
prov.l.ded such advertising does not otter specific 
products ·or services tor ·sale but is placed in 
journals which are valuable tor the dissemination 
ot technical information within the contractor's 
indust17; ·and · 

(11) help wanted- advertising, as set forth in. (gg) below,. 
· when ·considered in conjtmct1on with all other · 
recruitment costs. · 

(iii) costs of participation in exhibits sponsored by the . 
GoVernment tor the purpose ot developing milit&rT· _ 
app~cati~s. ot products. 

(iT) advertising relating to accomplishment· ot the 
contract mission tor the purpose ot obtaining 
scarce ·materials or equipment, or ~sposing of . 
scrap or su~lus materials. 

(2) Except as prarl.ded in '(iii) aDd (iv) ·above, all advertising 
which otters products· tor sale is un&llowable. 

CONTRIBUTiotm· AND DONATIONS 

Rea•anable contribUtions and donations to- established nonprofit charitabie 
og&nizationa are. alloWa.ble provided thej" ''are expected of the contractor by the 

· community and it can reasonably be· expected that the prestige ot the· contractor 
in the c0lllllll1Di tT would sutter. through the lack ot such ·contributions. 

The propriety ot the amount ot particular contributions and the aggregate 
thereof tor each fiscal period must ordinarily be judged in the light ot the 
pattern ot past c.ontributions·, particularly those made prior to the placing 
ot Government contracts. The amount of each. allowable contribution must be· 
deductible tor purposes of FederaJ. income tax, but this condition does not, 
in itselt, justifY allowability- as a contract cost. 

_(: 

" . .... 

2 TAB! 
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IN'&~ ·ON ·BORRCWINGS 
~\ 

ProJJo.salt Maintain unallowability or interest· as a COST, but revis~d profit, 
1 

polfcy appearing iri ASFR 3-808.4 bY adding a··new suoparagraph (d) and .. 
relettering the remaining subparagraphs. ·The inserted paragraph will reada 

. "d~ Ext:n~ ~~· the Contra~tOrr s rnv~stment. Gl !T ;t.c_..:r c.' d !p' .. ~ ..... t 
·. . . . .. .1flf~.L (./ "'l ~~~r; .. J) 

· 1'he extent ·or a contractor'~ t~tal investment~ in the performance ot 
the contract will be taken into consideration in the,fixing of the amount ot the 
tee or profit.ft · 

PLAll';r RECONVERSION COSTS 

( cc) Plant Reconversion Costs. - ·Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's tacilities 
to approximately the same condition· existing immediatelY' prior to the 

. commencement ot the niilitaey ·contract work, f8ir· wear and tear excepted. 
Reconversion c·osts are normally unallowable· except tor the cost ot removing 
Govenunent property and the restoration or rehabilitation costs caused b7~~ 
such removal. Howe-ver, in special_ circtmlstances where equi t7 so dictates I 
additional costs may be allowed to the· extent mutually agreed upon. 
Wh~never such costs are given conside~ation, care should be exercised to . 
avoid duplication through allowance as contingencies, as additional profit or ~ . 
tee, or in other contracts. . . · . · -~ 

BENTAL ccsrs 

(hh) Rental Costs. (rncluding Sale and Leaseback ot ?acilities) • 

Revise paragraph (1) ot the prlnciple to read as tollowsr 

. (l) Rental co~ts ot land, building, and equipment and other 
personal propert,y are allowable it the rates are reasonable in light ot 

. such factors as market conditioiia· in the area, the type, life. expect&llC7, 
condition, and value of the lacifit!es ieasiiKI, options available, and· other 
provisions ot the rental Agreement·.-~ Applicati·on of these ·factors involves 
~ nth other considerations comparlson· ot rent~ costs with costs which 
wo be 8iiocabie 1! the facilities were O.'Wlled b7 the contractor. . 

3 Tab A.·~ 
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DRA.Fr 
15 Dec 58/JMM 

A. ~ talte cUe of._the gigantic problea incident to u. examination ot ALL· 

-caapensation- phns, chaDge paragraph (b) as follows: 

·'l· COJIIpensation is reascmable to . the extent that -the to~ amow:lt 

.Paid or accraed ia camaensurate __ vi th compensation paid Under the 

ccmtractor' a· eatabllshecl p0~c7 aDc1 c~oru senerally to compensar- · 
... 

tion paid. b7 other contractors ot · the same aize, in the same 
' . 

1Dduet17, or ill the -· seosraPhic area,~tor a1m1u services. 

_ID ·the ~1n18'tratiOA ot. this pr1nciJ4e, it ia recopized. that --~ 

Bot.- weq'· compensatioa·. case need be aultjected.- ill detail to the ~:-. 
• . . J 

I . • 

· abot'e testa.· Sa.cll ~eats need be· applied O!l.l to those cases iD 
. ; 

. ' ·' . ,• . ;,. . . 

. wbich a general renew reYeal.a allOUD.ta or tne• o~ · CO!,P!D8ation 
. . . .. . . . _,. : -~- ~ :. . .· .. 

· vhiCh aaear uniaealcm.able or otherwise out . ot line~ Jrov8Yer1 
~ : • . ..-.:-;2' ·: :• ... - . • 

. certa1a ccmdi tiona ·SiTe rise: to the B8eci tor special· cODaideratioa 
'· 

aacl poaaib~e lill:l.t&~Cm. aa to ~ovab1llt7 tor ccmtract coat 

parpoaea whe~ aGUJrt;a &ppe&r exceaaiYe~ AIW'Dg sa.cll COD.cli tiOD8 

an the tollov:I.Dgs etC. • 

B. · ~e c~ ·ot the paa~ avrlce peuiem cre~t pro'bl• 'b7 deletiq the 

phraae·.·~tor· aerv1cea aft'elltl7. rendered" troa 15·204.2(r)(6)a,· &D4 1neert · 
' ' -

t:'l 

at the_ 'beg:JnD1"S ·Ot parecraplll(1): 

"Except. tor past eer.ice pension coata,.1t ie tor service• 

rad.encl dur1Ds the· coatract period."·· ... 

1 

... 
-... 
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Part 7 - Fixed-Price Type Contracts 

. 15-700·· · Se9Pe· ot Part'.' !his Part seta forth the guidelines to be 

uaecl tor the. ~uation ot costa in negotiated tixed~price t1Pe contracts, 

illclud:J.Dg terlid.Dation~. thereof, in ·those· instances· 'Where shch · evaluation· 

. is required to·. eatabli'sh ;prices tor such contracts.- "Fixed-price type" 

contracts· incl.ude, for purposes ot this Part, the tollov.I.Dg: . . 

(1) ·firm.. fixed-price contracts (ASP!l 3-4o3.1) 
•• 04 

(11) 

(tit) 

1'1xed-price contracts w:Lth escal.atioa (~ 3-4o3.~) 

:fixed-price contracts prorid:J.Dg tor the redetend.D&tion 

ot price (ASP.! 3-4o3.3) 

(iv) tixed-price· incentive contract• (ASPB 3-4o3.4) . 

(v) non-coat-reimbursable portion ot tilDe act materials 

· contracts .(ASPB. 3-~5.'1) 

15•701 . Basi~· .Considerations.- (a) . Under' fixed-price: :t1Pe ccm:tracts, 

prices, ~ot separate el8men~s ot coat plus pro:ti t, are to be negotiated. . 

· A nesot1ated. price is the basta tor p&1DleDt. to a ccmtractor under fixed

price :tne contracts; al.l~ble coSta are the basis tor reimburaaen~. 

·.uDder .co~reimbursement ·t1Pe. coatracta. · Accor01ngJ71 the policies &1l4 . . . . -

pl'Oce~a. of· .ASP!l·Sectioa III, Part 8, are gOYerniDS and ~be followed. 
• ,' • I• • , ' • •, 

ia·. tlle· .•esot1at101l ot tixei-price· t1})e ~ontracta • 

. . ('b).··~·· ~eopize4 ill ASPB Secticm III, Part 8, there are YitlWl 
.... 

tlle nxe~price_tJPe categoey. ot contracts certain a1tuat1~s, -e.s., 
incentive aci redeterm:lii&ble contracts, ill whieh coat a ar.e a _s1Snit1cant 

factor 1a the negotiation o_t prices. ID aueh ai tuat1on•, costa mast ~e ·. 

n.bll:l tted 'b7 ~emtraetors, enl.uate4 b7 the Govermnent, ad used· as 

TAB a 

· ..... 
-~------...__-------~--=-·~-~-
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. . . 

appropriate in. negoti.at~. ·fair and reasonabl.e prices. · However, since 
... - ... . ... .. . .. - . .. . 

. . . . ' . . . 

the baSic objective, even in these situations, is the negotiation o~ a 
.. . . . . 

price rather tlwl the determiD&ticm of allQ~ble and UD&l.lowable coats, 

tlle use of cost principles 111at be· f'l.exible~ 
; 

. . . ' 

·15-702 Coa.t Principles and Th~ir Use •. (a) When., pursuant to 
. ~ : 

.'l't 

ASPll 15-701, co_~• -~ to be considered ill. tixed-~ric~· type contracts, 
.·· ·•·. .. . . . : . . . . ,. . ·, . . . 

Sec~oa_xy, Part_ ·2, shall. be· used to pro(ide general. ·guidance in ~e 
: , . . . 

coasideration ot ~oat data 1D. c~ction with other .pertinent 
. --· . . 

c~~t~ona as set forth more fn117 in ASPR Section III, Part 8, required 

to establish . a fair aucl ~souble price. 

(b) In usinS Part 2 of. this Section X'l tor general gaidu.ce, 

ccmt:racti.Ds o:tf!cel!• are nat ·necessarU7 ·required to evaluate· apeciticaJ.l7 .. 

eac!a illdirl~ itea o~ coat (aa -is required tor coat-reiabursesa:t tne 

. c~t~ta) in eatablishiDs. a »rieej nor ~ the7 )e·require4, 1D. sub-
. ., . 

atautiatiDS or 3ust1f11q a negotiated price, to ~the -tre&tmat 

. accorded eacll ... such 1 tea ot co·~· ll'otwi thst8.ud1Dg the abcwe, coatractiDS 

· officers are required to ~ Sllbatantiate and juatif7. ezrr negotiated 

:price. (See ASPB 3-811;) 

2 
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Suppl7 and Logistics 

Cll 

ASSISTAl'lr SD:BETARY OJ' DEFEl'iSE 
wasb1ngton 25, D.c. 

DEC 3 ~ 1SSa 

MEEIWIDOX POB Tl!B ASSISTAI'.r srmmrABY OP DEtDB (COMP.rBOLI.D) 
. TD ASSISTAJI'.r srmmrABY OP T.BE ARMr (LOGIS'l'ICS) 

TliB ASSISTAft smmr.rABY OJ' Tm: !lA.VY (HA1'ERIAL) 
TBB ASSIS'.Wr! SD::RI'l'ABY OP TBB Am FOBCB (MATRBm.) 

~~ COJrtract Cost Principles 

As. :Jot~ are a~e, our. stafts have beeD re-evalua;t1D8 oar preYioaa ·::_· -
a.:ratt ot-·the con~ract coat pril1c1plea tn the light ot the atrcmc protests 
lOdged. 'b7 incht&t17 at· the 15 October 1958 .. -meetiDg and' 1D &Ubaeqttent 
co:neapcmdeBce. · The attached me110raudml containa the renltil ot-"'this 
ataft ~is and contains mch. tood toz: tbrmp:t: as to oar tiDal . ·· 

_reaolutiOD. ot 1ibis matter. Whil.e I aa.l10t neces8ari17 in asreement. Y.l.th ~ 
· an· ot the, recomm~clat1cma eoat&iD.ed in· this report 1 I th1Dk that 1 t · _ 
proridea a basi• tor our 1\lrther .discussions.·· I woUld like to meet idt.h 
10'1 upon rq return to WashiDgton 1l1 early Februa.17 tor· the purpose ot· · 
t~rmDlatiDg a rec~datioa. tO the Secret&r7 of Defense. 

'1 Incl.· . 
JleliiO .·-to ASD ( S&L) 

. 29 Dec· 58 .. 

" .. .... -

-- ---~-·-

(signed) 

-PERlUliS MCGUIBI . 
Assistant Secret&r7 ot Defense 

.(Suppl7 and Losiat1cs) · · 
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December 15, 1959 

MEMORANDUM FOR TBE UNDER SECRETARY OF THE NAVY 
THE ASSISTANT SECRETARY OF THE ARMY (FM) 
THE ASSISTANT SECRETARY OF THE AIR FORCE (PM) 

SUBJECT: Implementation of Revised ASPR Section XY, 
Contract Cost Principles and Procedures 

Attached tor your information is a recent memorandum. 
from the. Assistant Se.cretary ot Defense (S&L) which stresses 
the need.tor a unified approach to the actual implementation 
of the new cost principles and requests that aQ7 implementing 
regulations in each ot ·the Departments be cleared by his . 
oftice·prior to issuance. 

· The need tor a unified approach to this matter obviously 
extends to the activities ot each of the audit agencies ot 
the Army 1 Navy and Air Force. Accordingly, a:tlJ' instructions 
or procedures prescribed by the Departments for use by contract·· 
auditors in application ot the new cost principles should be 
cleared by my ottice prior to issuance. · 

Is I Franklin B. Lincoln·, Jr. 
Assistant Secretary of Defense 

Attacbment . 

. / 

COPY 

' 
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CR . - December 10, 1959 

MEMORANDUM FOB Tlm ASSISTANT SECRETARY OF- THE ARMY (LOGISTICS) 
THE ASSISTANT SECRETARY OF THE NAVY (MA'lE~) 
THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL) 

SUBJECT: Implementing RegUlations With. Respect to ASPR Section X!l, 
Contract Cost Principles 

While the recently published contract cost principles are a 
substantial step forward, there are many additional areas con.nected 
with this. task which remain to be accomplished. ·In this conn.ection, 
progress is already underway to provide a mecha1:rl.sm tor a tri-service 
approach ·to implement the research and development cost principle. :··l,. 
Additionally, I expect to provide you with more definitive guidelines 

. in the near tuture with respect to the problem ot cutting over· to th8.-·- . · 
new principles, particularly as they might apply to existing contracts.·. . 

•.. · · I feel sure that you wUl agre41 that it is rather critical for . . ) 
us to ensure a unified approach to the actual iDiplementation ot the 
cost principles • In order to ensure this uniformity, I would like to 
have any implementing regulations in each- of the Departments cleared 
by my otf'ice prior to their issuance.. This will provide a centralized 
clearing house and will be the best method of ascertaining such changes 
or clarifications as may be indicated by our combined experience. 

COPY 

/s/ Perkins McGuire 
Assistant Secretary ot·netense 

(Supply and Logistics) · 
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COPY 

December 15, l959 

. ·, 

MEMORAUJX,'t4 FOR T1IE Ul-ID!m SECB~~1Y CP TrE rt~VY 
'mE ASSISTA11T SECRETARY <m' 'I'HE APJ.r.{ (F!·I) 

. . · ~ .ASSISTANT SE~~ OF THE AIR FORCE (It1·1) 

SUBJECT:. Impl~~tation of Revised ASPR Saction XV6 
Contract Cost Principles and Procedures 

Attached tor your· information is a recent memorandum · 
f~ the As3istant Secretary of Defense (s&L) which stresses 
the. need-for a unified approach to the actual implementation 
ot the new cost principles ar.d requests. tb:l.t aey implemanting . 
regulations ·in --each ot ·the Depo.rbnents be cleared by his 
oftiee prior to issuance. 

. The need tor a unified approach to ·this matter obviously 
extends ·to tho activi tie1l of each ot the nucU t agencies at . 
tha A.m:f 1 F.avy and Air Force. Acccn~dingly 1 o.ny in.CJtritctions · 

· or procedure~ prascribad by the ~pa.rtments for use by contract 
audi ton in application ot ·the. nev cost prin~iples should be 
cleared by~ offica prior to ·1scuanc~. .. -. 

Attaebment 

. .·· ... 

FRArXLIU B. LIUCOLN, JR • 
. ASSISTt\I~. S~~-qy OF DEFENSE 

C O.P Y 

- " .. 
;f . 

Prep: . JW.CJJ.s/o.k/~/ll/59 
OASD(CQ·IP2)AUDrl' FOLICl· Drt 3BS52 76321 

. . 



CR· 
· Supply and Logistics -

ASSISTANT SECRETARY OF DEfENSE 
Washington 25, D. C. 

F~bruary 10, 1960 

MEMORANDUM FOR The Assistant Secr~tary ·of the Army (Logistics.) 
The ·Assistant Secretary of the Navy (Mat~ rial) 

., ....... 
The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: U~iform Procedures for the Implem~ntation of Contract Cost 
Princ-iples and Procedures, ASPR, Section XV, Part 2, as 
Revised-by Revision No. 50 dated 2 November 1959 

3,.'. ·Procedure. Set forth below are guidelines to b"e.followed in impleme~t
ing the revised cost principles. 

,· 
(a) Existing Cost- R-eimbursement Type Contracts • 

. , i . 

(1) Total. costs measured under the revi~ed cost principles and. 
procedures_applicable to cost~reimbursement type contracts may differ from · 
total cos~s measured underfhe cost principles and proce_dures now incorporated. 
in existing cost-reimbursement contracts •. Furthermore, while it is probable 
that such differences would not be substantial in most cases, an ·accurate appraisal 
of the· differences in each case wo~d, in most instances, .. require an unwarranted 
amoUnt of time and effort· on the part of both the Government and the contractor, 

rticularly in connection with evaluating the cost impact. on subcontracts and in 
case. of a particular concern when it is acting as a prim·e contractor arid also 

.s a -subcontractor to another prime contractor. ) 



. . . 
( . 

· .. _ 

.(2)· .. In view of the above circumstances, existing cost-rei.Inburse-
. . . ment type _contrac~s shall be coated out as a general rule in acco:~:dance with the 

Allowable Cost,· Fixed Fee, and Payment clause (ASPR 7-Z03. 4) of the contract 
and the cost principles presently inco~porated therein by reference. For purposes 
of asc'ertaining the cost -principles in e~fect upol?- the date of the contract, the 
effective date of the revised cost principles shall be 1 July 1960 uriless the contract 
bas been written _or amended to specificalfy incorporate the revised cost principles • 

.. An existing cost-reimbursement type contract may, however·, be amende~ to 
provide for the use of the revised cost prin~iples when resolution of the adminis
trative problems above does not r.equire ~~warranted amol.?-D.t of time and·.effort, 
where such action would not be to the disadvantage of the Government and where 
the contractor agrees to such amendment• ·The following factors. will be taken into 
consideration in those limited situations where the amendment of existing cost-
reilnbursement type contracts is bei.ng considered: ·· 

.. ' 

/ .. . ,.,/ . . 

·-- -· . 

. -

. (~}· .anticipated increased or decr~ased. costs, if any; 

(iii) the effect. on· subcontx-acts under the prime coon
tract (see .ASPR 15.-204(b)); 

(iv) absence or existence of specific· contractUal pro
visions or· .. other arrangements affecting t~e treat
m.ent of certain costs.· such .as those for r.esearch; 

(v) 

·. 

(vi) 

in consideration of (iv) above, the appropriate use· 
of advance 'Jriderstandings (ASPR 15-107) as for 

· exam.ple, where .it may not be appropriat~ ~o allow·. 
. independent research _.cost.s under the ~evised cast . 
. principles in instances where such costs ha.ve not 
been allowed ·heretofore un~er. the existing contracts; 

~- ---· . . 
other advantages or disadvantages to the· Governme~t • 

. ··. 

.· 

Contractors should be required to furnish ariy data deemed necessary· in connection 
with the evaluation .contemplated aboye. ·The cognizant auc:Ut activity should be . 
requested to provide an advisory report for use in determining the proper 
ction to be taken. 



r ' ·-....... 

. . . (3l Where existing contracts are am~nded to incorpo-rate the re-~ 
vised cost pr~ciples, such amendments should normally be .made effective as 01. · . 

the date of the beginning of the contractor's fiscal year nearest the date of the 
a.n1endment. 

(b) New Cost-Reimbursement Type Contracts. 

. (-1) In the case of con~ractors having existing cost-reimbursement 
=-_:_~-. tjpe contracts- all"of which are being coated under the old cost principles, new· 

contracts shall provide _for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles !o~ the period between the date of the 
·contract and the end of the co~tractor's current fiscal year. 

(2) In the case of contractors having existing cost-re~bursement 
type contracts with a particular Department or. procuring activity, any of which are 

'~-------.··· b~ing coste-d under the rev;sed cost principles, any new contracts ·of such .Depart-
! ·· . mentor procuring activity should provide from the beginning ~or the determina-
;· -~---. -tion of costs- in accordance wi~h the revised cost principles. 
! ·. • . 

i 
i 

: 
i 

I 

. , (3) In the case of contractors having no existing cost-reimbursement 
contracts, the new contracts shall provide from.the beginning for the use of 

revised cost principles. · · \ 

(c) Contract Clauses. The following clauses are examples which m:. _) 
be used, as appropriate, in accor~anc.e with.the guidance stated above. 

· ( 1) For use in amending oid contracts and in new contracts whe_re 
·it is _desir-ed to p·rovide for a delayed effective date for the new princ;iples. · 

_USE OF REVISED CONTRACT COST PRINCIPLES i. 
' . I 
~--· ---· -. - 7~--

·.· ... ---~--· 

_,, . . Subparagraph (a) (i) (A) of the clause of this contract . 
. _ _:_ ____ :__ entitled "Allowable Cost, Fixed Fee, and Payment" which 

·reads "f4) Part 2 of Section XV of the Armed S~rvices 
· Procur·~ment Regulation as in effect on .the date of this 
. contract; and" is her~by deleted and the following sub-

:- stituted therefor: "(A) Part Z :of Section XV of the Armed . . _....., . 
Services Procurement--Regulation in effect· prior to ASPR · 
Revision 50 dated 2 ·November 1959 "until . , and 
thereafter in accordance with· Part 2 of Section XV of the 

----------· ·------------Armed Services Procurement Regulation as .revised by 
· __ . .;. ----· --:- · __ ----- ~evision No. 50 dated 2 November 1959; and"; · 

(2) For use in new_contracts entered into prior to 1 July 1960 in~ 
which the new principles are to be used from inception. ) 

. ./ 
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') 
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.... ~ .. ":·· 

·. -· ·USE OF REVISED CONTRACT COST PRINCIPLES 

Subpara_graph. (a) (i)_ (A) of the clause of this contract e-ntitled 
"Allowable Cost, Fixed Fee, and Payment" whic-h.reads "(A) Part Z 
of Section XV of the Arnied_Se·rvices ·Procurement Regulation as in 
effect on the date of thi·s contract; and" is_ hereby deleted and the 
following substituted therefor: "(A) Part Z of Section XV of the 

_Armed Services Procurement Regulation as revised by Revision 
- No. 50 dated 2 November 1959_; and"; 

_ _ _ (d)- Existing Fixed-Price Type Contracts·. Contracting officers will 
·use the revised cost principles ~s a guide, in accordance with revised .ASPR XV, 
Part 6, ·in the administration of existing fixed-price type contracts. Such use, 

· however, shall be. only. to the extent that it is not inconsistent with any contractual pro 
visions,- understandings, or agreement~ esta~lished· in the negotiation of the c.ontract. 

_ (e) N~w Fixed-Price Type Contracts •.. Contracting officers will use the :: 
revised cost principles as a guic;le -in accordance with ASPR XV, Part 6,· in the 
negotiation and administration of new fixed-price type contracts as soon as practicabl~ 

in no· event later tha~ 1 July 1960. · - · · · ·. 

· · (f) · Terminated Contracts. -In fixed-price type contracts, settlements 
for convenience termination shall be made in accordance with" the terminatic;>n for 

• convenience clause of the contract and the principles for con-sidez:ation of costs se.t 
·forth in or_ referred to in ASPR 8-302, .as ~effect on the date of the contract. For 

·. · · purposes of ascertaining the cost pr.inciples in effect upon t~e date of the contract, 
·· --_the effective date of the revised cost principles s~ be 1· July 1960 unless the 'con

:·· tract specifically incorporate~. t·he revised cost principles. Settlements of cost-
. reimbursement type contracts are governed by· the allowable cost clause in the 

particular contract. at. the time of termination.. - . 
- _,... 

i:· __ :._ _ (g)" Cost~ reimbursement -Type Subcontracts. Any amendmm t of an . 
L· · .. -· __ existing prime contract to incorporate the revised cost principles shall specifically 
j:_ :.· ·_.- cove_r the. reimbursability of costs stemming from cost-reimbursement type sub-
: -· contracts thereunder_.· If the ·amendment o(the prnn:e _contract d9e~ not expr_essly 

-._ · provide otherwise,. the reimbJ.lrsability of such costs is automatically governed by 
·. the revis.ed c-ost principles "'(see ASPR 15-2~4 (b)). If this result is not acceptable,_ · 

the amendment to the prUn.e contract _shall provide _that~ notwithstanding ASPR 
15-Z04(b), the reimbursability of such costs -will not be affected- by the-amendment. 

· · · (h) Audit Services. In the. conduct of audits and the submission of audit 
eports, ~uditors will use the cost principles incorporated in the contracts in the· 

.4 

.... 
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case of existing .ind new cost-reimbursement type contracts. Auditors will us~~ 
_revised cost principies :imm.ediately fu the case of new fixed-price type contracts~-

'~xcept. where such use under an audit already in process would unduly delay ~he sub
mission of a report. In the case of existing fixed-price type contracts, auditors will 

·.use the revised cost principles, except ·wher~ such use under an audit already in 
process :woUld unduly delay the submis_sion of a report or unless the contracting 
officer requests that the audit report be prepared on the bas_is of the old_ cost 

· principles. .. · 

. · 
·.· .... 

.· 
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PERKINS McGUIRE 

Assistant. Secretary of Defense 
(Supply and Logistics) 
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COMPTROLLER· 

ASSISTANT SECRETARY OF DEFENSE· 
WASHINGTON 2,, D. C.. . 

_MDtowmlM FO~ THE .ASS~TANJ! S!X!RETARI·· OF_ ilEFEEE. (S~Y JUm LOGISTICS) 

: · . StJBJECT:. Contract Cost Principl.es 

. I bave read the proposals of the· working group 'Which you trans- . 
··. mitted by memorandUm ot 3l December 1958 and _concur in all ot the 

wrld.ng group' a· proposals except tor the proposed hancD.iDg ot applica- · 
·. bility to fixed price cc:>ntract~ and the stated reasoning ~\I.Pl)Ort~·it. 

. . ·The .. version proposed in the 2l. August. 1958 ara:ft, vi~ perll&ps·, 
·· the· inc.lusion ot specific reference to ASPR Section III~ .Part 8,_ . 
· appears to be a. much more meaningful and 1og1cal. approach• The. pro-· · 

. ... · .. ·· _·· posed· revision would fall: to furnish the unifom. guidance. which~ I . · · 
..... · h&d.lm.derstood ve set a.a our objective~. It is deficient ·1n···tbat.: it :· . . ... 

· .. · · · .... ::··:_ ... >~~ ·.·.· dOes ·not .differentiate between. the significa%2Ce o't cost principles.~·· .. ·:{· .. --:::: ,~-- ~-- ·.:: :· 
.: :· .· :-::· --~;,·:. ·.: _, : _in retroaCtive (redetexmination_a.nd incentive) .pricing._a.a aga1nst ·: · · _.· ·/.:~· :,} . . : : · .. _.·: 

· · '"' ~- , . : ~ · · prospecti-ye pricing situations.· It. could well necessita~· the_. sepa- · :;t .·· : ... :< ·:._·. · 
· /: _:;·; ·rate; _.piecEimeal. issuance of ~dditional. guidelines covering ·specific·.~:.· .:~::,.·.· ... ·. 

... . _ · ·. .: areas or. conditions as probl.ems ·arise in the future.· ···.In a&Ution;::: :··_.- · . · . · ··. ·. 
·=· :. : . -·. vhile it is understood that. the Canptroller Genera.J. might~ nov· be;\> ··.:.. · · :. · ... - ~-

~ · ··:··:., v1111ns. to concur ·1n the 2l. August dratt1 1n view of hi.S. ear1ier~ <. 

· ·· . · · criticiSm. ot· tbat proposal, it is dOubted that he· wuld: be. amenabl.e,: . :·~; >·· .· .. ··: · ·· 
--~: .· ... · ,,..:.· ';._:· ... ',to further beclouding the applicab1J.1ty ·statanent~~- Attached. are·;_··.:· ·-- · -
;,)·' ' . _·, ~Clllllie!l.tll ~ sreater ~ ~ ~ rel:ommendatiou. '. ~ /,: .' < ( : . ' .. ·. ' 
· .... · '--:~ . ·.... . . . : . ·. .·_!thuS,· it is believed that" we shoUld proceed, as·', soon· as possibl.e~ -.· . .- . '.·., .· .. ,~·

. -'<<~ _.:~~-·: _... >tO .. iss~. the· principles· substalit~ on .the· basis prOposed:_ o~: 21· August,< · 
~:.~·;,.~ ·~<-- .. ~·' .: ·:·::: .. _after ref'J.eeting the other cbanges recamnended· by' th~ vorkinS 'group. ~ .. : . "· .. · .. ,_. 
- ... · . . ..... : . .. .. - ·-.. - . ' .. . : . · .• -.. . .· . . . . . • . . . ~ _ .... ! ~· . ~ 

.... ~ -· ... · ... _; · ..... · ... -... · ....... . 
-. . . . - ... - . :-· . - · ... 

. ·- . . :.· . 

' . '. :_:· .·• :_ ' -;/iz.S:.-:: ~ .. rr-_..J.__._.,..~ 
, · ~·-:.- -=·: · .· .-. · .· ... _ · · .. · · . -:.:,·<·.->. W ~ · ·J •. McNeil ... ·: 

.·. · ... · 

. '- ... ; __ .• . . . . .. - . ..... 
J .... ..:~ 

. -~. . .. . -- . ;:.. .·. 
... _ .. -_ ·:.: .. 
. . ·: . ..· :·~·.. : . -~ 
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.12 February 1959 
CONTRACT COST PRINCm.ES 

APPLICABILITY TO FIXED PRICE CONl'BACTS 

Mr. McGuire's memori.ndum of 3l December 1958 transm"Jtted for 
consideration the proposal of a working sro\IP to substa.ntiaJ.ly change 
the material on applic~bil.ity of cost principles to fixed price con
tracts and to place it in a separate part of AS~ Section rv. 

Basically, the proposal provides tbat cost principles sball be 
used to provide "general guidance" in the evaluation of cost data in 
!.St fixed price contract where. costs are a consideration (as opposed 
to the basis for evaluation). There follow some of the reasons _why 
this proposal. is considered to be l.ess appropriate tban the prior 

. approach of 2J. August 1958. · . 

J.. · Confusion in Jj!urpose and effect -- In paragraph 5 of the 
·staff memo giving reasons for the proposed revised approach, a major 
point revol. ves around the fear of formula pricing in fixed price con
tracts where costs are a major factor 1D pricing. There appears . to be .,_ 
some confusion as to· the part; which cost principles play 1D pricing 
such contracts. Cost principles appl.y only to ·the·. detem.ination of 
costs. Wbat effect costs have. on pricing is entirely a separate matter,: 

· based upon the circ'UIDStances as. well described in the 2J. August draft 
and elsewhere in ASPR. · · · 

Actual.l.y1 pricing is a "fomula". (not a d.irty word) matter to 
the extent costs must be relied upon as the major factor -- which is 
very often the case. Prices equal costa plus profit allowed. But there 
is no requirement· to negotiate.and agree upon.costs and profits separat~1 
except for incentive-tne contracts. Yet the contracting-officer, _in such 
cases, must Ullilateral.l.y evaluate costs as a basis for arriving at his 
detem.ination of. price (which price must be agreed u_pon with the con- .. 
tractor) 1 and for Justifying it to his superiors. In the case of in
centive type contracts, the agreed pricing fo~ula requires negotiation 
of coats separately before price can be deterinined.. Costs must be ap
proached by the contracting officer item by item in such cas.es -- 1n the 
one case through negotiation, 1n the Other b7 unilateral evaluation. · 

· _·. ·Therefore, detailed evaJ.uati~n of coat items is appropriate. 
They shaul4 be defended on the same baSis· aa cost-reimbursement-t,pe 
contracts,. especiaJ.ly where fixed prices· are retroactively detemined • 

. Profit allowances, however, (not costs) should be fl.ex:f.bl.e·in each case 
considering ·the appropriate factors 1 · especiaJ.ly the contractor 1 s risks 
and efficiency. 

. . 
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- 2~ ---' Probl.em in- arrs.n§enent of ASPR -- While the mere extraction 
of the :t1xed price- applicability material fram Part l. and ~ement in 

-another Part (7) appears-to_ be a minor mechan:1cal or_ teclmicaJ. matter, 
it could well J.ead to con:tusion-. The wrld.Dg group a~t:cy did net 
consider- this probl.em.. Based ·upon strong. objections to a prior attempt 
to renumber _the Parts, espec~ Part 2 because it is referred to in. 
thousands o~ existills cost t,pe contracts, the assumption is that Part 2 
would continua to be a statement of detail.ed cost treatment for su_pply' 
contracts with camnercial. institutions. ·Parts 3 ·and 4. would cover 
educational.. institutions and construction contracts respectiv~. 
1his would l.eave Part llogicall.7 tor •appllcabil1ty~-- not onl.y for 
cost-tne contracts, but aJ.:l costs.. The proposed alternati-ve additional 
Part, ,proba~ 51 would be another on appllcab1ll't7 to t1xed price con
tracts. This would appear to be an illogical and inconsistent arrange-- · 
ment. 

3· Who. will be governed by the principles!. ·---- A.1.JDOn. from_ the 
·inception ot this project, there was basic agreement on. the--important 
colicept that all three of the parties involVed in procursum.t. coat ... ~ 
matters - the contracting officer, the contractor, and the auditor _____ .:::-· 
would be gaided 'b7 the principles~·- This has been en1nentJ.t cl.ear 1D 

· all prior proposals but ~· not. covered 1n the current- propos&l.~ ~ . 
exclusion could vell. l.ead to confusion 1J.11C1 an increase in the coat. of 
administration. The concept should be reinstated. . · 

. . . 

4. Effect of risk on application o~ cost pr:lnc1W.ea · --- In 
juatit:f1Ds the proposed new appllcabillty Part, there· appe:ars to be · 
scae ·confusion with respect to risk in two respects •. - The t1rat relates .. -. 
to the referfmce to "the riskleS'iCost type contract." 1his aeema to. . : 
8&7 that there -is no risk 1n coat tne contracts, anc1.· to ~ that · 
there. is a h1sh degree o~ risk 1n all.. types o~ fixed :Price contracts •. 
There are, of course, sane risks in the coat t,pe contract·-- the· - . 
problema ·of temination, ce1J1nga1 . unal.lowabla costs, etc. on the:-

- other h&nd1 the degree of ·risks in :t1xed price contracts varies 
greatl.y.- _For aampl.e1 gene~ 1D. :t1xed price incentiVe _contracta,
the r1aka ·'WOUld be llttle greater than 1D. the cost type• Ii1 fact; 
·a<De contra.Ctors have admitted that. thq favor incentive contracts. 
because. ot the~ substantial. eJ1m1n•t1on~ ot.· risk without the atr1.ngent 
11mitatimi on profits. L1kewise, retroactive price redeteJ:m1Mtion .· 
approachea- the cost-reDbursement · basis insofar as risk is concerned. 

. . . ... . . . - - . 

The seeond aspect. ,of the confusion relates. to the nature of 
PQment for risk. Risk is taken into accoUDt in two ways. First, by 
our own pricing and profit pol.1Q71 risk 1a one of the ~actors considered 

2 
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1u establishing the 1evel. of· profit. Second, the principles contain 
. a provision allowiDS for contingencies in estimating costs.· Thus, it 
would not appear that ve should try to take care of the risk factor 
b;y :LncJ.udiDS as a cost in fixed price contracts elements such as adver
tising, ·entertainment or contribution&·,- which we would d1saJlov in 
cost type contracts. ~a phllosopey would.tend to becl.oud management 
ewl.uation of fees versus profits by Qlasaes ot contracts, and runs 
counter to our previousl.7 adopted position tbat no type of contract
should be more attractive than any other sol.~ on the basis of 
treatment of costs. · 

5. Retrospective va proSJ)ective use- -- !the proposed version 
l.lmps all fiXed price contracts 1n the same catego17 insofar ail appl.ica
tion ot the cost principl.es are concerned -~ a general. guidance basis. 
The prior version provided for better guiCancet" in this respect in tbat 
it differentiated between their use 1n· retrospective aild.prospective 
situations·. · In situations where ve are l.ooking at· historicaL. costa,· 
as in the case of price· ~detel'!D1Jl&t1on ana.· particuJ..arl.y incentive · __ 
formula settlements based excl.U&ively on incurred ·costs; it is believed 
that the principles must be the basis for detelmination~ · There '1'JJ1J.7 be· 
a l.ess c~eJJ 1ng reason for asserting the:r are the basis for prospective 
repriciDS (perhaps ·o~ a guide), yet to the contracting officer thq · -
should be the basis. 

3 
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DEPARTMENT OF THE NAVY 
OFFICE OP THE SECRETARY 

WASHINGTON 

_ , 2 9 MAY 1959 

MFl·10RAliDUM. FOR. THE ASSISTk'lT ·sECRETARY_ OF DEFE:'ISE (SUPPLY AND LOGISTICS) 

Subj: 

.Ref: 

The Contract Cost Principles and Proce.dures, comment on 

(a) Hemorandum from ASTSECDEF(S&L) of 15 May 1959 re Contract 
Cost Principles and Procedures· reyised draft of ·12 Hay 1959 

1. Reference . (a) · ha~ been reviewed by ray· staff and with .. the' exception· of 
·the following comments, I approve its issuance:. 

·a.· Page 4, line 19, after "will not,". insert "with the exception-of 
the limitations on rentals paid- under sale and leaseback agreements. (See 
ASPR 15-205 • .34 (c). 11 ·Also inc1'1;1de on page .. 5, as one· 9f the exa.mples·of- .·, 

.(. costs for which advance agreements may be partictilarly important, .. ••(ix) . 
L Sales and leaseback agreements." This is considered necessary in. view ··of.·. 

the ~eci!ic l:i.m:ltation on sue~ rent~s in ASPR.l5-205.34 ·(c).· ~ _.- > < · 
b~- P.~e 31, llne-4, change (i)--to read "theit~is-·re~lY.·:manu~

factured and sold by the contractor through co~rciaJ: channels for··· ~.:. 
commercial end use." (Underscoririg supplied). Change (ii)' to (iii l and·· .. 
add a new (ii) as follows:.· )tthe charges for the: item(s) are nomina], 'in . 
amount."· ·These revisions are considered essentiai to avoid a sitUation·· 
where the •• commercial. rr customer of the vendor is a prime or subcontractor 
to the Government and the prlces of. the items have' not b~en established.· 

.. }~ .. 

~. ·-

. in the non-governmental market.. · Also, it the total volume of: such items :. . .-:--
is substantial,. it seems only. equitable that· they should be charged. to · · · ·· 

· . the Government con~acts on a cost basis (rather. than at a price which 
includes a profit element) in order to avoid the payment_ of what may· be 
hidden profits. · · 

c. · Page .. 45, top line: 
••unallowable • 11 . --

the ·word ."allowable1' should be changed to· 

d •. · P~e 47.- Either .. add (i}' art~r _11instancesll in the· fourth ·l.irie or 
. delete., (ii):· in; the .fif~ line •. · : ·.: . ·. .. : . · 

. ~~ 
·.·. : 

2. As ·you. knOW"~. industry has been primarily. concerned with the applicability .. 
of the· .. cost:·p~ciples to other than CPFF· cont~act~~·. The~recent letter from· .. 

· .· NAP! to:;~ ot:;us··is a.strong rei~eration of tb!L's:-position. ·Although I do 
·not· agree that issuance ·of the principles should be .. delayed to accommodate a· · 
turther· dis.cussion of ~hi~ subject, I re~o~en~ 'f?h~t. in th~ llrac~ica:L :im- · ·. 
plementation of· the prJ.nc~ples, the servJ..ce~:.be oau*tJ.oned to avo~d the · 

.':. .. ~· . ." ·. 

· 11fo:rmula 11 pricing which industry fears •.. · Should evidence of such pricing 
exist after a reasonable period o£ implementation· o£ the principles, I 
strongly recommend further consideration on. this matter at that time•. · 

. ... 

C. P. MILNE . , · . · · · • . 
Assistant Secr~ry of the Navy (MatenaD · 
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MAY ·2 6 1959. 

MEJialANDU. . FOR ASSISTANT SECRETARY OF DEFENSE · (S&L )" 

·sUBJECT; Contract Cost Principle~ and Pi~cedures 

By mem~randum of itay 15~. 19591 you requested MY.. approval:· 
. . . ~: . _; 

of. the: Hay _ __12th draft of co_st· .. _pri_npiple.s •. · In considerati 011 : ~->:. · -: ··· 
. · .. ' . . . 

of the· many:, divergent·· viewpoints whlch. had to be accommodated:_._·.·, ·.- · 
·.-. 

ther·ein. and the urgent .. need for· principles in the·· :negotiated · .·.··. · .;· ~- · 

. ~ixed-prfc~ area, I give my approval •. · · 

.· ... ~· . .:; : 
. .. ' 

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

-~" ~ , . . . ·. . ..(.~ . . . ·- . . .: ~- . .-,'.. . · .. :'. .• . . . 

W~. J~ McNeil· 

·. ) .. 
,.. -; .. ·- · . 

·, . . 
~ :"- -: .... .. ·-· 

( .. ' ' r .-, 
__ ·.· .... · ...... . ... 

· .. ·:-·· ;' _.·:. 
·;. _ ...... - .. -:-·: .: . 

• •• •; 1 

:. ,• •.• ! .... . : . . .. • . • .... ~--· ' 

· ..... :·· .. ;.__, .. -,:- -;:-.·/; ~ ~ .. -, 
... J : .' • 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE. 
WASHINGTON 25, D. C. 

CR 
SUPPLY AND LOGISTICS 

13 Mar 1959 

MBK>RANDllM .FOR THB JSSISTANr SECBmARI CI8 DD'ZlB (SUPPLY AND LOGISTICS) 
Through: Director for Procurement· Policy' :'j': .~ 

SUB JEer: Contract Cost Principles 

Mr. Kilgore. and I have met with representatives of the Milit817 Departments 
to consider the changes which were made in _the Contract Cost Principles as a 
result of the meetings we held with Industey representatives on 1-3 April 1959. 
I am inclosing as Tab A a new dratt ot the Cost Principles which we recommend 
for rour approval. This dra.tt has been concurred in b7 all members of the 

· special working group. 

. While wa Diade numerous changes .in the pre'ri.ous draft as· a result ot the .· 
Indust17 meeting ~ our further consideration ot. the Coat Principles, . a great· 
majorit7 ot the changes were of a clarit.Jing uture. Several revisions ot a 
technical Datura, such as the detiDitions ot diraat and iDdireat costs, were 
made at the suggestion ot the Indust17 representatives. Ho change has. been· . 

· made in the research and development· principle as a result ot our latest ~~ 
reviews. -lle have made ce.rtd.n editorial rearrang~nts ot the material which 
·we feel has improved the overall content ot the regulation. For example, we 
have included the section on AdV&llce Understandings in Part 1 ot the regulation 
1D. lieu ot having it an integral part ot the cost principles tb-.selves which 
are set forth in Part 2 of the regulation. 

Your particular attention is invited to the following changes which we I 
reCCDID8nd tor your approval, but which go berond the type ot clarif1ing and · 
technical changes 118lltioned above& · 

1. Adyertis1pg Cos1;a •. 

The IDd~ey representati vee· argued· stronll7 and ·rather per
suaaivel7 that our proposed coverage ot the .co~ ot exhibits was much too 
narrov. The previous draft contailled the tolloving 1 

• (iii) costs ot participation in exhibits upon 
iDvi tation ot tllh GoV8l'JlD18nt :• 

OUr recommended revision ia as follows I 

• (iii) costs of participation in exhibits-

(A) upon invitation ot the Government, or 

(B) which exhibits are· valuable· tor the pur
pose ot disseminating technical in:t'orma-



: • ·.~ • • ·; : .. •• ~ ~~j ' •• '· • •• • 

;'_ 

tioA within the contractor r s industey; .. 
however, such costs are not allowable 
under this subparagraph (B) if the ex
hibit offers specific products or ser
vices tor saleJ" 

It is our reeling that· -the principle as revised does not open 
the door too ts:r. with respect to costs of exhibits. We allow costs ot 
advertising iD trade and technical Journals which do not otter specific 
products tor sale but are placed iD Journals which are valuable tor the 
dissemination tor teclmical intormation within the contractors• indust17. 
It seeu logical to us ·to allow the cost ot exhibits under the same circum
stances. 

2. Trn1p1pg 'Pd Educatiopel Costs• 

We have revised that portion of this principle which deals with 
costs ot part-time education at an under-graduate or post-graduate college 
level b7 deleting the restriction to 11teclmical, engineering, and scientific.• 
OUr discussion,· eve within Defense, ~cated that the term "teclmical• vas , · 
subject to V&rJing int~rpretations. In its Darrovest sense, it could. be ·. 
considered to exclude certain tra1 n1 ng which we considered acceptable such as · 
tra1n1 ng of contract administration perscmnel aDd the training of certain . 
technical personnel in sound business ~ oost control teclmiquee. The other 
controls and· restrictions which we have as a part ot this particular cost 
principle seem to us sufficient to prevent· ~ abuse. 

3. 16-6o3. Cost· Pringiples and Their Use. 

Tbe previous draft ot a po.rtion of this paragraph was as follows: 

"(b) Whenever an occasion ari-ses in which acceptabilit,". 
ot a specific item ot cost becomes an issue, Section XV, Part 
2, will serve as a guide for the resolution of the issue.• 

We have revised- the above as follows I 

(b) •In retrospective pricing, whenever ·an occasion 
arises iJ1 which the accepta~1lit7 of_ a specific itea· ot cost 
becomes an issue, the appropriate part ot this Section XV will 

· serve as a guide ·tor the contraating officer in his conduct 
_ ot negotiations. • -~:~ 

.-. 
The Industry representatives were parti~arl.7 vocal with respect 

to our previous dra.rt. While thq would ·have much preferred to see this para
graph eliminated entirel7 1 · we vera able to work out an acceptable compromise 
vhich serves to eliminate the impression which could be read into the previous 
dratt that we )IOul.d reSQlve con.t'l.icts on specific ·items ot cost b7 dictation 
or. slavish application of accounting rules • 

. 2 



---~------------------- -··--·- -· ___ .__.__ _____ ---=,.;..;... __ 

• 

' 

. ~· ot the suggestions offered by Industry' were not acceptable to ·~ 
our working group and have not nov been incorporated in the revised drart. 
Some ot these suggestions concern themselves with costs connected with 
patents, taxes and insurance. The Industry representatives felt quite · 
strongly- that we should change our principle ·on bad debts to restrict 
the uns.llowabilit7 ot ~ch a cost· to "commercial" bad debts on the theory 
that there are numerous instances within the- Defense industries wherein . 
bad debt expense is encountered in connection with govermnent contracts, 
w1 thout the raul t or negligence of the contractor. Wbile some ot us 
felt that· the Indust17 point here was well taken, the departmental 
representatives did not consider such a revision appropriate and hence 
1 t has not been made in the attached draft. 

It is rq hope that we can expedite the remaini-ng clearances necessar)" 
ill CODllection with these cost principles to the end that they- can be sent 
to the printer during the month of' June. In this wa:r, thq could be 
DWldatoriJ.7 effective on 1. JanU817 1960, although they would be available 
tor use upon publication. The following specific actions seea necessar.r 
prio~ to the releasing of this regulation tor print1Dg1 

1. The attached dratt should be speciticall.T approved b7 the 
Materiel Secretaries ot the Departments and Mr. MaHeU as soo~ .as possible~· . 
This could be accomPlished b7 memorandm, b7 ·discussion at tbe Materiel · . · · 
Secretaries weekl7 meeting on 2l Mq 1959; or in a special meeting called ·,~ 
tor this purpose. . · . , / 

. / 

2. The .question as to the necessi't7 ot obtaining the specific 
approval ot the Secret&r7 ot Defense should be decided. 

3. The method b7 which we deal with the General Accounting Office 
should be determined and the program ot. action in this regard should be 
initiated. 

4. Ve have a commitment to discuss the cost principles prior 
to publication with Dr. SaulDier and the Committee on Govermnel1t Activities 
Attecting Costs and Prices. · 

1 Incl. 
Tab J. 

'-~ ':~ . lJJ. M. MALLOY 
. Cdr, SC, lBH . 

3 

Statf Director, ASPR Division 
Office or ~ocurement Poliey 
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OFficE OF THE AssimANT SECRmARY. OF DEFENSE • ~ and Logistics September 71 196o 

• 

•• 

Dear Admiral Boyle: 

. . Your letter ·of 8 JuJ.y asks tor our response to nine ·specific questions 
relatiDS to the application·of ASPR ~5-205.351 covering allowability of a 
contractor's independent -research 8lld devel.opment costs, in light of the 
provisions of ASPR 15-107 which provides for an advance understand1DS on 
particular cost items (incl.udi:og research and development), alld DOD Instruc
tion 4105.52 which provides tor Ullitorm negotiation ~ such costs and estab
lishes an Armed Services Research Specialists Comm1 ttee to provide scientific 
and teclmical advice in cormectien with the negotiation. 

At the outset a brief a.ml..ysit~ ot the documents cited may tacill tate 
an tmderstandiilS of the problem. 

ASPR ~5-205~35 allows a contractor's indepe~nt research and develop
ment ex,penses on the basis specif1ca.l.J.7 described. . It indicates that ad- · 
vance underste.DdiDgS ·are particuJ.ar4' importa.Jxt with ·contractors whose 
work is p~nan~ or substantial.ly with the Government •. General gu:l.de
lines as to the reasonableness of this cost 1 tem are included and several 
alterD&tive teclmiques are provided for use in those situations where it 
is determined that the cost is unreasonable &nd; hence,· the Govermnent 
should not b.ear its fUll allocabJ.e share of the total research program. 

DOD Instruction 4105.52 makes provision tor the negotiation of con-
. tractors' independent research and development costs by a siDgle m:U1 tary-
department when (1) the research and developmen~ costs are substantial, · 
(ii) a substantial portion of the contractor's business is with the Depart
ment ot Defense, and {i11) the contractor's defense work invo~ves contracts 
with. more than one milit&r.r department. The Instruction also establishes 
the Armed Services Research Specialists Committee and assigns to the Com
mittee the mission of providi:cg1 when reql1ested1 advice to the sponsoriDg 
department on the scient1f1c and teclmical factors which in:t:luence the 
~ent to which the independent program should be supported. 

Bow n ~11 respond to your specific qUestions. 

· · 1. Question l presumes that the Armed Services Research Specialists 
COJllld.ttee 1f1ll negotiate advance understandiDgs.: As stated above, the 
negotiations ot research costs will be undertaken by ·the mill tary- depart
menta rather than by the Research Speei811sts Committee. ·While the recom
mendations ot the ASRSC 'W1lJ. necess&riJ.7 be ad:visor.r in nature, they will1 
nevertheless, be g1 ven great weight by the mLll tary- d.epartments • 
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The 1 eco1J4 portion ~ the question has to do with whether the nego
ti~t1oD procedures are available (a) to arq contractor who desires to 
recOYU' rea_.r.cll ancl development expenses, ar (b) 'Who also does business 
'With more tbU. one department. It w:Ul. not be necessa:ey tor all contractors · 
who desire recflnl1:7. r4 illdependent research aDd development expense to be 
considered 1m4er the procedures established 'b7 DOD Instruction 4105.52. 
Thus, . where a small amount o-r cost ,is. involved, e1 ther because ot the size 
0~ the research. and development program or due to the ml.llOr am::nmt r4 c).e1tense 
·contracts, or where a contractor is deal1ng onJ:y 'With one Department, it w1ll 
wraal.lT not be teasible· to utUize the centralized negotiation procedure. 
mmfrer, ·a contractor who is deal113S with more than o~ m1llt&r7 department . 
aDd who pu-ticularl7 ~sires to negotiate a centralized. advance understand113g1 

notw:l. thstandi!:ll the BD)lmt of cost iuvol ved, w:Ul. be accOJIIISOOated to the 
extezm that the current warkloacl ld.ll J)erJI1 t. A colXtractor who is dealittg 
·with oD17 one department, but". with several dUterent activities within the 
0118 department, 1ltii!J.'1' request a centralized negotiation within the departmeut1 
the results of' which will be used. throushout the department. 

2. Thia question asks whether the dol, ar volume ~ contracting deter
Jid.llSs tlhether a· contractor Y.l.l.l negotiate central.l7 &D4 iDquires U there 
are addit:l.oD&l :f'actors which suggest the need tor such negotiation •. The .dol- ~· 
1azt TOl\DDIJ ·of contract1Dg1 as such, is not s1gnU1cantJ howeYer~ the ~ 
of iDdepeDdent research aDd de'telopmeut expense allocable to ~ense work is 
an important cr1 terion. Add1 tioJl&l. :f'actors are whether a substantial portion 
~ the contractor's business is with the Department of ~ense aDCl whether 
the contractor's detense lRXrk_iDYolves contni.cts with D:>re than OM m:tl1t&r7 
departmmt. 

3. 1bis · question asks if contractors who. will participate in the 
centralized negotiation o"r research and dev~t expense w:Ul. be JJ.mited 
to those who negotiate f1Zl8.l overhead rates oa a centralizeci basis. The 
ceutnlizecl negotiation ot research. &D4 development expense will not be 
restricted to those who ceutraJ.l7 nesotiate fill&l overhead rates. Advance 
\Ul4erste.Dd1Dg8: .·reached b7 the research and development negotiators ld.ll ~ 
course be utilized during the Jlelotiation ~ fill&l.overhead rates. · 

4. This question asks the role that Gov'ermDent ~cientific &Di. teclud.-
cal persoxmelld.ll plq in negotiating aclva1u:e 1Ulderstaxldings -in the researcll .. 
aDd. development area. ihe ·AnBd Serri.cea .Research Specialists Coad.ttee 1d.ll 
rmenr; vhell requested b7 the negotiator representing the sponsoring depart
maRt~ the 1114ependent research and developmezm programs of. defense contractors. 
8Dd.1f1ll. deterizd.ne whether there baa been an adeqtlate segregation between the· 

. 1JldepeJlded research and the indepelldent d.evel.opment programs. .Add1 t1oDal.l71 
the cOIIIId.ttee 1f1ll. report and DBke ·recommendations direc~ to the sponsarittg 

· clepartment on the scieD'tin.c and teclm:tcal·:f'actors af:f'ecting the basis or 
extent to which a contractor's illdependent research and development program 
ahCN1.4 be supported. In ca.rry.lllg out ita respons1b1l1ties, the committee . 
1f1ll ut11:1ze, where appropriate, the services of other research specialists •. 

- 2 -
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5• 'nda question asks Wether the Dd.llta.rT departments will "control~~ 
a contraatar • a i%2dependent research am deve.lopmeDt program. . au:; appr~ ) 
is concerud. oal7 with the problem ot cost allon.billty' alld not control. 
When. the cost of a contractor's independent research aDd develop:a:ent program 
is tcnmcl to be "reasonabl.e" 1 there is tlO question ~ "control." illV'olved. or 
course, when a caterm:Lnation is made that a contractor's proposed program is 
ZJDt reasomble and, hence, ~ tul1 allocable pcrtion will not be_ allowed, 
there is a measure ~ control. beiDg exercised. · .. !his type of control, however 1 
is oriented toward the reimbursement of costs ~ Defense contracts. Ari:f 
contractor is obviousl.7 f'ree to pursue 8.'/q t7,pe or level. ot research at his 
on expense. The provision lllk:l.Dg .indepelldeDt development costs allowable 
0~ 011 . the basis ot a show:I.Dg of relationship ~ aucll. costs to the product 
l:tnea t~ which the Gov'ermuent has contracts ld.ght be considered a type' ot 
co11tro1. HowVer, broad control at the contractor's 1Ddependel%t research. 
and clevelopment program is not inteJlded. 

6.' This question asks U a distinction will be made between coutractors 
whose business is primril7 commercial aa qai.DSt those whose business is 
~ Government. '!he mi.X c4 Government &Di commercial business is an 
1lllpart&nt consideration iD COmleetiOD wJ. th the evall1&tiOD of ~ elements 
ot coat and. Y.l.ll. be pezticul.a:r~ so in coxmectioa with research aD1. develop- .. o .. , 

mmt costa. We have tcnmd 1 t necess&lT to scrutimze costa w1 th. mare care 
111 coDDectiOD w1 th contractors whose work is predDmi.Da.Dtl.1" or substanti~ .::_' -: 
with the Govenaent. However;, the sa. testa. ~ reaso~enesa w1ll be 

• 
applied in each insta.Dce and the m1X of gOYerWiii!nt 8ZMl commercial. business fj· 

· 1l1l.l not, per se, coDtrol. the fill&l result. . 
. . 

• 

7 aDd a. These questions concern themselves ld. th the use of cost 
aharillS formulae and request·· cl.a.rit1cat1on as to wether cost ahari:cg is 
appropriate \mless there has been a prel:1m:l.lla%7 filldiDS that the OYer-aU cost 
is unreasonable. It is 0\lr view that a prelilld.mr.r decision ot · um-easoZlable
nesa alun1ld ge~ precede the use ~ cost sharillg methods. In the event 
a cont:ractor.~ • business is substanti~ commerc1al1 1 t is expected that the 
pro rata 8JDOW1't of research and development expense allocated. to coD~Dercial. 
bwd.nesa will.&et as a deterrent to the i:ccurrii:lg of unreasoZl8.ble ar mmece..; 
1&'r7 J:Osts. ·In such iDStances a· cost shari:ng a.r:rallgement 1d.ll not ~ 
be neceasar.r or desirable. Bililever, in those instances where a contractor's 
bwd.nesa is ~'With the GovermDent 8l14 the contractor's research &tid 
deyelopmezxt program is so sub~1al.. as to apPear to be ~easoZl8.ble in 
8Jia1Dlt, it 71&7 be desirable tO ezrter into a cost shar1Dg a.r.rangement in order 
to provicle a motivation tor mre ~cient accomplishment ~ the program. 

9· Thia question asks whether further pidellnes will be issued to . 
CODtractiZJS ot:ticera sett1D8 tartla. testa ~ reasoD&bl.eness or other criteria 
t~ tb recopition ~ research and denl.opmeut costs• Wh:Ue n do not now 
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anticipate that :rurther c11rection td.ll be necessaiT t'rom this level, 
experience :ln operation 'I1JB:1' dictate otherwise. In addition, the milltaey 
departments will issue such 1mplementi:cg instract1o118 ot a procedural. Datln-e 
as are neces8&17 to operate the Q'&tem W:lch bas been established. 

Sine~ ·7t:lfZr&1 

/s/ 
G. C. BAlmEBMAll 

~ector far Procurement Pol1ey-

Bear .A4m!.ral Jas. D. Bo7le1 tJSll (Ret) 
Bation&l Security' Illdustri&l Association, Inc. 
ll07 - 19th street, !l. w. · 
WaahillgtoD 61 D. C. 

- 4-
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COPI. 

•. :·· 
-· 

TBE CHliRMAB OF THE 
COUNCn. OF ·ECONOMIC ADVISERS 

WASHINGrON 

Feb1'Ua17 241 1959 

MJ!:!.IlRARDUM mR a Mr. Perkins McGuire · 
Assistant Secret&r,y of_Defen~e 

It has come to rq attention that certaill revisions in. · 
the cost principles of .ASPR are Under consideration in the 
Department of Defense 1 that such revisions are. about to be 
made, and that thq are likel7 to have a significant . effect 
on costs under cost-reimbursement t.ype contracts. 

I would appreciate an opportunity to have this matter· 
discussed before the·· Committee on Govermnent Acti vi tie a 
J.tfecting Costs and Prices, naturall1", in advance o~ the-· 
is~ce of such revisiohs •. Vould ,-ou be good enough to-
suggest-an appropriate date for such a di~cussion? -I· 
would appreciate ·it it ·,-ou would notif)' John Hamlin, Executive · 
Secr~_tar:r of the Committee, of the date you would find agreeable. 

(signed) 
· ~nd J. _Saulnier-

Tab C 
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APPEND~~~ 1!1;'\·i/r:: '· 
USAAA:, :ir6--··ie ;.,~ . . ·,. .· ·i;·.···:\.;;~t~+n 

CRDSS ~.l!JlENCE TABLE OF SElliC'l~D COSTS IN Nill·l AND OtU 
~4TION XV, A:.~P!i ., 

Cost Item 

Fringe Benefits 

Insurance and Indemnification. 

Interest and Other ~,ina.ncial Costs 

Labor Relations Costs. 

Losses on Other Contracts 

Maintenance and Repair qo·st~j. 

Manufacturing and Production Engineering Costs 

Material Costs 

Material Handling 

Miscellaneous Office and Administrativo Services 
and Supplies, Including Communication F~enses 

Organizati~n Costs 

Other Business Expenses 

Overtime, Extra-Pay Shift and Nulti-Shift Premiums 

· · Patent Costs 

New 
Section 1::1 
Paragraph 

15-205.15 

15-205.16 

15-205.17 

15-205.18 

15-205.19 

15-205.20 

15-205.21 

15-205.22 

15-205.23 

15-205.24 

15-205.25 . 

l5-205.26 

'·.· ..•. k:-. 

15-20h(b) 
15-205(p) 
15-502(d) 
15-502(£) 

'}!!!~~;,~ ' 

15-205(k)(r) 

15-205(n) 

15-204(q) 
15-205(o). 

15-204(j) 

- 15-202.1 
15-204(k){u) 
15-502(e) 

15-204(£) 

15-2C4(m) 

15-205(1) 

15-204(e) 

· 15-204(n) 
15-502(h) 

15..;.204(o) 
15-502'(i) 
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DEPARTMENT OF THE NAVY 
·OFFiCE OF THE GENERAL CC?UNSEl. 

·WASHINGTON 25,D.C. 

OGC/MHS:ag 
3 June 1959 

MEMORANDUM FOR COlrlMANDER JOffit H. l.fALLOY 

subj: .Treatment· of Taxes in the Revised Draft of ASPR 
Section XV 

1. I understand that the latest draft of ASPR Section XV 
has been sent to the Materiel Secretaries for review. I have 
two comments on the treatment of taxes in ASPR 15-205{41). I 
believe that both of these comments can be accommodated at 
this time without anyone being accused of ''major surgery." 

2. ASPR 15-205(4l)(a){iii) speaks only of exemptions avail- x 

able to the contractor directly or available to the contractor ! 
based on an exemption afforded the Government. Exemptions ~--.. 
are also available ·to subcontractors for various reasons. In 
order to include certain of these exemptions, I recommend that J /# 

ASPR 15-205~41~ ~a~ ~iii~ be revised to read as follows: l;jrc. r ,'r . .f 
"(iii) taxes from which exemptions ~re. available rJ.-t> / 1-y. 

to the contractor or cost-reJ.mbursement :r lot . /7.,v. · 
type subcontractors· directly, or av.ailable_t . .. ;·r.. • .. ~· .1,;; 
to the contractor or such subcontractors //;,. ·~< .. ~ r:· 
based on an exemption afforded the Govern- 4 

.. "'!!. • r,·· 
It [ ·f·tit' 

ment • • • • . _ v f · ·\ ,.l.r:1. 
3. The language of ASPR l5-205(4l)(b)(i) is not clear as /) 
to who makes the deter-mination as to the-existence _of a cla~ 
of illegality or erroneous assessment. It could be the con
tractor,.the Government, or a third party. Taken alone, this 
ambiguity is not har.mful. In fact, insofar·as it tends to 
increase the number of instances in which the Government is 
notified of a tax problem, i·t is beneficial. · However, the 
effect of this ambiguity on (41) {b) (ii) may be. troublesome. 
It could be argued that the contractor.and the contractor alone 
is to detexmine whether a legal problem exists, and only when 
he so deter.mines that a problen exists must he request in-
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FOREWORD 

This index haB been compiled to facilitate reference to the ~inciples for the determination of cost 

currentlJ incorporated in Department of Defense research agreements with .educational institutions. These 

principles. ar• indexed· aa of the text current on· the bases indicated: 

Section rl,· Part 3 - Revised Armed Services Procurement Regulation, 
Change No. 50, dated 2 November 1959 

Department of the Army, Departmen~ of 
the Navy and Department of the Air 
Force Joint Letter No. ~1 Dated 26:. August 1959 

Section rl, Part 3 (and applicable 
portions of Parts 5 and 6) -
Original 

Appendix H, Department ot Defense Contract 
Audit Manual, ~ge 2, dated 7 May 1956 

Blue Book Explanation of Principles for Determination 
of costs under Government Research and 
Development Contracts with Educational 
Institutions War Department - Navy 
Department August 1947 

When this topical index was originally contemplated, there was some doubt concerning the value of 

indexing the latter two documents. However, it now appears that many research agreements may continue 

to completion utilizing these documents as the basis for the determination of allowable costs. Xccordingly, 

it is not unlikel1 that institutions may be performing research agreements under the original and revised 

principles simUltaneously. It is hoped that the index as prepared Will prove useful to both Government and 

institution perso_nnel confronted with this situation. 

The indexing process disclosed c~rtain variations in terminology among the several documents. The 

following are some of the more important differences: -

Section XV, Part 3 -Revised 
and.Joint Letter No. ~l 

Allowable costa 

General administration 
and general expenses 

Indirect costa 

Material costa 

Operation and 
maintenance expenses 

Other institutional activities 

Research agreements 

Unallowable costs 

Use allowance 
. ··.: .. 

Section XV, Part 3 - Original 

Allowable costs 

General administration 
General expense 

Indirect costs 

Materials 
Materials and supplies 

Operation and mai.ntenaJlCe 
of physical plant 

Noneducational activities 

Contracts 

Unallowable costa 

Use charge in lieu 
ot depreciation 

Blue Book 

Admissible costa 

General administration 
General expense 

Indirect expense 

Materials and supplies 

Operation and maintenance 
of physical. plant 

Non-educational activities· 

Contracts 

Inadmissible costs 
Use charge·· 

For purposes of uniformity, the maiD captions utilized coincide with the terminology in the revised 

principles. For example, all references in the original principles to the subject "Contracts''are indexed 

under i'Research agreements." Silllilarl11 references to "Indirect expense" in the Blue Book will be found 

in the index under "Indirect coats." In· order to avotdi&nJ contusion, the index has been completely cross-

. referenced to show the captions superseded • 
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• Revised Original 
Section XV, Joint Letter Section XV, 

Part 3 No. 41 Part 3 Blue Book A 

ABSENT TIME Military leave; Sick leave; Vacations 
) 

. !!.! l!olida)'lll 

ACADEMIC S'l'AJ'J' 
factor in apportionment and 

15-306.l(c) • allocation of indirect costs 

ACCIDENT INSURANCE 
15-304(g) allowability of cost 

• see also staff benefits ·--
ACCOUNTING FEES 

service costs 
• 

• ~ Professional 

ACCOUNTING SYSTEMS 
• application of generally accepted and 

established accounting practices 
,. of colleges and universities l5-30l(a) 

ADMINISTRATION BUILDING 
• operation and maintenance of physical plant 

• as general administration and general expenses 36(a) 
• as part of instruction and research facilities 36(a) 

• use allowance 
• classified as general administration 

and general expenses 15•303.3 33 

ADMINISTRATION EXPENSES, RESEARCH 
• !!! Research administration expenses 

ADMISSIBLE COSTS -• !!! Allowab~e costs 

• ADVERTISIOO 
• allowability of cost, extent of 15-307.3(a) 
• !!!!. ~ Help wanted advertising .. 

·:) AGRICULTURAL COLLmE CREAMER! 
• as extension service 35 ~ote 4 
ALLOCABILITY 
• as test for cost allowance 15-30l(a) 

.U..WCATION. OF INDIRECT COSTS 
• actual conditions, consideration of 15-306.l(c) 

common pool arrangement l5-306.3(c) 
• defined 15-302.3 

elimination from indirect costs of items similar 
to those charged direct to research agreement 15-305(b) 

• "exclusive of oapi tal expenditures 
and use allowances," interpreted l5-306.2(i) 

• factors to be considered 15-306.l(c) 
• inadequacy of normal bases.justifying negotiated 

fixed amounts in lieu of indirect costa 15-30l(d) 
• "instruction activities," defined l5-306.3(a) 

materiality of amounts 15-306.l(c) 
• abbreviated procedures l5-306.4(b) 

• multiple rates · l5-306.3(d) 
• procedures 1.5-366.3 

• inadvisability of classifying certain other 
· institutional activities as instruction 

and. research 15-302.6 • process ot, defined 15-302.2 
• research separately administered l5-306.3(e) 
• segregation of base into segments . l5-306.3(b) • sequence of distributions l5-306.l(b) 
• significant changes in conditions 15-306~l(c) 
• single base versus multiple bases l5-306.2(i) • single rate basis 15-306.3(c) 

• where inapplicable 15-306.3(d) • • to research agreements l5-306.l(b) 15-303.2 • usage of term 
15-302.3 

1 ) 



, 
Revised Original • Section '13, Joint Letter Section '13, 
Part 3 No. 41 Part 3 Blue Book 

ALLOCATION" OJ' IND!RECT COSTS (Con t 'd. ) 
• see also Area;:·.,P.irect salaries and wages1 
.- Expenditur·e•, tot.&l; Expendit.ures, total 

direct;.Population; Space utilization 

ALLOWABLE COSTS 
• examples of 15-30'7 .. ~ 15 .. 304 
• tests !or determining 15-30l(a) 15-301 
• see also Costs; specific !!!!! ~ !! Communication 

- C'Os'ts; Maintenance costs; Pension plan costs 

ALLOWANCES BY SUPPLIERS 
• as credits to indirect costs 

15-m .3<&> . 
15-302.1 

• as.deductions !rom material costs 15-302.1 12 

ALTERATION COSTS 
• lea.Sed propert;r, as termination costs 15-307.3(111111)(~) 
. !!! ~ Rearrangement and alteration costa 

ALUMNI ACTIVI~ 
• as general administration and general expenses 24 
• una.llowabllit7 of cost 15-307.3(bh) 

AMUSEMENT COSTS 
• as entertainment costs 15-307.3(j) 

ANNUI'l'Y PREMIUMS 
• !!! Pension plan coats 

APPLICA.BLE COSTS 15-305 15-305 

APPLICABLE CREDITS 
• defined 15-302.6 
!!! ~ Allowances b;r suppliers I CJ1sh discountas; 

Credits and refunds; Pension plan costs; ·-. 
Rebates, Scrap credits; Trade discounts • APPLIED RESEARCH 

• see Research, applied 

APPOR'l'IONMENT OJ' INDIREX:T COSTS 
• actual conditions, consideration of 15-3Q6.l(c) 
• between instruction and research, 

and other institutional activities l5-306.l(a) 1.5-303.1 35 
36 • defined 15-302~2. 

factara to be considered 15-306.l(c) 
• · group insurance, annui t:r premiums . and pensions . 

•. method, when not included in general 
administration and general expenses 26 

• inadequac:r of normal bases justifying negotiated 
fiXed amount in lieu of indirect costa 

r 
l5-30l(d) 

• materialitr of amounts 15-306.l(c) 
• abbreviated procedures l5-306.4(b) 

• other institutional activities, 
yardSticks for classification 15-302.6 

• procedures 15-306.2 15-303.1 36 • inadvisabllitr of classifying certain other 
institutional activities aa instruction 
and research 15-302.6 

• proceaa of, de fined 15-302.2 
• sequence of distributions 15-306.1(&) 

15-306.2 
• ·significant changes· in conditions 15-306.l(c) · 

single base vereua IIIUl. tiple bases . 15-306.2(1) 
• usage of tel'lll "15-302.2 
• !!!. .!!!.2. Ar~a~ Expenditures,- total 

AREA 
•. apportioDID8nt of operation and 

15-306 .• 2(11) maintenance expenses, basis tor l5-303.l(b) 36(a.) 
• .!!! !!:!!.2 Space utili.zation 

ATBLE'l'ICS, INTERCOLLmiATE 
• see Intercoilegiate athletics 

2 
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• 

• 

AUDIT 
• coord.inAtion 

requirement tor 
liance upon rates developed 

• re b ArmJ'Or Navy auditors 
rese~ch asreements subject to 

audit bt General Accounting Office 

AUDITING EXPENSE · · · 
eral administration and general expenses • as gen 

AUXILIARY ENTERPRISES AND ACTIVITIES 
• as .9ther·inStitutional activities 
• e~les·of 

un8ilowabUit7 of cost' 
• see also Other institutional activities ·-- -, ' 

BAD DEBT LOSSES 
• unallowability 

BIDDING EXPENSES 
• allowability 
• ~ ~ Proposal costs 

BOND DISCOUNT AND EXPENSE 
• unallowability 

BONDS 
• allowability of cost 

B 

.• !!!. ~Insurance and indemnification 

BON'C'SES 
• in connection with obtaining Government 

contracts, unallowabili ty of cost 

BOOJC S'.OOR!3 
• as auxiliar7 enterprises and activities 
• aa other institutional activities 

BOOKS 
• cost allowance· 

• subject to terms of research agreement 
• UD.iallonbili tr of cost 

BOOlCS, LIBRABI · 
• !!!. Library booka 

BORROWED CAPITAL 
• interest cost, unallowabili tr 

' BO'ILDII«JS 
• profits and losses on disposition, 

excluded. from research agreement coste· 
repairs and norllal. alterations 
• as operation and mai:nteD&IlCe expenses 

• UD&llowabilitr of cost 
• uae.al:lowance 

• !!! 11ae allowance'· buildi.D.p 

BUSIHZSS OJTICD . 
• u general adld.n1.atratioa·. aDd. general expenses 

CAJ'I'J!ZRIA, HOMI ICOHOJ(IC 
• .. •zt•DIIion service . ; 
CAPrr.U. ASSm'S 
·• !!! Bailti.aga1 capital expenditur~sl 

J'.q,uipaent 1 Librarr books 

CAPML DPENDI'ltl'ma 
• cin1 4efeue costa, unallowabUitr. 

l:5-307. 3G:b > 

15-307 .3(aa) 

15-302.6 

l5-307.3(k)' 
l5-307.3(c") 

15-307 ~-3(n). 
• . 1·• /,. 

. ~ ~:.' 

l5-307.3(z) 

l5-304(W.) 
l5-307.3(c)-

3 

I 

,., 

·-'•· 

~ : :r• 

~ 

l5-305(a) 38(m) 

15-305(~) 38(k) 

l5-304(a) 

l5-305(b) 

35 lloto Q 
l5-305(d) 38(f) 

l5-305c'f) 38(g) 

28 

24 

35 Note 4 

0 .. 
,_ '.·' 

! : •.•. 
.,._ ;,f'~' 

!'·I~;: 



Revised Original 
Section x:'l, Joint Letter Section x:'l, • Part 3 No. 41 Part 3 Blue Book CAPITAL EXPENDITUim; (Cont 'd.) . 

• excluded from base for 
apportionment of indirect costs 

35 • excluded from indirect costs 
35 • excluded from total expenditures base for allocation 

l3-306.2(i) of general administration and general expenses 
.·special assessments on land, unallowability of cost l5-307.3(jj)(ii) 
• unallowability of cost 15-307.3(c) 38_(f'. use allowance 

• ~ Use allowance 

CAPITAL IMPROVEMENTS 
• ~ Capital expenditures 

CARE AND MAINTENANCE OF GROUNDS 
• ~ Ground..s 

' 
CARTAGE 
• allowability. of cost 15-307.3(kk) 

CASH DISCOUNTS .. 
• as credits to indirect costs 15-302.1 • as deductions from material costs 15-307.3(s) 15~302.1 12 
CATALOGS 
• unallowability of cost 15-307.3(hh) 

CHAPELS 
• as other institutional activities 15-302.6 

CIVIL DEFENSE COSTS 
• allowability 15-307.3(d) 

CLAIMS AGAINST THE GOVERNMENT 
• unallowability of professional service costs 15-30'7 .3(y)(3) • COLLECTION· COSTS 
. !!! Bad.debt losses 

COMMENCEMENrS AND CONVOCATIONS 
• as general administration and general expenses 24 • inapplicability of cost to research agreements 15-30'7.2(i) 

COMMISSIONS 
. • in connection obtaining Government 

contracts, unallowability of cos~ 15-305(b) 
COMMON ITnfS OF MATERIAL 
• as termination costs 15-30'7.3(1111D)(2) 

COMMUNICATION COSTS 
• allowability 15-30'7.3(e) -15-304(e) • toll charges 

• allowabillty 
16 • as direct costs 

4 
COMPENSATION FOR PERSONAL SERVICES 
• allowa.bility 15-30'7.3(f) 
. !!! _!!!2 Direct salaries and wage a i ., 

Salaries aDd. wages 

COMPLEMENT, ORIGINAL 
. • !!!. Original complement - equipment 

COMPOSITE BASE 
• allocation of indirect departmental expenses l5-306.3(b)(vi) 15-~.,(b)(vi) 

CONFERENCES 
• !!! Meetings and conferences 

CONSTRUCTION WORK 
• multiple rates for allocating indirect 

costa, as justification for 15-306.3(d)(iii) 
It 
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CONSULT:tm SERVICES ... 
Professional service costs . !!! 

coNTINGENCY PROVISIONS 
• UJJA1lowabilit7 . 

coN'l'INGENT n:m . 
iD connection vith obt~ 

• GoverDJDent contracts, unallowabUit)' 

CONTINUING COSTS 
• as termination costa 

CONTRACT ADMINISTRATION 
• as research administration expenses 

CONTRACTS 
• !!!.Research agreements 

CON'l'RIBUTIONS TO CO;.()PERATIVE EDUCATIONAL UNDERTAKINGS 
• as general administration and general expenses 

COST .ELEMENTS 
• uniformit7 of treatment in apportionment 

and allocation of indirect costs 

COST PRINCIP!m 
• applicabUit7 

COST-REIMBU1tSEMENT TYPE CONTRACTS 
• as research agreements 
• subcontracts 

• see Subcontracts 
• see also Research agreements 

COST-S BARnO 
• Cost Principles, iD relationship to 
• matter requiring special consideration 
• methods 
• subject to negotiation· 
• unallovabilit)' of unclaimed amounts 

COSTS 
admissible and i.nadmissible 
• failure of Cost Principles to identif)' 

specific item of cost, effect of 
• 8ll.owable 

• discrepancr betveen applicable 
standards and research ~ement 

• eJ1UJilerated. 
allowable and unallowable 
• failure of Cost Principles to identi!J 

specific item of cost, effect of 
• general basis for determination 
• general standards for allowabilit7 
• requiring special consideration 
•. UD&llowable, eJ1UJilerated 
• !.!!. .!!!2 specific ll!!! ~ ~ ~ !! 

CoaiiiWlications; Patent costs; Taxes 

CREDI'l'S AND GAINS 
• as reductiou of pension plan costs 

CBDITS AND REI'UNDS 
• as credits to indirect costs 
• as deductions from material costs 
• attributable to ' taxes 

CROSS DISTliiBUTION 
indirect costs 
• eee Iadirect costs, cross distribution 

·Revised 
Section rl, 

Part 3 

l5-30'7-3(g) 

15-304(11) 

l5-305(b) . 
l~-3Q6.l(c) 
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Revised Original. • I Section rl, Joint Letter Section rl, 
Part 3 No. 4-1 Part 3 Blue Book 

' D 

DEANS OF COr.t.mES, SCHOOLS, DEPARTMENTS OR DIVISIONS. 
salaries and related expenses 

allocation 15-306.3(b)(vi) 
• simplified approach 15-306.4-(b)(i) 

• aa direct charge·s 15-305(1) 38(a) 
• as indirect departmental expenses 15-304-(vi) 

• distributed o~ basis of reasonable estimates 1~304(vi) 
unallowabUity 15-305(1) 24 

DEANS OF FACULTY AND GRADUATE SCHOOLS 
38(a) 

• allowability ot coats 15-307;.3(h) 
• 

DEANS OF MEN AND WOMEN 
• aa general administration and general expenses 24-

DEANS OF STUDENTS 
• inapplicability ot coats to research agreements 15-307 .2(iv) 

DEATH BENEFITS 
• paid by institution 

• aa general administration and general expenses 24' 

DEFINITIONS 15-302 15-302 

D'ENTAL CLINIC 
• aa extension service 3.5. Note 4 

DEPAB'J.'MENTAL ADMINISTRATION :~;·:. 
• as indirect departmental expe~es 15-304(vi) 

ii 
DEPARTMENTAL EXPENSES, INDimx:T •• • !!.!. Indirect departmental expenses 

DEPBECIATION 
• !!!. Use allowance 

DESIGNS, PURCHASED 
• .!!!. Purchased designs 

DETERMINATION OF INDimx:T COSTS 
• !!! Indirect costa, determination ot 

DIND«J HALLS 
• as auXil.iar7 enterprises and activities 35 Note 1 
• aa other institutional activities 15-302.6 15-302.6 
• losses &Dd gains from operations, 

aa atatt benefits 15-302.6 

DIPLOMA EXPENSE 
• as general administration and general expenses 24-

DIREC.'T COSTS . 15-303 1.5-303 8-22 . 
• alloWable 1S:.302 

constituting part ot research agreement . coeta 15-301 4. 
defined 15-303i; 

• other 
• see Other direct costa· 

•. project lenl"iDdirect" costa 1.5-303 

DIRIX:'r DEP~ CHA.lm:S 
• basis tor allocation ot librarr expenses 27(b) 
• buia tor apportionment ot libr&rJ expenses 1.5-303.l(c). 

D!lm:'r MATERIAL COSTS 
• defined 15-303(11) 
• !!! !!!2, Material costa 



•• 

• 

• 

• 

D!Rror SALARIJ'.S. AND 'YIAGES . 
allowabUitt 

• as direct c~ta 
basiS for allocation 

of indirect costa 

''-<,: 

• common pool method 
general adminiStration 

and general e~n.sers 
1D&dvis&bUit7 of claSsif7ing 

certain other institutional 
activities as instruction 
and research 

indirect departmental expenses 
multiple indirect expense rates 
simplified techniques 
• not a sUitable substitu~a 

for area or space basiS 

Revised 
Section '13, 

Part 3 

l5-303(i) 

l5-3Q6.3(b)(i) 

15-306.3(b)(vi) 
15-3Q6o3(d) 

• operation aD.d mainteD&Jlce expenses .. 
• simplified techniques 15-3Q6.3(b)(iii)(C)(I) 

basiS for apportioDIIIent of group . 
in,surance, annuity premiums 
and pensions when not included 
among gene~al administration 
and general expenses 

basis for reimbursement of 
indirect costs 

·., '• chargeable at actual rates 
o in cuh or ld.nd. 
defined 
emplo7ee benefit expenses and 

pension plan coste aa 
• estimates of time in absence 

of actual time recorda 
• absent time 
• procedures 

. · not to exceed amounts based 
upon regular rates 

• overtime compensation 
• requires approval of 

contracting officer 
sWIIIIl8r work, compensation formula 

• transient emplo1Jilent, 
sal&r7 differential-

• !!!. .!:!!2. Salaries and Wages 

DISCLOSUUS 
. !!! Invention diBclo&urea· 

DISCO'UN'rS 
• !!! Cash discounts; Trade discounts 

DISPOSAL COSTS · 
• aa termination costa 

EDITI!Il, RJ:SJ:ABCll DATA 
• !!! Publishing and. edit~ 

of research data 

!:DI'l'Oll 
• cpet ot, as general administration 

· and general expenses 

DPU)!D BENEFIT EXPENSES 
• allovabil.it7 
• u general admi.D:ietration 

and general expenses 
• a.s part ot direct 

aal.aries and wages 
group life insurance, allowability 
!!!. !:1!2, Staff benefits 

l5-303(i) 

l5-303(i) 

1$-307 .3(f) 

15-30'+(i) 

15-303(i) 
l5-307.3(m)(3)(iv) 

7 
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15-306.3(b)(111)(C)(IIIi 

.l5-3b6~3('b) (iii) (C) (I) 
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15-302.6 

15.!'303C'iJ 

15-303(i)' 
15-303(i) 

15-303(i) 
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Revised Original 

' Section rl, Joint Letter Section rt, 
Part~ No. 41 Part~ Blue Book 

:DIPLOYEE MORALE, HEALTH AND 
WELFARE COSTS AND CREDITS 

• allow.bilit1 15-307.3(1) 

EMPLOYEES' COUNSELn«l SERVICES 
• allow.bilitJ of cost · 15-307.3(1) 

EMPLOYEES' PUBLICATIONS 
• al1owability of cost 15-307.3(p) 

EMPI.Ona:N'r AGENCIES 
• allowability of cost l5-307.3(ee) 

EMPLOYMENT OFFICE 
• allowabilit7 of costa 15-307 .3(ee )

1 • • students' 
• as general administration and general expenses 24 

ENDOWMENT FUNDS· 
• interest paid tor te~r&rJ use of, unallowabllitJ l5-307.3(n) 38(g) 

EKJINEERING J'E!3 
• see. Professional service costs 

, ENTER'lAINMEN'I' COSTS 
• unallowabllitJ l5-307 .• 3(j) 

~lJIPMENT 
• aa other direct costa 15:-303(iii) 
• Government-o~ecl ~-- . 

• protection ancl maintenance, .. --
· allowabUi t,. of cost 15-304(h) ., 

1oss of useful value, as termination costs 15-307.3(111111)(4) 
15f.s02(s) matter requiring special consideration 

• origilJal complement, defined 15-302.5 •• • profits and loBBes on disposition, 
15-307.3(z) excluded trom research agreement costa 

• repairs· 
• as operation a.Dd maintenance expenses l5-304(iii) 28 

• special 
• allowance of cost as direct charge 18 

• subject to approval bJ sponaori.ng agencJ l5-307(k) 15-305(cl) 38(f) 
• UDBllowabilitJ of cost l5-307(c) 
• use allowance 

• !!!. ll'se allowance, equipment 

EXD!PnOH CER'l'MCJ.TES 
• .!!!. Taxes 

EXPENDITtnm 
• 4efinecl 15-302.6 

m'!ND~'. 'I'O'rAL 
• basis for allocation of indirect costa 

• general adlllinistration and general expenses l5-306.3(b)(i) 
• sialplitiecl approach l5-306.4(b) 

• basis for apportioDment of indirect costs 
• general a.dm:inistr~tion and. general expenses 15-306.<(1) 15-303.1(&) . · 36(c) 

• base excludes capital . 
1~,306.2(i) expedi.turea ancl use allowances 

• oth&r indirec~ costs 15-303.1(4) 36(cl) 
• defined 15-302.6 
• iDaclvisabili t7 of cla.saitying certain other 

institutioD&l activities as instruction 
and. research 15-302~6 

• true expeDAiturea ~ttraus transfer of funds 15-.302.6 

EXPENDITURES, 'l'OTAL. DIRECT 
• basis tar allocation of indirect costa 

o COIIIIIIOn pool method 1S-306.3(c) 
• inclirect departmental expenses i;-306.3(b)(T1) 

· • IINltiple incl1rect expense rates ~5-306-3(4) 

EXPERIMENTAL .FABM 
as extension service 8 35 Note 4 



• 

• 

• 

EXPBD3S COST 
~·8llovabilit7 

EXTENSION SERVICES · · . 
• apportionment o! indirect costs to 

example• o! · 
unallowabilit7 ot·cost 

FABBICATED PARTS . 
• allowabilit1 o! cost 

FACII..ITI§ 
• !!! Bu.ildiDgs! Capital expenditures1 Equipment 

FACUI4'Y HOUSING . 
• !!! Houeil2g, facul t7 

FEDERAL FUNDS 
buildings and equipment paid. for ou~ ot 
• allowabilit7 of use allowances on capital 

improvements paid for b7 institution 
• exclusion from computation of use allowances 

FEDERAL OLD AGE BENEFITS TAX 
• !!! Social securit7 taxes 

FEDERAL TAXES ON . INCOME OR EXCESS' PROnTS 
· • unallowabilit7 · 

nz . 
• inapplicabilit1 of Cost Principles: 

to research agreements containing 

FEES, CONTIHlENT 
• !!! Contingent fees 

J'ELU)WSRIPS 
• cost of, generall7 inapplicable 

to research agreements 

J'INANCIAL CAMPAIGNS 
• ·as other institutional activities 

nNANCIAL OFFICER 
• as pneral administration and general e:xpeDSes 

J'INANCLU. PARTICIPATION 
• !!!. Coat-sharing 

''FilWfCLU. REPOR'l'S FOB COLLmES AND tiNIYERsiTIES" 
• collpiled ·'br NatioDal Colllllittee on St,9.11dard 

Reports for Institutions o! Higher Education, 
Univers1t7 of Chicago Preas;,· Febru&%7 1935., 
cited. as a reference 

I'IHES AND PDAL!ll'.S 
• uallavabilit7 ot cost 

J'IliS'.r AID CLINICS 
• allowabi11t7 ot cost 

!'IlEn-PRICJ: CON'lRAC'rS 
• as research agreements 
• subcontracts 

.· • .!!!. Subcontracts 

Revised 
Section xv, 

Part 3 

15-307.3{kk) 

l5-307.3(s) 

15-304(v) 

15-307.2(iii) 

15-302.6 
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Revised ·Original • Section XY, Joint Letter Section XY, 
Part~ No. 41 Part ~ Blue Book 

FREIGHT IN 
• allowabilit1. of coat 15-30'7o3(kk) 15-304(b) 
• as part of material costs 15-307.3(a) 13 
. !!! !!!2, Transportation 

FREIGHT OUT 
15-307.3(kk) • as direct cost 

• .!!! !!!2 shipping chargee. 

J'UND RAISING AND DEVELOPMENT CAMPAIGNS 
• unallowabilit7 of coat 15-302~6 

FUNDAMENTAL RESEARCH 
• !!.!. Research, tundamental 

FUBNITT.mE 
• !!.! Equip~ent 

G 

GAINS, DINING HALL OPERATION 
• as credits to research agreements 15-)02.6 

GAINS ON DISPOSITION OF PLANT, 
~UIPMENT OR CAPITAL ASSETS . 

• see Profits on disposition of plant, 
-·equipment or capital assets 

GENERAL A.IJIINIS'l'lU\TION · 
• !!!. General administration and. general expenses .~i. 

GENERAL ADMINIS'l':RATION AND GENERAL EXPENSES :.:, 

• allocation 
• abbreviated procedures 15-306.4(b)(i) • • ba.Bea nol'!ll8.l.l7 applicable 15-306.3(b)(i) 
• "exclusive of capital expenditures 

and use allowance," interpreted · 15-306.2(i) 
• applicabil1t7 to instruction, research 

and other institutional activities 25 
• apportioDJilent 15-306.2(i) 15-306.2(i) 15-303..l(a) 36(c) 
• as indirect coat 15-304(i) 15-303(a) 4-
~ defined 15-3Q4(i) 15-304(i) 15-303 24-
• unallowable items classified as · 

other institutional activities 15-302.6 
• use charge far adJII:i..niiltration building . 15-303.3 

GENERAL BAsiS roa DETERMINATION OF COSTS 1S.:.301 

GENERAL EXPENSE 
• !!.! General admin1Btration and. .seneral expenses 

GENERAL STANDARDS FOR SELECTED I'l'EMS OF COST 15-307 15-307 

GENERALLY ACCEPTED COST ACCOUNTIHJ 
PRINCIPLES AND PRA.CTI~ 

• application in direct costing of 
institution service operations 15-303(iii) . 

application of, described j 15-30l(a) 
• allocation and apportioDJilent of 

indirect costa, factor in 15-3Q6.l(c) 
• teat for determi.Di.Dg allovab1lit7 of coat 15-30l(a) 

GENERALLY ACCEPT.ED INSTI'Tti'TIONAL / 
ACCOUliTilO PRINCIPI.Ia AND PRACTICES 

• basic principle for determination of cost 5 
• test for determi.Di.Dg allowab11it7 of c~t 15-301 

GOVERNING B:>DY 
• aa general administration and general expenses 2'+ 

GOVERNMEN'l' 
• coat of application for patents 

conve7ecl to, allovabili t7 15-307.3(u) 

10 
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• 

• 

GOVERNMENT FINANCIAL ASSISTANCE 
• as reason tor unallowabilit7 

ot fund raising costa 

GOVERNMIN'l'-J'UlUfiSBED :FACILITIES 
allovabilit7 ot use allovance on capital 

• improvements paid tor b7 institution . 
inapplicabilit7 ot use allovance on buildings 

and equipaent purchaaed.vith Federal funds 

GOVERNMENT-J't1RNISBED MATERIAL 
e to be ~·d. vitliout charge 

GOVERNMENT-FUBNLSHED ~ROPERTY 
• matter req~ special consideration 

GOVERNMENT-oWNED FACILITIES 
• effect on allocation ot use allowance 
.·arul.tiple ratea.tor allocating indirect 

costa, as justification tor 
• insurance 

• coat unallowable unless required 
·b7 research agreement 

.·maintenance and protection 
• allowabilit7 of coat 
• as direct charge 

• maintenance and repair costa 
.. allowabilit7 

GRADU'ATJ: ·.STIJ'DENTS 
• vhen considered as part ot proteaaioD&l atatt 

GRANr 
• as research agreement 
• concept ot sponsoring 83enc7 in relationship to 

GRATU'ITIES 
• as entertainment costa 

GROUNDS 
care and maintenance 
• aa operation and Uintenance expenses 

• use allovance, inapplicabili t7 

GROUP HEALm, ACCIDENT AND LIFE INStmA.NCJ: 
• allo'litabilit," of cost 
• !!!. ~ Statt benefits 

GBOUP IHSlJIU.NCJ: 
• apportionment 
• as general adm.ini.atration ami general expenses 
• as indirect coat 
• !!!. !!!2 Erlpl.o7ee benefit expenses, Group 

health, accident and lite insurance 
GOES'r HOUSES 
• as other inatitutioD&l actiTities 

Jl 

UAD8 (8 C0I.Uma, SCHOOI3, DEPARTMENTS OR DMSIONS 
• !!! Deau ot colleges, schools, 

departments or divisions 

Wl4'Jr AHD ·ACCIDJ:N'l' INS17RANcE 
• see Group health, accident and Ute insurance 

DALm CLINICS 
• allo¥abilit7 ot coat 

HELP VAlflEI) ADVER'l'ISING 
• allovab1Ut7·ot coat 

Revised 
Section rl, 

Part 3 

15-304(v) 

15-306.3(d)(iii) 

15-307.3(m)(3)(ii) 

15-307.3(r) 

15-302.1 
15-302.4 

15-307.3(j) 

15-304(111) 
15-304(v) 
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Revised Original 
Section r-1, Joint Letter Section rl, 

' Part~ No. 41 Part ~ Blue Book 
HIGH SCHOOL VISI'roR EXPENSE 
• as general administration and general expenses 24 

HOLIDAYS 
• allowabilit7 of cost 15-,o7.J(ii) 
• as employee benefit expenee, computation 15-303(i) 

HOME ::ex;QNOMIC CAFm'ERIA . 
• see Cafeteria, home economic 

HOSPITAL, MEDICAL SCHOOL 
• as extension service 35 Note 4 

HOSPITALS 
• multiple rates for allocating 

indirect co~ts, justification for 15-3Q6.3(d)(U) 

HOSPITALS, STUDENT 
. !!! Student hospitals 

HOUSE PUBLICATIONS 
• allowabUi ty of cost 15-307.3(i) 

HOUSING, DIPLOYEES 
• matter requiring special consideration 15-502(q) 

HOUSING, FACULTY 
• as other institutional activities 15-302.6 

I ~~~. 
IMPRoVEMENTS 'l'O BUILDIOOS ::!··: 

·=-·f 
• unallowabUi t7 of cost 15-307.3(c) .... 
• use allowance 

• • see Use allowance, capital improvements 

INADMISSIBLE COSTS 
• !!! Unallowable costa 

INCOME 
• emplo1ee morale, health and. welfare activities 

• credited against related costa 15-307.3(i) 

INCOMIKI TRANSPORTATION 
• allowabilit1 of coat 15-307.3(kk) 
• as indirect cost 15-307.3(kk) 
• as part of IIIB.terial costa 15-307.3(8) 
• !!!. ·!1:!2 Freight in 

INDOOfD'ICATION 
• .!!! Insurance and indemnification 

INDIBECT COSTS 15-3u.it 15-304 15-303 23-37 
• abbreviated procedures 15-306.4(b) 15-306.4 

• exclusion of use allowance 
on build:i.nga and equipment 15-306.4 

accounting period 34 
• allocation 

_. !!! Allocation ot indirect costa i 
• apportiobment .. 

• .!!! Apportionment of indirect costa 
.• baaia tor reimbursement 23 

claimed at leas than actual 15-306.4(a) 
• constituting part of research agreement costa 15-301 4 

coat-aharing 
• !!.! Indirect coats, limitation 

of, as cost-abaring method 
• cross distribution 15-304 

defined .15-304 
determination of 15-306 i5-306 
• basic principles 15-306.l(c) 15-3Q6.l(c) 
• general 15-306.1 15-306.1 
• ·under special ~ircumatancea 15-306.4 15-306.4 

12 



l 
Revised. Original 

Section Y3, _ J~int Letter· Section '13, 
Part 3 No. 41 Part 3 Blue Book INDIREC'l' COSTS ( Cont 'd.. ) 

distributions' sequence of /) • · e Allocation of :1nclirect. costs, sequence of 
• .!!!.. distributions; Apportionment of indirect 

costa, sequenc& of distributions 
l.imination !rom pool of itelllS s1mila.r to 

• e those charged. direct to research agreement 15 ·305(b) 
general types . 15-304-

• inconsistent clasSification 15-305(b) 
• limitation of, as cost-sharing method. 15-30l.l(b) 7 matter requiring special consideration 15-502(c) 

negotiated fixed. amount 
• aid. by auditor to contracting officer 

1.5-30l(d) in arriving at realistic ·amount 
• circumstances warranting 15-30l(d) 
• under-recoveries not allowable cost 15-307.3(q) 

• project level "indirect costs'\ 
1.5-303 • as direct costs 

f 
• as indirect costs 15-303 

• reliance by military services upon rates 
developed. by Army and Navy auditors 

• separate pool for all organized. research 15-302.1 

INDIRECT DEPARTMENTAL EXPENSES 
15-306.3(b)(vi) • allocation 

• multiple rates 15-306.3(b)(vi) 
• composite basis 15-306.3(b)(vi) l5-306.3(b)(vi) 

• composition of 15-306.3(b)(vi) • defined 15-304(vi) 
examples of 1.5-3()4-( vi) 

.-.~i 

=··· nmiRECT EXPENSE ·-~-. 

. !!! Indirect costa 
·~a. 

•• INFIRMARY 
.• allovabilitr of cost 15-307.3(i) 

INFIRMARY . SERVICES 

~ • as student service& coats 1.5-307.2(iv) 

INFORMATION OFFICE 
• as general administration and general expenses 

24-
:mSTITUTION SERVICE OPERATIONS 
. !!! Services 

INS'l'RtJC'fiON 
• costa of 

• exclud&d trom research agreement costa 1.5-305(d) 15-305(d) 
~ emphasis on 15-307.2 • types 1.5-307.2 

INSTRUCTION ACTIVITIES 
• allocation of indirect costs to 15-306.3(aj 
• defined-for allocation purposes 15-306.3(&) 

INSTlltJC'fiON AND DEPARTMENTAL RESEARCH 
• encompassing research not 

separatel7 budgeted or financ&d 1,-302.1 
INSTRUCTION AND RESEARCH 
• allocation ot indirect coats to 15-302.3 • segregation ot base into segments 1.5-306.3(b) • apportionment ot indirect costs to 1.5-302.2 ;1.5-303.1 functions ot, distinguished froa 

other institutional activities 15-302.6 • iDadTiaability ot classifying certain 
other institutional activities as 15-302.6 • indirect expenses and use 
allo¥ancea apportioned to 

• basis ot indirect expense rate • included in research agreements 
37 

13. !) 



INSURANCE AND IND!MHD'ICATION 
• actual losses not covered b7 insurance 

allowabilit7 of.coat 
matter requirina special consideration 
on live& of executine, Wl&llowabilit;r of coat 
on lives of officers or trustees, 

UDallowabUit7 of coat 
other than that required b;r research agreement, 

limitations governing allowability 

proptrt7 
• aa operation and mai.ntel3&llce expenses 
self-insurance 
• allowabilit7 ot coat 
• as direct charp 
see also Accident insurance, 
- WOrkmen 1 a compelieation iDsurance 

nm:RCOLLmiATE Am..ETICS 
• aa auxiliar;r enterprises and activities 
• u other iDstitutioaal activities 

INTEREST COSTS 
• UZJ&llowabili t7 

INTERES'r ON TAXES REJ'tl'NDED 
• ae credit to research agreeJDent 

INVENTION DISCWSURES 
• preparation of, ae patent costa 

IMVES1'MEN! OOUHSEL AND STAJT COSTS 
• UDal.lowabili t7 

INVES'lM!ffrS . 
• loaaea on sales or exchanges, unallowabili ty 
• profit~ and losses on. disposition, 

excluded from research agreement coats 

J 

JANI'rolUAL SEllVIC!a 
• as operation and mainteZUlD.Ce expenses 

.L 

LABOR RElATIONS 
• allowabilit7 of coat 

LEASES 
• rentals as termiDation costs 

LJ:AVJ: a-, ABSJ.:NCB 
• iD&ppllcabllit7 ot coat to research agreeJDenta 

IJX:'l'ORI8 DPINSI, CJJ:NDAL ' 
• u pural. adlaiD:latration u4 general expenses 

LmAL DPEND 
• u general adJiiD.iatration a:aa. general expeuea 
• collection of bad. debts, UDal.lowabilit7 
• !!! ~ Profeuioul Hrrice co~te 

LIABILI'r! TO 'rHilm PERSONS 
• !!! Inalirance and inclellllification 

LIBlWlY BOOJt8 . 
• uae alloWance 

• aa inclirect cori 
• not computed on Gonrmaent

ovucl. or doaated books 

Revised 
Section XV,· 

Part 3 

l5-307.3(m)(3)(v) 
15-307.3(m) 

l5-307.3(m)(3)(1v) 

l5.;.307.3(m)(3) 

l5-307.3(m)(3)(111) 

15-302.6 

l5-307.3(jj) 

· 15-30'7 .3( u) 

l5-307.3(o) 

l5-307.3(z) 

l5-304(iii) 

l5-30'7.3(p) 

l5-307.3(mm)(5) · 

l5-3Q4(iT) 

14 

Original 
Joint Letter Section XV, 

No. 41 Part 3 Blue Book 

15-304(iv) 

l5-304(a) 22(c) 
. l5-502(d) 

l5-305(k) 

28 

15-304(a) 19 
4 

35 Note 1 

l5-305(t) ,S(g) 

l5-305(g) 38(1) 

28 

24 

24 

l5-303.l(c) 27(a) 
4 
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• Reviaed. Original 
Section rt, Joi:lt Letter Section '13, 
Part~ No. 41 Part ~ Blue Book 

LIBRABt .EXPENSES 
l5-306.3(b)(iv) l5-306.3(b)(iv) ,, 27(b) 8 • allocatioA 
l5-306.4(b)(iii) abbre~ated. procedures 

• pulation baae, development ot l5-306.3(b)(iv) .po 
l5-306·.3(b) (iv) • weighti.DC . !actors 

• allowable 
·• excludes coet of books' periodicals 

27 and capital aaseta 
excludes use allowance on Government-

l5-304Ci~> owned or donated booka 
• apportionment . 

l5-3o4<:tv> 
l5-303.l(c) 

as indirect costa 1~,.;303 (c) . 
: u part of t.otal expenditures base. 15-302.6 
• defined '5-304(iv) 

LIBRARY, SPECIAL . . 
• multiple r'tes !or allocating indirect 

costa, as justification_ tor l5-306.3(d)(iii) 

f . • LICENSE. I'El"-' 
• allovabilit7 as other direct costs 20(a) 
LIFE INSURANCE 

15-.304<-g} 1' • • group, allovabilit7 of cost 
on lives ot executives, unallowabilit7 of cost l5-305(k) .. on lives of officers and .trustees, 

Ull&l.lowabilit7 ot cost 15-307 .3(m)(3) (iv) 
!!.! !1!.2. Staff benefits 

LOANS 
- • i:lterest cost, unallowabilit7 l5-307.3(n) -.~> .. 

~~· .. 
LODGiliJ 4~ • 

,_,., • u entertainllent costs l5-307.3(j) • • as travel costa 15-307.3(11)(1) . 
!." 

LOSSES, DINING RA.LL OPERA~ION 
·~J~. • as staff benefits cost 15-302.6 ~~\ LOSSES NOT COVERED BY INSURANCJ: 

• .!!!. Insurance and. indemnification 
~. '· .. 

WSSES ON DISPOSITION OF ~, ,,, 

''ii ~tJIPMEN'r OR CAPITAL A.SSms 
·,~ • unal.lowabilit7 l.5-307.3(z) l5-305(g) 38(i) 

WSSES OM INVESTMEN:S 
• UDal.lowabili t7 l5-305(g) 38(1) 
IDSS§ ON OTHER RESEARCR AGBEEMENTS 
• unal.lovabilit7. l5-307-3(q) l5-305(h) 38(h) 

K 

MAINTEMANCZ COSTs ~ ' . 
• allovabilit7 l5-307.3(r) 
• build.i.Dgs, furniture and. equipment -

lS.:.304(W.) . as operation. aDd. lll&inteD&Dce expenses · 
• Goverm~ent-owned. propert7 

l5~304(h). 
• allovabilit7 1.5-307.3(~) 17 • as direct charge 4' • SZ'OUD4a 
• as operation and. 11111i.ntenance ~xpenses l5-304(ii1) 

. MAIN'!'ENANCE AND REPA.Ili COSTS 
• !!! Maintenance cos~s; Repair costs 

MATERIAL COSTS 
• allowabili 1:7 l5-307.3(a) 1.5-302.1 l2 
• as direct coats l5-304(d·) • 4 • common items, terminated contracts 15-307 •3(mm)(2) 

15 
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Revised Original 

' Section 'XY, Joint Letter Section 'XY, 
Part 3 No. 41 Part 3 Blue Book 

MATERIAL cosTS < cont • d.> 
• excess material c~dits 15-30?.3(s) · 15-302.1 14 
• storeroom withdrawals 15-307.3(s) 15-302.1 

MATERIALITY OF AMOUNTS 
• !actor in apportionment and 

l5-306.l(c) allocation ot indirect costs 
• abbreviated procedures l5-306.4(b) 

MATERIAL HANDLING 
• allowabilit1 or cost l5-304(b) 

MATERI.W3 AND SUPPLIES 
. !!! Material costs 

MEALS 
• as cost ot meetings and conferences 15-307 .3( t)(3) 
• as entertainment costs l5-307.3(j) 

MEDICAL SCHOOL BOSPI'fAL \ 
• !!! Bospi tal, medical school 

MEETINGS AND CONFERENCES 
• allowabilit1 of cost l5-30?.3(t)(3) 

MDmEBSHIP DUES 
• allowabUit1 ot cost l5-30?.3(t)(l) 
• as general administration and general expenses 24 

MEMORIAL CHAPELS 
• as other institutional activities 35 Note 2 ~~: __ 

~· 

MILITARY LEAVE 
• allowabilit1 of cost . l5-30?.3(ii) . .. 
MOVIRJ EXPENSES, PERSONNEL ••• • matter requiring special consideration l5"':'502(j) 

KULTICAMPUS UNIVERSIT! 
• multiple rate& !or allocating 

indirect co~ts, justification !or l5-306.3(d)(iv) 

MUSEUMS 
as other institutional.activities 15-302.6 

• unallowabilit1 of cost l5-305(i) 38(e) 

N 

NmOTI.ATED FIXED AMOUNT IN LIEU OF INDIRmT COSTS 
• .!!! Incl1rect costs, negotiated fixed amount 

NmOTIATED FIXED OVERHEAD RATES, PREDEl'ERMINED 
• basis tor reimbursemellt ot indirect costs · 

(Note: no longer permissible) 23(a) 

OOMEDtJCATIONAL A~ 
• !!! Other inatitutioD&l activities 

NONEDUCATIONAL :DPENSES· 
• apportionment of indirect costs to 35 
• examplee.!lf 35 Note 3 
• unallovabUi. t;r 38(d) 
• !!!. ~Other institutional activities 

0 

OJ7-C.A.MP17S AC'J:IVITIES 
• effect on allocation of library expenses l5-306.3(b)(iv) 

CIT-CAMPUS RESEARCH 
• appl1cabilit1 of Cost Principles l5-30l(c) 

16 



• Revised Original 
Section'!:{, Joint Letter Section '!:{, 

Part 3 No. 41 Part 3 Blue Book 
OFF-CAMPUS RESEARCH ~Cont'd.) _ 
• multiple rates for allocating 

15-306.3{d)(ii) 

~ 
.~ -- indirtot coats, justification for 

negotiated uou.nt in lieu of indirect costs 15-301(d) 
operation and maintenance expenses 

• • as direct charge to research project 29 
• use allowance 

• as direct charge to resear~h agreement -30 

OFt-cAMPUS SERVICES 
• apportionment of indirect costs to 35 
• examples of 35 Note ft. 
• unallowability of cost 15-305{j) 38{c) 

OPERATION AND MAINTENANCE EXPEN5m 
9.llocation 
• abbreviated· procedures 15-3Q6.4(b){ii) 
• bases normally applicable 15-306-3(b)(iii) 
• eaipbasis· in Coat Principles 

15-306.3(b)(iii) 
,_ on space as basis for 

• use of weighting factors 15-306.3(b)(iii)(B) 
• see also Space utilization 
apportiOnment 15-306.2(11) 15-303.l(b) 36(~) 
as direct charge to off-campus 

researc~ project 29. 
as indirect costa 15-304(iii) 15-303(b) 4 

28 
• as part of total expenditures base 15-302.6 
• defined l'-304(iii) 

direct charges to other institutional 
activities to include related 

~f.~· ~' indirect costa 15-306.3(b)(iii)(A) ·? 
• excludes item& of a capit&l nature 15-304(iii) 

·~-• OPERATION AND MAINTENANCE OF PHYSICAL PLANT 
• !!! Operation and ma:intenance expenses 

ORGANIZED ACTIVITIES 
• apportionment of indirect costs to 

35 ·~ • examples of 35 Note 1 _ 
• relating to instructional and research _ 

departments, uuallowability of cost 15-305(~) . ~(c) 

Organized Research 
. !!! Research, organisecl 

ORmiNAL COMPLEMENT - ~UIPMENT 
• basis for redetermination of 15-302.5 
• defined 15-302.5 
• redetermination of 15-302 • .5 
• use allowance 

• !!! Use allowance, equipment 

OTBER DIREC'l' COSTS 
• allowabil1t7 15-302.3 20.21 
• aa direct costa 4 
• costing of institution service operations 15-303(111) 15-303(iii) 
• defined 1~~3(iii) 

O'l'!D INSTI1'D':IONAL ACTIVITIES 
• apportionment of indirect costs to 15-302.2 15-303.1 35 
• 'buildi.Dp and eq'Clipment used bi, excluded 

froa use allowance computations 15-306.3(~)(v) 
• defined 15-302.6 

• tlmctio~ uature versws source 
of tunds or legal enti~7 

• unallowable costs identified 
15-302.6 

to a function or activity 15-3()2.6 15-302.6 
• direct charges from operat'1on and ma:inteDAD.Ce 

15-306.3(b)(iii)(A) departments to include related overhead 

• • examples of 
35 Note 2 • prohibition against reclassification 

of expenses identified to 15-302.6 

17. 
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Revised Original. • Section rl, Joint Letter Section rl, 
Part ~ No. 41 Part 3 Blue Book OTHER INSTITUTIONAL ACTIVITIES ( Cont 'd.) 

• treatment to Le accorded certain 15-302.6 
• unallowabUit7 of coat 15-305(j) 38(d) 
• ,-ardsticks for assessing indirect costa to 15-302.6 

OU'l'BOUND FREIGHT 
• as direct cost . 15-307 .3(kk) 

OVERHEAD 
. !!! Indirect costa 

OVERTIMZ COMPENSATION 
• matter.requiring special consideration 15-502(h) 8 

p 

PATENT COSTS 
• allovabilit7 15-307.3(u) 15-304(f) • infringement litigation coats, unallovabilit7 15-307.3(,-)(3) 
• matter requiring special consideration 15-502(i) • ro,-alties 

• allowabilit,- 15-307.3(ff) ·15-304(f) 

PAYMENTS IN Lim OF TAXES 
• allowabilit7 15-307.3(jj) 

PENAL~ 
• on taxes, refund of 15-307 • .3(jj) 
. !!! ~ Fines and penalties 

\;-~:-. 
PENSION PLAN COS'n' ·;~. 

allovabili t7 · 15-307.3(v) 15-304<s> .:~;-. 

annui t7 premiums 
• apportionment 15-303.1(&) 26 • • as direct cost 22(e)' • as indirect coat 4 apportiomllent 15-303.1(&) 26 as general administration and general expenaea 24 as indirect coat 4 • among general administration a%14 general expenses 15-304(i) 
as part of direct salaries and ·vase a l5-303(i) 15-303(i) 
coat interpretation 15-6ol 

PERSONNEL AIJfiNis'l'RATION 
• as research administration expenae 15-304(ii) 

PERSONNEL MOVDIENr, MASS OR SPECIAL · 
• matter requiring special consideration 15-S02(j). 

PHYSICAL PlANT AllliNISTliATION 
• as operation and mainteuance expenaes 15-304(iii) 

PLACD«EN'r OFFICES 
• inapplicabilit7 of coat to research agreements 15-307.2(1v) 

PLANT 
• ~ Buildi.Dp 

PLANT ADDITIONS 
• excluded t.roa baae for 

apportionment of indirect costa 
35 • excluded t.roa indirect costa 
35 

?LAlfl' AtMINI.STBA.TION 
. !!!. ~eical plant adminiatration 

PLANT SECtJRITt 
• !!!. Securi t7 

POPULATION 
• baaia for allocation 

• · ciiniDg hall pine Or losses 15-302.6 
• libr&r7 expenses 15-3Q6.3(b) CJ.y) 15-306.3{b)(iv) 27(b) • baaia far apportionment of libr&r7 expenses 15-303.l(c) 

18 



• Revised Original 
Section Y3, Joint Letter Section rl, 
Part~ No. 41 Part ~ Blue Book 

POSTAGE 
allowabilit7 '15-307.3(e) 0 • as communication costs 
• as trauportatiOD costa 15-307.3(kk) 

PmX:ONTRAC: COS'l'S 
• !!! Preresearch agreement costa ~ ..... l 

PRERESEABCR AGREEMENT COSTS 
.:t 

• matter requiring special consideration l5-.502(a) 
• unallowable, subject to research 

l5-307.3(x) · . agreement provisions 

PliESIDEN'r . . 
• as general admiDistration and general expenses 24 ., 
PROemS-

defined 
• in relationahip to "allocation" 15-3(?2.3 

• • in relatioDShip to "apportionment" . 15-302.2 

PROCtJREMEN': 
• .!!!. Purchasing 

PROJ'&SSIONAL ACTIVITY COSTS 
• allowabillt7 15-307.3(t)(l) 

PROJTSSIONAL SERVICE COSTS 
• allovabilltT 15-307 .3(;r> 

• factors to be considered 15-307.3(1)(2) 
as settlement expenses 15-J07.3(mm)(6)(1) 

• consulting tees to iDatitution's emplo7eea not to 
exceec:l amounts 'baaed on regular sa.l.ar7 rates 15-303(i) 

• cost of prosecuting claims 
against the Government, unallowable 15-307.3(7)(3) 

• • intri.Dgement litigation costa, unallowable 15-307-3(7)(3) 
• related to orsanization and 

reorganization, unallowable 15-307.3(7)(3) 
• retainer tees, allowabilit7 15-307.3(J) (1) 

PROJ'ITS ON DISPOSmOH 07 PI..Alfr 
EQUIPKEN'l OR CAPD!AL ASSETS 

• iDapplicabili t7 to research agreements 15-307.3(z) 

PROJJX:': LEVXL COSTS 
• direct veraue indirect treatment 15-303 

PBOPOSAL COSTS 
• allovabilitJ 15-.307.3(aa) 

\ ;! 

• allocation 
• to research activities on11 15-307.3(~) 

• current accountiq peri.od, allovability 1:5.;.307.3(&&) 
•• liUt accounting periods, UDallovabilitT\ L~307.3(aa) 

PUBLIC IHI'OBJU.TIOH SERVICE COSTS 
• UD&llowbilitJ 15-307.3(bb) 

PUBLIC .~0118 COSTS 
• Ull&llovabilitJ -15-~.3(hh) 

PUBLICUIOHS IXPIICSB 
• u pural a411i.DiatratioJ) and general expeuea 2~ 

Pum.tsBilG AHD IDITI!IJ a-, RESJ'.ARCK DAn 
• u reaMrell adld.Diatration expense 15-~(11) 

PtmCD.a :OISC01Jlft8 
• !.!! Cull cliaccnmta 

PURCD.SID DESIGlll 
. ;;..: . 

• allowUU.itJ of coat 15-304(t) 
• utter r~H~.lliri.q special conai'deratian 15-SOZ(i) 

• POliCD.SI ORDDS 
• all.OvabUitT of can . 15-3.04(j) 

19 



Revised 
Original • Section r1, Joint Letter Section XV, Part ·~ No. 41 Part ~ Blue Book 

PURCHASING 
• as research administration expense 

15-304(11) 

R 

RADIO STATIONS 
• as other institutional activities 

15-302.6 
RAW MATERIALS 
. !!! Direct material costs 

REARRANGJ:MENT AND ALTERATION COSTS 
• allovabilit7 

• ordinar7 or normal 
15-307.3(cc) 

21 , • special. 
• requires.approval of cont~acting officer 

15-307.3(cc) 
21 

• matter requiring special consideration 

15-.502(1) REARRJ.NGEMENT OF SPECIAL LABORATORY 

• • allovabUi t7 of cost 

REASONABLENESs 20(b) 
• test for determining allovabilit7 of cost 

15-301(a) 
15-301 REBATES 

• as credits to indirect costs 

15-302.1 • as deductions trom material costa 
15-307.3(a) 

15-302.1 1.2. 
-'J-: 

RECONVERSION COSTS 
:~.· • removal ot Government propert7, allovabili t7 l5-307.3(dd) • !!! !!!2 Restoration costa 

.. 
.: I R!X:REATIONAL ACTIVITIES 

I 
• allovability of coat 

15-307.3(i) 

IJ RECRUITING COSTS 

I 
• allovabUi t7 

15-307 .3(ee) · 
REFUNDS ,.,.; 

. !!! Credits and refunds 

· RmiSTRAR 

• as general-administration and general expenses 

24 • 1Dapplicabilit7 ot coat to research agreements 
15-307.2(iv) 

REHABILITATION COSTS 
. !!! Reconversion coats; Restoration c~ata 

REHABILITATION OF PHYSICAL PLANT COSTS 
• excluded trom base for 

apportionment ot indirect coats 

35 
• excluded trom indirect costa 

BELIGIOtJS ORDERS 35 
• compensation ot members of 

REUlCATION or FACILITIEs 
15-303(i) 

• matter requiring special consideration 

. RENTALS 15-.502(1) 

• as coat of meetinsa an4 conferences 
15-307.3(t)(3) • as entertainment coats 
15-307.3(,1) • as operation and maintenance expenses 

28 
• as termination costa· 

15-307 .3(111J1) (5) • equipment and books, unallovabili t;r of costa 
15-305(d) • special equipment, allowabili t;r as direct 

coat, requiring contracting officer approval 

RENTED !QtriPMEN'i' 18 
protection and maintenance 
• allovabilit;r of coat 

15-304(h) 17 
• aa direct charge 

4 ·~. 20 



• 

.., . 

• 

• 

REPAIRS . 
• ·allowabilit7 of cost 

as operation and mainteD4l1ce expenses 
major 
• cost unallowable, subject to 

provisions of research agreement 
see alao learrangement and 

• - &Iteration.. cost 

REPORTS 
• preparation of, as patent _costa 

RESEARCH AIMINISTBATION EXPENSES 
·• allocation 

• to unbudgeted · research 
• as indirect costs 
• defined 

RESEARCH: A~S 
• cost of 

• defined 
• no distinction to be ma~e between 

"tund.amental!' and "applied" research 

Revised 
Section rl, 

Part 3 

l5-307.3(r) 
l5-304(iii) 

l5-307.3(c) 

l?.;.~7.3(u) 

l5-306."3(b)(i1) 

15-304(11) 
l.5-304(ii) 

1.5-305(&) 

• defined 15-302.1 
• definition background 
• indirect costa, procedures for determining l5-3C6.l 
•. losses on, unallowabUit7 l.5-307.3(q) 
• provisions 

• in confiict with applicable standards 15•307.l(b) 
tJP81!t to which Cost Principles a..re applicable· 
understaDding concerning specific 
· i telll8 of cost 

REsEA.Rclr' APPLIED 
• not to b·e distinguished from tundamental 

research in cost determination 

RESEARCH:, J'ONDAMEN'l'AL 
• not to be distinguished from applied 

research in cost determinatiqn 

RESEARCH: DA~, PUBLISHING AND ED !Tim 
• !!!. PublisJU.ng and editing of researc_h data 

RESEABCl!, OKlANIZEO 
• activities frequent17 designated as 

RESEARCll PERSONNEL 
• factor in apportionment and 

allocation of indirect costs 
gross space occupied, as basis for 

allocation of operation and 
maintenance expenses 

~CS: PROGBAMS, GENERAL 
• matter requiriDg special. consideration 

RESEAiCK t trNBTJDGE'.rED . 1- 1 

• allocation of research' , · "' 
ad.lll:l.niatration expensee to 

• rela~ioDahip to research agreements 
• · treated u part of instruction function 

RESIDENCJ: JW.L8 
• as a~ enterprises and act~vit~38 
• as other iDatitutio~ activities 

RESTORATION COSTS 
• leased propert,-, as tel-m:Lnation costa 
• !!!!!!2 Reconversion costs 

DrAINER J'EES 
• as P.rofeeaional seryice costJ 

l5-305(c) 

15-.306.1(c) 

1.5-3Q6.3(b)(ili)(C)(II) 

15-302.6 

15-307.3(11111)(5) 

.Joint Letter 
No. 41 

l5-.306.3(b)(ii) 

15-302~1 .. 

15-302.1 

15-.306 • .3(b)(ii) 
1.5-302.1 . 
1.5-302.1 

Original 
Section rl, 

Part 3 Blue BOok 

. 15-~1 

l.5-305(h) .38(h) ;'" 

7 

35 Note 1 

L.: ; .. 

.· ... ::.:- .. 



Revised Or~ginal • Section rf, Joint Letter Section rf, 
Part ~ No. 41 Part ~ Blue Book REVERSION CREDITS 

• ~ Pension plan costa 

ROYALTIES 
• allowability ot coat 15-307.3(!!) 15-304(!) 20(a) • matter requirinS special consideration 15-.502(i) 

s 

SABBATICAL LEAVE 
• inapplicability o! cost to research agreements 15-307.2(ii).-

SALARD!S 
• dew or heacia ot college a, schools, 

departments or di visione 
• aa indirect department expenses 15-304(vi) . ~ 

SALARIES AND WAG§ 
• allowability 15-307.3(!) 15-302.2 • baaia !or allocating library expeneee 

27(b) • basis tar_ apportionment 
• group i.DBurance, annuity prellliW118 and pensione 15-303.l(a) • library expeneee 

15-303.l(c) baa:Le tor distributing library expenses 15-306.3(b)(iv) chargeable at actual rates 
15-302.2 defined 15-302.6 • direct 

• allowability 
15-304(i) • estimates ot time in.absence of exact time recorda 15-302.2 indirect 

• allowabili t7 15-304(i) ~.>. 

members ot religious orders l5-303(i) ~ 

not to exceed amounts based 
,, upon regular ratea ·l5-303(i) • • rates on research agreements in excess of that paid 

on iDatitution's departmental research 15-307.3(!) . 
• !!!. ~ Direct salaries and wqea 

SCBDLARS11IPS 
• 1Dapplicabilit7 to research agreements 15-301.2(iii) 

SCRAP 
• proceeds't.rom sale ot 

•. as credit to indirect costa 15-302.1 • aa. credit to material costa 15-307.3(s) 15-302.1 1'+ 
SJ:&RCHilG 'rm: Aft '• 

• aa patent coata 15-307.3(u) 

~BELP 
• tor dean.s or heads ot colleges, echoola, departments 

or diviaiona, as indirect departmental expeneea 15-304(rt) 

.SECUBI':! .. 
• allowability ot cost 15-307.3(w) 

.• u research ~tration expe:nses ·15-304(iil 
• matter requiriDc epee~ consideration 15-.502(n) • police and watcl:IMn, u operation 

and ll&illteUDCe ezpeneea 28. 
smRIXJA!!D RJ:SU.RC!. PlWEC'rS 
• nesotiated UDUDt in lin. ot indirect coat• 15-301(4). 
• · operation aD4 a:1nteDA!lCe ezpensea 

• as direct charp to research -project 
• use allowance 29 
. • u direct charge to research project 

• !!! ~ .Otf'...c&~DpU research 30 

snJ'-INSmWfCI: 
• !!!, Ineuruce and indeiiDi!ication 
SEHVICDS 
• iDatitution eerTice operatione, 

method ot coati.ng or pricing 15-303(iii) 15-303(iii) 
22 



• Revised Original 
Section '13, Joint Letter Section '13, 

Part 2 No. 41 Part 2 Blue Book 

SE'l'rLEMElfr EXPENSES 15-307.3(DIIIl)(6) 0 • as termiDatio4 costs 

sEVERANCE PAY 
• allovabilit7 of cost 

• abno~ or mass terminations 15-307.3(gg)(i1) 

• normal turnover 15-307.3(gg)(i) 

SHIPPING~ 4 
• as direct cost 15 
• see also Freight in; 

- Freight out; Transportation 

SICK LEAVE 15-307.3(ii) ~- allovabilit7 of cost 15_-304(m) 11 
• as direct charge, computation 11 
• as emploree benefit expense, computation 15-303(i) 
• direct emplorees, as direct.cost 4 

• SOCIAL ACTIVITIES 
• as entertainment costs 15-307.3(j) 

SOCIAL SECURI'l't TAXES 
• allovabUi t7 of cos-t 15-307.3(11) ~ l 

SOCIAL WELFARE COST (FACUL'l't AND S'l'UDENTS) 
• as general administrati~n 

and general expenses 24 

SPACE UTILizATION 
allocation of ~peration and ..... 

maintenance expenses, basis for 15-306.3(b)(ii1) ~·~ 

actual records of space used 15-3Q6.3(b)(iii)(A) 
15-3ci6.3(b) {iii) (.B) • estimates of space.used 15-3Q6.3(b)(ii1)(B) • • if impractical or inequitable 15-3Q6.3(b)(1ii)(CJ(III) 

~ simplified techniques 15-3Q6.3(b) <w.><c.) 15-3Q6.3(b)(ii1)(C) 
• use of weighting factors 15-3Q6.3(b)(iii)(B) 
!!! !:!!2 Area 0 SPECIAL MACHINERY 

• loss of use value as ~ermination costs 15-307 .3(DIIIl)( 4) 

SPECIAL PLANT PROTEC'nON 
• !!! Securi t7 

SPm!AL SERVICE COSTS 
• unallovabillt)" 15-307.3(hh) 

SPECIAL TOOLING 
• loss of useful value as termination costs 15-307.3(DIIIl)(4) 

SPONSOBED RESEARCH, DEPAB'JXEN'r. OF DEFENSE 
15-30l(c) • applica~illt7 of Cost Principles 15-30l(c) 

SPONSORIHl AGENCY 
• defined 15-302.4 

S'l!AJ'J' BENEFITS 
• allovab:llitJ' of cost 15-307.3(U;) 
• !!! ·!!!! Bolida7s; Dining halls; Elaploree 

benefit expenses; Militarr leave; ~·~ . ' 

Sick leaYel Student hospitals; 
'ru:ition 

STORAGE OOSTS 
• as termination costs 15-307.3(mm)(6)(ii) 

STOREROOMS, GENERAL 
• u operation and maintenance expenses 28 ' 

STOREROOM WITHDRAWALS 
• coat determination conforming to r • '~ 

• a~und accounting practices 15-307.3(s) 15-~2.~:· 12 

STtJDEN'r ADVISERS 
inapplicabilit7 of coat 

0 to research agreements 15-307.2(iv) 
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Revised. Origi.na.l •• Section. ri, Joint Letter Section ri, 
Part ~ No. 41 Part ~ Blue Book STUDENT AFFAIBS ADMINISTRATION 

• inapplicabilitr of cost to research agreements 15-307.2(iv) 

STUDENT AID 
• costa to be considered. as other institutional 

activities for overhead distribution. 
purposes . 15-302.6 

• inapplicabilitr of coat to research agreements 15-307.2(iii) 

STUDENT A.PAR!I!MEN'l'.S 
• as other institutional activities 15-302~6 

STUDENT HEALTH SERVICES 
• inapplicabilitr of coat to research agreements .15-307.2(iv) 

STUDENT HOSPITALS -,. 
• as auxiliar7 enterprises and. activities 

15-302.6 35 Note 1 • as other institutional activities 15-302.6 • as staff b_enetita, allowabilitr o~ coat 15-302.6 

STUDENT SERVICE COSTS 
• circumstances warranting proportionate 

charge to research agreements 15-307.2(iv) 
• inapplicabilitr to research agreements 15-307.2(iv) 

STUDENT· UNIONS 
• as auxiliar7 enterprises and activities 35 Note 1 • as other institutional actiYitiea 15-302.6 

STUDENTS 
engaged. in research work 
• proportionate allowance ... 

tor student services costa 15-307.2(iv) 
• factor in apportionment &n4 

allocation of indirect coats 15-306.1(c) • SUBCONTRACTIH:J 
• matter requ.iriDg apec.ial consideration. 15-502(p) 
SUBCOrmt\CTS 
• allowabilit,. of coat 

15-304(j) ZZ(d) • applicabili tr of Coat Principles 
15-300 coat-reimbursement tJPe, 

as research agreements 15-302.1 
• fixed-price type, as research agreements 15-302.1 
• tel'ld.D&ted. 

• claims UDder 15-307.3(11111)(7) 
• settlement expenses 15-307.3(m.)(6)(1)(B) 

StJBSCRIPriONS 
• allowabilitr of coat·. 15-307.3(t)(2) 

StmSISTENCE .EXPENSES.' 
• ·as travel. expemse 15-307.3(11) 
• matter requiring special consideration 15-J02(q) • !!! !!!,! T.ranl coats 

SlJPPLIES 
• allowabil1t7 of east 15-307.3(a) 

i 

'r 

TAXES 
• allowabUi t,. of cost - 15-307.3(jj) 15-304(k) • exemption certificates 15-307.3(jj)(1) 
• special assessments as capital improvements 

• unallowabilitr of coat 15-307.3(jj)(11) 
• state sales, &llowabilitr 

22(a) 

'rAX!:S, PA!MElfrS Dr LIEU OF 
• !!! Pa~enta iD lieu of tazes 
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Revised Original, • Section rt, Joint Letter Section '13, 
Part ~ No. 41 Part 3 Blue Book TD;HNICAL INFORMATION -• meetings and conferences, ~lowabilit7 of cost· 15-307.3(t)(3) 

r-; .. 'l'ELEPRONE AND TELmRAPll 
15-307.3(e) • allovabi1it7 ot cost / 

• as general administration and general expenses 
24 • !!! !!!! Communication costs 

TELEVISION S'rATIONS 
• as other institutional activities 15-.302.6 

TERMINATION COSTS 
• al1owabilit7 

• coiDIIIOn items of material 15-307 • .3(mm)(2) 
• continuing costs 15-307 • .3(mm)(,3) 

•• • disposal costs 15-307 • .3(mm)(6)(ii) 
• equipment, loss ot usetul value · 15-307.,3(mm)(4) 
• leased propert,-

• alterations to 15-307 • .3(mm)(5) 

• • restoration of 15-307 • .3(mm)(5) 
• rentals 15-307 • .3(mm)(5) 

settlement expenses 15-307 • .3(mm)(6) 
• special machiner,-, loss ot useful valllc:r 15-.307 • .3(mm)(4) 
• special tooling, loss ot useful value 15-307 .,3(mm)( 4) 
• storage of propert,- 15-.307.3(mm)(6)(11) 
• subcontractors• claims 15-307.3(lllll)(7) 
• transportation ot acquired propertr 15-307 • .3(mm)(6)(11) 

• matter requiring special consideration 15-.502(r) 

· THEATERS 
• as other institutional activities 15-.302.6 35 Note 2 -?-;.:-

Tnm, APPROXIMATE 
• basis1for allocation of 

}" 

• indirect departmental expenses 15-306.3(b)(vi) 

TIME RD:ORDS 
• -professional stat!, use ot 

''] · reasonable time estimtes 15-.30.3(i) 15-.303\i) 15-.302.2 8 • techDiciaDa, mechanics, etc., accurate 
attendance and job time records 15-.30.3(i) 

'roOLn«J 
• matter requiriDg special consideration 15-502(s) 

'roOts 
• small. hand, loss ot 

~ allovabiliti ot cost 15-307.3(m)(.3)(v) 

TOTAL EXPENDITURFB 
• !!!. ExpeDdi tures, total 

TOT.AL POPULATION 
• .!!!. PopulatiOD 

'mAL SALARIES AND WAGES 
• .!!!. Salaries and wages 

TlWlB DI.SCOON'l'S . 
• as credita to indirect costs 15-.302.1 • as deductions t.rom material costs 15-307.3(s) 1.5-.302.1 l.2 

'mANSPORrATIOH COSTS 
• allowabW tr 15-.304(b) • entertaiDment, unal.l.owabilit7 15:-307.3(j) 
• freight,- express, etc., allowabil1t7 15-307.3(kk) 
• meetings and conferences, alloV&bilit,- 15-307.3(t)(3) 
• propert,. acquired under terminated 

agreements, allowabilit,- 15-307.3(mm)(6)(11) 
• recruiting, allowabilit,- 15-307.3(ee) 
• travel, allowabilitr 15-307.3(ll)(l) • • !!!. also Freight in; Freight outr 

shippina charges 

25 ·~ 
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Part~ No. 41 Part ~ Blue Book 

RAVEL COSTS 
actual versua per diem basis 15~30(.3(11)(4) 
allowabilitr 15-304(1) 
• over-all admiDiatration activities 15;..30'7 .3(11)(3) 
• special 

1.5-307.3(11)(5) 
22(b) 

• special or uaa IIOT&&Dent ot · peraouel 
• matter requiring special co11111deration 

1.5-307.3(11)(2) 
1.5-.502 ( t ) 

• specific research bus:lneaa 
itema compria1Dg 15-307•3(11)(1) 

'lmCXINO, GENERAL 
aa operation and u.i.uteDADce expeuea. 28 

'UmO:tf 
aa aal.ariea and vase• 15-303(i) 
aa ata!t benefits costa 15-307.3(11) 1.5-303(i) 
·iD.appllcabUitr· to research qree~~~enta 15-307.2(111) 

TNALU)VABLI COS'l'S 15-~07.3 
• u other i.uatitutioD&l activities 1.5-302.6 1.5-302.6 
• examples ot 1.5-305 
. !!! !!!,2 Coate; specific !!!.!! ~ !! 

. Entertaimllent; Interest costa; 
Sabbatical leave 

tooroDQE'l'EI) ~ 
• !!!, Research, uzt.bwlgeted 

VNCOI..I.JmiBLE ACCOmtrS 
• !!! Bad 4ebta 

,·., 

l1SJ: .WD\IANCJ: 
• acquisition costa UDkDown~ use ot estimates 15-304(v) 
• ad.IDi.Diatration buildiDga • • aa general a4m1Diatration and general expeuea 15-303.3 33 
• allocation, metho4a ot 15-306.3(b)(v) 

• direct to research agreements 1.5-306.3(b)(v) 
• operation &114 Jlli.iDteDADCe 

expe1111ea, IIIUile baa1a aa 15-306.3(b)(v) 
• inapplicabilitr l5-306.3(b)(v) 

• buildiDp 
• allocation, metho4a ot l.5-306.3(b)(v) 
• aa iarltrect coat 15-304(v) lS-303-3 4 

• ezcluaion from overhead UDder 
30 

abbrenate4 proced\irea 15-306.4 
• rate 1.5-304(v) 1.5-303.3 31 
capital illlproTementa 
• adjustments to initial acquiaion coat 15-304(v) 
• aa iDdirect coat 1S-304(v) 
• on GoverDIIlent-turniahed tacilitiea 15-304(?) 
civil 4etenae capital expenditures 1.5-307.3(d) 
computed oD17 on facilities 

related to ·research agree&Dent• 15-302.6 
current rear's acquiaitiol18 15-304(v) 
4eti.ued 1.5-304(v) 
equipaent 
• allocat1011, •thode ot 15-306.3(b)(v) 
• aa i.zuU.rect · coat 1S-304(v) 15-~3-3 4 

: ezcluaiOD froa crnrhead UDder 
30 

abbreViated procedures 15-306.4 
• oriciDaJ. cOIIpl. ... nt, redetermnatiOD ot 1.5-302.5 
• rate 

• current recorda ai.utai.ued 1.5-304(v) 15-303.3 . 32 
• no recorda maintained 1.5-304(v) 32 
~ 'original collple111ent 1.5-304(v) 15-303.3 32 

txclu4e4 from total expenditures base tor 
allocation ot ge11eral a411l1.Diatration 
azul general expe1111ea 1.5-~.2(1) 

LnapplicabW tr 

•• • builcli.uga and equipaent pu4 
tor out ot J'•4eral tUZld.a 1.5-304(v) 15-303.3 

buildi.Daa and equipaent uae4 bJ 
other inatitutioaal activities 15-306.3(b)(v) 

26 
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m ~~VJ.Nc:s . c eont • c1. > 
• 1Dapplicabilit7 (Cont'd.) 

.• . srOUllda 
• iibrar7 booa 

• apportioDMnt · 
• as indirect coat 
• ·DOt compltecl OA GoTeruent-owed or doD&tecl bookll 
• rate· - . · 

• reTalutioiUI of bUildings &D4 equipaent 
aesregated facilities . 
• u clirect charge to research agree~~ent 

•. total ezpeDiiiturea baae, aot included in 

USE ClWlGZ' 
• !!! Uae allowuce 

um.I1'IES 
• u operation and. u.inteZI&l1c~ expe:a.aea 

lJ'1'ILI'1'f CONSt1HP'riOlf 
• abzlormal 

• aa other direct costa 
• lll.lltiple rates tor allocating 

indirect costa, justification tor 

VACA!IONS 
• allowabilit7 of coat 

as direct charge, computation 
u emplo1•• be:a.afit expe:a.ae, C0111p~t&tion 

• d.irect empl07eea, as direct coat 

v 

VAGIS 
• ·!!! Sal.ariea &Del wace• 
WHMEH' S CCIG'JlNSAfiOlf INStm.\NCJ: 
• allovab1lii7 of coat 

ReTia eel 
Section IY, 

Part 3 

15-3()4(.,) 

1.5-304(iv) 

15-303(W,.) 

15-306.3(4)(111) 

ls-307.3(11) 

Joi.Jlt Letter 
No. 41 

l5-304(iv) 

·1,.:.3<)4( T ), 

15-302.6 

lS-303(,1) 

Origiilal. 
Seetio:a. 13 

Part 3 

15-303.3 

l5-303.l(c) 

15-303.1(c) 

28 
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QUESTICNS PRESENTED AT MCifTEREY, CALIFCENIA - 10/6/60 

1 · T dal'' 8 practice for auditor and. analyst recommendations and contracting 
ot.t!c:ra a decisions is to treat .coat as -t:he sola basis tor pricing· .tixed. . 
rice business and to app]3' it bt torill1la• Is this the intent ot the . 

~egulationS? U not, what, steps do you suggest for both sQvermnent and . 
contractors ·to make practice conform to intent? -

2. · You 8q that it a procurement is competitive, that you don 1 t give a 
"boot and a damn" ,what costa make up the low bidder1 s price. Mqbe you 
don't, but negotiators do. 'l'hia. is an obsession with most negotiators. 
u yaar statement is the. Govermnent•a philosoph7, wh7 isn't this philosophy 
passed on to the negotiator• s level, and to those vho reviev h1a negotiations 
betore the contract can be approved? · 

. . 

3. Contractor 1 s Resident Auditor alwqs comments on libat he ~inlcs the 
contractor's profit ought to be on an audit ~ort ot a tixed price or 
redetermil24ble proposal. Isn't it the function ot the Audit ageney to.· 
audit coat41, period? · · · 

4. Audit .Agency insists that audits ot fixed price on redetuminable pro.;. 
posals DlllSt be performed according to CPFB' principles and reports to · · 
~ermnen't. negotiators are prepared on this basis, regardless ot the ASPR 
language regarding the use ot CPJ? principles as a guic!a. Contractor 
is advised that reinstatement ot disallowed overhea~ must be made 
by negotiator or. contracting ot.ticer. Hegotiato.rs take the position that 
the7 Dlll8t accept auditors• reports as subnitted and that the7 cmmot allow 
an item in overhead which the auditor has disallowed. Contractor 1a told 
to "go home and work out your problems with yvur auditor. a ~at caa the 
contractor do? (Aside from giving up and goillg broke) .. 

S. 'Nhen will the DCO recogrd.:ae that interest is:··a .normal coat ot doing 
business and recogaise it as BUch in detiDiticas o:f allowable costa? Or, 
will DCil ev~r concede allowabUit7 of interest when necessa17 to perform 
on a specific contract? This latter situation can easi~ deyelop where 
a major contract is awarded. to a COlllp8111' which contract ·u large relative 
to the COJI)8111''s other DOrm&l baaineaa •: 

6. · AllowabU1't7 ot interplant, division and a:ttUiate charges -Ret. -
.&SPa- l5-20S.22(e) Material. Costa. Heretofore charges by one plant 
or d:1Tia1on against another have been generally acc~table to the Serrlces 
if on a coat basis (excluding an:r question of proti t). Under the latest 
coat principles apparently these costs must also be in line with· CGq)etitive 
or current market ~rices to be acceptatle. Is this correct? It so,. does. 
th1i same Gterpre £ion app~ to affiliates (organizations under common 
control, i.e. subsidiaries, i.e. separate co~porate entities, etc.? at one 
tl'P• or another .- minori 't7 interest but controlling, · etc) • 

.\ 
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7 Could ;you briefly state the cost problem areas in which Advance 
thderstand~ "I Agreements have been negotiated to date. under the new 
ASPR-19. . 

8 Contracting Officers often require the application of learning curves 
h Uriving at prices before beg'inning pro~ction of a follow on contract, 
and 1n other situations. 'Wh7 are they reluctant (or refuse) to permit . 
the application ot these same learning curve computa~ions in arriving at 
the starting costs ot a terminated contract tor termination settlement · 
purposes? Why' aren't auditors tor the government more famUiar with learning 
CUl"''e couputations an4 agreeable to covering these problems in all audits, 
i.e. for procurement and terminations alike? 

9. Is an Advance Understanding - as contemplated by ASFR Committee -
(a) to be covered by special language, ou a contract by' contract 
basis? 
(b) "res judicata," in later contracts -

( 1) in some service 
(ii) let by other military services 

(c) to be negotiated on· a _single-service basis (like overhead rates). sl 

10. Advance Understandings -
1. Is it not the general intent. ot "Advance Understandings" to bind 

both the contractor and all DOD .procurement agencies with which 
the contractor does busiriess? · 

2. What is the feeling ot the ASPR CoDinittee as to the incorporation 
of n Advance Understandings 11 into contracts by amendment? 

11. In ~e case of a contractor 'Which received its first government contract 
between Hov-1959 and June 30, 1960, what is the operating policy of the 
Defense Department in amending CPFF contracts to incorporate . the new cost 
principles? Is an amendment ot this type who~ at the discretion of · the 
contracting officer? Does the letter issued b.r the Department of Defense in 
Feb 1960 mean thare is an obligation on the part of the contracting officer, 
whether it benefits the Government or not, to amend contracts let atter 
Nov. 21 1959, where the contractor received his :first contract ot a CPFF 
naturet 

12. Capt. Mall07, in view ot the fact that you are Chairman of the ASPR 
Committee 1 could it be possible to get a ruling on this condition? For 
8DJJ;)les A corporation who ·has a large diversification of products 
baa a division holding a prime contract. This prime division {A) has 
requested competitive fixed price bids on a piece of hardware to all 

· companies willing to bid. This corporation has another· division (B). 
that baa the capabilities to, -produce this piece ot hardware and enters 
into tb1a competition and wins the award. Would the Government allow the 
diTlaion (A) 1D include in its cost the price that the division (B) won 
the award. on and take a pro.ti t on this price? . . 

2 
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13. 1-309 Solicitations for Informational or Pla oses. It is 
the general po ey o e ep en o ense so cit , proposals 
or quotations onq where there is a definite intention to award a contract 
or purchase order. However, in some.case~ _solicitation for informational 
or planning purposes may be justified. Invitations for bids and requests 
for proposals will not be used for this purpose. Requests for quotations may 
be issued for inf'ormational or plann:2 ng purposes only w1 th prior approval 
o'l an individual at a level higher than the. Contracting Officer. In such 
cases, the request tor: quotation shall clear~ state its purpose and, in 
addition, the following statement in capital letters shall be placed on . 
the face of the request: "mE GOVERNMENT DOES Nor INTEND TO AWARD A CWTRACT 
CR THE BASIS OF THIS REQUEST F<E QUOlATIQl, OR Ol'HERWISE PAY FCE .mE 

. lNFC!OO.TICll SOLIQITED. II . 

Question - Will this Regulation be revised to clear}7 state that 
costs generated by these requests will be allowed in 
~dm? · 

ASPR - 1 July l96o - Will ASPR ever eliminate other instructions 
that are issued by other Services, such as 
AFPI by the Air Force and NPD by the Navy? 

3 
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September 23, 1960 

A particular aspect·or these things·which has interested 
· m·e lately- has. been the developmen~ o£ governmental controls over 
· subcontractors and their exercise through prime contractors. . 
In the tinal analysis there is not much difference between a 
subcontractor and any other supplier, and accordingly, the . 
development .or this trend, under pressure trom the Government' a.-. 
auditors, is a matter which should be examined v~ry.c1osel7 by 
many more businesses·than simply those engaged directlT in . 
Government· contracting at the present time. I think this. aspect .. 
ot the general question ot subcontractors' affairs should be 

. brought out into the open tor· consideration.. It may vecy well .. 
be· that th1.a is an avenue through which the general business: 

· communit,- will ult1m&tel7 be affected· by the things we will. be 
talking about. with the thought that they- are· now the spec1a1··. 
problema· ot·. a spe~ial group ... · · · · 

... · .· I ·realize that .we.· are· very-· close .. to our· d~~criine:·date J··~>·· .. ·. ~:·f~·~ .. ·. 
and· that I· have~· not given. you much ·time to· respond to· these;·=. · . ··~·:.~ · .. ~. ..:::·r-~::-:. 

::·general:. ideas··.:· However· •. I have:· con£1dence .. in 70ur~ moderatiilg · .. ,··:·:'· > . ··"· .. 
· · · ·. abil~tT and 1n··tn7: willingness: to· be. moderated •. ·:· .. ·~··.·.(. .: .. · · ... : .. :, .. · .... _. ··· 

. . . ·. __ ::.-.. ~- :·' ·." . · . . 
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-· _. · _ ~;_/·-~ incnaial- kiaGw~d&• ill .. a~eral· (and the·· a~lu. interpre_tation .· 
·: .. ·.:--..·-_-::_-·.,;ith zaeapecc· .. to· aclvancaa-~ iil·.tma_~-•tate of' _the. ut) be~· c~icated. 
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.. . .. t5~··_ .. JJaa · · tb·· Navy· actually completed negotiation ·of advanced .E!:. ~~ 
. ·: search s. ~veloiTo~ rates with any conttactorl (pursuant to · . , .. ) 

. -: __ ·:.· ASf&·lS)-~ (1)~· I7o what f'om ~ the agreemenu taking? (i.e.,.. - .. 
. dallu. m8rf••·· ovet:al~ ~ as- ~ by program) ' ( 2) if 80, what '%. . 

of. a\SPPoZ'·t :1a<.geoe;ally &iyea ·by the Govt• _(1•·~·,. ·30~ •. : 401., 8Q~ 
· · · ·. ·· of. caa~actoxt· total indep~deut:._ ~-.c~•ts•· etc._)? <· .:: _,-.·: :.· .. ····. 

. . . .. . :. ,•. . . . . ... · .. .' '.;.,:.~:·':I . ~ -. ·.. ia~ ·. Plead discuSs. the possibility of adueving .·•· ~i·f~rm set ·of ~ · t . 
. . · .. ~ . -.. coat: pri.Deiplea ASPll {1S AEC•- ·... · ~ .· .. . . . . -.· . . - . ..·.: . 

•. . · .. : 11~ . ~~ -~ the "g8ueially acc:eptecl accouuc1D8 Procedun. & p~ci~.;i 
. :~_·:·'.~:.- .. : fo~~.allocatiou.·of ~·-for & multi··planC-:Corporatiou_:t.;~.::··. · r ; •• •· •. ~. ·, 

. \:.· .... ~·- ;< .... · .. :-~~+:-<··. -~. . . . . .;. ,. . r. . . . .. ·.·· ··. . ... . :,.· _'·::~~:·:~ .. '_;.··": ·:"~·.· .. , .• ·~.-. . . .".' 

,. ·:: <:>:-.'·. 14~- ·~-. Ia· it. fair· to- nquin: one cQDtract~ to_ burden his··reaeuch ...... ' .. ~-
.. -~ · ·\,coiU wllila on ~a: o~¥. ~cl you p~t- hia conip_etitor. ~ttf.continua _. . 

.• ;,;~ •. ::: ,~~c ~in~. it., •. ·.'·····.·· .· ... ·.· '.•·· ..... · " ..... ·· <··· ·. '.· ·:· :.:, .. : _:: :·:_ ;,-, ... :.'.· :· · . 
. . :_..~ .. _,-::_'·<:_:-~;-} 19:. _ .. ·J.a ·a fo%118~ u:: contractiil&'··officei:.· 1--laiow a:· fe•UDg·, Uiata··tn<;_ · .. ··~·. · 
_·::: •. '.·.-.>:~·.·:::: -::·.the. Qavt· ft&UcliD&: &clvanC.U- uiuier&tSDdiD&- f~~, R&D.\·: .. ~··:peopJ.4· __.:::·~. ·-~ %:~:::·· .· 
~:~ __ .·.·~·-~:_:-·._ ..... (al':_t!w·1f~,-leval) -'fee1.-thej·ar8.,aiunf.nc if they.::~ow:.~R&D..f~~~< .. : .: :_·_?1(.~> 
f · _.:f_· · ··: _:: .... :; ~· car( W. ~ace_·. tO get: ahe4d if. ~~-p~lotPphy~ 8xiat8";e:·::·.,·:·_ FUrther;_ .. _:_,~\-·:::. 

. .._:~MCl'C .. ~ the;-:AF_. aa~·well:·q.·tha. ARDC·reyi.W'·~ttea.::}~al~-~-~~ anz:::-~··._>._-·{ ._-:· 

~}~i~~~~~~~ 
. ;:_,·._.:-~::_:·.·\~~~::. ·naaoubleDe ... ad_ 4llo«b~11_ty: o~· may:: -~C.· alao. COVe~:~ que~~~:· Of\~:-.:~-·~.-~-:.::. 
<:>··-~}' .~.f~~~f.f~':.' . >. . . .·: ., . . . :. -~:. :~.> . < :: ·.·· ..... ~ : .•. :: '• .. : ·. ::,;f,, :~j(~~·./· :;:~.:, .::~~: > ·' .;./t~i;:_<· . 
. :>-.;~~ .. ~_.:.:.~· .. al~:··;~· ~~:: tha.~· a contraetoz:.:.ia· perfcmD:.I.Dg· unde~-: cont:~.ta ·.Wi~-·:::··.,~~ ... ~~ ... ·:: .· 
·_.:· .·:.. :_.__-. :boCk ·~·-'US.AF· aad the ~ an4 thac it accumulates. bidd1na· coattt :- ~~ _ .... · 

~<;. ·:::.>: .· ·,iDt:O •· ovamead accoulit.: appUec!. to: direc:t labor.·: s~··· ~~:,·.~-~---~._., · .. ~~ · · .. ··. 
">7·.: ;~.y·:_· .. :/·: --ABC ·Wt.11· uc;jc~- allow·- sUch~, co•ta, may.::_.Cb*. coatracto~·· ilccUmW.atil~~~ ·:r ·: · -~- > ·· .. <~ .. 
: ... ·--::<~~-.-.~. ~ .·_";· · h~~cfina coau · _tct ... :.th4t USAr a~uately: ~ those .. in~c\- 111. bidd1ni_ .. : ' .. 
. --~::·:.-- :;-._·;~·: .. to.t~aa·~~- .i-~rlJil, ~USAF: b_iddiDa. c:psta ... a :=ovubea~,_i·~-~ :·->-~--
_ .. ·:,~:,:. -'.· :-~--.~-. appUe•·: ~--~-- ~l'ecc·. ~-: onlz.~_·;,(~. question.· &4dr•••f4~: .. to ::.-~~ ;H- ._.-::··~:~--~-·-2 • 

··•· ...... "·.·: .. ': .· . ·;:-.'.; . ·.···;. 

·:: -.- ... advaac• understandings _affee~~ c~tracta of: more:· thaD: a~· .Buxeau.--.:,:·. -···. 
' ~! ~~~ ,,W\iic.; ia iti. . .. . .':' :~ >y.··-< . . ':: . '~ ·: _,· 0; :: > . 

. • ,_\_ ·•· ..... >.·_~· .•.. ~- :: ·,. . . ... , ._-::::.. ' .· - . . .. ·.·. -~ . . . • . ·. ·.... . ... 
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. 24.·;\--Plea•:_'Uplora: A _Utt18·1DOft the cl1at~ction betwe~ re·aearch 
.. · ::. ancl···dave.lo~C~~:·. &·. apeaific ~aet_ : A c~auy · has developed. a · ·. 
· ·:_ .. :._. pl'ops-iatur riocfUc~'- (built. one ~clmada_ prototype). ·. It then . ..·.· . . ·.:;: 

.:~~- plalla. co ~--a· pilO~ .. 1:\Jil of~ a:· fav_mora wiu .. *under-· the_ ~uper·• .... _· .. _·. :: .. ·._: · 
· ·.· vt11oil· .. ot~ C.·.·enaine.u: ... (mel b.t hia lab).·:_who: devalope4 the p~t ... ·",.. 

,:· . Aftes- coaiplatioD of_ tU .. ZUD:• ·pn~tio11/ dr~a -.~11 be- ... release4.2'· .. :_ ... 
:·:.-.--::;· .>·_: aiDca·.they· .. can't.~ c:ompletacl bef~re/_ .. Wbat categoz-y·do··-~: _original~<:: 

.. _··· ... ·_,.···:.:· .·· coatS fall' into. aud·what c:atagory .. _do. those ··c~cte_d with' the pilot·_::-:·,.) 
-.;· ·':·~·: .. ( ... :.-~·fAll· -iDtof .. ··.What. abouc al~anc:e of these.· costa f.u·.~verhead'l· ._> ;_.··: ·. 

<..: .. ·7~--~-: .. :: 'tbe::Uuita. to ba .. _ ... iD. ~-pilot X'UD will be' uaecl. foJ: evaluaticm:_;. · .. ·· .. :' 
• ;; :;;· ,•.d ~~c .. ,Olclot ~-;: • • . .·.; • • • ; L. _: e ' > • • • { > \ • . • : r: 

.· . >' ';:~. ··2,~.' (a) :y~~ ~ & Caftful_diatin~ticm betweft bai.io n.e~ll, :-_ . -<·:
.: :·-. -~·_,;:_ appliecl· naa~ ·aucl development·engineeri.Ds. ·· QueatiODt :.-_Bow ~-~"'·_:· _ ... :. 

. · tbeae cliatistctiODa. affect tha means by. Whi~ these c~sta ~her.~-.:! . --.. ~. _': 
• :.·.·~-< ... _. ncovel'ecl..; ,,, (b)·:-you··reco•••udad that·· contztactora:-_raaeh·.•:·-actvance:···~,<. · ·:-./ . 

.. :: ·.~: :·!::.< _:; uada~~diD&:· __ ... · tO the. pe%Cent ·of> to~·~·.n:ae·.z.c~ '~- ~~~tt'_· .. ::: ~ > · _-:<-~>..· 
·' .. ·.· ... '·: .. :·· -~- ;;: · dollar•- ·aJ· be:~: recoveZ'ecl.. · ··x. nacl-. the· ASP& . tq: meaD( ~t;:_·>.t\loh .. ~·eoa_,·}··; ... -.. ·. : 

:· ...... ::::._:_. :<~.- •bmd.Jl&.-·•7 be·· "cl8auabla"·· but not:; eaiential~.::::,: A:Aj~: ·aocaDait~f:·~·-:;.~-: · .. ~:;t:-:':· 7 _, .. ;~ •. • 

· · ·· ·•·:~: .··. ;~/ ~.:_;: ii.':·-~;:i~,.~ ·~-~ .n. ~cti~~~t~d~i:~·:~.~d~~W·r~~;:-~ •· 
··~-tUD&tlowabU.. ~~: ... ~C'·. a~cifical~J ·::au~•-"·: ·111.> co.-:·;. ~---:~b:accat:_.~;<·· ·<~> · 

·'.~.:-.- ·.<_·;-_::,_.,::~~tea;. ~dUct .. linu.--fQ~·· vbiOJl,_ ~-- · ~outractor:. has _CPR:: rau.~ oa.: the.·· __ .. ~·.;·;/~:~:~:>·.-:-~: 
·.::(-~:::~:··<·:~~- :·.: p~··i~· tlia~-'~~ &PPliecf.: "q8.zch .1&·.; ·aea"al' researCh cus< :a:·. 'eueaJi·~·:t_:: -~: ::: .... · <.~ ·_ ::~:'_.-:: ~· . .,.,,ftca11j\ uzaaU~ab~-~ bt ·ASPa.;.: ... ~···Queationt l)_II· dlat··.i.Dtal:~-· .. , -~--~,_,;_::~~:: __ ~~-: .-·: 
... ·.:·. ·-·., __ : __ '-~-- -,~~ttoa,:.-~oc_iDc_oaai•t.n~·-~tb·::·.~- cuzr8!t. definit!ozr·· <?f:. appUact··.f·/,: :\~,~ 
: .- ,, ··;.· .·:-: .. zt~Mueb.J:;'_:_·:· _2): ~~- ~-~ ~terpftta~a ~t naclilj. :~v~lable . ~ .. ::·:.'~:· ?.-:;::·_ . 

.. , ~>· ~:. ~~ .. ~--~ · :· ~z.: rn·. ooa~c. · · ~~ .-CODtJ:ao~~: .. ~f~~cen: will·· no_c·:· :nc:oll,da·. ~-< :.:·-:;_.,~~~ _~,·
.:. ··~· . -~- GQ&C_ -~· qf· reaeazch·t· east. tbi•-· un~zed .. lhan- he-:: re ... '<< t :.: · ~ ··:·:_.~-::. c· · 
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RAYTHEON COMPANY 

WALTHAM !14. MASSACHUSETTS TWINIIROOK 9-8400 

12 January 1961_ 

Mr. Kenneth K. Kilgore 
Director, Audit Policy Division 
Office of the Assistant Secretary of Defense 
Washington 25t D. C. 

Dear Mr. Kilgores. 

The following are a group of questions which occurred to me after· 
reading your letter which might be worth discussing in the NS!A Cost 
Principles Symposium Panels 

· 1. What is the proper base for the distribution of the 
Contractor's Independent Development costs? There· 
are apparently two different points of view in the 
Department of Defenses (1) That it can be distributed
only to the overhead bases applicable to production 
contracts, (2) That it may be distributed to all of 
the costs of a given product line, including product 
line oriented-sponsored Research and Development contracts •. 

2. I 'have heard some interpretations to the effect that 
that portion of a Contractor's Independent Research 
and Development which is not shared by the Government 
should becom~ part of the co~t base for the distribution 
of the Government's share of Research and Development · · 
as. well as other G & A costs. 

-
3.- Machi.nel'y exists for the negotiation of Advanced Under-

standing in the areas of Research and Development. 
Certain other costs mentioned in 15-107 should be 
negotiated on a contract~by-contract basis with-individual 
contracting officers' e. g. pre-contract costs_, royal ties, 
and possibly' travel costs as related to special or mass. 
personnel movement. Would _it be appropriate for AsPR to 
establish machinery for the negotiation of Advanced 
Understanding on other areas relating purely to general · 
and indirect costs? 
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4. 

5. 

6. 

What is meant by the phrase "Product Advertising"? 
Is an institutional advertisemen-t.· displaying a Missile
System in. a trade or technical journal properly considered 
product advertising? 

In order to avoid formula-pricing ·on negotiated fixed-
fee price contracts, would it be appropriate to expand 
Part 6 to include a complete listing of all the considera
tions other than cost which should govern the pricing 
of a fixed-price contract! 

Is an amendment to Section XV required to recognize the 
cost of excess facilities and personnei resulting from 
•stop work orders"? · 

7. Section XV -205.26 makes the statement that patent costs 
in connec~ion with the filing of a patent application 
where title·is conveyed to the Government are allowable •. 
Is it the intent of this section to consider all filing 
costs where the Contractor retains title but.gives the 
Government a non-exclusive royalty fee license, un
allowable? . 

8. Why is a modest subsistence stipend for full time 
graduate trainees considered unallowable especially 
when in most cases this stipend constitutes the trainees 
only means of support for himself and his family? 

9. Is this a correct interpretation of Section XV 205.22 {e)& 

Th~t a Contractor who chooses, because of the need for 
close Engineering liaison, better delivery, quality, 
and reliability,to buy an item from a division withfn 
his Company cannot charge the Government his cost if a similar 

. item is available on the outside at a lower ·p~ice? 

10. Since Independent Research is distributed to approximately 
the same base ( i. ·e. cost of sales, or. cost of manufacturing) 
as G & A expenses, is it practical to apply G & A to 
Independent Research? 

11. 15-205.35 recognizes Independent Research and Development 
to be an allowable cost for which an advance understanding 
is recommended but not 'required. Why is the Government 
unwilling in many cases to bear its full allocable share 
of these programs in the light of the following premisesa 

(1) that the same competitive restraints exist in 
the prices of government contracts as on most 
commercial products. · 

.... 
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l 

.. 
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{2) satisfactory criteria for the reasonableness 
of Research and Development expenditures exist 
or can be established 

{3) a contractor. who is· forced to share the cost 
of his Research and Development is at a 
competitive disadvantage on his-Commercial 
products which must absorb the unrecovered 
costs allocable to Government Contracts on 
his commercial products. 

{4) A contractor who chose the disputes route 
can probably recover 100% of his Research 
& Development on a~ter-the-fact pricing 
actions. 

I am not sure that these questions are actually pertinent to the panel 
disc.ussion to which we have been assigned, nor would I object violently 
if you eliminate most or all of them. I am sending you sufficient copies 
to distribute these questions to Colonel Blattau and.Mr. Jones~ if you should 
choose to do so.· I am also sending Mr• BeaU a copy directly. I would appreciate 
receiving ,the questions suggested by the other members of the panel and I would 
also apprecia·te further opportunity to raise addi tiona! questions as they occur 
to me. 

I am attaching to this letter, a copy of the brief biographical sketch 
which. I mailed to Mr. Youngblood-of NSIA. I look forward to meeting you and 
the other members of the panel at the end of.Tu sday•s session. 

·..:.· . 
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15-205.22· e 

"Recognizing ~tit is the Contractor's long establiShed practice 
. . . 

to price interorganization transfers at other than cost for commercial 

work, 1n coll!lection· w1 th the work under this contract, the Contractor 

shall be tree, but not obligated, to use any article or service 

customariJ.y produced, assembled, or provided by the Contractor in the 

regular course of its business, provided sUch articl.es .or ·s~rvicea are 
. . 

billed at the lowest commerciaL prices charged to an outside user· 

purchasing in similar quantities." 

/'\· 

·:... 

._ .. 
. .. 
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QU§TICIIS .PRESEllnm AT NSIA. CCB1' PRINCIPlES SnmtAB. 

. . 21i. and 2S Janua17 1961 . · 

1 
· .aithouP ·,. baTe said that it 11187 be necess&rT ·for the Services 

· • ·leaentiDI inatrv.ctiODS - ~ does the Departaent of Defense :0-!:;a-~tiDI ~ to be issued on interpretatioDs of the ASl'R? 
a ,' • • • 

2 ~ doesn•t the Depar'tlDSDt of DefeDSe reqUire that all implementing 
:f.Dat~ by the three S~cea be cleared b.r the Deparbaent ot Def~e 
to unre that the instrw:tioua are 1:A COJII)J,iaDce w1 th ASHi? 

3 Wb7 iii it that oae branch ot the CJover.maent (InterDal Revenue Service) 
al.lovB • a contractor• a e:zpeDSe and aaother branch. ot the GoTerDDLeJ:Lt (DCil) do~a note 

Exa~~ples a Advertising 
Interest 

4. EzrtnDCe into an adYance understaDd,ng em indepeDden~ B&D apense . 
. Jllld ~ doD8 with fall knowledge of all the partiCUlars involnd.,. · I.t pa~t ~~: 

···:· .. 

. ·- . 
rilbte to 1Ddspendent R & D iitventiDDa are not requested at the t:1u of the .. · . 
'adnzlCe UDdarataJldjng but are requested duriDg· the negotiaticm. ot 1Ddivic1n•l · 

· oozrt.ncts nb~ect to ~· advance understaDd1ng, a contractor does DOt 1aJDir ... 
tile fall con 0~ the adnllce UDderstaDdiDg 8J1tered :lllto.. . . . : 

•. . . · • -what is the aomm-t 1 a intent on requeatmg patent . ·· 

•• 

.. · ir.lghta to indepeDdent BleD ilrrations and when, lililJ. it · 
request such rigbtat· 

S. ID quotiDc on l1xed-Pr.1ce contracte, vb7 is it neceaa81'7 to prepare_ 
con bnak&:nm.a, billa ot materiala, tabUDg l:l.ata, etc. when. the contzaact:!.Da:. 
aaeur adld.ta tramcl:y ·it :la 0~ :l.ntereated 1D. the low bid?_ '1'h1a adds .· _·. 
coaaida'ahle coats to our operatiou when the . :informaticm 1a not used UDleaa · 
oaa illmr. · 

6. Ia the Statelumt ot Coat Pr1Dc1plee the. ODl7 pub~d· or 1mp11bl1shed. 
nn-t of~ (or izrterpreta~ ~ poliq) on "Pre-Contract Coeta?11 .. . 

. ·: 7 • . V•• of ccmtillgeaciea in contract pr.l.oDI. ·. Wh7 sho11lcl. contiDgeacies, · 
pNpW3l' ued; ·be fleovned.upon and con questioned. by auditors anclnegotiatont 
~· oa be ef.tecti~ used to. both inereaae or decrease a ·baSic 
pdoe PNPOaal, or UV" element thereof. . . · · · . · 

I. 

8. · IA the ~lementaticm. ot Section I.V of the ASPR, JrumT people expect · ;:tiract;tnc ot.t1cers to use sound basineaa judgmezrt in. detem1n1ng reucmablaneas, 
~ dq 210et of the problems result frail a ditference ot .opiDian on :::. ~-=·•· What is beiDg done to 1Dnre c. o. developmeDt ill this · 

•• .ftadpmt? · · . _ . · . . 



• 
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Ql. the queat:Lon of mortgage interest - Should steps be taken to ) . 
d:f.s~h tllia cost from other ld.nds of interest thereb7 removing 
the preseat ~enalt7 ot realtJ' ownership? 

10 tet•a tace the tact that all D(]) procurement iB ~ trom 
ditfi~tiea with GAO and Congress. Why', as you 1q awake worrying · 
abed nev yqs to squeeze the contractor, do )"011 not.also se~k V878 to pq 
tor fair coste i,JJ.cUrred? Money which ,.ou are, :ln·etfect, bo~ from the 
contractor - no~ even GAO could argue that .this is a ~ cos • 

11. With the development of different approaChes to cost recoverf 
88 ilaplied bT the issue of separate set of cost pr1nciples b.r AEC, what 
ettorts are beiJJg exerted to achieve a COliiiiiDJl set of coat pr1uc1plea for 
an aovermaent agencies? · . 

12. Baa BUreau ot Budget authorit," to. dictate changes in .ABPR cost 
pr.lDciplea! U so, on what authoriv - statute, executive order, or 'ldlatt. 

· ]J. Re ASPR-1S-20S.la4(b). Costa .of part-time edllcatioa relative to 
job - ot .bona fide emploJreU. The words "related to job· 
reqUrementaa are subject to different interpretations. Could 7011 discuss 
the intent ot the paragr~, ASPR lS-20S.b4(b)? 

( 

34. LocatiaD :AlJ.owances at Field Teat Sites. Expenae allowances arJd/or 
bolluu t~ liviD~ at t1eld test s1tes.JIIt18t be considered along with to~ 
aa1u7 :lA datermiDing reasonableness of over-all. comptmSatioD to perecnmel. 
Bow ~·• D<ll propose to ccmtro1 ( thro1leh ASP.B. Cost Principles) the p~t 

•J .. 

ot apeue all.ovaacee or site boDUea without also ccmtroll.illg over-all.. 
aaluTf I8 it proper for the D<D ·to attempt. control of salaries! (I t.hillk not). 
Bow do CCDtractora meet COJII)etition in p81Jil8llta ·to emplo)"eea lihen controls 
oa Mtl1od of p81JUD1t& are imposed? 
I 1101114 like to haTe some discuaicm on this· aubject. 

· ·· l$. · LnJeN and the problea of "couicieration" are blamed tor the DCD · 
retial to pemit wholesale subatituticm of the new pr.lnc1plee tor the old. 
Ccwalcm" t1da be· done under Title II reaidua17 authorit7 - "without .CODSider
.uca•- OD the Secretarr•a =.that it. woul.d facilitate the natioDal 
detaae (m adm1n1steriq controls ? · ··. . · 

2 



fl 16. The 10 FebrualT 196o 11181110 of the Assistant SecretarT ot Defense 
to the ·.UeiataDt Secretaries of the Arlq, Nav.r and Air Force relative to 
UDi.fom procedares for .. the implementation of the revised cost principles 
provided that ccm:tracta entered into after the effective date for the "new" 
cost princ1p1es (1 Jul1' 1960) could provide for the extension of the . 
applicabW.ty of the "old" pr.lnciples. through the end ot the contractor' a 
current f1sca1 year. Where the extension has been granted, do the "new" 
cost pr.lnciples automatic~ come into 'effect at. the close of the con
tractor• a fiscal year or does it· remain _as a requirement that the shift 

•••• 

• 

' from the "old n to the "new11 cost principles mq be allowed onl:7 if there 
is ·no disadvantage ~ the Govermaent! 

17~' In the abSence of. Clft amendment to 8D· "old" contract to provide 
for the application of the. "new" cost principles, iB it proper tor 
contractiDg officers to seek the incorporation of tba "new"cost principles 
to amendments or supplemental agreements to such contracts where the scope 
ot the work or procurement is signif1cantl1' increased? 

18. What is the rea11ntent ot the new Sale and LeUeback Provision? 
Is Mr. Landeaco 1a ~terpretation correct? 

1~. Re: Sal• and leuebacks: 

· 1) . Is rule ditferent wen lease used aa a meaDS of ortpnal 
.t:lnanci.Dg - (1. e., where contractor never had title) - · 
as opposed to when contractor had title,. then calls. a ;Lease-· 

. back? 

2) Ia contractor prohibited frOa realizillg legitimate product . 
so long as rental fixed 1a fair, reaaonable 8Dd. ccmpetitive? 

20. Wb7 shoald ~· costa be disallowed? · 
'Why not allOilill. costa to be spread proport:l.onateq over all 
t)'pe& o~ business, and appl7 the rule of reasonableness, pliii 
acceptab:Uit,- t;)f the contractor• a accotmti.Dg qstem? 

21. ASPR III, Part 9, appare.ntq intends that (a) contractor's · 
Parchaa~ S78tems and (b) Major INdividual SUbcontract& will be reviewed 
AD4.apprond on baaia ot new .ASPR.D' (~.e., 1D. pricillg ad coat anaJ.7a1a) 
-.me other baaea. . .. . . .·. _ · · . 

· · · · .. · .>· a. lihat 1a the ASPR Coanittee planning to do.regardiq some · 
ot the •coat audit and tr8D8tern (from subs to primes) problems mentioned 
bJ' ·Mr. Cook. of Westi.Dghouaet 

_...... · b b. In the meantime, what can procur:lng activities do to meet 
·~pro J.amat . . · 

3 
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coNTRACr C(m. PRINCIPLES .. 
r. ,. : !-- ::, .. ·, '- . .... '• .. 'B.t 

captain Jolm M. Ma.llo7~ ·sc, usx · 

· ~ Armed- Sel'Ticea.- Procuremeat Regulation Committee · 
oftice 0~ tbe. Assist&Ut Secretar;r at ~ense (Supp~ and. I.ogistics:). 

•t the. 
--

BSIA' SeJD1nar .. on Department of Defense Procurement · 
t1z2der the. Revised. Contract· Cost Princip~s aJld. Procedures·. 

Wasb1ngtonj .. D.c •. ·. 

J&llll8r7 24, 1961~· 

. I.voul4:-·:u.ke to congratulat-e the Naticmal Security· Illdustrial..~ 
Asaoeiation for ·its sponsorship of thia semnar OJl cost pr1Dc1ples-,.. Tltla:· 
exceptioDal.:q large turnout- is ample evidence that interest 111. cost· .... 
pr1AC1plea.:baa:. not··d1pjn1shed•··· . · · : . · 

I tb1Dk· .. it ·is. a particularq_ good. idea. to have this ~- o't meet~·_·. 
;trcar:.tiJDe.. to time. to talk about:.~ cOJIIDOD problems•.: However,.-. this poses.:: ... 
certa1Jl.: ftmdeMBtal problems: .. for: the.. Govermuent .. representati~IJ•~::: .'We are:::· ·. 
here::tod&T ... to:.:trS;de experiences ·nth .Yott: Ud.. to lista.. ciose~· t~ ... what.. the.:.:..:.~ . 
1JJ4Ut17· spokesmen: haTe. to· sq.· .· We 'Will. be particular~ iJZterested in: the> .. 
t7,pez:o:t: questi<ms which. you· put-.: to· us as ·tlds should be a good 'barometer':::. 
witll·trespec:t;. to trouble spots 111 tbe. application of our cost priDciples· •. : 
TJie .. Gov'erDIDeJrt.c representatives who are here today 1 1Dclu41Dg. JQ'Self' 1 .. are:· . .-· 
Dot.: authorized. to speak of:rici.al.q tar tbe Department· o~ ~eue •.. In.tact;. 
we·· have had· .. cml;r a·m1n1mm of advaDce coard111&t1on with respect. to ~- . · 
preHDtations •.. Rowever;, we 1nteai to provide.,.ou with our. beat: 1Dtoriaal_ .. ·. 
neva· UJd, realistical:q speak1ng1 . this should be quite help~ ·to you• 
As 10'1 ~ . .w.&re1 .tlle subJect of con priJ.Lciples is an ~ ~ W.:J.~.:t. 
op1D:10. ·T&r'T· wideq. This is· true obrtous~ within tbe. I2pa.rtment. o~ · 
Deteue. &ai .. it . woul4 DOt Sutpl'ise me·. ·to bear. eontlictiDg views expree~ 
'b7 1Ddi.T14ua1 Gove:twellt represeutatives. 'rhis, however, is the mtve .. 
o~· the. beart"&J:Id.it 1a our· feel.iDs that the tull expresaioa ~ 1Ddiv14ual .. 
v1en::1a the.. most .practical~ o~ reacb1ng the right decision Vi~ .. ~. 
re~n ... to arq. particular· cost itea. or Qost. iBterPretatioJl •.. 

It· _._beeJl_.our. experience that it is Dot possible to proy:l.cle· 
~omala. or·. book solutiou to e•el'7 costiDg problem. Frail tme to time-, 
w ue· asked:. by.· contractas officers .for sucll :aeat aollltiODS aDd, ~
eDOUP,. we· ge~·: just as JI8.JI1' request a :r.raa 1Ddirldua1 COI!lpBz'V representatives . · 
~or. suclJ. autcuatic S9lut1oDS •. · EV'el70De1 o~ course, "WaZl'ts these 1:1eat --~ 
pactages·. 'Wilen .. it suits his OWD. particW.ar pa:tpOse1 but I ail rather. certain. 
tba't ·roar tiacussion over the next·. two dqs will.. ampq deilonstrate the:··· 
tal.laq- ~ tld.a approach. 

OUr goal1 4t1r1Ds this meetillg, it seems. to me~ shoul4. be to isolate·· 
&:liT possible soft spots that 'lfiB.7 ccae to llsht1·. so that ve in. Go9'erDDent. 



'IJ&1' at~ the particular area turtber. While we have toum that there are· 
ofteD no eaa,- uswers to saae problema associated ·with the cost principles, 
particular~ iuotar aa cllaDs1Ds the Armed Services Procurement Regulation 
ia ccmcerDed, ve· t.requent4" are able to take other adm1 nistrative action to 
a4rise our· cozrtractiJJ& ot:ticera aDd negotiators ot tbe under4ring purposes 

· ot scae ot the ASPB prorisiou. 

In &IV' eves, please be assured ot our good iDteutiona a12d matin.tious 
ill cozmection vith our contimt1ng stud7. ot contract cost principles. Above 
all, I augest tbat you ilOt d~lop a teellns of :trustration Just because 
ea1J7 solutions are not forthcallins on the spur ot the maaeut. After . 
all, I Deed nat remind you ot the problema that re-.1Jl in your own 
ccapu1ea traa week to week. 

I do not tee1 that ~ goo4 purpose voul.4 be served 'b7 re-hashiDg 
the ED1' arguments and cOUDter-arguments which vere ~ explored aDd 
evaluated prior to publication ot our cost principles. Rather, I inten4 
tods71 to cOYer brie~ the basic UDder~ purposes which mctivate4 
ua to adopt_ so-eal.led comprehensive cost principles aDd same ot the curreDt 
problems that we face. ~ implementing &D1' regulation, particularq · 0128 as 
cc.pl1cate4 &D4 as :tar-reachiDg as is iuvolved 1n cost principles.· . I:will 
cover the use ot cost principles aDd cost breakdowns in the pricil2g aD4 
•satiations ot contracts as I aa sure that this subJect will bubble to 
tl2a .aurtace several t:lmea duriDS our d1.acusa1oDS. I believe that ,.cu. JlJ&7 · 
b8 particular~ il!terested. 1JL sc:ae ot the areas of the cost. principles that 
1fe are _currentq at~ &D41 hence# I will outliDe thea~ areas t~. 7-0u·. 

'· .· Moat · ot 7011 are aware of the tact that the coat priD.ciplea :were· !A. :, ·· 
the process of conaideratioa vithin the Department ot Deteue tor a period ot 
senral ,.ears prior tQ their publication on 2 November 1959•.· When f1M117 . 
a4opte41 they ha4 been considered, in scae detaU;, at high levels Yi:tlWl· 
tbe Department o't Defease. We had severa1.baaic purposes 1a miDd in th1.8 
exercise. We ha4 the obrlous problea ot updatiDg our then ex1st1.Dg coat., 
princi}»1es1 wbicll were originally- publishecl 1D. 194-91 and vhich rema1.Decl 
esaellt~ unchaDged_ over the years. ·Also, we were seeld.Dg to aehieve a 
greater degree ot tmiformi:t," on costills matters vithin the Department ot 
De'tenae &134 8ZIODS our variOWI coiltract()rs. I recall a discussion wbich I 
bad about two years ago with the CoJJSre&smaD. :trail fill' own District who ·was 

. aa .~iva meDlber ot the House Armecl Services Committee. For some reason,· 
• ~Wit coul4 not UDderstaDd vb71 tor example, the cost ot incentive boDu8 
plau was not al.J.owed 'b7 oDe lll111t&r7 clepartmeJrt, while· the other. two . 
clepartmeJrta had .. testine4 before tbe CCJIIII1.ttee that the7 could see DO'th:J.Ds 
vrcmg w1tll·.th1s. t,pe o't expeDSe per 'Sej aDd that it w.s beiDS allowed to the 
extent that over-&1.1 cCIIpeJl.8atioa· -....reasonable. . llis rather poiDted questioa 
to • ,.., ."Wlv" ctoeq!t the DepartmeJit ot Defense make up .its m:1l24 with 
respect to this a.rea of coat aD4 put all contract1Dg o:tttcers on the same 
teaat" · · 

Ill addition to seekil:lg \1Ditormi.'t71 · we were ~o att~ to Provide a 
:tramevark so that ·a particular cost vould be treated, poliq-vise at least1 
the same W&1'1 rep.rdl.esa ot the t,pe of coutract employed. We coulc1 see DO 
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• 11 shoUld be difterent on an item -- such as contribution& 
reason ~ our-~~ a cost-type contract as against a follow-on contract o-r 
aD1 dona~ type . ID other vords1 ·we tee~ that a cost is a cost regardless 
a t1Xed•.a:- ... C~ CO~ract· inVOlved• In making this generality, however, we do . 
0~ t~~to lose sight ot the inherent ditterences which are re"rlected 
DOt particular tne· ot contract used. Rowever, these illherettt c11fterences, 
in the d gree· of ·risk, tor· example 1 should be looked at squarely' 1 aDd. 
:U.:ea.eon the merits, rather thaD. be buried _ill a ditrerent cost treatmellt. __ 

· . In com:Jection with the iDdividual elements of cost, we adopted what we 
ccmsi~· the best result possible umer all o~ the circumstances. By this, 
I mean that other elements o~ the Qovermaeut 1 such as the Gelleral Accountillg 
Qtfice am the Ccmgress, have long held strong views 1D some areas, and these 
views could not be ignored. Up to the present time, we have been successful 
iJ1 de"reDdillg seYer&l of the allowable cost items aga1 nat critics who teel 
8~ that ~he Government should not pay tor certain particular types ot 
cost. 

MaiV' of 70U have be!lt tq _ear privateq to convey the word that the . 
implementation o~ these cost principles throughout the Departmeut of · 
Defense has been. rather harsh. · There are iJJherent problems ot 1mplem8nt1Dg 
polla.r decisiou 1D e;q orpn:l.zation~ particular~ oae as large as the. 
DePartment ~ D!fense. Th:1a is proba.b~ the most difticult problem that ve·' 
face in develop111g a:q important part of the . Armed Services Procurement 
Regulation.. We· attempt to develop policy which 'is at. once applicable to the 
·large contractor aDd to the sma' J contractor;, a.M to the co~ctar doillg a. 

• large· volume of business· With the ~nt ·ot Defense am. a contractor 
· whose total volume ot bus iDeas includes ; onq a · small portion . devoted to the · 

])epa.r'tme!rt ot Defense. IJ:rterestillg~ enough~ during thf! developDent ot ·our 
_ coat priDciplea, oae ar the stroZ~gest iDdustr.r objections was concerned with 

.the degree of specificity aDd detaU which we insisted was a necesS&17 part 
o~ the cost principles package. We are now :finding that 1lldu8t17 representa
tives are· CCIIq)l a1 n1 ng that our regulation is not specific enough. In other . 
words, iDdustey, on the ODe haDd1 argues tor general policy guidel1J2es with · 
mez'Jma rel.1aDce on tbe application. of izldividual. judgment to specific 
situatiou wtaile, on. the other hand, industey seeks speciticitJ-:.in'.the coat· 
pr:tncip:uta as a protectiOD aga1nst the application o't the wr(mg k1Dd. o't 
Jndgmevtt (traa their point of view) beiJls exercised b)" a contractillg otticer. 

ID. a:q event, ·the ll111t&r7 de~s have iasued very' little in the 
W7 of· 1mplemeDt1Dg 1Dstructiou •. All ot ~he departmezrts ·are 1n complete 
aaree-at that it would be UDV1se to aJ.l.av :extensive UDilateral. implementation · 

· of tM cost pr1Dc1plea. 'l'hia. is not to say that there have been no suggested 
1Diplaeutat1~.. For example, J118D7 c0Dtract1118 officers· tee1 that our 
coverase 01l trave1 per diem, al2d JIO'V'iDg expenses is too broad. ·• The,- 'want 

. rardaticks 1 such aa suggested per c11ea rates 1 or JII8Xi1rnml. 11m1tations on the 
weisJ:rt ·of household effects such as are applicable · to Govenlment persozmel. 
:ror· the moment at least 1 we ·are of the opinion that these matters are best 
ll:ft tor iDdividual eT&l.uation aga'Jnst the over-all test o~ reasombl.elless •. 

. ·~ 
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I YOUl.d like to turB J20V to the use ot cost pr1nciples in priciDg. I 
have· t~ tha~ teel.iJ:Is often runs high whenever this subject· is broached. 
A1J a .• tter ~ tact,: the a~llcab111't7 of our JleV cost principles in the 
fixed-price area. was the most aigDificaat area ot discussion within the 

. Departme1lt o~ Def~ 1JL. our cODSid.eratiOJl ot the cost principles. Maey 
. bawledgeable people YithiD the Depa.rtmeat were genu.illel.\7' concerued that 

&IV"· coat pr1llciplea. developed tor use outside ot tbe cost. reimbursement 
contract area would inerltab:q result 111· formula pricing, or the autaaatic 
resolutiOll of priciDg problems strictq aloDg accountillg l.iDes. others felt 
Jt1St as stroug~ that it was essentia1 to sound pricing that· the parties 
have a clear tmderstand1ng ot the cost base, 8l1d that the pecullarities 
ot the ccmtractilJg situation should therea:tter be ·bandJed- through appropriate 
't1Pe• ot contracts or special ccmtract prorl.sions. · 

We have set forth our policy directioa on the application at cost 
principles to other tban cost 't1Pe contracts J,n Section· XV, Part 6. 
B'ere we have doDe our level best to come at this problem :1n a realistic 
tashicm. · We made what I consider to be a vai:1d distiDctioA between retro
spective pricilla aDd forward pric1l2g. We verr care~ iDdicated that our 
b&a1c priciDg policies aDd procedures 1 which are contained iD Sectioa III, 
Part 8 ot the Begulation, are ~ all4 sba]J be followed ill the 
egot1at1on ar :fixed-price contracts. We haTe iDdicated, in a stra1gb.ttorwar4 
-m-r, that. the cost priDciples are to be usecl as a gaide in the evaluation · 
ot cost data, whea such evaluation 1s required to establish fair u4 reas~· 
able prices. 

I have oftea been asked to elaborate on the term "shall be usecl as 
a guide." Here we simpq mean that our cost principles should be ~ol.lowed 
1A tlle usual situation, aDd that a ·contractiDg o:tticer who departs :t.raa the 
coS"t; prillciples a&Sl1Diea the burden o-r justif.T1Dg his action. This seems 
cm:q. ta1r, ud is the 't1Pe of ccaapliance 'Which you would expect :traa the· 
~loJees ot ·1'0tlr eanpev 1n. c:a.rr.yiDg out stated campe.ll1' policies. . KaweYer, 
we Jle8Jl 'What we sq when ve iDdicate that cost aDd accOUDtiDg data .._.,. · 
provide guides tor ascertaining ta1r caazpeuation, but are not rigid 
measures o-r it. other 't1Pes ·ot data, criteria, or staDdards JJtlq :turDish 
reliable guides to fair ecmpensation. The abillty to app~ staJlaard8 o~ 
busimes.s Judgment 1 as c11stinct traa strict accouutillg principles, is at 
the heart ot a Degotiated pric~ ar aettl.emeltt. 

I aa aware ~ the 1.DdUS'tr7 coatelltioa that, however well iDteJMlecl. 
our ·poliq proa.oUDcementa ill this area, the actual tact is that defeue 
cODtractiDs ofticers are ~ ill :rcmmJ.a pricing on a large ·scale. 
I1; is liOS't d:1tt1cul.t tor us to objective~ evaluate this conteutioa. I 

· thiDk. it ~ to ssr th.st ve are p&7iDs a great deal more atteuticm to coat 
a.aaqa1s JlaV thaa we did 1.D the past. We are also requiring our major pr1lle 
ccmtractors to do the same thillg. This greater attelltion to cost oa our 
part ia not DeCes~ attributable to the pu.blication ot the cost princiJlea. 
We have a great deal. ot evideB.ce, pa.rt1~~ :trca reports issued b.r the · 
GeDera1 AccOUD.tiJ2s Oftice, that we am. our prime ccmtractors have DOt been· 
atteutive eDOqh to the coat aspects ot our Degotiation procedures • 

.... 
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· · 1e pa:r·more attention to cost, but onq ill 
We ~ illteDd that :t~=ioD is esseutial to scnmd pricillg. ·we 
theSe; .areaa Were 811 th1 a aD4 consider it to be a sQUDd step in our 
make DO apolog ~or .... J.+ 

111 all aloJ:JS tbe line 1n our pricillg 8Jld 
detemiatioD to ti~vea up · · 
adJI:lD,iatra'b:ioa 0~ large contracts • 

I wuldlike to <:baDge d1rec:tioD sliSht~ at this poilrt; in order to 
~ ane 0~ the actioDS 'Wh1.ch we bave recent~ taken 1D. the area 

adrlJI~~~ isles --.1 to .outliDe some of.the specific matters which we , o~ co•" Jz'• -c P , a.uu. · · 
have UDder actiVe stlUcy' at the preseut time. . 

we have ccupleted drafts. of cost principles applicable to the 
acqu181tioll 0~ facilities am to coDStructioa contracts. These cost 
priDCipi.es-wilJ. appear ill Parts 4 ud 5 of. Sectioa XV. Both of these JleY 
Part• 1Jlcorporate the basic prillciplea :rOU%24 1D Part 2, and set forth -o~ 
thOse: particulars vhich are peculiar to facilities or -construction. 
Appropriate 1Ddu.s'tr7 associatioas are curreut~ bei12S afforded the /"'r,opl"r''porv..~~t7 

0~ re'liewiJlS aDd c~ntiDS ·on these DeY Rega.laticm.a. . . 

. TJ2e Bureau o~ the Budget has verr receut~ revised its circular A-21, 
'which prescribeS .cost prillciples applicab~ to research. coiltracts With 

· educatiODSl. 1Dstitut10DS •. ASP.B Sectioa XV, Part 3 v1ll. be cha1:lge4 in tha 
uear :tt.tture to reflect the cha.D&es directed b.T the Bureau o~ ·the · :Badget• 
The•e ·Chs.Dges are,. ~or .the .JIOat part, ot. a_·cl.ar1fy:I.J3g nature, al.thougll the. 
cost ot.the Sabbatical~ vUl. be al.lowable, whereas th:1a item.. is . 
UD&llowab~ BOY • . . 

· We.~ beli~ that ch&Dgea.·ia SeCtiOD XV, Part .2 should be. k~pt 
to the absolute m1nill!!tJII. other ·sPeakers oa todai' s program w:1ll. elaborate 
6a the .. d1f':ticulties. 'that are encountered. when different sets of cost 
pr1JIC1pl8a are bei!lg used b;r a particular. coutractor. We have ~thinking 

. ser1ous]3 of establlshiJlg a· DeY Part 7 ill Section r.r, wbich would. couta1A 
•o-ealled cost intel-pretatiOBS. B'ere we· ll1ght include additiODal gUidelilles 
as to: reasonabl.eDess ar allocabil1t7 :lD. coanectioa With a particular cost 
itea,. evea though. the cost principle itseu- rema,1us UJ2disturbed •. ~ r:JJ&T 
sCUD!. like aa ea87 solution to the problem of m1•1m1 zilsg chuges 1l1 tbe 
cost principles themselves, but we. have :roum, · oa ~is, that _the creation 
ar a part oa cost interpretatiou m:1g1:xt -well introduce a 1Qrlad of additional. 
prolWDas, part_icularq of a legal u.ture. Whil..8· 'We have Dot Decessa:ri:q . 
abaadmled this· idea, 'We have DOt as yet ccmae upoa a specific situation 
vhicll 'WOUld. ~· ·itsel:t to this.· treatment•: 

· l'lav, tar. _sc:me specific areas that have beea, · or are current~ oc~ 
our· atteatioae~ We are ma1r1ns a chal2ge 1.D. Paragraph ~5-205 .6 which concerns 
the reaaoZBblEmesa · of locaticm al.l.awa:acea ~~ saaetimes ca1l.e4 "sUpplemental. 
par" ar "illctmtin 187•" ~ ef't'ect· o~. th18 cha.Dge 1a tbat these eosta vUl. 
be reeopUed. o~ where, aDd so lODg asi the iso~tion or ·UDtavorable 
eJI9'1roJmaeJlt of a particular site makea such ~=· neces88.17 to· the . 
&eeCIIIPl.iSluaea of the coatract work wit~. Ull&cceptabie eJ..ais. This chal2se . 
'Whl.eh W1ll .. be published in Reviaioa 3 .oa 31 J~ -1961 should have a m1p11!1PJ1 0~ 
eft'e_et OJl most coJZtractors, and v1ll. be applicable cm:cy- to certaiB situations 
where ·a'Wsea have developed.· · · · 
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'!he total. cost inYolved ·in the area of recruiting expense coutinues 
to be a matter of concern to us. A recent stud7 by the Department ot --A.· · 
Defense 1Daicates tbat the level of recruiting expense tor defense con- I -, · . 
tract•:ll'& · is cODSidera~ 1n excess o'f tbat being experienced by contractor&., ) 
e12g8ge4 ill civ111an busilless. · While we ~t logi~ expect higber - · 
costs, 1Jl the less stable area of defense business 1 we can all recognize 
the l1'1'tent1al. abuses 'Which are possible. The M1llt&r7 Departments will 
collt:f..nue to amn1a1ster this particular category ot expense with a heavy 
hand. We do not,· however, co~late &IV' ·chs.Dge· in tlle cost prillcip~s 
coveriDg this itea. · - · 

.. 4\dvert1sil28 1D trade aZid t~c&l. ~oarll8ls is preseDtiDS some ·· 
ver:r dift'icult problSms of adm1n1strat1on. This area invOlves· a small 
:traction· of the total cost picture, but there is, uvertheless, ·a · 
substa.Dtial amoant of money involved. Our cost principle is couched. 
1J1 ge:aeral terms, and we have been faced with d.Ufereut applications 
Y.tthill the Department of. Defense 1D. this area. We are al.So avare that 
the mtmber of trade and tech.Dical. journals is 1ncreasil28 at a :tast clip. 
We have· attempted to develop an emplit1cation 8lld cl.arit1cation o~ our 
·cost priDciple, but without; much success. We are DOW Ulldertst1ng. a basic 
st\Uiy to determizle just what our defense poliq 1D. this area should be. 
I am tmable to ~diet the outccae of this study at thiS time. 

A qtJeaticm has arise~ ·with respect to whether iD.depeDdeat development · 
expense can be allocated to all ~k of the coutractor 1D the contract · · · 

·product l.1JJe (1Dclud1Dg research aDd_ davelopae= work),· ar 1dlether 
iDdepeDdent G.evel.opDeat expense can be allocated ~ to prodllctioa 
aoDtracts. While the. problea arose with respect to the intexpretat:!oa of 
the provisions of the cost principles as 110W' wordecl, we are ~ 
'the niatter to seek the r1glxt solUtion. Ia otber words, a c1e DOYO lock. 
This is a cl.ose question am lie hOpe to have this matter cl.arified. in·tbe 

· near .fUture. 

A probl.ea has arisen vith. respect to· the allocation of certa.iD. 
pers:):asJ. ·~ taxes. This probl.eDl is aggravated in states where the 
applicabillty ~ state taxes to defense material is 1D. dispute. The· 

· q11esti011. is 'Whether such taxes should be segregated and allocated direct~ 
. to r:!llch class o-t customer, i.e., GovermDeut work and cOD!IIIercial work, or 

wbether these taxes shoulcl go 1Dto 811 overhead pool for allocation ill the 
usual mapner • It is our tezrtative Tiev. that these taxes, vhen sign:tficant 
:1D amouDt;, shoul4 be bandlecl. as. c11re~ costs. We are in the process of 
atudy1Ds the appropriate methQd o~ · iDPlemesiDS this concl.usion. This 'tlllq 
resul.t 1Jl a cl:laDge to the cost priDciples &114 to otir st&Ddara tax clauses, 
as well. -·· · · · 

We are beg:hm1ng to hea.r tbat saae contractors are seelti%18 to ga1Ja 
a liberalization of the cost pr1nciple concened with charges tor material 
trauferred between plants or divisions UDder a caDDI.Oil co.Crol. Oar presell\ 
.ASPR cayerage oa this subject represents a liberalization f'raa the prior 
treatment. Mal\r ot you will recall that il:ldustry recommemed a mare liberal 
pollcy 1D. this area. HaWver, the present regulation is essential.q cme· 
of ccm,prca1se between the iDdustry a.M GovermDent positions. Sale .ccm:tP&Jne~s/ 
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. . . .. ,. 
1D41cated that. the7. do not waut to give the Government. the "most 

~~ cwrtc:aae:r11 price. Problema have also arisen with re~ct to the t:r. "sol4 b7 the contractor through cCBDmercial channels." Problem 
. · arise here ill comJection with an item that has o~ a military 
~cation, &124 is sold as a subcontract itea·exclusive~ to other 
8 ease contractors. I thiDk it sate to sa:r that we are not disposed 
~· aDT basic ehaDge 1a this particular cost principle at .. this time. 

01:1e· :tiDal itea c~ncerns .itsel:t with·biddiDg expe~e. Several 
abuSeS have been reported in this area~· such as extensive research and 
c18Yelopaeut effort that is improperq labelled as bidding .expense. There 
are a].So problems 1D the area at UDSolicited proposals. We are receiTi!lg 
a p-eat ~ UDSolicited ;proposals 'Which are sul:aaittecl 1D. great detail.·-
tbat · 1a ~ thq ·are campleteq eJ381Deered to the t1m.l l1De on the blueprint 1 
rather tllan beiDg presented in broad :tramework for evaluation. The costs 
ot thiS effort so 1Jrto overhead and are 1 ot course, reim.bursable throuah 
our contracts. We teel. that there is 8.1). area ot excess cost involved here 
aDd, more important~ there '11J1J.7 be a waste of critical. engfneerizlg ta:U!Jlt· •. 
'fh18. 1a au.~ in which we. have verr little contro:l·.todq. Obriousq-~ 
ve vaut to contimle . to receive unsolicited proposals for evaluati0111 
but ve def1Ditel.1' do not Deed .such extensive engtneering detail, .and we 
detiJlite~ w.Dt to ·cut dOWD. on Deedless. cost. 1D this area. Our 
app'Opriation situatioa is such that. we C&1l ~ fuM a small fraction 
ot the proposals which are received. Continued lack of restraint 1D this 
area v1ll iDeritabq require that we impose 8dditi0Dal re~icticms in our 
Regulation. 

It h8s beea 'lfl3'.purpose· this JllOrD1I!g to provide you with scme baek
grou.Dd material with respect to the coutraet cost principles •. We do not. 
claiJI that ~ is perfect. We recognize that both Govermaent · 8ll4 
1Dluat17 ·are still acquiring experience UDder the DeW cost principles. 
liOftnr~ -we haTe heard DOtlWlg yet to illdicate that arr:1 basic or maJor. 
cha.zlgea are Decess&17 or desirable 1D our currezrt P.egulatioa. We are 
110at uxious, however, to take. such steps as mA7 be necessat7 to clarifT 
&D4 1mprove our Regulation. We· most certail:l.q are desirous of preveutiJlg 
the ll18use ~ the cost principles. I ·have iMicated to you the areas that 
~ current~ causins same d.ift1eul.ties all4 are reqUiring our atteution. 
I • l.oak1Dg forward 'With anticipation to a discussion in depth over the. 
DeXt t1ro clap oa this importaut subject. It will sure~ produce· good, 
:renlta ---it onq to make eve%70D81· OJl. ~h the Govermaent aDd 1JXI.ust17 
aUea,. laOZ'e preeiseq au.:re of·.the srouJ1d ~·· · · 
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structions under (4l)(b)(i) and take action directed by the 
contracting officer under (4l)(b)(ii). Any problem in this 
respect can be avoided by revising ASPR 15-205(4l)(b)(ii) to 
read: 

"(ii) takes all action directed by the contracting 
officer arising out of.(b)(i) above or an 
independent decision of-the Government as to 
the existence of a cla~ of illegality or 
erroneous assessment, including cooperation 
with and for the benefit of the Government 
to (A) determine the legality of such assess
ment or, (B) secure a: refund of such taxes." 

cc: Mr. W. H. Moore 
Mr. Harry R. Van qlev~ 

I 

·-· 
.. 

-:rYJ~ •. 
~ / f.(V'< tv . 

Meritt H. Steger. 
Deputy General Counsel 
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;. e~JitOg·o~n--tO-Sttiiid Fast · · 
-~- (i~tontrac·tor Ad .·Policy 

:' :\\<.,.:'·' _·:. · .,. By L~ :EDGAR .. PRiNA really. engaged 1ri this activity. 

-~ 

. '·\<~·,:,_;_<_·:: · . star statr wrtter . · . . . ,_. The others .• a~e registered "just t 
The' Pentagon· will stand fast on its policy ot allowing de- to be sate. . r~----

!ens~: contractors· to charge the. Government for company · .The records filed with Con- ~ 
advertisements in. trade and technical journalS. gresa would indicate that even t 

· · nu. was disclosed by Defense Department ofl'icials when Mr. Mosier does little lobbying. 
asked yesterday' wheth~r any changes in the Ann.ed ·Services He. reported. expenditures of 1 

r:T Procurement Regulation were· contemplated tn the wake. of only $1,159.05 in 1958 and a t 
( Pr~stdent Eisenhower's blast at · . . · · . · . salary· of $16,224. · · . · · ~ 
.< the "mwift1of.1S lobby ... · which ts paid by the Federal . congressmen concerned· with t·-. -----

Thti·. President;.. has been de~· Treasury, and you know where tightening lobbying regulations t 
·· ··. scribed.':..&s :primarily disturbed the Treasury gets its money- -Senator Kennedy, Democrat t. 

~- over ada: taken by the weapons frdm. you and me and . every of Massachusetts· tor one-are 1------
~-': makers ,.:·tn:'.:. Ii'ewspapers and Other taxpayer.'•.. co known to feel that many or- 1 

. ·,~ other media:.: which are ob- Mr. Ford, who is a member ganizations have turned· their ; 
.~: ytously. inten~ed to 1niiuence of the House Defense Appro- real efforts at in11uenc1ng leg• ~-~-----
:.·. inilitary decisions; · . priations Subcommittee, said islation on offtcials of the Exec- ~ 
. :. The rec~nt Boei,ng Co.~. ad ex- many weapons ads :·create the utive Brancb. . Th.e- . reason •i 

::: tolling. .its Bomarc miss1le was wrong impression because the given.: Much: legislation. ac~ '-: -----
. said.: to.~ have particularly. an- manufa~turers tend to magnify tually ·is- proposeq to·· Congr_ess 't 
··nay~ him. coming_ as it. did their accomplishments.''. Then by the- Executive. .Bran.ch and :· ' r. 

,._: whlla the Pairen~a~on w~ 'drattd he· added: ... . .. : :: .. there· are no regulations- gov- i'-: _-__.~.·~=-:~----
:·~: ing a new. . e ense P an an · ~'Most DIS · · · ttngi• ~' . ~ erntns "lobbYing'•' in that· area. _; . . ::.-

.. ·; Congress was cons_1dering fun~s · . · rus . · ·. This matter may:. very · well 1 .. I; 
-~ for Bomarc and the· Army s . "But · the. most disgusting be explored by a House:Armed ·1 · .·:. 
:·· ri.val· Hercules. weapon.· .·.·· . thing to me·.!a th~ tremendoqs Services subcommittee headed~;.....·-. -----

. ··:. :.:::. ::.·.: ·• Taxpayer Pays·: . · number of ads these companies by. Representative.. Hebert,~. 
·.. . .- _:.. . . . . , · ... place in various trade and semi- Democrat· ·of Louisiana;::. when-~ 

·.. ~thoug~. the. Pentagon does offtcial_~~~ce:_publl_~_a_~io~·." it holds hearings_·on· the c~· 1;"------
not . allow.· general.. circulation .. The Congressman· ·asserted troversial problem: of' the e - ~ 

.
a. dv~.~. _ising-. su~~ .. as .the .B~eing that. the adyertising policies· of ployment ot retired Arm. y~· . ~ 

· ad; as· a direct contract cost, the defense contractors were. Force and Na'V)' omcera··m e-111..~------
some members of 9ongress ~e in effect, helping to finance tense industries.· · ·· ·· · · · .. j· 
convinced that the taXJ>ay~r. in inter-service ftghts over weap- · · . ' tJ. 
the end, toots the bill-or most ons and roles and· missions.. ·. ' :· ot· t~Just · as · he does ln.· the . . -- ..o--..; 

· :.· trade and technical Journal ads· . . There is no doubt that the : 
, -~·: They'::;say~thiit: the entn:e:. ad~ Air ·Fon;e Association~ Associa- · 
. ·. vertisfnr.· and public ·relatiollS .t.ion.of the U~ted.States ~YL---...--:..---------::----

__ · pronams .. ot the big d.efense. 1n• and. Na-vy League monthl.y pub ... ,. 
dustries need examination.. . licat1ons: obtain m~ch of their 

J 
, ·. · · • · revenue trom weapons manu-

What the Pentagon does per- facturen' . ads ... These publica-L-----~----------:--
. mit is stated in. a key provisio~. tions-i.. o.t .. course, are sounding 
. of ._fbi ~ocurement Regulation, board&·· ·fa~ individual , service. 

Section 15-204 (). Hea.ded "Ex- viewpoints _____ ___::....._:..-------:---~~ amples of Items ot Allowable · · 
. costs,. .it reads: . . . . .. . . Other sources say that con-

>; .:·· .. Ad!e~tng-· ·In- . tr~e· ·. iuid ~:~-~~!~:e=~:::= ~~:: 
· · .· tee~~; Jo~ •. · provfde_d ultimatelY pays for' the· large~ _______ __:_------:----:---
~ suot,t ad~e'ttfSing does not: ?ffer scale · advertising . i.nd publlc 
: ~~.P!~~cts for ·sale but relations.: campaigns · ot the 

. ·~::is pla~ .. tor the __ purpose, ot giant defense-'· lndustriea; and L--__:_----------:--~-----
~------t i·· · · . · · . otfering , trnancial. support to that. . m· some cases · these I 

' . . jo~ .~hfc:h are va.luable tor camPaigns are directed at over~ ~ 
tlle: c:Ussemination·. of technical riding decisions o! offtcbils il1 : __ _:.._ _____ ·-----~----

.. · information \vi thin the co.n~ the Executive Branch and Con-
,: . trac~a: Industry." . gress who are paid by the ~ 
. ,- · .. The. regulation does not de- public. to inake theae decisions. ____ ....:._ _______ ~------
. ftne .. !'ti'ade·and technical jour- . .':. · -: : .:: ·,. . 

·. :. nals'' but.: one. offtcial said: the .... · ·' Bfc ContlaCtors, .. :. ·>. : 
i Pentaion· approves as "allow- · · · . · · · ... 
· able costa" only· those adver- . Most of th_e· controversi~ ads ;_: -----~--------..,..-----'--
, tisementl~ placed in nonprofit are pl~ed . by aircraft com~ . 
~ . . · panies, · which· are the. prime 1 
~ ~u~~c·u.~~~ ·: . . . . :· . . contractors- !~r- the b_ig missil~tl 
; · ... ,_..::·'Helped: Wanted Acls · · ·. · pro~ams. When it .!a· con~ 

1

L r. ___ _:_-------------:--:-::---

: · .. :: · ·. · · • ··· · · · · sidered that· the aircraft tn• i 
f · ;. The Penta!on also allowr. dustry, the largest in the coun"! ~ 
. help wanted .. ads as defense try both ill tetm.s of labor force It: ________ ~...:.:...--------
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LATES.r ALLEN SMYTHE ARl'ICLE - CONTRACT COST PRINCIPLES 
NY HERALD TRIBUNE 9/29/59 

Assertion: Cost Principles ".!!!:l" be soon published. 

Evaluation: True. 

Assertion: New rules will a.tfect $1.4 billion per yee:r in new procurement. 

Evaluation: True. 

Assertion: · $26 billion in outstandiDg contracts would be amended to include 

Evaluation: 

• Assertion: 

~uation: 

the new "liberalized" rules. · 

OUr party line is that the new rules are not a JlX)re liberal set 
than existing principles and practices. Provision is made for 
applying the principles to eXistiDg procurement for a "consider
ation." We don't know wherein, however1 the "consideration" 
will be found. · 

Publication is expected about 15 October. 

Substantially accurate. 

Assertion: Eftective date l.Januar,y 1g6o. 

Evaluation: Actual outside effective date 1. July' lg6o. 

.IJ. 
/ 

.f). 

Assertion: There were historical difficul.ties With Congress and industry but 
latest draft has been "screened from trade and congressional groups." 

·Evaluation: The latest drafts have been carefully guarded. 

Assertion: I!lduatey still opposed since not sufficiently generous.· 

Evaluation: OUr best judgment is that industry' will not seriously oppose the 
document. 

Assertion: Requires chal:Jges in contractors' accounting systems. 

~uation: OUr party line is that this is not true to arq significant extent • 

• 



• / .. 
sertion: 

Evaluation: 

Assertion: 

Evaluation: 

Assertion: 

Evaluation: 

Assertion: 

Evaluation: 

•• 

·--···------------~ 

AIA prefers the status quo to the new "completely revised" set. 

This is the historical AiA position. 

Some trade group officials estimate increases at "only several 
million dollars" which they believe .insufficient •. 

See above re party line vs generosity of the new set. 

Small. businessmen believe the new set will 11 only contuse and 
not ·help." 

If true, this is news to us. 

Main increases are (1) general research, ·(2) executive benefits, 
overtime, and administrative expenses. 

General research may be increased; executive benefits shal.l not 
be different than PRESENT practices; overtime and "administrative 
practices" should be about the same as current practices. /" . 
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B Allen M •. Smythe · scree~ed !1om trade and ·con-
Y . - . - . · gressional groups. Only twenty 

· A!ter six yeats o! effort, top keyed copiea , were, made and 
procurement omcials - of the these are carefully guarded.' · 
Pentagon· may be on the ~tnt Although increases are al
of revising their contract cost lowed to defense contractors 1n 
allowance rules, by far the most a number of cost items, the de
t~rtant defense fiscal regu• tense industry is generally op• 
lations. The new proposed rules posed to the new rule., Main 
will affect an annual expend!- omplaint I! that the increases 

1 tures of $14,000,000,000 1n new are not great· enough to offset 
'negotiated contracts for- mill- the cost and inconvenience ot 1 
tary hardware. More than $26,- changing the accounting sys .. 

: 000,000,000 1n outstanding ae- tems. .to. fit the new rules~ , · - -
· tive contracts would be amended . Robert- w. McMlllan,: to 
to include these new liberalized legal official of the aviation m• 
rules and_ thus standardize U?-e dustry- trade> group, ~he· Aero• 
defense accounting. system. · · space Industries-, As.sociatioil, · 

The final. July 25 draft· of said,. ~·Apparent.lj _the._ final 
these_cost principles are await- draft fa· a-compromise-- ot·.var1"!' 
ing approvat by AsS!Stal1t See-- ous- viewpoints in the PentagoiL 
retary of. Defense E. Perkln& The :Present rules are :WOrkabJ.e 
McGuire, who has Just return~d ·and in general industry would 
!rom vacation. They. 'Will-- then p,refer them_ with some changes 
go to Secretary of Defense Nell 1li .the. most controversial items 
H. McElroy for- an ~xpected rather than a completely· re-
routine indorsement and then vtsecr set.,.. · · ·- · ·- · · - -

jbe printed in ~he Federal Reg:. . Other trade · group otnclals 
tster: This procedure could be thought .the increases granted 
completed by Oct. _.15~ 1959. E!- would amount. to· "only several 
fective date would be Jan.• :1, hun(fred- mUllan dollars••- and 
1960. -· : - . · . :· -. ·- _ that this wu not -sufficient. Of
. ·sever&! times before ·ln.-.the !icials representing small-bust
last few yeara. new~ cost rules ~es_a thought th~ new __ rules 
have- come near to otactal. ap- would only· co]lfuse arid not 
proval but have been held. up help--their inembers~ Main: 1n~ 
at the last minute by; vtgoroua creases arantecl are in the items 
busfnesa or ConrJ'Yifonal: oi'J~ of· relftral researcb,· exeeutlve 
posttlon. · Rqweyer.-· the 1lnal benef1~ o~. and admin~ 
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Headquarters . 
U. s. Army Audit Agency 
Washington 25, D. C. 

USAAA Bulletin 316-10 
-26 July 1960 

MAJOR AREAS OF DIFFERENCE BETWEEN THE "NEW" AND 
"OLD" COST PRINCIPLES A~ PROCEDURES APPLICABLE TO 

CONTRACTS WITH COMMERCIAL ORGANIZATIONS 
Expiration Date: 30 June 1961 

1. PURPOSE 

This bulletin highlights for the attention of auditors certain of the major areas of 
difference between the contract cost principles set forth in ASPR Section XV Part 1, 
2 and 6, ASPR Revision No. 50 dated 2 November 1959 and those principles in the 
previou-s edition of ASPR Section XV dealing with corresponding matters. These major 
differences relate, for the mo_st- part,_ to the applicability of the principles, and to the 
treatment of certain items of cost under supply and research contracts with commercial 
organizations. For the purpose of identification, the revised cost principles contained· 
in :ASPR·section XV, Parts 1, 2 and 6, Revision No. 50, will be referred to as the _"nev(:_: 
principles". The edition of ASPR Section XV dated prior to 2 November 1959. will be ,: 
referred ·to as the "old principles". With mlnor exception the new prtriciples become 

• fully e_ffective for all applicable -type contracts issued after 1 July 19 60. The information -
~ contained in this bulletin is not intended as a substitute for a thorough reading and -

understanding of the new principles by each auditor. 

- 2. _ APPLICABILITY OF THE NEW· PRINCIPLES 

a. General 

. . 
The new principles represent the introduction of a comprehensive set of. 

contract cost principles and procedures which are applicable for use under both 
fixed-price type contracts and cost-reimbursement type _contracts for supply and research 

--with commercial organizations. In accordance with the implementation referred to 
in paragraph 3 below, the new principles ~will ultimately supersede both the old 
principles prescribed for use in determining :t;eimburseable costs under cost-reim
bursement type contracts and the separate set of cost principles previously applicable· 
to termination s~ttlements (ASPR Section VIII). · 

b~ Cost-Reimbursement Type Contracts . 

The applicability and use of a definitive set of cost principles for cast-
reimbursement type contracts does not represent any change from· that previously 
in effect• The new principles are prescribed to be incorporated by reference in all 
cost-reimbursement type contracts for supplies and resca1 .. ch with commercial -
organizations. -They serve as the basis for (1) the det~rmtnatlon of ret.mburseable 
cost~ under such contracts and cost-reimbursement type subcontracts thereunder;· 



(2) the negotiation of final overhead rates under ASPR 3-700; (3) the determlnatlon 
of costs of tertnlnated cost-reimbursement type contracts where the contractor elects 
to voucher out its costs or where settlement Ls made by detcrmlnatlo~; and (4) the ~~. 
determlnatlon of relmburseable costs under the cost- reimbursement portlon of tlme 
and material contracts. / 

------. c. Negotlated Flxed-Prlce Type Contracts 

No deflnltlve set of cost prlnclples was prev.lously avallable for the evaluatton 
.of cost data ln connectlon wlth the prlclng·of negotiated flxed-prlce type contracts. The .. 
appllcablllty and use of a deflnltl ve set of cost principles for negotlated flxed price type 
contracts as prescribed Ln Part 6 of the new prlnclples therefore represents a slgnlflcant 
change. The new prlnclples are not expected to be incorporated Ln flxed-prlce contracts. 
Pursuant to ASPI;t .XV Part 6 h~wever, the prlnclples are prescribed for use as a gulde 
by contractlng officers Ln the evaluation of cost data Ln connection wlth the negotlatlon of 
fl.xed-prlce type contracts when costs are to be considered for the purpose of establlshlng 
a falr and reasonable prlce. Under such circumstances, the evaluation of cost data Ls 
to be made ln conjunction with other pertinent considerations as set .forth ln ASPR III 
Part 8. 

d. Negotiated. Settlements of Terminated Contracts 

The new prlnclples are prescribed for use as a gut de· (see paragraph c above)· 
ln the settlement of advertlsed and negotiated contracts terminated for the convenience 
~f the Government where settlement is made by negotiation. 

3.· IMPLE?v!ENTATION OF THE NEW PRINCIPLES 

DOD Memorandum dated 10 February 1960 from the Assistant Secretary of 
Defense (Supply and LoglstLcs) to the correspondlng Assistant SecretarLes of the 
Mllltary Departments provldes guldellnes for the lmplementatlon of the new principles _ 
ln the areas of (a) existing and new cost-relmbursement type contracts and flxed-prlce 
type contracts; (b) terminated contracts; (c) cost-reimbursement type subcontracts; 
and (d) audit services. Supplementary implementing instructions have been issued by 
the thre_e mllltary departments. (See USAAA Bulletin 316-6 dated 17 February 1960). 

4. EXPANDED COVERAGE OF THE NEW PRINCIPLES 

a. The old prlnclples dld not contain any deflnltlons of reasonableness or 
allocablllty. By contrast, the new prlnclples contain overall dcflnltlons of reason- · 
ableness and allocabl.lity as well as guldcllnes for selecting base periods for allocating 
indirect costs. More extenslve treatment is also given to the gcnqral subject of direct 
costs and Lndlrect costs. The Lmportance of advance understandings bctwc~n· the 

2 
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contractor and contracting officer on ·particular cost ltcrns prior to award contlnues to 
be stressed as a means of avoldlng possible subsequent disallowance~ and clit>putcs 
regarding those cost Ltctns whose reasonableness or all~cability may be difficu.It to 

determine. 

b. Individual ltems of cost were llsted in the old prlnclples only as allowable 
or unallowable. Expanded coverage ls. accorded in the new prlnclples to ~cflnltlons 
of individual items of cost and to explanations of the crlterla and special tests for 
determining thelr allowabllity. 

5. DIFFERENCE~ TREATMENT 0~ INDIVIDUAL COST ITEMS 

Some of the major differences between the new and the old principles ln the 
treatment of indivldual cost items are set forth below: 

a. Advertlslng Costs 

Wlth the exception o( the items e~umerated below the baslc treatment to be 
accorded to advertising costs ls essentially the same under the new and old prlnclple,s. 
In providing for the allowabillty of advertising in trade and technical journals the old·· 
principles required that such advertising be placed for the purposes of offering flnanclal 
support to such journals. The old prlnclples also did not speclflcally provide that.
advertisements which offered speclflc services for sale were unallowable. In contrast 
thereto, the new principles (a) do not require that advertisements Ln trade and technical 
journals be placed for the purposes of offering flnanclal support; and (b) provide that 
advertisements whlch offer specific services fqr sale are unallowable. The new 
principles also (a) define the term "advertlslng medla :'; (b) describe the condltlons 
under ·whlch costs of exhibits are- allowable; and (c) speclfy that advertising is allowable 
when placed for the exclusive purpose of obtalnlng scarce materials, plant or equlpment, 
or disposing of scrap or surplus materials in connection wlth the contract. 

b. Compei_ls.ation 

Thls item receives detalled coverage in the new principles, not only as 
concern~ the various forms of compensation which may be encountered but also as 
concerns. speclflc criteria and tests of aliowablllty to be· applled to the general subject 
of compensation and to the individual forms thereof. Of particular· slgnlflcance ls the 
treatment in the new principles accorded to ( 1) compensation of owners of closely held 
corporations, partners, sole proprietors, etc. , (2) Lncentlve compensation for manage
ment employees, and (3) the unallowablllty of the cost of stock options. These Ltems 
were either not covered in the old princlples or were referred to ln Part 5 thereof as a 
subject affectlng costs whlch .may require special consideration. 

Under the new prlnclples, compensation for personal services may be pald 
ln any form whatever. Except as otherwlse speclflcally provlded in ASPR 15-205,6, 
such costs (compensation) are allowable to the extent that the total compensation of an 
lndlvidual employee ls reasonable for the services rendered and is not in excess of 
those costs Whlch are allowable by the Internal Revenue_ Code and regulations thereunder 



Thus, compensation pald ln the form of proflt- sharlng plans ls allowable lf 
Lt meets the above general crltcrla and any other crltcrla spcciflcally appllcablc per 
ASPR 15-205.6. 

c. Dcpreclatlon 

The computation of the allowable cost of "nor~al depreciation" and "t~e 
depreclatlon" under the new prlnclplcs represents essentially the same considerations 
whlch were appllcable under the old principles and the interpretation thereof Ln ASPR 
15-602. Use or rental charge for fully de'preclated facllltles was set forth In the old 
prlnclples as an ltcm requiring special corislderation •. The more deflnltlvc coverage·· 
for rental or use ·charges unde~ the new principles provides that a reasonable use 
charge for fully depreciated facilltles may' ·he agreed upon or allowed provided a sub
stantlal portion of the depreciation previously recovered was not recovered on a basis 
that represented, in effect, a charge against Government contracts and subcontracts. 

d. Interest and Other Financial Costs 

Contrary to the general rule set forth in the old and new prlnclples regarding 
the unallowabllity of Interest expense~. interest expense was previously allowable under· 

~: 
contract termination settlements made pursuant to ASPR Section VIII. Interest expense 
ls unallowable under contract termination settlements made .under the new prlnclples. 
The new prlnclples also definitively specify as unallowable certain flnancla1 costs ln 
coonectlonwlth flnanclng operations whlch ·.vere previously stated to be unallowable in ~ 
groad general terms. Interest whlch Is assessed by state or local taxing authorities as ) 

. a result of the non-payment or lack of timely payment of taxes under the spe~lal situations 
set forth Ln ASPR 15.-205. 41(b) and (c) is allowable under the new prlnclples. 

e. Losses on Other Contracts 

Thls Ltem Ls unallowable under the old prlnclples and contlnues to be 
unallowable under the new prlnclples. The new prlnclples spcclflcally designate a 
contractor's contributed port Lon under a cost· sharing contract as an unallowable Ltem 
wlthln the deflnltlon of "losses on other contracts". 

·f. Materlal Costs . 

In the old principles, Inter and intracompany transactlons were llsted ln 
Part 5 as an example of subjects affectlng cost which may require special consldcratlon. 
The new prlnclples provlde that charges .for materlals, servlccs, and tiupplles sold 
or transferred between plants' dl vlslons or organizations under a comnlon control are 
allowable to the extent of the lower of cost to the transferor or current market price. 
However, a departure from thls basis ls permitted under the condltlons set forth ln 
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subparagraph 15-205. 22(e) for items regularly manufactured ;· il~_, sold by the contractor 
through commercial channels. The new principles specifically prcJvide that where the 
contractor can demonstrate that the fallure to take cash discounts was due to reasonable 
circumstances, such discounts need not be credited to allowable costs. 

· g. Precontract Costs 

Precontract costs, are speclflcally made allowable under the new prlnclples 
to the extent such costs would have been allowable if incurred after the date of the contract. 
By a cross reference to paragraph 15-107_, howe~e~, it Ls stated that an advance agreement 
wlth respect to these costs would be particularly desirable._ Coverage ln the old principles 
was llmlted to a reference to thls ltem ln Part 5 thereof as a subject affecting costs which· 
may require special consideration. 

h. Professional Se_rvlce Costs ~ Legal, Accounting, Engineering and Other 

Thls paragraph includes certain criteria to be considered Ln determining the 
allowabllity of these costs in any particular case. Retainer fees are speciflcally desig
nated as allowable but such fees must be reasonably supported by evidence of bona flde 
services which are either rendered or available.· Paragraph 15-204(1) of the old prlncl
ples was so worded as to create a doubt w~ether allowable costs for professional s~rvlces 

. could Lnclude those services which were avallable in addltlon to those actually rendered • . - . 
..._: .. :,.: .. 

l. R~ntal Costs 

No speclflc coverage of this item was contained Ln the old principles •. Coverage 
. lit the new -prlnclples ls now broken down into four major categories: · (L) rent"al costs ln 
general; (U) charges Ln the nature of rent between plants, dlvislons, or organizations · 
under common control; (Lli) rental costs specified in sale and leaseback agreements; and 
(iv) rental costs under unexpired leases Ln connection wlth terminations as covered ln 
ASPR 15--205. 42(e). Guldellnes wlth respect to the extent of allowablllty of rental costs 
a~e set forth for each category. 

j. Research and Development Costs 

The treatment of the cost of research and developn1ent actlvltles represents 
on~ of the prlnclpal changes ln the new principles. The old prlncLples provided for the 
allowance of the cost of research and development speclflcally appl~·<?able to the supplles 
~jr .:;ervices covered by the· contract. Generali research was llsted as an unallowabl~ 
c:y;t unless specifically provided for elsewhere ln the contract. 

Under the new prlnclples, the terms research, (which comprises baslc and 
applled research), and development are separately dcflned for the purpose of cost 
allowablllty. As part of ·the deflnltlon research and deyelopmcnt nctlvitlcs arc further 
categorized as either (1) independent or (2) as sponsored by a contract, grant, or other 
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arrangement. The costs lncurred for indePendent research and lndepcndcnt development. 
are-allowable as Lndlrect costs Ln accordance wLth the separate condLtlons and allocatlor 
bases set forth.ln subparagraphs (d) and (e) respectively of ASPR 15-205.35. 

The remaining subparagraphs of ASPR 15-205.35 discuss (1) the trea~ment of 
indirect and administrative costs appllcable to independent research and development; 
(2) the unallowabllity of research and development costs incurred ln prior periods except . -
where. allowable as precontract costs; (3) the crlterla for determining the overall 
reasonableness ~f the contractor's research and development program; and ( 4) the 
approaches whlch may be followed where lt Ls desirable that the Government bear less 
than an allocable share of the total cost of the contractor's independent research and 
development program. 

k. Selling Costs 

Although the old prtnclples appeared to indicate under ASPR 15~ 203(b) that 
reasonable and properly allocated selling and distribution expenses are an allqwable 
cost, the specific llstlng of "selling and distribution activities not related to the contract 
products" and "commissions and bonuse_s in connectfon with obtalnlng or negotlatlng for 
a Government contract" as unallowable costs under ASPR 15-205. - tended to result ln 
some difficulty ln determining the allowabllity of thls Item of cost. The new principles :c_:· 

- define selling costs· and state that selling costs are allowable to the extent they are ~-
reasonable and allocable to Government business ln llght of the reasonable benefit to 

i 

) 

the Government from the technical, consulting, demonstration, and other services relate..._ 
to appllcatlon or adaptation of the contractor's products to Government use. Not wlth- ~-,)"1. 
standing the latter statement, salesmen's or agents' compensation, fees, commissions~ 
etc. , are allowable only when paid to bona fide employees or bona fide established 
com~erclal or selling agencies. · 

1. Sev~rance Pay 

The new principles make a dlstlnctlon between n.ormal turnover severance 
payments to employees who leave or ·are dismissed on an individual basis and abnormal 
or mass· severance payments made· by reason of the cessation of operations or plant 
closures. :Normal turnover severance pay is allowable on an actual payment basts 
or reasonable accrual basts where lt ls required by law, agreement, establlshed pollcy 
of the c-ontractor that constitutes ln effe~t an lmplled agreement,· or by the circumstances 
of the particular employment. Such pay must be alloca~ed to all \Vork performed Ln the 
contractor's plant. Accruals for mass severance pay are unallowable because of the 
conjectural nature of this ltem. The new principles provide that the allowablllty of ma-ss 
severance payments villi be _considered, l~pwever, on a case by_ case basts -ln the event · 
of occurrence. The old principles briefly mentioned severance pay as an allowable cost. 
Recommended disallowances of accruals for mass severance pay under the old prlnclples 
were based on the lnablllty to determine the reasonableness of the amounts accrued. 
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m. Termination Costs 

·As stated in paragraph 2 of this bulletin, the new principles apply to both 
advertiscd.and negotiated cost -reimbursement type and fixed -priced type contracts 
terminated for the convenience of the Government. The separate set of cost princi
ples set forth in ASPR Section VIII for terminated contracts is. therefore not effective 
with respect to those contracts to which the new cost principles apply. To cover the 
special considerations involved in ter~inati?~s. s':lch as treatment of ~ammon cost 
items, initial costs, settlement .expenses, etc. , a separate paragraph 15-205. 42 
entitled "Termination Costs" has been included in the new principles to indicate the . 
extent of allowability of these items. The prior provisions in ASPR Section VIII with 
respect to the treatment of interest expense and product advertising as allowable 
costs of terminated co~tracts have been eliminated from the new principles. 

n. Training and Educational Costs 

.The brief mention of training of personnel as an example of allowable 
costs under the old principles has been replaced by an expanded statement to clarify 
any questions_ regarding the allowabillty of training and educational costs paid to outside 
institutions, to company training personnel, or to employees receiving the training._,,. 
The new principles set forth the specific items of allowable costs applicable to --~- · 
(1) training and educational activities designed to increase the vocational effectiveness o.( 
bona fide employees; and (2) part-time education, at an undergraduate or post-graduate 
college level, related to the job requirements of bona fide employees. Excluded· 
from allowable costs are (1) grants, scholarships and fellowghips, donations of 
facilities or other properties to educational institutions, (ASPR 15-205. 44(e)); (2) straight 
.time compensation for part -time education during working ~ours which is in excess 
. of 15~ hours per year per employee~ (ASPR 15-205. 44(b),(v) ). With respect to full-
time undergraduate and post -graduate college education, the new principles provide 
only for ~e allow ability of certain costs in connection with full-time scientific and 

. engineering education at a post -graduate level no~ normally exceeding one year. 

6. CROSS REFERENCE INDEX TO TilE NEW AND OLD PRINCIPLES 

The attached Appendix A sets forth selected costs and the corresponding 
paragraph references covering the treatment of these items in the new and old principles. 

. . ; 

FOR THE CHIEF, U. S. ARMY AUDIT AGENCY: 

( ' [-; \ s •,, ,......_ . 
. "' .. ' l' \\1 

Appendix A B. B. YNN, Asst. Chief 
U. S. Army Audit Agency 

DISTRIBUTION: for Policies arid Plans 
D 
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~Li..JDlXA 
~SAAA 316-10 

Cf''IOSS ~FERENCE TABJ.E OF sgLECTED OOS'£S IN l'JEvl .AHD OLD 
S~CTION X.V, J~SPlL 

Cost It,em 

Advertising Costs 

Bad Debts 

Bidding Costs 

Bonding ·costs 

. Civil Defense Costs 

Compensation for Personal Services· 

. Cont ingenc ie s 
... 

Contributions and Donations 

Depreciation 

Dtvid-~nds . 

1~nployee !1ora1e, Health, and 1-Telfare 
Co:t3 and Credits 

-Entertainment Co st,s 

· Excess Facility Costs 

Fines and Penalties 

Food Service and Dormito~ Costs and Credits 

New 
Section X:V 
Paragraph 

15'-205.1 

15-205.2 

15'-205.J 

15'-205.4 

15'-205'.5 

15'-205.6 -

15'-205'.7 

15'-205.8 

15-205'.9 

15-205.10 

15-205.11 

15-205.12 

15-205.13' 

15-205.14 

Old· 
Section XV 
Paragranh 

15-204(a)(r) 
15-205(a) 

15-205(c) 

15-204(b) 

. 15-202.2 .· . 
15-204(p)(t)(x) 
15-204(e)(c) 
15-601; 15-603 
15-502(u) 

15-205(e) 

15-205(!) 

l5-204(d) 
15-205(b)(o) 
15-502(k) 
15-602 

15-205(g) 

15-204(g) 

. 15-205(h) 

15-205(o) 

15-502(g) 
15-502(q) 



I 

I 

I 
I 

~ .. 

' 
· CROSS REFERENCE TA.Bill OF SSlliCTgD COSTS IN lfuvl .LUfD OLD 

S~G'£ION XV, ASPR . 

Cost Item 

Termination Costs 

Trade, Business, Technical and Professional 
Activity Costs 

Training and Educational Costs 

Transportation Costs 

Travel Costs 

New 
Section X:V 
Paragraph 

15-205.42 

15~205.43 

15-205.44 

15-205.45 

15-205.46 

Old 
Section X:~ 
Paragraph 

ASPll Sec • ili!I 
15-502(r) 

15-204(1) 

15-2C4(r) 

15-204(f) 

15-204( w) ~:· . 
15-502(j) ·:·- .. 
15-502( t) .. · 

·.~1 



... APPENDIX A 
USAAA 316-10 

cnoss REFERENCE TABLE OF SELECTED COSTS IN l~J AND OLD 
SECTION XV, f~oSPH. 

.. 

Cost Item 

· Pension Plans 

Plant Protection Costs 

Plant Reconversion Costs 

Precontract Costs 

Professional Service Costs - Legal, Accounting, 
Engineering and Other 

: Profits and Losses on Disposition of Plant, 
Equipment, or Other Capital Assets 

Recruiting Costs 

Ren~al Costs (Including Sales and Leaseback of 
Facllities) · 

Research and. Develop.ment Costs 

· . Royalties and Other Costs for Use of Patents 

Service and Uarranty Costs 

Severance Pay 

Special Tooling Costs 

llew 
Section XV 
Paragraph 

15-205.27 

15-205.28 

15-205.29 

15-205.)0 . 

15-20$.31 

15-205.32 

15-205.33 

15-205.34 
-

15-205.35. 

1.5-205.36 

1.5-205.37 

15-205.38 

15-205.39 

15-2o5.ho 

15-205.41· 

Old 
Section :':V 
Pare~graoh 

15-601 

15-204(q) 
15-)02(n) 

15-502(1) 

15-502(a) 

15-204( i) 
15-205(1) . 

15-205(m) 

15-204(r) 

15-204(s) 
15-205(j) 
15-502(rn) 

15-204(-o) 
15-502(1.) 

·. 

15-205(d)(q) 

15-204(x) 

-15-204(11) 
15-S'02(s) 

15-204(v) 
15-205( i) 
15-205(r) 
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ENCI.CSURE (1) 

COMPTROLLER OF THE NAVY 

NAVCOMPTNOTE 12410 
19 Jul 19ro 

CHANGm JN Tl!XT OF NAVY CONTRACT AUDITORS COURSE 
lN CONTRACT COST P.R:mCIPLES 

[OimJORD 

1, Remove the word "and" from line 8 ot. paragraph I, 
2, ~lete p~agraph nr. 

~ection I-B. page 2 

Item Iji,A.l, - Change (15-20!.9) to (15-20,2.9) 
·J 

~ection I-d, page 6 

Item nr.c. - ~lete and substitute the following: 

In the absence ot advance understandings 1 it is the auditor's 
responsibility to make a determination of the allowability on 
the basis oi' information available. ·. Where a contractor contends 
there was an advance understanding but presents no evidence in 
suppo~ thereor,· the· matter generall.y should be· referred to the 
Contr~ting Officer via appropriate channels,. 

Section I-D. ASPR 15-205.7 thru 15-205.15, page 2 

Pa;agraph 15-205,7 Contingencies 

Change· paragral?h V to read: 

n A l>roposed .. cost based upon contingent events ·which cannot be · . 
measured "!!thin reasonable limits of accuracy should not be 
considered in the evaluation of bid price. 11 

Sect1gn I-p, ·ASPS' 15-205.7 thrq ·15-~~.15, page 14 
i 

Paragraph :15-205,14 Food Service and Dormito17 Costs and Credits 

Item II,A. • Change 15-20~.14 to 15-6<)2.1.4 

§ection I-D, ASPR 15-205.16 thru 15-205.65, page 12 

Paragraph 15-20~,23 Organization Costs 

.Item III.A,2, line 4 - Change "YU,allowable" to "allowable" 

, 
·-~ ... 

('· 
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ENCIDSURE (1) 

~tion I-~ .. page 4 

Item I.e. (4) (b) -~·Change "S!ll"ell_:·. to "Sglen 

~ction I-F, page 1 

Mlke a new item III as follows: 

I~ Situation in respect to subcontracts 

. . . 

.,~' 
NAVCOMFTNOTE l2411... 
19 Jul 1960 

Make the following changes in the present item numbers: .. 

·. In to IV1 ·' 1)1 to V, V to VI·, ... 

Sectign II-g. -gye 15, sixth line trom top of Wjge 
. •. . ; l,.T'·'·· 

Delete the following words: 

"and buildings n 

§action II-C, page 62, · 

:t 

Item (b) (!) - Change 1110/12" to "50/5211 

§egtion II~. ASPR 1~30:Z.,l.(ul tllt1! l5-lQ7. 3 (bb) a. nage 2 

Paragraph 1~307, 3 (s) Mite rial 

Item II. - Change " (ii) tt to rr {iii)" 

Sectign II-D • .A§PR ~d07.3 Cnt tbl'\Ll5-3Q:Z.3 Olb) a page l 

Item I. under Other Business EXpense ~ In line. 2 change 113" to "2" 

§eiop II-~~ ASPJUS::JO'Z· 3 (n} thru .. 15-307. ~ ,(bb) , J2Me 5 

Pvagmph 15-307.3 (v) Pension Plan Costs 

Item N.A.2.a. - Delete this item in its entirety 

~\ 

./ 



ENCLOSURE (2) 

COMPrROLLER OF THE . NAVY 
Qtn'STIONS AND ANSWERS IN 

TRAniiNG CONFERENCE HELD 16-20 MAY 1960 
RE CONTRACT COOT PRINCIPLES, ASPR 
SOOTION XV, PARTS 1, 2·, .3 AND 6 

Section I-A- Introduction- Mr. Cook 

NAVCOMFTNOTE 12410 
19 Jul 1960 

Q. Will the coordination of future cost interpretations involve both the 
audit and procurement personnel of the three Services or will it be re
stricted to personnel on the audit side1 

A. The precise mechanism which will be set up in DOD for cost interpre
tation development is not presently known. However 1 since we are dealing 
w:l. th a procurement regulation, there would nonnal.ly be some procurement . 
representation. At the present time there is one cost interpretation ill 
preparation by an ASPR Subcommittee. The procedure followed in this one 
case may serve as a guide tor the future. This ASPR Subcommittee includes 
both procurement and audit representatives. · 

· Q. Is the Navy-'s Contract .Auditors I Handbook applicable to· the new 
principles? 

A. The statements aa to ·the treatment to be accorded specific items o£ 
cost nov in Chapter II, Section 4 of the Navy Contract Auditors' Handbook 
do not apply to the nev ·cost principles. . ·They app~ only to the old 
principles. Consideration will be given to incorporating a statement to 
this effect in an early change to the. Handbook. 

Q. Will the Navy Area Audit Offices as a group receive information as a 
result of individual cost interpretations made within the Navy? 

A. It is not expected that each individual cost interpretation_ issued 
on a specific case basis will be disseminated to all Navy Area Audit 
Offices. If this were to be done, it could be regarded ·as a semi-

. official or perhaps an official interpretation and implementation of 
the principles and, under those circUmstances, would have to be cleared. 
vi th DOD.. It could verr well be that the answer in a particular case 
migh~ warrant consideration for general publication. In such an instance 
the matter will be brought to the attention of DOD for possible develop
ment of an official cost interpretation. If a question arises which 
appears to be extremely important and . of widespread interest 1 it might 
be possible to get DOD permission to publish the answer on an interim 
basis but wi~ the thought in mind_ that it would either be adopted as 
an official interpretation or dropped aa not having broad enough 
applicability. 

. ... 
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NAVCOMPrNOTE 12410 
19 Jull960 

- ENCIDSURE (:~ 

tl. Hov will cost interpretations be published? 

A. Cost interpretations mS.y be published as a separate part of 
Section XV, although no final decision. on. this question has been reached 
as yet. This has some troublesome aspects. Contracts are genera.l.ly 
written to provide that costs shall be deter.mined in accordance with 
a specific part or parts of Section rJ as in effect on the date of the 
contract. Cost interpretations if'· included in another part of Section Y3 
would ·have to be -~o worded as to indicate that they are nothing more 
than clarification or application o£ the test of reasonableness or 
allocability so that they.fn themselves will not be construed as having 
effective separate dates of their own. ~ other course would present 
a very complicated contract referencing problem later on. 

-· 
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ENCIDSURE (2) NAVCOMPTNOTE 12410 
19 Jul 1960 

Section I-C - Value ot Advance Understandings - Hr· Kuttner 

Q. Can any consideration be given to arq understandings reached prior 
to execution of a contract but which are not written into the contract? 

A. Such an understanding takes on the · complexion of an agreement ·or a 
contract and it is believed that it should not be ignored even though . 
not wri t'ten in the contract. If the understanding represents an 
inequitable arrangement, it wuld be· advisable to alert the negotia'tor 
to the fact so that he will be careful about reaching such an undel'
standing on other contracts. 

3 



. 1 

I:' I 

NAVCOMPTNOTE 12410 
19 JU:L 1960 . 

· ENCIDS11RE (2 j 

~ction I-D - Spe_cifig Qost Items - Mr. Rutten~rg - ASPll J.l::202.l.thru 
15-205.6. 

Advertising 

Q. Does the ASP.R Subcommittee which.is considering the cost principle 
concerning advertising in trade and technical journals intend to come up · 
with an acceptable list of. trade and tecbni.cal j ournals'2 

A. The answer is no. To put out such a ·list would create a storm of 
protest. Those companies who publish journals whose names would not be 
on the list might say that they were being discriminated against and 
there could arise many more problems than are alreaqy present. 

Q. Can those advertisements which have just the two words "Help Wanted" 
in smel 1 letters in one corner ot the advertisement be considered as 
falling in the categor.y ot Help Wanted Advertising? 

A. This is an old device adopted by some companies in an attempt to get :·; 
their adVertising· considered allowable. As a generalization the al-~ -
lowabi!i t:r in full ot advertisements of this kind as Help . Wanted ads.·,_
because some s~al J portion or a minor portion thereof contains the words 

!~ 

11Help Wanted" does not appear warranted. However, in order to be fair-, ~. 
perhaps a reasonable portion of the · advertisement should be considered 
as an allowable cost ot Help W'anted Advertising or recruitment expense. 

Q. . Are not exhibits really for the purpose of promoting sales? 

A.· Companies are not altruistic and there usually is a sales motive 
behind their exhibits. While there mA'1 be some specialized knowledge 
which they are attempting to convey in an exhibit, they actually are 
not conveying it for one purpose only. - They usually ·intend to promote 
sales as well as disseminate technical intomation. As the cost 
principles are now worded, costs of exhibits can be allowed if there is 
no product involved. However, there are not lllBllY'· exhibits that can 
completel3' conceal the product that the company developed.. This is an 
extremely grrq area and not cleal'-cut. The decision v.lll have to be 
mads in the light of the circumstanc.es. 

Q. Wbat constitutes a trade ·or technical journal? 

A. The ASPR Subcomm:l. ttee is currently attempting to develop some 
guidance in this area. ~guidelines issued ~·not_give the specific 
and correct answer in eveq case. Discretion will have to be used. 
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ENCLOSURE (2) 

. . 

NAVCOMFTllOTE 124J.O. 
19 Jul 1960 

~ . questions that arise will have to be considered on a case-by-case 
basis and an attempt made to come up with the best decision within 
whatever guidelines are provided. 

~idding Costs 

1. Should the direct labor of bid and proposal expense go illto the 
base tor distribution of engineering overhead and then the total bid 
and proposal expense be included as part ot G and ~ tor distribution 
to all work? 

A. Direct labor of bid and proposal expense should go in the base tor 
distribution of engineering overhead and the total of the expenses
direct ·labor, direct material, plus the allocable engineering overhead
should go into an expense pool which will distribute the bid and pro
posal expense over all work of the contractor. This does not necessarily 
mean that. the bid and proposal costs should be included as a part of 
G and A. ·It putting such costs in with G and A will accomplish distri
bution to all work of the contractor, then that is all right. However 1 • 

contractors sometimes have different bases tor distributing G and A ~ 
which might not accomplish the result which is desired. In that event, 
some other base for distribution would have to be used. · 

Q. Does not the Kellett ·Aircraft ASBCA case establish ·a precedent that 
bid and proposal costs should be distributed only' to the work resulting 
therefrom rather than distributed over all work? 

'- Bo, the decision is not considered to be a precedent with respect 
to bid and proposal costs. The Xall.ett Aircraft case dealt with the 
question ot whether or not ce.rtain amounts represented a loss under a 
contract and, therefore, under the provision ot Section XV of' .ASPR 
would not be allowable as costs under ot~er contracts. The costs in 
question were not origjJlel Jy incurred as bid and proposal expense. 
Basicall7.the Board ruled that the amount in question was not a loss 
under a contract even though the contractor bad. charged the cost to the 
projects under the contract and the costs were involved ·in the pel'
f'ormance. ot the contract. ·The Board· said that these overruns ot costs 
are a1m11ar to bid and proposal expenses that the contractor might have 
incurred under other projects, but in the final analysis the Board seemed 
to classif.y the overruns of cost as unsponsored research and development 

·costs.- 'l'he Board held that the costa were in connection with and repre-· 
sented a· proper cost allocation to tm7 contract which might involve the 
particular product with which· the original contract was concerned. 
Under. this reasoning the Board permitted an allocation of the overrun 

5 

_. ..... 



-~-···1· *·: 

-- NAVCOMFTNOTE 12410 
19 Jull960 

]l~CLOSURE (2~ 

to twa, contracts which involved the same product as that under the con
tract on which the overrun was incurred but did not allow any -part o£ 
the overl1.ln against a third contract. It is considered that the pro
visions of paragraph 15-205.19 of the new principles captioned rr losses on 
other contracts •• should prevent·. a decision simi 1 ar to the Kellett 
decision in the future. · 

Q. Has e:t:JY decision been reached as to the allowability ot research and 
develOpment expenses as related to the. preparation ot a bid and proposal. 
particlU,ar~ in ~se instances where the Government has asked a con
tractOr to submit· a bid1 

A. Nc decision has been reached. However, in mak1ng a determination of 
allowability1 there seems to be one £actor·which must be~ taken into . 
account. This is whether or not the Government has asked a contractor 
to submit a bid. It a certain amount of investigation was necessar.r in 
order to submit the. bid in response to the Govermnent •s request and what· 
was undertaken was reasonably necessary in order to submit a proper bid, 
the cost ot such investigation should properly' be considered as bid and ".~: 
proposal expenses. Then there is the other situation where a contractor 
undertakes a research project1 develops something he thinks is prett7: 
good, and then goes to one of . the Services- and says 1 

11Here is what I've 
developethd. Don't yet ubethink yodiu~;ould useinthish 711 In thistparticulart hi. h 1\ . 
case, ere seems o sqme ~~erence t e sequence o even s w c 
would preclude the cost ot investigation from being considered as bid " 
and proposal expense. All of the circumstances would have to be examined 
care~, however, before a proper determination could be. made. 

Q. trllat position should be taken in those instances where the Government 
asks a contractor to investigate the feasibility o£ a certain project or 
program without· issuing a contract tor such· work and the contractor 
spends rather large sums of money pursuant to the request ot the 
Govermnent1 

A. t.nlenever this involves a substantial amunt which is clearl3' identi
fiable~ it should be watched very care~ because even though the 

· Govermnent requests the contractor to do such work, it is questionable 
whether the costs are .acceptable as bid and proposal expense in the 
abstmCe · ot a specific contract. In these instances 1 it is considered 
that the costs· should be questioned and advice sought from the technical 
inspector or· the_ matter referred -to NavCompt. 

Q. ShOuld all research and developnent costs which are included as part 
ot bid and proposal expense be referred to the contracting officeri 

6' 
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A. No'. they should not. the question to be resolved in this area is 
whether the research and development can properly constitute part ot 
bid and proposal costs or is . to be considered as research and develop
ment per se. It it is determined that the costs involved fall in the 
latter categor.y, then the cost principles. with reference to research and 
development will come _into ~ and not those cost principles which have 
reference to bid and proposal expenses. This is proper in the light ot 
the position of the auditor whereby' under cost-type Navy contracts. he is 
responsible for determining costs; whereas, under fixe~price contracts, 
if'.the auditor c~ot make a determination on his own, he recommends 
items tor the consideration ot the contracting officer. 

Q. Should not Government contracts be charged only with the bid and 
proposal expenses related to such contracts? 

A. this would seem rather ditf'icult because it leaves unresolved the 
question ot where to charge unsuccessfUl bids. It would be possible, ot 
course, and proper, too; that it a contractor chose to charge· directl7 
to contracts the cost ot. successfUl bids 1 he could, it· he followed the 
proper system, put all unsuccessful bids in overhead tor allocation to 
all work. · 

CLvil DefeJWJ Qpsts. 

Q. The new ·principles allow the costs ot Civil Defense measures for a· 
contractor's own premises but do not allov the costs of Civil Defense 
measures tor the area in general. \lb7 is there this difference? Funda
mentally there. is no difference ·in the results to be obtained. 

A. Actually there is a tundamental difference between the tvo situations • 
. In the first instance, the contraetor ha:a his ow prQperty to consider and 
will vant to protect that property. This is of direct interest to him 
and, ot course 1 is directly related to aey- work performed in his plant. 
The other situation is ot more general interest for the public welfare. 
Since taxes are expected to pl"Ovid~· for the needs o~ the public and the 
contractor pays such taxes, aJlY voluntar.r contribution in this respect 
is considered to be in the nature ot donations or contributions. The 
Federal Govermnent· has generally toUowed a policy of not participating 

. under cost-type contracts in the cost of donations, ·grants and gifts. 

Compemtation 

Q. How do you dete_rmine the &mount o£ reversionaz7 credits· due the 
Government in connection with a·contractor•s pension plan contributions 

7 
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tor -terminated employees (other than mass terminations)? 

A. Paragraph N2-4.010 (f) (5) of NCAH contains inf'ormation in this 
connection. Ordinarily it will not be necessar.y tor the aUditor to 
determine an amount due the Government. for normal turnover since this 
contingency is generally factored out b,y the actuaries in determining 
current contributions under the plan or is credited to the next due 
contribution to the plan. 

Q. How long a period of time does the Government have in which to. attempt 
to recover any abnormal reversionary credits under a recapture agreement1 

A. With respect to the assignment of ·credits and refunds under Navy 
cost-type contracts 1 the answer probably is "indefinitely'." This is to 
sq that at any time that it can be determined that the contractor has 
received a credit to which it is believed that the Government is entitled, 
or a portion thereof, the agreement can be invoked and the cont~ctor · 
asked to refund the proper amount to the Government. It is not know to 
what extent if' s:ny the statute of limitations applies. An:7 question as 
to the time element should be referred to NavCompt for resolution with 
Counsel. · 
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~c;!iion-I-D- S0£ifid Cost IteW! - Mr. !n9JL!spn- !5fR 15-205.7 th!l! 
15-205,15. 

-~ntingeneies 

Q. May a bonus based on earnings and determined at the end ot an 
accounting period. be considered in the evaluation ot a bid price? 

A. It will b~ observed that the changes to text of manual revised this 
item to read: 

11 A proposed cost based upon contingent events which caxmOt be measured 
within reasonable limits of accuracy should not be considered in the 
evaluation ot bid price." · 

It is considered that where a contractor bas an established plan or 
implied agreement to pay bonuses ot this type and- the costs can be esti
mated within re&Sonable limits ot accuracy, the contingent cost ~ be 
considered in the evaluation of a bid price. ::. 

penreciation, 

Q. It a negotiated use charge in· connection with tacili ties, which have 
been full.y depreciated and a substantial portion ot such depreciation 
was recovered under Govermnent contracts or subcontracts, is agreed to 
in advance and incorporated in contracts, vhat effect ·does ASPR 15-205.9(f) 
have thereon which states that no use charge shall be allowd on this 
type of full.y depreciated asset?_ 

A. The terms of a:ny specific advance agreement or contract term would 
. be controlling although such action would be contrary to the stated 
principle. Some extenuatillg circumstance :may justifY the charge in. some 
given case. In aDY event, it would be up to the contracting officer to 

. justifY the agreement to allow the use charge. 

Q.. {a) Mq a contractor use one ot the depreciation methOds authorized 
'b7 the Internal Revenue Code for. tax purposes and another tor costing 
purposes? · · 

(b) Also, which basis shoUld he keep his books on? 

A. (a) Yes. Although it is necessa17 that normal depreciation be com
puted upon the property cost basis used tor Federal income tax purposes, 
it is not mandatory that the same method o_t comput~ depreciation 
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. expenSe be employed tor costing and income tax purposes. The principles 
provide tbat "Nomal depreciation ••• is an allowable element- of con
tract cost; provided that the amount thereof is computed:· • _ • • by the 
consistent application to the assets concerned or ~ generally accepted 
accounting method, and subject to the· limitations of the Internal Revenue 
Code ot 1954, as amended ••• •" · 

(b) As a general proposition the depreciation tor costing purposes 
will be that reflected in the general books ot account, but the principles 
do not specifically require it. However, if the method of computing 
depreciation for costing purposes differs from that reflected in the 
books 1 it is considered necessary that a satisfactory- memorandum record, 
capable of being f'u1l.1 supported tor costing purposes, be maintained. 

~~Pees Faci1ftv Costs 

Q. It 50- per cent of a contractor's equipment is idle, would the idle . 
facilities be considered excess facilities? 

A. It is necessar.r to consider 811 the facts in a particular situation.·_ 
No categorical answer can be given based on a per cent. To the extent 
all or some portion ot the equipment will be needed tor foreseeable 
volume or business and other reasonable standby purposes, the costs of . ~ 
maintaining it may be allowable. All other excess equipment costs 
would be unallowable. 

~-
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~ction I-D- ~c:Jfjc- Cost Items - Mr. @mann-~ 1.5-205.16 thru 
15-205.25 . 

Interest and Other ~Jial Costs 

Q. Are coats incident to a stock dividend allowable? 

A. Yes. It is considered that the,- ~ ~%mal expenses o£ doing business. 

tfaterfal Costs 

Q. . Is the term ncommereial Channels II to be interpreted as items for 
commercial end-use ·as opposed to military. end-use as in the past? 

A. It .is our view that an item which has military end-use on.l.1' does not 
meet the test ot "sold through commercial channels. " 

i r 

Q. It an item is listed in a catalog., may. it be considered as an item A. 
sold through commercial channels? -- · '::\ 

A. The fact that an item is a catalog item does not necessarily indica:te 
its end-use.. It could be listed so that other mili tar.Y suppliers would 
knew of a source for the item. 

Q. What is t~ position of NavCompt re oft-the-shelf items? 

A. The conclusion has been reached that "sold through commercial channels" 
refers to · items for conmercial end-use and not mili tar.r products in the 
sense ot specialized items. The basic idea or premise on which this co~ 
cept of acceptance of i~ "sold through commercial channelsn is based 
is that the prices ot the items are controlled or lowered b,- effective 
competition for commercial end-use. It Navy contracts are charged at 
prices not in excess ot the most favorable prices that may be given to 
commercial customers 1 we den •t have to be too concerned about arq small 
element of proti t that might be included. However., a ver.y. large volume 
ot this type ot transaction would raise some question. In such a case, 
it might be well to suggest a special contract provision aDd consideration 
ot those items. It is expected that noma.lly the dollar amount for such 
commercial. items utilized will be relatively small with respect to the 
size ot the contract and that the acceptance on a commercial price basis 
is mre economical and practical than attempting to determine the actual 
cost. We •ve bad such cases in the past in connection vi th such 1 tems 
as lamp bulbs and sjnall electrical. JOOtO.rs. :rn such a case, it might 
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cost three· times the price of the bulbs to perfor.m special cost studies 
to determine the actual cost to the company. In that type of situation 
the use of the most favored cus1;omer basis is obviously preferable. 

Q. It a contractor secured competitive bids on an item to be made 
according to specifications which is not a standard or off-the..:.shel£ 
item and awarded the work to one of his divisions on the basis of low 
bid, what treatment would be accorded cost incurred in excess of the bid? 

A. In determining the allowable cost or intra-com~ purchase of such 
nonstandard items, allowable cost is based on cost to the transferor 
unless the items are the same or substantially similar to items for 
which prices have been established by other suppliers. In the latter 
case the cost to the transferor or the prices of other suppliers, which• 
ever is lower is allowable. Where the contractor 1 in connection vi th an 
item for which established prices do not exist, acted in good faith at 

, the outset, secured competitive bids, sincerely analyzed them, and con-· :;:::.~ 
eluded they could do the.· wrk cheaper than the other bidders~ the f'ac't ··;? 

that they subsequently incurred costs in excess of the other bids would 
not be a good premise tor disapproving these excess costs. 

;.. 

Q. Is the requirement tor contracting officer 1s approval ot purchase ~ 
orders applicable to inter-divisional wrk (i. e., work within the same 
c~)2 Some contracting officers seem to think sol 

A. While each case must be considered on 1 ts own merits 1 generally the 
answer is "no." · · 

Q·. When a company writes oft obsolete stock, is it appropriate f'or the 
loss to be included in inventory adjustment~ 

A. As a generalization, ·it is not appropriate £or Government contracts 
to be charged tor losses or share in gains from adjustments on account o£ 
obsolete stock. 
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Section- £-D - ~sifig Cost Items :- Mr. Kuttner - JSfR 12::,205.26 th:rn 
15-205.34 

PlBpt Prptection 

Q. What criteria should be used in detent1 ni ng whether the expenses o£ 
plant protection should be charged directly to a contract or a group of 
contracts in lieu of being allocated to all work through overhead? 

A. It a particular contract or a group of contracts have security re
quirements significantly in excess of those of the contractor's re1J181n1ng 
activities 1 it is only equitable that the contrac·t or contracts necessi
tating the increased expense bear the cost thereof. On the other hand, 
it the contractor's operations are completely' deVoted to the defense 
effort requiring the security measures, and more especially if the con
tracts are mostly of the cost-reimbursable type or are subject to 
repricing, the expense involved in plant protection DJa7 be charged to 
overhead,· because no practical purpose would .. be served by attempting a 
precise allocation of the expense. No hard and fast rule can be formu
lated. Whether the costS should be treated as direct or indirect can~:. 
best be determined by an evaluation of the specifics of the case •. 

~Igcontract Costs 

Q. ·Situations. arise in which a contractor may have to ·pertom work which, 
but £or the absence of a ·contract, would constitute work required under 
the contract just to be able to submit a bid. Should the costs incurred 
in doing this work be considered precontract costs or bid and proposal. 
expenses? 

A. Tn a situation of this kind. all f'acta must be considered. The nature 
ot the costs and the contractor's normal treatment of' like costs will. 
have a bearing on the matter. It the costs are in the nature of research 
or investigations to detemine whether the pursuit of' a certain field of 
endeavor is feasible or has potential for accomplishment, it 1JJB.1' well be 
in the area of unsponsored research and development. It· it is done so 
that a meaningful bid can be presented, ~though at the request of the 
Govermnent, it normally. vould be to the contractor's advantage to treat 
it as bid and proposal expense so. that it ma:y be recovered in accordance 
with. its. normal treatment of bid and proposal expense in the event the 
bid is unsuccessf'ul. While there JDEq be instances where the formal bid 
or quotation is submitted atter considerable work and negotiations have 
taken place 1 ordinar1.1y' it is believed. that precontract costs would be 
costs in~red atter a proposal or bid was received and after there was 
an informal understanding that a contract would be aWarded. 
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~tession,J 8eryices 

Q. Should outside professional services be allowed if a contractor has 
his ow staff? ·wouldn 1t this 1?e a duplication of effort? , 

A. The key word in this question is "duplic_ation·"· It liJIJ.Y be difficult 
'tO prove that there is duplication of ef'f'ort even though it looks as 
though there is. It a contractor has· . a competent legal stat£ on his pay
roll, care should be exercised before approving retainers tor outside 
legal counsel. -.However, since there are degrees of' specialties involved 
in the legal and accounting professions 1 it may be desirable to have 
available certain talents which would not be present in the contractor's 
own staf't. There is no categorical answer to the question except to say 
that special care should be exercised to see that 1 if a contractor does 
retain outside professional help, his own staff is not capable of per
forming whatever services might reasonably be expected of' the outside 
firms. · 

Rental Costs .(!nclud1pg· &le and Lease£Ack of Facilities} 

Q. Assume that a contractor began constrtlCtion of a buildiilg and sold the 
partially completed building with the understanding that it would leaae 
the building upon its ·completion. Would the rentals paid under such a (\ 
lease be treated in the same manner as those under a sale and leaseback · 
of a completed facility? · 

· A.. This is also a sale and leaseback. As far as the application of the 
rule contained in ASPR 15-205.34 (c) is concerned, 1 t makes no difference
whether the facility vas or was not suitable tor use when it was sold. 
The important point is that the contractor had title to the property; 
the property was sold and then leased back. 

Q. It the sale and leaseback occurred in a period before the contractor 
was engaged in defense wrkl would there be any di£ference in the treat

-ment of the rentals? 

A. . The rule set forth in ASPR 15-205.34 (c) is unequivocal and ·applies to 
· aey sale and leaseback regardless ot the period in which the transaction 
occurred.-. It a contractor is paying rent lmder a sale and leaseback 
which was consummated 10 years agoJ my portion of the rent in excess of 
the normal costs of owners!P,p would not be allowable. This is an 1 tem. 
tor which the contractor should seek _an advance tmderstanding if he does 
not want ASPR 15-205.34 (c) to be operative. 

. 
·.~ 
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· Q. What treatment will be accorded the rentals paid under a sale and 
leaseback if the transaction wa~ undertaken by a predecessor organization, 
·which was merged into or with the contractor'] · 

A. It is not possible to give a categorical answer to this question 
because it '!IJ8.Y involve a study of the manner in which the merger and 
sale and leaseback were accomplished. . The tem merger is used in some 
states to refer to all types ot consolidations, including those where 
a new. corporation is brought into existence, rather than being limited 
to those cases il1 which one or more corporations become absorbed into 
an existing corporation. The problem rray become a legal matter or a 
determination o·f the primary motivation for the merger, 1. e., whether 
it was effected for some reason other than avoidance of the cost 
principle here involved. I£ the auditor is confronted with a problem 
in this connection, it is suggested that all the facts be submitted for 
stuqy b,y this office and consultation with counsel ~ deemed appropriat~. 

Q. Are the rentals made in connection with agreements which permit them,-~· 
to be applied against the purchase price ot the asset allowable under the 
present regulation! · 

A. · Where it is clearly evident that the transaction is in substance a 
conditional sales contract providing tor payment on the installment basis, 
a:ny payment made pursuant to such an agreement is nc)t rent but a portion 
of the cost of acquisition. Hence, the payment is not an allowable cost. 
The asset should be accorded depreciation accounting. The facts re
lating to all such leases must be carefully considered. 

Q. Would there be· any effect U);X)n the allowability of cost if the sale 
and leaseback contained an option permitting the contractor to repurchase 
the facilities after the expiration of a stated period? · 

A. Since this situation is only a variant of the more usual form of a 
sale and leaseback, the portion ot the rentals not in excess of the cost · 
ot ownership wuld be allowable. lhder this interpretation, the con
tractor could not be reimbursed by .the Cbvernment tor a:rJ.Y portion of the 
rental. which represented consideration tor the . option. · 

# .... 

15 



..: 

.. 
.. . ~ 
~. 

' 

' . 

NAVCOMPTNOTE 12410 :ENCU:SURE r~ 
19 JUll960 

~ectigg L-D - Specific Cost Item§ - Mra Pawson - A§PR 15-~~ tarn 
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Research and ~yelogment 

Q. Would you clarify the position taken with respect to the significance 
ot the last sentence of ASPR 15-205.35 (e)? 

A. It is the ·view of the Office ot the Comptroller that the significance 
of the last sentence of ASPR 15-205.35 (e) is that it supports the posi
tion that the first sentence permits an allocation of independent develop
ment only to Government production contracts and not to Government R&D 
contracts. It this were not the case 1 then the second sentence would be 
unnecessar,y because the first sentence would then app~ not only to a 
contractor engaged only in R&D work but also to a contractcr p3rforming . 
both p!'Oduction · and R&D work. The fact that the soco!ld sentence bas been 
included .means that additional specific ianguage w-ciS necessary so that 
contractors who were engaged o~ in R&D could allocate some portion of ~~--
their independent development· work to Govermnent R&D contracts. - ·;_~ 

Q. In order to qualify under the exception in ASPR 15-205.35 (e), must 
a contractor do no production work at all, or could he perform some · ~
production work, for example, 1%, 5% 1 lOt'? r \ 

A. The Office of the Comptroller is ot the opinion that the exception 
in ASPR 15-205.35 (e) is intended tor those organizations whose basic 
effort is research and whose hardware is llmi ted to a working model, 
prototypes or precesses 1 w1 th an:/ sales of products being incidental, 
as distinguished from i tams manufactured tor sale . to customers whether 
or not the production is carried on in a pilot plant or regular manu
facturing facilities. 

Q. Does the last sentence ot ASPR 15-205 • .35 (e) apply only to nonprofit 
organizations? · 

A. No. J«rr research company 1 prcti t or nonprofit 1 could qual.1i7 if 
research work is its basic effort. ;: · 

Q. . lh ASPR 15-205.35 (t) ~ how shall the word "practices" in the phrase 
"accounting practices consistently applied" be construed? 

A. The word "practicesn is to be construed as a ·course of aetion contiml
ously followed. A "practice" cannot be established on and off pure.q tor 
convenience; it is established over a period of time. 
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· Q. How. can you change an accounting "practice?" 

NAVCOMPT.NOTE 12410 
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A. Since a "practice" represents first a certain course of action, the 
course ot action must first be changed. The mere change does not 
constitute a changed "practice," however. The "practice" becomes changed 
onl7 after the changed course ·ot action has been continuously-followed 
tor a period ot time so as to establish the course of action as the normal. 
method ot accomplishing a desired result. , 

Q. Is it not dangerous to condone an· accounting principle or practice 
which we do not . qree with tor the sake ot expediency1 

A. Yes. Any such instances should be thoroughly documented with complete 
understanding with the contractor that this is being done solely tor the 
sake of expediency. Unless this is done, and the mix of work at a 
contractor's plant changes at some future date with nonemphasis on· 
Govermn8nt work, we mB.7 be saddled with a precedent contrary to what we 
think is. proper, or what the principles intended. 

Q. If we have accepted a contractor's method ot accounting for certain ;-t·· 
costs that does not contom to a sound accountirlg practice, could not the 
contractor use this as an argument in justification of changing another 
ot his accounting procedures from one which we consider contonns to sound 
accounting to one that does not? 

A. Yea. However, where a contractor wants to change a practice which 
contoms to the principles to one which does not conform, no agreement 
should be entered into for the sake ot expediency or otherwise. 

Q. Is it true that, it a contractor has been consistently applying 
accounting. practices which are oontrar.r to the principle laid down in 
ASPR 15-205.35 (f), such practices are acceptable1 · . 

A. Yes, this is the effect of ASPR 15-205.35 (f), but this applies onl7 
to R&D. 

Q. :rn some instances, a contractor mq change his method but a year or 
two llllq elapse betore a disapproval_ is ~sued or. before a case . gets 
before the. ASBCA. Could it still be contended at the time of the 
disapproval that the contractor does not have a new accounting practice? 

A. Under these circumstanqes, we would probably have to admit that the 
contractor now had a changed accounting practice. The way to prevent 
this from happening is to be prompt in re,.riewing ·the accounting system 
and going on record at an early date as to the acceptability· thereof so 
that the passage of time will not enable the contractor to assert that 
its changed method has become its practice. · 

, .... 
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Q. Won •t· it be difficult tor the auditor to make a determination that 
a particular project is basic research, applied research, or development? 

A. Yes, and this was probably ~"ognized.by the military departments 
vhen they established the Tri-Departmental Committee. However, since all 
contractors are not on the list for consideration jy the Comittee of 
their research programs there JDB.Y' be instances where we will have to ask 
assistance from the Committee in the case of other contractors 1£ we are 
unable. to make a definite determination as to whether the contractor's 
activity falls in the catego:r;y of research or development • 

Q~ Will the Tri-Departmental Committee involve itself' with accounti.Dg 
matters? 

A. It is our understanding that the Comnittee will not eoncem itself 
with the accomting aspects of a contractor's research and development 
program. Its efforts will be confined to a contractor's research and 
development program as such, type of endeavor, budgeted effort, and 
matters of th&t kind. However, it they should approve dollar amounts 
rathe~ than projects or percentages of a contractor Is research program; 
it would appear desirable that they obtain audit advice. 

... :.. .. 

Q. Will it not be difficult in some instances to make a determination 
as to what constitutes a product line? 

A. Yes. The determination as to a product line can be narrow or so 
broad as to include almost· aeything. Judgment will have to be exercised 
to keep the determination within reasonable limits. Technical assi~tance 
should be solicited. If a contractor persists in taking a broad view of 
what constitutes his product line, it may be necessacy to resort to 

·~· 

formal disapproval and have the issue decided through the appeal procedure. 

Q. In the case of a contractor who is . not on the list to be considered 
b.r the Tri-:D!partmental Committee, should the auditor attempt to make 
his ow determinations regarding the contractor•s research and development 
programs! . . 

I: 

A. Yes. ·rt the auditor is unable to make a determination at the field 
level, then the matter should be referred to NavCompt together with the 
same type of information that t~e contractor would have to .submit to the 
Committee. 

Q. What happens· it an adviso17 report bas to be released and no dec'ision 
from NavCompt bas been received? 

18 

, . ' . .... . . . 
'-' 



·l"' ·~ 
. ~- -1 

.. 
. -. 

I 
.I 

!lfCLOSORE (2) NAVCOMFTNOTE 12410 
19 Jul 1960 

A. The auditor will have to de the best he can even if it means setting 
the costs out for further consideration. Sufficient intomation will 
have to be presented, however, to .. enable the negotiator to have something 
to w~ \lith so tha.t he can make a deterinination. 

Q. Will the auditor be called upon to assist the Tri-Departmental _ 
Committee through the submission of accounting advisor.r reports? ·· 

A. It ·is not presently lmown whether this will happen or not. It so, 
we should think in tems ot total costs of the projects rather than in 
terms of cost of individual elements, such as, labor, material, and 
overhead. . 

Q.. M.lst the principles be followed everi though contra17 to good 
accounting practice? 

A. Yes. If the principles provide leeway for 8Jl7 action contrar;y to 
· sound accounting· principles 1 then no exception can be taken. 

Q. Will the Tri-Departmenta.l Committee police the contractor's program? . 

. A. Our impression is ·that the Committee will not pollee the programs 
and that the ultimate determination of the amount of allowable costs 

-·-· 

~-·. 

t- .-. 

will be lett up to the auditor and the technical inspector. There should 
tle nu ~ular problem if the Colimdttee picks out special programs and 
has indicated the degree to which the Govermnent w:Ul share in the cost 
thereof and the contractor's methods of accounting.tor the costs and 
controlling '\Go. l:"lA.nn:ing and execution of researCh projects is acceptable. 
Howver, it the program is Ol.~aontinued and a new tvrPe~ o£ program is . 

·instituted, it is not considere·d that the original Committee approval 
.would continue; a new approval wul.d have to .be secured. 

('I 

Royalties 

Q. What is the auditor's position with respect to ·handling ·claims tor 
royalties? 

A. The auditor should make every attempt to determine if the royalties · 
that are ·claimed are or are not allowable. If' this c&.tmot be tbne 1 an 
advisory report should se1i such costs out for further consideration in 
the case o£ a fixed price contract. In the ease of a cost type contract 
tha matter should be referred to NavCompt· tor further action. 

19 
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NAVCOMP!'NOTE 12410 
19 Jull960 

ENCIDSURE (2) If'\ 

Severance Pay 

Q. If' an adjustment tor severance pay is carried back over a number or 
years, isn't there a good chance that a. contractor would be barred from 
recovery it he bad submitted UDqUBJ..ified releases on completed contracts? 

A. This is true. However, since the nev Principles, in the case or 
abnormal. severance pay 1 specifically state that the Govemment recognizes 
its obligation to participate in such cost, the period to b8 covered by 
the adjustment should not be one that will enable the Government to evade 
this obligation. 

Q. Although the new Principles state that normal severance pay is to be 
allocated to all work ot the contractor, would it be permissible to 
allocate the payments to all work ·within the department where the ·charges 

.originate? . 

A. Technically, this wul.d seem to ·be a deviation from the Principles · 
but there would not seem to be 8ll7 great objection to such a procedure-. 
since the net result is more precise costing. · 

20 
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19 Jul 1960 

Section !-F - Concurrent Use of the Ney and 'the Old f;riac~ples - MJ:. Cook 

Q. Mq a prime eontraetor insert the new Principles in new subcontracts 
entered into under prime contrac~s which contain the old Principles% 

A. No -Categorical ariswer can be given to this, but there would not seem 
to be ~ restriction b,y tmplicit directive which would prevent a prime 
contractor from so doil:lg from the date they were issued. However~ it is 
considered that reimbursement to the prime contractor tor the subcontract 
costs would have to. be determined on the basis of the old Principles 
regardless of the commitment on the part of the prime contractor to 
reimburse the subcontractor on the basis of the new Principles. This · 
would seem to be the ease because the language of paragraph 15-200 of 
Part 2 of the old Principles makes such Principles applicable to the 
deter.mination of cost type subcontract costs for which the prime-con
tractor seeks to be reimbursed. It is believed that this phase ot the 
matter JrJB:7 require further clarif'ication it it becomes a problem. 

2.1 

., 
f:l . 

..... 



. _i 

NAVCOM;PXNOTE .12.410 
19 Jull960 

ENCIDSURE (2)~ 

Genera! Questions in Connection with ,.ASPR. Section XV. Parts 1, 2, and 6 
Mr. Ruttenberg. · 

· Q. What consideration, if any, should be given to contrac'ts for research~ 
investigations~ etc.1 at no cost· .to the. Government or at the most a very 
nominal sum such as 11.00? · '" . 

A;.· Although DO payments, or any payments beyond the nominal sum stipu
lated in the contract, could be made under the contract f'or the work 
performed, it is not considered that it is intended that the contractor 

. should ·be denied recovery- of the cost of perf'omance as an independent 
research program. In this event, the principles applicable to research 
and development costs could be applied. However, it 1.IJB.Y be advisable 
to obtain clarification of the intent of the agreement f'rom the contracting 
officer it it is not evident from the contract since the project 'lDB.Y be 
cost sharing with the Go'Vernment turnish:lng the. tacili ties. 

Q. Is the negotiator bound by the recommendations in an advisory- .~.· 
accounting report submitted tor the purpose of negotiating overhead rates?;·-!<· 

-~. 

A. Strictly speaking he probably is not, but it would seem that any ~, 
negotiator would have to have positive proof to the contrar;y before over
ruling an auditor's recommendation tbat a particular item of cost should ~ 
~-~~~~ ' 

Q. Why are negotiated overhead rates still being used, particularly 
since the overhead is nov on an historical rather than prospective basis'2 

A. It is trUe that the need tor negotiating an overhead rate is 
· considerabl.T lessened since the rates nov reflect historical costs and · 
actual experience. There still remain certain advantages, however. 
One advantage is that there will be uniformity of treatment of similar 
costs under like circumstances by all the Services of the Department of 
Defense. Anothe~ advantage is ~at the requirement to submit a report 
and negotiate a rate within a specified period of time tends to· get the 
overhead au.d:l. t on a more current basis. 

22 

, 
-... 

,·, 



... 
·~: .. 

-

l 
/ 

mciDSURE (2) 

.. . 

NAVCOMFTNOTE 12410 
19 Jul 1960 

Section rr-c - Categories or Direct apd Tndi rect Costs - 1itS, Niertl 1 ng 

Direct Costs - Salaries and W!g§S 

Q. Is it not possible that institutions may budget a certain SJJX)Ullt of 
time for instruction and a certain &l!X)unt ot time available for research 
work tor each professor and establish different rates of ~ for each 
categor.r ot work with the rate for research being greater than tor " 
teaching1 The principles state "• •• that.the excess ot salar,y and wage 
rates paid to ,personnel working on Government research agreements over 
salar,y and wage rates paid to personnel worldng on the institution •s 
departmental research or other res¥J."Ch will not be allowed unless spe
citicall.y provided in the agreemen'ti or approved by the contracting · 
officer." : · 

A. This may be possible; but the ~titutions have contended that there 
is no W&7 to segregate certain research perto:nned by professors from 
instruction. They refer. to this type of research as nonbudgeted depart- :).:···· 
mental research. It would not appear that a:ny estimate , they make of ove~.· 
all research performed. by a professor which includes departmental no~ ·~ 
budeeted research wuld be too realistic. Furthermore, since it is 
contended ~t it is not separable from· instruction, there would be no 
justification tor paying different rates for time· devoted to teaching 
and this type of research. 

Q. IDes the tact that employee beiJef'i ts 1 such as pension costs, are not 
calculated on summer salaries paid to faculty members justify exclusion 
ot such salaries from the sa.l.ary and wage base?. 

A. Without all the details, a definite answer cannot be given. However, 
it rDB:3' be appropriate to make a special allocation ot certain employee 
beneti ts and include the salaries and wages in question in the base for 
apportiomnent of those G&A expenses which do benefit the work involved. 

IuSirect Costs - Departmental Es?ense 

Q. Ia 1 t DOt possible that the reason indirect depa;-tmental expenses are 
much ·greater than the expenses- they were intended to offset 1.mder the. 
Blue Book is that the: indirect· departiDental. expenses nov include a share 
of O&M,. G&A• employee benefit expense, etc7 · 

· A. This 'llJB.Y be true. It is possible also that certain expenses nov being 
included in this pool previously were include-d in direct charges. · If' this 
is the case, the advisory report should point up thee~ facts and indicate 
approximately· hov much other factors have been reduced so that the efiect 
on ovet'-all costs can be evaluated. 

.. ..... 
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NAVCOMPrNOTE l24lO 
19 Jul.l9to 

ENCLOSURE (2) ~. 

Depreciation 

Q. IS it possible for an institution to claim depreciation on cert&in 
ot its building and equipment and use charges on the balance7 

A. Yes, I believe ·this would be possible where they maintain actual 
records of usable buildings and · equiplnent as distinguished from original 
complement or reasonable estimates. However, there would have to be 
consistency ot treatment once an election was made. When an item, for 
which depreciation allowances have been claimed, is tully depreciated 
use charges would not be allowable thereon. 

Q. Where there has been special agreement between the Government and 
the institution to amortize the cost ot a building or laboratory- over 
a given period, could the institution claim a use charge on the building 
or laboratory after the amortization period bas expired? 

A. · It woUld not appear proper. However, consideration is presently 
being given to some ASPR coverage in this connection in order to effect 
some uniformity ot treatment ot costs of this nature. · 

'. ; 
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alCIDSURE (2) NAVCOMPI'NOTE 12410 
19 Jul 1960 

. General Q1estions in Connection jdth A§.PR. Section X!/, PartS 1, 3 • §:tld 6 
Mr. Kiser 

. . 

I Q. Is difficulty being experienCed in· the application ot BuBud 
Circular ~21 to cost type contracts that are being audited tor other 
governmental age~ies, such as, Federal Aviation Administration, National 
Science Foundation, Department of Health, Fducation and Welf'are, Atomic 
Energy. Commission, etc., and ASPR, Section XV 1 Part 31 as implemented 
by Department of Defense Joint letter No. 41? · 

A. The members of' the training class indicated that no difficulties 
. were being encountered. 

Q. Will we be able to make recommendations regarding revisions to BuBud 
Circular A-21 by 30 June 19601. 

A. We are required, in accordance with the directive of' BuBud and the 
ASPR Committee, to recommend, ·by 30 June 19601 revis_ions of' BuBud · 
Circular A-21 that we f'eel are desirable. It is indicated that we have· ~. 
not had enough audit experience to make positive recommendations to 
BuBud, through the ASPR, Part 3 Subcommittee by this date. · At present_. 
we are in a vacuum, so to speak, wi~h regard to such recommendations 
and will possibly request a delay of six months to a year. We expect 
to convene our ASPR Subcommittee soon to plali for future action. 

Since recommendat.ions submitted to BuBud will be based largely on 
inf'ormation received from auditors, it is incumbent on the auditors to 

. tumish information on problems· that are being encountered in adminis
tering the revised Part 3. Auditors have a responsibility for recom
mending changes where principles are unrealistic. It is impossible tor 
Headquarters to visualize all circumstances. Auditors are in a better 
position to formulate ideas for solving a problem since they are 
continual.ly applying these principles in their daily work. 

We will welcome recommendations as to those areas where P8rt 3 should 
possibly' be chB.Dged fo_r purposes or ;audit approach simplification, 
claritication of expense treatment, and elimination of unnecessar.y detail. 
It you have any suggestions, send them to us. Your assistance will be 
very' helpf\ll. Since e:ny changes to BuBud Circular A-21 will be largely 
dependent upon our experience, it is considered that suggestions and 
infonnation originating with the auditors will constitute the major 
source of recommended revisions. It iS requested that such information 
be tumished in timely fashion, that is, promptly ai'ter you have reached 
a conclusion on a particular aspect or item of Circular k-ll. 
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NAVCOMPI'NOTE 12410 
19 Jul 1960- .. :. 

ENCLOSURE (2) 

Q. What is the ~se ot the College and University Federal Committee?. 

A. The NatioDal Association ot Colleges and Universities has established 
a federal committee, with an office in Washington, D. c., to maintain 
close liaison with and to work with the ISpartment of Defense, ASPR 
Subcommittee and BuBud on problems arising in the application of 
Circular A-21, gathering information trom member schools, consolidating · 
views ot the association, and distributing information to the association 
~~rs. ·This committee may be helpfUl in improving our relations with 
the group ot educational institutions and individual members of the 
association. The ASPR Subcommittee has informall.y suggested to the 
federal committee that in submission of their problems to the ASPR 
SUbcommittee 1 the problems be based on an actual case 1 or cases 1 and not 
on generalities, and, to the. extent practicable, the problem be presented 
via the militar.Y auditor cognizant of the educational institution where 
the case arose. 
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~erpt !rom Transcript of Eisenhower's News Conference on Domestic and 

Foreign Affairs 
· New York Times, January 19, 1961 - Page 18 C 

* * * 
For I_ntormed Citizenry 

A _ I know .nothing he~e that is possible, . ~capt - or 
-~ela]. _ except the performance ot the duties of responsible 
citizenship. It is only ·a citizell17, an alert and intormed 
citizenl7 which can keep these abuses from coming about. 
And I did point out last evening that some ot this misuse ot infiuence 
aDd power could come about umd.ttingly but just by' the vary nature 
ot the thing, when you see almost every one of 70ur magazines, no 
matter what ther are advertising, has a picture ot the Titan missile 
or the Atlas or solid tuel or. other things,· there is becoming a great 
infiuence, almost an insidious ~enetration of our own minds that the 
onl7 thing this country is engaged in· is weaponry and missiles. 
And, I'll tell you we just can't at.to~d to do that •. The reason 
we han them is to prot~ct the great values in which we believe, 
&Dd thq are tar deeper even than our own 11 vas and our own property', 
u I see it. · 
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The ~inute~ or the Matctlel ieeTetari~s· Weekly Co&fcre~CP 
~r 4 June 1q59 requested~ ~ .. rngr.e.:;.s. re1 .. o·rt ~'' ttH~ 9ttlc,rtz t~~Lcr. 
~~ e result cf tb~ aubjeet eftse. 

The dr~tt of tl10 t.c>ntrt;~c\ eo~·.t ~,ri~clple-:~~ t~r;,ted 1:1. ff-By 
irelttded ~rovisiGn~ 4esi~ne~ \o teke c~re of tte d~ci~ton. 
o: _L ;_) ~} -4 1 ;) S • ~. ~~ • " ;:.:. am e r. d <1 d • a u t. h u r I '=t f! d t. t• f$ · e ~n~ t r ~ e t ~! T t o e J e t t 
t:;fn::tJ~-er t~ ~-~ .f iy ''true" t)r lturrf;f~l de; rceintior; in t.iH"J ! r.ic·j¥~0 
o f t h tJ i t e;.;· ~;, ~;: c• l i~ • 1' hi~ y ~ 1 i e y i ;:;. e-fr I} t i I! u e ct i n t be <; o :.:- t :_ r 1 r: -
ci~~·li1 dru.ft i~itl', t!!fO addi.tico~~ul eor.cn; t:: (ut>Jer':.c.:~red ;nrt:lr--t~ 
i= ~n~t ~~rtine~t}; 

............. 
1. ~nd.l~ tht~ e-:;ntl"fittbr i:, t:iveu u.r, ~Jent-ic~r. tcr \L,i:~ t~"He ~ 

v :r " ,; 9 ·r t! n l · · t1 c , r fl t i ~- t I_ r~ n • i t i :.: ~ t n: t e >:1. t h ~ t h j :~ e l r:: c t. i !:J~ ~c. n ,., t (·;:>··-... 
\~1:- Cf;-fLi~.t;,:ntlY n ... Jt!:i• lv.: tiH~ ·d:r~.1t: ~tul HolirJfi' e~_q:_~. th~~ \:: t.,..-
; r.·l i t.! id~ c r c i~l 11 o c t !f. J ~;.- U.t J • 0 0 P tH~ t b t.-7 b ~ <;1 .L~ o f. hi. :; e J <~ ~ t i <\£ t. ;.~ -~ :') .• ,_ 
b.e ;·~iS r:ft. \'trtH'l. .. d~: r~tifitiot:. r~~tt!;.,. 'but ::;;b) fte.J id :\ !:lt'--ctl.d·~ ""-~"'- ,_,_-\··-\ 
trs t.i{;.rr:.~al" in tbc .,.., .. _;.i.!C~ ~~-~.e t..:• crdlect ~i!> 1;:-~.:<et~ r:d~ er..:d~·'-'''-.ic~_J 
v~!u0. f ~ 

-· . 
_., { d ) { 1 i • • • t b e et::: erG en e y ; ~ r i ~Hl ( !) y tt ~ 1· !> ) :c.; h ~d 1 
b !j c (lfzi ;: u t ~Hi' i Ji ~ c c t~ r J r.~ n c e w i t h. t b 4? (.h:: t e r r:• i r. i-$; t i ~ ~ t: r' r 
t. h ~ t.rH~ r. ~ e fl. e y r;,; c i. l i t i c ~;;; ~- ~ e r r e e i t~ t. L~ at So fi r d ~~ ~'• -:~ 
jlltJe~tJ~d. r1t.~bl! ov,.rl-:-. th~ fuJ 1 t.tye-ye~r fH;;crfit-Hit\. 

. ~ i ·' . t' J} . .. . l' ~ L·erln~-i: rt' voe:.l rttt c r~er ft,.~''~'.iHJlC!J , •. m!.-~-~~-t;; ."rR,tJ C!~. 

t'fl (! II J fJ. d u _. u e F!t }.$~ l h t: f tr. (; t 0 r ;{, • ;; H e h ft ]! @ .A t r ~in r d l Ji. ~; l"' 
p b .:\c.~ l e :~ s t: n e •! , e o r: ~; tiS. !! t i Jl (] • t r u ~ d e .. · r· ~ e i V· tJ rlJ!..!. • • • 

:;:!nee tho E.mer~eGcy foclllt1es Uerreei~ti~)fi ti.<;):ird cga~,id~r:~ tht: 
t~etor of axtratirdil'ia.ry eb~vle~cen:ce. in it5 !1tH11t{t of ··t,rue 
d c J, .r e e i a t 1 ~, A ,., , ~ rai s·i nee t be r e vi r~ e d 1; r 1 ~ c i ;) 1 e b :) r .. ~ ·' d u ,: : l i e ;l t t~ 
allownnee of Cdsts fur thl~ taetor. we believe that the ~dditi~n 

:--::>: .. 
'f-. 

~- " 
·····--~ 
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. over_ ~the. 26-;June 1959 dra·rt ot ·l.S·PR ·seetiori :xv·~·:-·ve --hB:ve: 
~[i~~~~f,~G:~~1~~~~_:;tr.:~~~~~;:,~~·~e ~--~ .'6'i~''j, tems ... \thidh·:.:~~~~fe. :eiart·flcation.~ .... eVe. reaiitfe::'::':··:::.c'- ·: _,_,,:· .-

. ·:· -~ ........ opt be·:pc;ssible. ~·r··J('yo~·:&£;ee "anrl'.:_lf' th.e ·eb&nges' ··~'be'' . ' . 

. ::;:~f:i: ·(~re~t,;~ ~-~~.~~~1· ~~,~:.> · :~ .·F~:::i~~:):.::.,~.·;:~, . ~y .~::.:.,.; ".,: . · · : :§:t •.. ·.. 
D'Q".l"'7~::.- 7~i:f;?.·t' _\;: .. ;!) ·; .. f:·' .. ··,·, .. :<~-1~::~,·-~:<~ ~-- ··~:~e· ·:ri_~st is in··_ ParavaPh .·15-205 •. 6{ f) {2) ·:which. ~ys, "Deferred _ _ .,; . 

. < .;;,,.,'. _·;. ~. ;·:'~r.\{;~bmpensation _ts :&now})le to ·-the. extent that . ( i). exe~pt for- past ... 
. - · .. · ·· · ··.---service --pension ·fX>sts it ie for servic-es rendered during _..the. c~n- . . 

. ::')j;\:~c-.4~<~.~· .. ·:~ .. -·. ·_tract period;.~ •.•. ~. :._.This citation ·exc~p~s. __ past service pension cost.s 
. " ::. ··5:~~:;:"'~<.:/~, ... _ )from the general requirement ~hat .. deferrect compense tion eosts ~rE! . 

- .. ~illovable only to th_e extent they are for services rendered during 
tne· .. · contract period~ However, '·"per!sion_" 1 s ~: specific .term ~r 

· ... 'refe~enee arrl 'is not· inclusive .~or_.·'retirement pians in· geriera.l:·· .. _ln . -.: . 
. other.- vo'rds "retirement~ rather .th&n pens_ion is .. the generi~ term. and .. 

. ·.::.·:> ve· suggest the inse~i'on. of. vords "am ·.retirement" bet·veen "pension".· 
·,-<-~Mci •eost8" ~n. that-~ragniph.·-· ... ~.:~;::~ .. -· > •. •·•• .--

• .-. _i., 

.· 

::: 

·.·.,:. .... ·,-

'· ... 

·,.· ·;;· ,..· 

·r:·_·; < '·· /J. : · :i:t ie poesillle to .·interpret '.the ·co-st .. principles ·so a.s to ~k~'·.>···. . ., _,. · · "~-~ ' 
.substantial eegments._of. management incentive. avard payments unallo·we:hl'A •. 
For. ~le, a contractor ·aight .. ~e incentive awards ·earJ.7. in calendar 

· · -7ear ·1959 .with respect. to _-aerrl_·eee ·performed by recipients during. · 
.'C8J.endar )"MI:' 1958." . Most. orte'ri-'an ··avard is paid ·in inatallJMmts o•er· 

. .. ~ ~:~ · .· _ ...... · .:> aever81 rears. Therefore, the .la~eet draft: co~ be.· interpreted to 
s~. -:~·:;~-:-~~:~ .. >;1~:;.~; :;;:.··;:: .. ·cause incentive ·compensation 'pe.ymente made on .an .inetal.lment be.sia to . ~-
'" '~~-?~!;1-!r~:~:t·~f?~:{:::_.:·-;J>e ·UDallo~ble vben not tor aerrlC?tts·during th~ .'oont_ract _period.· We .. 
::-· ·--.:~:,:·.:·. ,, --; .. :.do not believe this ia the ·intent.:.,~ ._;·., . '- <': :' ,. :; 

.·. · .. - .. ~ . 

· .. ·.·:·/ .•. :_. 

~ :;:--~:"~·-.J-:=; J?i=tectorate of .Proeurement -& .Produetio~.-: :~ ---~~: -" ··· :::},~· . ·\· ·· 
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MEMORANDt.M FOR Ca.tMANDER MALLOY 
OASD (S&L)' 

~T;-. .. Cost Principles 
··.:·.::. ., . 

"\' ... .. . . 

· .. , 
'l. 

• :~~ •: 'I. 
.. ·'. '.:· .. , 

·.:·. •, 

.. 
t· -:. ..~ . 

Pursuant to o\u- conversation ot yeste~ _concernills-the · ... ! ... 
Air Force's position on paragraph l5-205.22(c), page -3a.o:r.-., ·. ·:· ·· ... 

. :.1 • 

the cost· principles, I talked with Bob Bensoa· this morning·.-~::· -· . ·. · · · ·. 
While- he would much pre:f'er tO use the wora:lDg. which·. the Air.· .. - · :·~ ;· ;, : ,_ .:. t: .. -~f 

.... ·· . Force· s\lggested in ·order to maka.·it· clear on. the·record~.'that' .. -.. ·• ·:\-~ ·. ,·_., 
-~ ....... ·~·~ we 'would ~t accept costs relating to· vrite-dOwna·ot:.mate~. ,-.:_:. • ... · -~--~~:· t,··<.+:. > 

•. ; .. : :. . -~ . ':·values,: he would go along with' not i-aising .. otficd.al. objecti~n:~.... . ·.(;.· . .:;,:.:-_:._ 
· ·-' .... ·::~--· '~:: · . to·· the·· prop()sed worc11ns. which everyone.. else ·has agreed;.:Upolii: ;· .... ·.~· ..... ::·, ,;~_·.:-.:~~-~~~-·>.·: 

> .·.:·· :~·.· > ·:· •• However, ~e suggested that. we retain· someting in the:· w.,-·_ot::· ... ·. -~.· .... --~~~ .. -, .. ,_ . _·, 
. . -· ·' ·::·_ '":. , ''legislative history" to illdicate that Defense pOlicy· generally~--. · .. · ·. . · ... 

: ·· . : : .-~. is not to. accept such· costs.-. ·I agreed. that this woul_d be a .. ·._ ·.·'':-' _ ~· .. , ~- . · ·· -: 
. ·_ · ·_ ·.. ·. · · satistactor;r· solution since it vould avoid. either (l.)·. the·, ·.~·; ;. _-·,J.: · ... \'~·-: · .· ~·· . · 
·~~~ /< · ·. ·.·.~ .'. · ... ~·~ible inconsistency ot· the propQsed r~"'ised wordillg. o~.-~:._~·,.,· .. ··}· .~} .: · · ·. :>~--.< :. 
· ·· . .- ·' :·:. . .·~ · · . { 2) the necessity tor going into a lo1J8, explanation:: o:r our .. posi- ·· : :· :-, . · . 

... ::: . ....... tion .. .::_~ Ii. ve ~-into aDY";ditticulty on this.score after,ia•· ·> ·. · .. ~.: ., .. :.· 
......... · · .... ··:· suanc_e 'of the l'rincipl.es 1 : ve .can take··~ther: look' With:; the-· . · .·:~- :_:·). -.. ··; .. ~ .. :· 

. view .. to elari:f'ieation.: I am fUrnishing a CCfRY ot this .memoran~::. ~f:/ :·.:_:·,,.:;~!:-.' > '· 

.. :,. .,:.\~- dum. to. Mr. Benson. . . · · ·<·. ~- .,. . . • • _ .... · · •• · 

• 4 : - _ _. ~ ..... : • ..~ .• ...... _ ... ~ ~-- :-!. .;_, •. : .. • ... _ .. ~.- . . :. : -: • .' .•. 

:·' 

~·.'>', ':; ,, ,·' ,, .. ::·····~··: '':·., i ' .. :,. ,: 
:~f.;,._· .·.·~·-<: ··>:> .: < .. ~- . ... . < • • . . •. :._;_ ... ~_·;::_~--~_-.·.~~ .•. ··~-::_~··_:.=-.. ~~.: .... ·~:~.~-:·:_·:_._:~.<~~;. · ... : .. · ~ ·-. ~~· - . ~· _..,:\: ... · .. ·=.·~:-~:-; __ -··; .. -...... .· ... ·_ .' ... ; ·. -~ .: ·.. . . .. , .. _.:_·._':.:__.:.~.·· ...•. ' .-~' - .•... -·- :·. ; . . .· . . .·IC ,,.,, . , ___ :.··. 

c. · ... _, ~''·· .: ~- ·• -,: -· ::~-·~~:·:··. · • . · . : . • •. ~... gore . ·~. . . . ::· .:.,: · ·,· ... ,...·: .. ;;~··-'~ . . ·_- .. _·~·::~_·· ·. ~-:·, . .. . . . 
• • ·-;. : '~~~. ~ • •• • • •. ·;. ~ ' • t •••• • • • • ' \ •. '• • -

·. . . ·: .. --~·, ,:::· i'~~~?:; ... : > ... ,. • _.\ • •• ~!:· . ..; : ,. ·.-- .. ' . . ' .. ,. .. ' .. ;· ... 
.... :·· .. ·.cn'mP:.to:\.'i·_. c:·:·:.- ··;.. .. ;_, ....... ,,.~-.. ~ .. • · .. _, ....... :.·:· .... ,~-: ,-.~_;· .··.:·.-_ 

-~~ ... ··· ·.· .. ·.· '.U .-,~·LJ.,. t·.:.·. __ .c.._·~_·. 1 . . ·-.~::.·.. -·. .Mr. Benson. - --•... =.=.;. _.: -~· · _,:·.<:: .. · 
'· . , . . . . • . ·, . - . . . .• ~- .. • . :-..: : • : .;· . ' . #-· ... . ... • . ~ • l. 
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SUPPLY AND LOGISTICS 

OFFICE OF TH~ ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25, D. C. 

.30 June 1959 

l£MQRANDUM roR TEE .ASSISTANr SECRETARY OF DE1Er-5E (SUPPLY AND LOGISTICS}-' (~ 
ASSIST.ANr SECRETARY OF ImENSE (COMPmlLLER) ' 

SUBJECT: Contract Cost Principles 

We have concluded our staff efforts with respect to the contract 
cost principles and a fUlly coordinated draft, rea~ for publication, 
is attached as Tab A. There remains, however, the problem o£ 
determining what action, if' B.!J:3' 1 the Department of Defense should take 
with respect to the General Accounting Of'£ice and discussion with Dr. 
Saulnier of' the Committee on Government Activities Affecting Costs and 
Prices. (Tab C)· · 

It appears to us that there are 4 alternatives with respect to · 
the GAO which are enumerated below: 

1. Forma1 Coordination. This would entail submission o£ 
our draft to GAO, the receipt of their written_ comments, the 
evaluation of' these comments, and the probable need £or fUrther 
coordination among all interested parties. Previous correspond
ence with the GAO on this subject is attached as Tab B. Our 
last previous communication to the GAO was dated 22 October 1957 
in which we indicated that it was "our intention to consult with 
your office prior to publication. n The GAO responded on 3 April 
1958 indicating that "we prefer to review and comment on the 
cost· principle_s after. industry comments have been analyzed and 
accepted suggestions have been incorporated in the proposed 

. principles." · · 

· 2. Starr Level Discussions. · This would entail a meeting 
between Mr. Powers, GAO Audit_ Chie£, and Mr. Kilgore and 
Cdr. Malloy. Previous informal discussions lead us to the con
clusion that Powers would seek Mr. Campbell's reaction prior to 
making aey GAO commitment. I£ this alternative. is adopted,· the 
etf'ort would be to convince GAO that our current draf't represents 
an acceptable compromise among the .ID.8.llY differing points o£ view 
which are involved in this project. Hence, we would endeavor to 
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convince GAO that the success of this entire effort might be 
jeopardized and, in ~ event, would be seriously delayed, if 
the maar controversial points were opened up for discussion. 

3. Publish Without Prior Reference to GAO. This alternative 
would have the obvious advantage of obviating detailed discussions 
with GAO and would save ~ manths, ·even years, in consummating 
this project. It is our understanding that this alternative was 
adopted b7 the Munitions Board in 1948 when the current ASPR pro
visions were publiShed. ·GAO immediately responded in a strong 
manner and caused a change of the nevl)" published regulation in 
several particulars. 

4. Secretarial Level Disgussions. This wuld entail a meet-
ing b7 Secretaries McGuire and McNeil vi th Mr. Campbell. The effort 
here vould be to endeavor to convince Mr. Campbell of our immediate 
need for these cost principles. We could assure GAO of our willingness 
to re-appraise the validi t)" of our principles attar the)" had been in 
effect for a reasonable period of time. 

It is our feeling that we should either publish the principles withOut~ 
reference to GAO or we should initiate discussions at the Secretarial : 
level. Were it_ not for the commitment to the Comptroller Gene.ral referred ~: 
to in 1. above, we would recommend publication ldthout reference to the GAO • 
Hovever 1 in view of this commitment 1 we believe that a high level discussion 
with Mr. Campbell of the broad considerations· offe~s the best solution. 
We are of the opinion that detailed consideration by the GAO, either by' 
staff level.discussion or b7 correspondence, will result in ultra
conservatism in the individual principles, and will jeopardize our con-
cept of applicability of the principles to fixed-price t1Pe contracts. 
The result would be violentl;r objected to b7 i.ndustey and b;r ~ elements 
ot the Department of Defense. ·In effect, we would either have to arbi
.trar~ publish the principles as revised or start the project all over 
again. 

Vith respect to Dr. Saulnier, we believe that a discussion citing the 
improved control resulting from. application of the principles to fixed- · 
price type contracts and the complaints of industry that we are being too 
restrictive in cost allowances will satisi)' his group. Participation 
in this dia·aussion b7 the Assistant Secretaries would be desirable 1 but 
might be handled b7 the staff. 

~~ ~gdr~·sc, mN 
Staf'f Director, ASPR Division 
Office of Procurement Polic;r 
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~d&~tj-----~ ~~H K. KlLGORE / 
Director, Audit Pol C)" Division 
Office of Accounting, Finance 

and Audit Policy 
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HOOVER COMMISSION 

June 1955 

R~commendation No." 3 ·- page.· 33 

Contract·cost principles. - Current efforts to revise the contract 
cost principles of Section XV, Armed Services Pr_ocurement Regulation, are 
commendable. The final products of this effort should result in a set of 
cost principles for cost reimbursement type contracts in keeping ~ith 
recognized commercial accounting standards. These principles should be 
supplemented by guidelines for auditors in gathering cost information on fixed 
price contracts, including term-inated contracts. 

../ 



VI. SALARIES, BONUSES, AND INCENTIVE PAYMENTS 

These 12 companie~ have widely varying policies on the compensation for 
executive~. Air- Force and the Navy have different polic_ies on allowances for 
salaries, bonu~ee, and incentive payments. 

Ve were told during our hearings in March that the Defense Department had under 
consideration a definitive policy for both services. But, on January 4, 1956, and . 
again on June 4, 1956, Air Force procurement circulars were issued, the gener·al purport 
of which was that the Air Force would undertake·to approve salaries in excess of $25,000. 

The Navy, on the other·hand, has had no regulation and has handled executive 
salaries, bonus~s, and incentives as cost allowances on a company-by-company basis, with 
no particular formula for ariy com~any. 

There has not been forthcoming, from.the Department of Defense, any statement of a 
unified policy. 

Air Force Procurement Circular No. 19 of June 4, 1956, closely parallels NAvy 
practice, as we view it. Paragraph 54-900 says that "any acceptance" of wage and 
salary schedules :"should be considered as a determination of acceptance of costs 
resulting from such schedules for allocation to Air Force contracts." · ,.:=+;; 

Paragraph 54-904 provides that when salaries "appear as a part or a negotiated 
4iilr~~ad rate" _they must again be reviewed for acceptability. 

~~ection S4-905(b) (1) covering ~alaries "in excess of $25,000" provid&S for ~ 
consultation and approval by Headquarters AMC "unless an a~eement and approval ) . 
had been reached prior to January 4, 1956," or the "contractor's proposals were 
not in exces~ or those previously approved" or if the administrative contracting 
officer "dete.rmines that prior approvals and authorizations ought to be reviel..red, 
the matter should be referred to Headquarters AMC for final determination." 

All of this means the same welter of confusion which haa heretofore existed. 

The subcommittee recognizes the importance. of an adequate reward for th~ skilled 
management and· executive competence. Hovever,· the subcommittee is not persuaded by 
company statements on the importance of salaries, or of incentive bonuses for doing 
a. job fC?r which a basic salary is paid and of the other devices which have been set 
out in.the presentation of the several companies to u~. ~find there is no 
pattern among industrial concerns generally in;:this regard. (See exhibit A (pp. 
3129 to 3139) on industrywide salaries, bonuses, etc.) 

We t)ink, in short, that the proposal to charge all executive salaries and 
bonuses, incentive or otherwise, as cost allowances on Government contracts, is 
un·111arranted. 

The position of the subcommittee is this: ,;ere should be set up among all services a salarv allowance schedule for 

)_ 
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The Government ha~ not stinted in ~upplying plant and working capital through 
the medium of advance cpaital, and balance sheets indicate that they are adequately 
rewarded for capital-and management supplied, and are financially sound, even though 
almost entirely dependent upon Government business~. The public has assessed that 
~oundnes~ in stock quotations.of outstanding shares. 

Earnings are clearly set forth in the foregoing tables and we think it 
unneces~ary, in these circumstances, that excessive executive compensation should 
be made a part of the ·cost or overhead for·performing Government contracts. 

Contrasted with executive salaries are the salaries of their opposites in 
the mi~itary service who are expected to be qualified .to contract in the name of 
the United States. We-think a wage scale, which is generally GS-11, and in a 
few instances_ reashes GS-16, for men. who are expected !ho match _wits and lNisdom with 
the representatives of the .contracting companie~, is grossly inadequate. 

The Air Force, in testifying before the House _Appropriations Committee, said 
95 percent of its procurement personnel are civilians with a tr.emendous 
and a great responsibility resting upon them. 

Ye recommend a reappraisal of qualifications and salaries of Government 
civilian procurement personnel and a prompt adjustment of salaries co~ensurate 
with responsibilities. 

2 



OFFICE OF ·THE ASSISTANT SECRETARY OF DEFENSE 
Washington 2$, D. C. 

March 23, 1956 

. . . 
·uEUORANDm-t FOR THE DEPUTY ASSISTANr SECREI'ARY OF DEFmlSE (S&L) 

DF.PUTY ASSISTJ.Nr SECRETARY OF DEFENSE ( COMP. ) 

SUBJECT: Approach to development of 11 one 11 set. of cost principles 

In order to avoid wasted effort, to the exwnt possible, in de
veloping principles for th:e handling o£ indiVidual elements of cost, we 
cons~der initial &l;)proval of our conte111plated general apl;)roach to be 
desirable. It is set forth below: 

, 1. Cost tl"eatm.ent should be equalized as much as possible betvreen 
the several types of contracts so that one type of contract will be 
neither less nor more attractive to a contractor or to the Government, 
b,y reason only of the cost treatment. Thus, the selection of contract 

· type es.n be based upon the merits of the negotiation, 1. e., conditions 
surrounding the required product or services and the extent of any 
contingencies covering risks rather than external influences arising 
out of cost treatment. 

2. Risk in the form ot a contingency principle ought to be· 
ognized ·in those instances in which there is rislc exposure. 

3. Our objective ought to be fairness and . equity in the develop
ment of 11ane!' set of cost principles. He should not deny nor restrict 
allmf&bility of a cost otherdise fair because it would.be costly to 
the Government, or because reasonableness of amount is difficult to 
assure. 

4. l-Je should seek to allow legitimate costs or doing business to 
the extent that such allowance is reasonable and is. allocable to the -
contract in question. 

·/signed/· 

T. A. PILSON 
Chief, Policies Branch 
Purchasing & Contracting 
· Policies Division 
OASD (S&L) 

/signed/ 
! 

It. K. KIIOORE · 
Assistant Director 
Accounting Policy Division 
OASD ( Comp.) 
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OFFICE OF THE ASS.ISTANr SECRETARI OF DEFENSE. 

Washington 2S, D. c. ' 

November 5, 19$6 

MEMORANDUM FOR THE DEPUTI ASSISTANT SECRETARr OF DEFENSE (S&L) 
THE DEPUTY ASSISTANT SECRETARI OF DEFENSE ( COMP. ) 

SUBJECT: Industry Proposals - "One Set" of Cost Principles 

Attached (TAB A) i~ our appraisal of· the five industrial proposals con
cerning ''E>ne Set". While there are some points upon which there is agreement, 
sane upon which there is partial agreement, the. industq proposals are not 
acceptable in tlla real:cy" important points made. We believe that industry has 
viewed this problem with s·ometbing less than real objectivity'l has been large~ 
persuaded to its own self-interest, and. has refused to see the nature of the 
DOD problem. In this paper, we have tried to state our problem. 

This is a digest ot our conclusionsa 

• (a) There is nothing real.l1' new in the proposals. We have read the 
same things as criticisms of previous Section XV drafts. 

(b) We believe that unitormit7 of treatment aa between the several 
types ot contracts is a MUST. Industr.r Say'S "not necess~" • 

(c) ·We believe we must define "reasonableness" aDd "allocability".- ·The · 
words alone will not secure the needed uniformity - additional 
guidance must be found for same or the elements or· cost. · 

(d) We must reject the notion that the cost principles ought not be 
"explicit" or "specific". Reasonable unitormit7 is otherwise unob-

. tainable. · · 

(e) We must establish reascaable accounting standards. 110eneraJ.l.T 
.accepted. accounting principles and practices" is not en~ • 

. (f) NSIA is ver:r close when the7 indicate that the principles ought 
to be applied in ''negotiated contracts in which costs constitute 
to some degree a factor tor consideration in contract negotiation.w 

(g) It -there is such a·- thiilg as an "uzU.easonable" or "unallocable" . 
. cost., we must state unallowabili t7 semehow. Industr.r must make the 
argumeut.against the .words to support consisten~ the ALL costs 

· contention. 

(h) Indirect costs represent an important aspect ot the "one set11 

problem. We believe that in the interest o£ 11across-the-board11 

application,· we must state our policies in generalized language. 
Furthermore, we do not believe that we can stress indirect expenses 1 
and disregard direct - which 't1J1!I3 have been the industry goal. · 



• 
(i) Whether all ''gains" obtained by' industry in suits in .the c·ourts 

and the ASBCA ought to be considered allowable is dependent upon 
maJ'l1' circumstances. Rather than to allow the "gains 11 automaticall.y, 
we ought to consider the items on their merits. 

Where do we go from here? We suggest that th~ nature of the comment be 
revealed to industz7' through use ot the DOD Procurement & Production Industry' 
Advisory' Committee. In light ot the personal responsibility ot the DASD (S&L) 
and tne DASD (Camp.), it is our suggestion that both attend the meeting tor 
the purpose of hearing industey present their polnt ot view. We suggest also 
that the course of the meeting be controlled by limiting the subject matter 
to the important principles proposed by industry. Attached is an agenda which . 
mar be useful for the purpose. (TAB B) 

It is our recammendation.that Messrs. Pilson and Kilgore, at a minimum, 
be present tor the purpose ot exposing the industry- contentions to the DOD 
problem, point out inconsistency of views, etc. This would enable Messrs. 
Lanphier and Shannon to occupy the· place of judges evaluating the totality 
ot the p9sitions developed. 

The above approach seems to be consistent with the revised modus operandi 
ot the PPIA.C. 

j :·; J • .1~ .. 
_. . \..-ft. .... . .... 

..,-
r·. A. PILSON 
Chief, Policies Branch 
Purchasing & Contracting 
Policies Division· 
OASD (S&L) 

2 Incls. 
1. TAB A r 

2• TAB B 
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K. K. KILaaRE ,.)· . ,. 
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Assistant Director 
Accounting Policy Division 
OASD .(Comp.) 
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GENERAL EVALUATION OF mnusm co~IENT 
ll/S/S6 

AJ). Associatinns join in a criticism of all of the drafts of Section X.V· that 

they have seen, and their proposal for "One Set" largel1' represents these . 

critici~ stated as suggestions. We do not believe that there is included 

in the proposals anything new. 

CRITICIS~IS <F SECTION XV 

. As indicated above, there are universal industrial canplaints that all editions 

ot Section XV have been less .~han just and equitable. NSIA says that "the 

principles embo~ und~ severe restrictions". NAM expresses the same feeling 

in almost identical words. MAPI says that we talk of reasonableness but we 

then "negate· this ••• general standard by' an (objectionable) item-by-item spee.i

fication and definition of allowable and unallowable costs"• AMA.. discloses 

the restrictions to be. "selling, distribution and advertising, contributions 

and donations, membership in and activities of trade, business and professional 

, __ .,~ __ izations,. interest and other financial expenses; and depreciation And 

contingency reserves"• In· so doing, they say atfimatively and stronW urge 

that 11one .set" should recognize ~ 2£. ~ legitimate costs ~ doing business 

w1 thout restriction • 

. UNIFOBM!Tr IN COST TREATMENT 

.Several associations have. interred that there are cost differences which should 

be recognized as between the several types of contracts and particularl.1' as 

between the coat-reimbursement contracts as a cl.B.ss and the so-called fixed 

price contracts as a class, BUT THEI Dm Nar SAY WHAT THE DIFFERENCES WERE. 

Thq said onl:y' that cost reimbursement and pricing were not the same thing. 

AMA and NSIA seemed to recognize the "universal application" concept of the 

comprehensive set, although the latter preferred a contract clause tor cost 

reimbursement purposes. NSIA came closest to ,xpressing unitor.mit,y when it 



• 
said, "••• in contract negotiations some sort of rules. or philosophies are 

• ~ ' 1 - ·, ' 

logically required n and indicates that industrle'"s·r ·apprehensions grow from 

the "severe restrictions" · ot Section. XV. This raises the problem of viewing 

each cost element. &Jld ascertaining wherein there should be any cost di.f'fere~ce. 

COMMENT: At this tiine, we can see only contingencies as a possible area for 

ditterent treatment, and then only where pricing judgments are future in. their 

operation. If there are differences,; industr:r must support them. 
. ( . . '·.. . . .. " . ., ' . . 

Since industry• s "one set" proposals are the same as theJ.r criticisms 
. r• • ' ~· . • " ; . ' ' I ...., •x· . .n ... 

heretofore levelled at Section XV, we Ut presume that if Section XV were 
~ 1 :::. f ~ .. 

to be modified to their satisfaction, uniformity would be well. Therefore., 
\" ..... 

we conclude· tha~ industiT believes that it is not possible at this tim~ to 
. • '\.1' .J ... . . . ·. ; '· .< . . . ;. . 

get their ·ALL CCSTS 'view accepted in Section xv· and ther~ore, seek to estab-
• ;!'~ ~ 

lish the .ALL COSTS basis in "one set"• To do so, they- must contend tbat there 
• ~ !. ~·~ ' :. I "!' ' • ·~• I> • 

is a difference ·between it and coat reimbursel11ent •. 

• niDUSTRr ADVOCATED CONCEPTs 

a. The basic objective should ba· one of' fairness and justice to both parties 

to tba negotia~on, recognizing ALL COSTS OF DOING BUSINESS to the extent that 

· ·~ thq are · (i )- allocable and (11) reasonabl~ .... ·AUoe&bfu t7 and reasonableness 

aJ;8 not furthe~ defined and, as to Section XV 1 industry has. sai~ that further 

definition is unnecessar,y. 

COMMENTJ'.t.::·Tha concepts· ot allocability and reasonableness are di.tf~cult. 
l "" •... ' . ~ 

.There are s~verai pOEJsible bases :for allocation, ;s~eral of which are men-
,.;~, - ... ' ' ., 

tioned by induatry.. For example, NAM says, " ••• we reeo~ze that there ms:r 
l .,, 

be unusual. situati.ons wherein certain items ot cost mq ap~ly' in less degree 
'· . •' ·- . ..,.) 

•.- ./· 

to Government''th8n to commercial. business. There mq be cases where none of 
. . ' ' . . ' ,~; ... 

a particuJ.ai. _cost would appq-or perhaps 100% in other cases. 11 

" ~ 

·Again, t~~aonableness. is not def~d by indust~, except that thq 
~-, 

2 
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. . 
say that. the expens~~s ought to be in accord with "good" and "sound., bUsiness 

practices. AMA s~s that whatever it is, it does not include second guessing 

by the Government •. ·They sayl "The principles should be based on the philoso

. Pl\1 that the contractor has been selected because o£ reputation, ability and 

. organization. Among other things J this means 't;hat its organizations must 

function through the judgments and discretion of its executives in. accom

plishing the purpose for which the contract has been let." NSIA says rough.ly' 

the same thing.· .. They say, "~he Government should have the opportunity to 

review the accounting S,ystem of the contractor ••• and once approved ••• the 

results of consistent application. of that s,ystem should not be questioned." 

.we believe our definitions of the two terms, along with more detailed treat

ment in connection with. certain individual cost elements, is the minimum 

acceptable. 

b. . The ·principles ought to be FLEXIBLE AND Nor EXPLICIT OR SPECIFIC. AIA 
. . 

suggests that the principles be stated in 11broad terms". NAM says that 

accounting is not an exact science and precise determinations of all costs ia 

not possible ·~d therefore ·one set should not be "detalled treatment ot· the 

various cost elements ••• or cover peculiar circumstances or special cases." 

NSIA say-s that the principles ought. to be "broad in scope, rather than detailed". 

COMMENTs The DOD has alWRs thought that its drafts provided. the necessary 

flexibilitY" both as to s,ystem and· as to range ot allowances in those expenses 

1n which there ought to be. a range ot. allowances:• Our problem is that we 

can't see haw we. cari aot within arv reasonable degree ot uni:tomitT ot poliey . 

or practice; operating as we do in 100 plus principal purchasing ottices and 

using some 6,000 audit personnel without sane specific guidance. Furthermore,·. 

we believe that UNIFORMITY IS A MUST. In · commenting on a previous Section XV 

NSIA seemed to recognize. this when thq said:. "the development ot 

.3 
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uniformity ot treatment by working level personnel in the application of cost · 

~ principles" should be one of our objectives. We cannot see that this proper 

uniformity objective is achievable without guidance which is, to a proper 

extent, EXPLICIT AND SPECIFIC. 

• 

c. Industr.r reiterates that the test of a valid accouhting system should be 
- . 

ClENERAI.JX ACCEPTED ACCOUNTnlG PRINCIPLES AND PRACTICES, consistent~ applied. 

NAM speaks ot "flexibility with respect to allowability" and "flexibility as 

to (accounting) systems". ~ NSIA recognizes a government interest in the 

system.. They- srq that the Government "should have the opportunit7 to REVI~ 

the accounting system and, where ••• (the) accounting system provides an eq:uit

able .bas~s tor the allocation of expenses, it should approve it. Once this 

_is done,. the results o£ consistent application of that system SHOULD NOT BE 

QUESTIONED." NSIA also speaks agai!lst "arbitrar.r allocation". 

COMMENTs The Depar14nent ot Defense is unable to f~ accept either of the 
. ' 

two above-mentioned philosophies as stated. Our experience is that a s,ystem 

can be developed and maintained "in acco.rdance with generally ~ccepted 

accounting principles and practices" and yet not necess~ yield costa re

lated to the contract performance to the extent required for cost reimbursement 

or to ~upport pricing judgments •. Thus, we have. accepted the concept in ita 

correct sense by adding "•pplicable in the circumstance." The related point 

on "conaisteney11 we view in the same way • Consistency is essential onl7 so 

long as conditions. remain static. When conditions change, a system change may 

be required also. Additional.J3', rather than BLnm TRUST as suggested, we must 

monitor the application ot standards·to a reasonable degree. 

d. Industr,y stated that whatever principles are deve1oped ought .to be limited. 

in their application to "COOT RELATED AREAS," "But the views were not unanimous 

TABA 
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the appllcation of cost principles in arrj form to FIRM, FIXED-PRICE CON

TRACTSn •. AMA. says the same thing and adds that they· ought not be applied in .. 
11instances of· standard· commercial product" nor to "a substant~ similar 

modified version thereof" at least in instances in which pricing ought to be 

by 11customar.r canpetitive factors such as quality, quantity-, time of delivery, 
. . 

etc." NSIA states that the set ought to be applled. in. those "negoti.ated con

tracts ••• in which costs constitute to same degree a factor tor consideration 

in contract negotiations" •. NSIA carves .out formal advertising and ccmpetitive 

negotiation where "costs· do not enter into the negotiations". 

COMMENT: OUr views are well _expressed in the NSIA words. · However, while in 

agreement that the commercial item would.o!ten be the one in which competition 

· would tell the pricing sto17,_ we cannot see that that should be the basis tor 

the exclusion. ' In the negotiated firm fixed-price contract area,. estimated 

costs are often a vert ilnportant consideration in pricing and ought to be 

evaluated on a consistent basis. 

e. There were other ideas expressed upon which there ought to be some dis-

cussiona 

· · 1. ·We ought to rid ourselves or the concept o:t reimbursability and non-

reimbursability-. and allowabUity- and non-allowability. 

COMMENT: Under whatever description, we can perceive ot no way of expressing 

yes or no which the observe~ would accept. He actuall1 is. saying that there 

is no su~h thing as an. unallowable cost. We don't agree. 

2. Incorporation bJ" reference should not occur at all, was expressed b1 

one association. Another said th~t it should oril1 be incorporated 

in cost reimbursement type contracts. 

COMMENTs We ought to stueyo this ·point caretul.:cy and to determille preciseq 

when it Ought to be incorporated by reference. In arq event, we KNOll that 

TAB A.. 
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it should be incorporated into cost-type contracts • 

.3. One Association observes :that dir~ct costs do not represent· a a·erious 

·problem area-but notes that indirect costs do and, therefore, we 

should give much attention to the indirect cost area. 
• 1-

COMMENTa Indust17, by' and large, has been extrem~ critical of past efforta 
.. 

in clarif.r1ng the indirect cost area on the basis that it necess~ involves 

arbitrary allocation of these expenses. According~, in one set we have tried 

to be rather general 1n QUr approach. On the basis. of the present evidence, 

I believe that our approach is- probabq correct. 

4. In ~he matter ot the cost treatment of one set 1 one Association 

_suggests that it ough~ to recognize as legitimate costa all gains 

for which industrr has fought so hard in the ASBCA., and although not 

stated, they must logica.J.:cy' say, the_ gains made in the courts. 

COMMENTa We believe that these !'gaina11 ought to be reappraised on an objec-

• tive basis just as the other cost elements are. To the extent that this· con

sideration indicates disallowance, the;r should be disallowed. ASBCA and court 

cases are deter.minations of existing facts onlY; which facts sometimes call 

for remedial action. 

t. There were several other ideas expressed by industr:r which are general.:q 

acceptable to the DOD. These area 

1. We Ought not to let this project interfere with the current emphasis 
. -

'JPOD firm fixed-price c~ntracting. 

. '\. 

2. Since the total price is important in fixed-price contracting, we ought 

not to becane so preoccupied with the elements of coats to miss our fundamental 

target-price. Specific~, ·we oughi# not to become 11profit-happy11 • · 

3. The concept ot allowability may not be made dependent upon a negotia

tion-policy coverage must be found. 

. ·.~ :·-

4. In pricing, the audit and price ~sis aids must be made advisory it (\ _ 
' I 

the one set target is not to result in "formula pricing". 

6. TAB A 
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PROPOSED PPIAC AGENDA ITEM ON "ONE SET" 

We have received the proposals ot tive associations presenting their

views aa to the p~blem of one. set ot contract cost principles £or application 

· to all. types ot. contracts and al:L contract situations. As we could expect 1 

there are some s1a11arities and some dissimilarities of views, and same pro

posals w~ch · do not now appear appropriate for application by the DOD. For 

this reason, I am dedicating our next meeting to. this subject believing that 

frail it will result unii'onni ty ot purpose. It so, the development work will 

be ·greatlr facilitat•d• 

Our -appraisal of the industiY comment brings into view the following 

areas for consideration:. 

·a. Standards of Cost. The observation is made that one set should 

recognize ALL CCSTS OF noma BUSINESS to the extent that they are · 
. . 

. (i) ALLOCABLE and (ii) REASONABLE. The question arises. as to the 

meani.Dg of allocable and reasonable. · Once we reach a conclusion 

on thi.s question, we will be in a position to . apJll.T it in the de

termination ot standards of·· coat. 

b. To what extent should there be uniformity ot cost treatment under 

the cost aspects ot the several kinds of contracts and the several· 

uses within the contracts? 

c. What are the spec_ific COST RElATED AftEAS in which an application ot 

. one set should be made? 

d., Ought this dep~ent. specity' accounting standards which ma7 be more 

specific than GENERALI:! ACCEPI'ED ACCOUNTING PRINCIPLF.S AND PRACTI~? 

Ha~g detemined the_ standard, to what extent should .performance 

· Ullder the standard be ·subject to appraisal by the DOD, particular~ 

as to· Allocabillty and Reasonabl.eness. 

. TAB B· 
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a. Is uniformity of treatment a valid objective? U so, how can we 

achine it it our principles are FLEXIBLE, NOT EXPLICIT OR SPECIFIC, 

and STATED nl BROAD TEmS? 

t. How can one set be cast in terms ot yes and no in relation to ele-

menta of cost it we do not do it .in terms ot reimbursability' and 

non-reimbursabili t7 and allowabillty and ntm-allowabili't7? 

I• In what situations should one set be incorporated b7 reference? 

h. How should we cover. the difficult area ot indirect cost? In terms 

of importance, _should it ·be stressed in comparison with direct coats? 

1. Should the items determined allowable' by the ASBCA and the courts 

. be considered allowable without reapp~al? 

. j. How can we best prevent the publication ot one set from interterillg 

with the curr~t emphasis on firm fixed-price contracting? 

k. How can we best prevent a preoccupation wit~ costa in negotiation . 

resulting in failure to negotiate price?· 

2 
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....... • • June 11, 1957 

THE PROBLEM.OF .ADOPTING A NEW SET OF COST PRINCIPLES 

Background· 

In the sunu:ner of 1953, Mr .. ~ordner, of Mr. McNeil's staff, submitted 
for consideration. of the mili~ry departments a set of cost principles which he 
had drafted which were intended to be applicable to all types of contracts. 
These were immediately opposed by the military departments for a variety of 
reasons-, principally because it was believed that the "Applicability" section 
of these principles wo~d tie the bands of negotiators in negotiating the prices 
of risk contracts, would subject all pricing to after-the.-fact cost and profit 
reviews and would reqUlre a justification of negotiated forward pricing in_ 
terms of which proJected costs were illowed and which were disallowed. It 
was felt thit this would hamstring bargaining, compromise and negotiated 
·conclusions. 

As a result a meeting was held in the summer of 1953 attended by 
Mr •. McNeil and Mr. Bordner. and by Mr. Webster of S&L, with procurement. 
representatives of. the three ·military departments. It was concluded at this 
meeting that the problem woUld be given to an .fiSPR subcommittee made up of . 
audit and· rocurement representatives of the tb:ree services •. They were to 

1_•_;:.: 

use Mr. Borchier s s tement as the take-off point for drafting a. revised set of--'~''\ 
cost principles applicable to cost reimbursement contracts only (to replace th 
t"very general statements now in Part Z of Section XV of ASPR for this purpose}. 
It was a reed that after eoi'npletion of this effort, but before publicatiol!J the 
::product would. be ~e _ewe to deter~e ita suitability for use as a comprehen
Bc-tve set of cost principles and decision as to how to publish would be reserved 
ror t:na:t tUne. . . . . . -

The ASPR subcommittee was formed and had exhaustive meetings, 
usually two or three a week, through much of 1954 and 1955. Every word waa 
carefully considered. Departm.ental positions were formed, compronlised or 
fought out on. a wide variety of minor issues. The subcomil'littee report was 
finally submitted to the ASPR Committeei_with a nUinber of issues remaining • 
. The .ASPlt Comrrdttee, thxough part of 1955 and into 1956, co~idered these ·. 
issues, res~lveci many and ultimately ~mitted the package, with a few l1llxe-

. solved issuas to the Materiel Secretaries. 

. ~ 
During the final ASPR considerationa and while!\consideration by . 

the Secretaries - through much of 1956 - a pattern in tliese issuea becam.e 
apparent. The Air Force, because it does such a high percentage of its 
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• • 
busines~.'Witl:t.contractors who are ahnost entirely in government work and - . ~ 

who, therefo~,. are not substantiilly subject to the disciplinetimposed by the 
ne.cessitie·s. of commercial competition, was in favor of disallowing several 
elements of COS) such as "profit sharing incentive compensation'~ whic·h the 
other departments favored allowing to the. ext~n~ such costs were kept wi~hi.n 
reasonable limits. These issues along with. the. whole package were submitted 
to Mr. Wilson in December of 1956 and agaiil. in March·of 1957. His decision 
~"been. to treat protlt sharing costs, most advertlsing expense, all contribu
tions and donations, general research expense not. specifically treated in the 
<contract, sales expense other than consllltilig engineering and the like and a 
few ot r ess important items as wholl owa s ec1s1on was 
clear y e on the concept that these principles.were applicable only to cost-
reimbursement "no-risk" contracts. 

· By agreement between Mr •. McNeil and Mr. Lanphier, a. m-ember of 
each of their staffs, Mr. Kilgore and Mr.· PUson .. _did very extensive work 
during 1956 and early 1957 in.the drafting of a com.prehensive·. set of cost 

· ·principles. This was comple.ted and submitted for your consideration on·'· ·--:;. 
: .. Z Ap!!!J951.. ~~s draft acknowledges and_ accepts in principle. a s.ta.tem.ent of . _ .... 

-. the applicability and use to be made of this comprehensive aet o{ cost rinci le~S 

' 

· .w c ,. m my opinion, would now be acce table to· the · "ta de ents. · A . 
copy o this statement is. attached. It is. considered very important i:n,. a resolu.-

:· tion of this. problem:. In its content, the comprehensive set of cos~ principles 
·!s far les·s rigid in its disallowances thaii Part Z of Section Xv. n ia basecl,. 

,, 

on the concept that no legitimate cost of doilig business is automatically un
anowable althOugh certam costs which have riothliig to do with the conduct of: . 
govei'iim:snt busmess are norman not illocable to us and man costs, thou h: 

owa e ·-allocable to us, m.ay be so unreasonable in am.ount as to be un-
acceptable •.. In other words, lt substitutes careful and realistic admjni.stration. 
for automatic. disallowance. The adminjstration will be more difficult in ' 
industries .not subject to competitive disciplines and, hence,. Air Force· ob-
jections to. this com.prehensive set of cost principles can be anticipated. 

. . 

· · .. Ov~r this sclm.e period. of tim.e t~re have been two, and possible more·, · 
I 

of4cialletters f~otn the Com.ptroller General of the United States to Mr. Wilson · 
\irgmg_ihe; rapid adoption bj the Department of Defense of a sin e,. comprehen-

. e to type a of contracts. he last of 
unanswered • 

. In its- reports two years ago and again last year,. the Special Investigations 
Staff of the. House Appropriations Coxmnittee (originally the Flatley group) 
strQngly urged the adoption of a single, comprehensive set of cost principles. 
In ita report-to the House in connection with the current DOD budget, the· 
Jtppropria:tlons Comm1ttee restated this need 1n emphatic terms. 

z 



• • 
In its hearings and report on aircraft procurement last year the ~ 

Special Investigation Subcommittee of the House Anned Services Committee ) 
(the Hebert Subcomm.ittee) brought out and stressed the fact that the practices 
of the Navy and. the Air Force with respect to cost allowances · 

erent. · s. Committee pointed out that it was the im.m.edi-
a~f-e_r_e_s_n_o_n_s-::i:-:-b~il:-:i:----o-f:--th=--e-=De ~tment of Defense to eliminate these differences"'. 

On May 15 of this year, the Special Counsel of this ubcommittee. in a lette+ 
lo General Ghormley, has put us on notice that the same issues· will again 
ar1se m the hearings on rocurement of aircraft en ine next month. This 

omnuttee s in term.s of Part Z of Section XV of .ASPR and they mightbe 
,...satisi1ed if that Section .were 1ssued. However, the contracts they have 
"investigated have been largely of the incentive e or o'ther negotiated es. 

ec y V, Part 2. 

In the past, audits in connection with pricing have been conducted. in. 
the light of the present Part Z of Section XV. lienee, the cost principles which 
a.,re contained therein to govern questions of cost allowabllity under cost rei.In.
bursement contracts are also used by the auditor in setting out costs for 
8pec1a1 considerat1on S:y the negotiator when reparin advisory audits in 
connection with negotiate . pr1.ce contracts. To a very large extent~ then. costs 

;.Wiirch are disallowed as a matter of regtil:a:tio1i under co·at relnrbursement con-
~ . ~ 

' 

tracts are, m fact, exclUded !rom pr1cmg 1.n other contracts. Hence, if the 
. · proposed Part Z o:t Section XV were issued with its .rather stringent disall~wanf\ 

it would inevitably be carried over into the pricing of other ~es of contract~.. ) 
This might have the effect of rendering it more difficult to atiopt less stringent --
rUles with respect to such other types m the future. 

Sum.m.a.ry of Pre sent Situation 

.· · · ,. We presently have available for issuance. to replace Part 2, Section XV 
of .ASPR-£ proposed set of cost principles applicableoy 1ts own terms only to · 

.· cost reim.bursemep.t contracts. This bas been fully· coordinated within the··
Department oi Delense~ When coordinated with industry there was considerable· 

. objection to its restrictions. The changes made as a result of- discussions with. 
Mr.· Wilson! all of which added restrictiol;l.S, ha..ve not been coordinated.with 

· industry •.. · · ·· .. 
. . . 

·. ~:, .. We also. have a co~plete draft of a comprehensive set of cost principles . 
. ~ch baa received no coordinatiori.·,-erther with industry or within the Depart
ment of Defense. 

~ 
,. The present line:.up of the parties. at interest is believed to be as 

follows: 

3 
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Mr. Wilson has approved Part Z, Section XV ~d would 

have been. willing to issue it but for Mr. McNeil's objection. 
Mr.·· WUson has not seen the comprehensive set and there are 
differing guesses as to whethe·r he would approve it. 

Mr. McNeil is completely opposed to the issuance of 
Part Z, Section XV both because· he considers it too restrictive 
and becau~e he feels that the real need is for a set of cost· 
principles for comprehensive application and not for a new set 
of principles for cost reim.bursement. · 

The Air Force wants Part Z, Section XV issued imm.ediately 
and can be expected to oppose the pr_esent draft of the comprehen
sive set either before or after the issuance of Part Z of Section XV • 

. The Navy and the Army both feel that the present draft of 
-se~ction XV, Part Z is too restrictive, but would vastly prefer to 
have it issued to inaction. Ther- point out the real embarrassment 
that continued DOD inaction in this field can cause a.1:1 of us-. They 
both recognize a continu.i.lig need for a comprehensive set· of cost 

. principles and probably, but for the delay factor, would ge~rall.y · 
support the new dra£t. 

Industry can be expected.to react violently if Section: XV~. Part 2 
is issued in its present fonn. The will ob ect both to its restrictions 
and to the fact that they were not consulted as to t se w ch were most 
recently incOrporate~ • 

. · Argum.ents Concerning the Immediate Issuance of Part Z of Section XV 

In favor of immediate issuance 

1. It is finished,· coordinated and agreed to in detail 
by Sec/De£. 

i 

Z~: It is the cnlm;nation of a vast amount of committee 
work. It will pin down, for the record, a large number 
of agreements on principle and la.riguage which were 
reached only after much effort and compromise. 

3 •. It will probably satisfy the Hebert Subcc;>mmittee in. 
connection with.ita· J"uly hearings. 



' . . .. • • 

~·,_ 

' 

4 •. lt is likely that the principles will be used in connection 
with all pricing and, therefore, the effects of a compre

- hensive ·set can be· achieved inunediately. 

Opposed to issuance 

1. We have presently in ASPR, a set of cost principks 
applicable to cost reimbursement contracts. There is 

. ·-·----····-------------.no particular need for a new set. What is- needed is a 
set which is applicable. to all contracts. 

Z. Because of. its austerity, industry will fight it as hard as.. 
possible. This opposition is likely to lead to firm. indus
try opposition to any comprehensive set for fear that this, 
also, would reflect this pattern of disallowances. Indus
try opposition will be particularly strong because they 
were not consUlted on the most recent changes. 

3. Part 2, Section- XV Will not satisfy the GAO or the House 
Appropriations Comm.ittee since it is- onl 
~pp 'cable to cost reimbursement contracts •. They specifi
cally want a. comprehensive seL.--

4 •. Partl,Section XV, which will probably be used to some 
extent in connection: with all pricing, is unsuited for such 
~ It treats as unallowable or requ1res special contractu,lal 
treatment of costs which most parties would agree should. be. 
allowed i£ incurred subject to the disciplines of comm.ercial 
competition. The allocation of such costs to government 
work should be controlled as to reasonableness but they 
should not be uniformly disallowed. This is the wrong way 
to arrive ultimately at a .sUitable comprehensive set. 
~ . 

· Special Arguments Related to Proceeding with the Presently Drafted Compre~ 
hensive Set. 

In favor of proceeding· 

1. Such a set now appears feasible since we can apparently 
now agree with the Comptroller on our "applicability" 
section. 

2. If there were not extended internal disagreements, it 
could probably be coordinated quickly. 

-·~ 
I I 
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~· ... • •• 

.... _ .. 

3. If we. were to proceed on this basis immediately, vre 
could probably satisfy the Hebert Subcommittee in July 

. . -_and satisfy the Appropriations Committee and GAO 
·quicker than _any other course. 

Opposed to proceeding 

Conclusion 

1, The Air Force will i.rmriediately oppose it and, hence, a 
delay is inevitable. 

z. The Air Force will" probably b.ring_ the proposed treatment 
of such fa_ctor s as "profit sharing incentive paym.enta", 
''advertising", "contributions a.Jid dona tiona", "general 
research", et alto Mr. WUs.on's attention immediate! • 
- · e Mr. Shannon thinks that Mr. Wilson will agree to .

1 
a different treatment of such costs in cost principles used 

· predominantly for negotiating risk contracts, as contrasted 
· with prl:nciples. ~sed in cost reim..bursem.ent, this is not 

{ 

clear. In any e~ent, the comprehensive set canno. t be 
issued without. joining thi& issue before Mr. Wilson. ·: ':-;~,~-

. . . . . .. 

·rn view of Mr. Mc~eU's opposition to. is.auing Part Z, Section X"'( in . 
·.its present form. and the Air Force insistence on this issuance,. coupled with 

the predictable Air· Force opposition ·to the presently drafted coinprehe.nsive:: 
· :. ·_set. it ia clear that another decision by Mr. Wilson is inevitable.·. It would. be-· 

very desirable if such a decision wer.e a comprehensive one that resolves an· . 
o! the issues that appear in this paper. The parties principally at interest . 

· . should. be able to pre sent th~ir argum.ents to M:r. Wilson. This could not be 
done as matters now stand, since neither the Air Force nor the other military 
depart:Inents baa. yet seen th.e comprehensive set of cost principles. . Hence if 
we were. to s_eek a final 4-ecision on all issues from Mr. Wilson,.. we would first 
need. a briefing seasion with the Inilita.ry departments and we woUld. have to . 

. allow-them enough time to mars~ their argum.ents on these-issues. 

. . 

·.··. It is my ·opinion that we·· should support the comprehensive set in. 

substantially._ita present form. 

If Mr. Wilson will not approve this set I think we should proceed with 
the issuance of Part Z, Section XV. 

• BANNERMAN 
ector for. Procurement Policy 
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and Donations. · 

• 
(p) · ContributioDIJ 

. (i)·., buo~ble· contributions and donation.. to established 

~nprotit oharitable •. aoientitio •. and edUcationai:_.·organisationa· are al_low

.. :.&ble it they (i) m.ai re-asonably. be· expeoted to rea~t.:ili. tu~e be~fita ·. · 

to the. oontraotor· thr_oUgh advancing. direotl:r or ~direotl7•· the ·te~~olog 

o~ hia tnduat17 or· inoreasing .the supply ot. trained .JnSJ1pow~r ~.,:&ili.ble· ·to it~_ · 

.... (1il· are ·in ·l~e~ ~f- the oost ot aird~ar taoilitiea whioh the· CJontrao~~ woul4 
,· ........ . 

· · have·.to provide. a.uoh aa employee' medical or reoreati~~i-·taoilitie-8;:: (111): ' 

@ ,ez.peote~ of the- oontraotor by the oCIIIIIIUDity an~ 11; oan 1teasoaab1;r be ··- - ' 

· ,, .- expeoted- that the pr~atige ot the ~~ntraotor iD. th~ o~d ty_--wouicf ~utt~r ·_ · 

, -. I .. ~oug!L the. 1~ ~t a~oh oon~ibutio~-or (.iT~ are ~ontributio~ te~~~~u:: oivi?• _ 

! ... __ det~~~tUD.da. _o~ to looal-oivil: defense projeots toE us~--in tb: o~n1tt.~ 1 >i · -· · ·. .. : - - - ~r¢..t~~· ({_ a.AJ tl_.(~j· 1 
• _ .. ; ,-~oa ~ o_on;raoto~ . operates. -~ (!~ ae~ AS'~ _1&~.1 (b) ~7itJ -~ ~:~ J~.t -~<-, -~"- :. 
-~ ,' . - - .--- _ (2) · %he-. reuonableneas ~ the aaom.·ot parti!l~ar oQJltri-· · __ · · ~ 

, · bution&: and::th. .. .-·..g~~gate thereof_ tor e&oh ttaoai.period mua'tJ ·~r~il7. be,~·:_.·. ··· .. ~-· 
. • . . -; • . '· . . • . ·_ :.'!'~.· .. ··.:.·· :~: . . . 

. -:<~: judg_ecl . ia- tAe·; light,··~~' th8. p~tteru· ot• put oon~tbu~ions ,:· ·partio~i~i7<':thol~.: :. ':.: ~-~:-~ ~ ~.·· .. · 
_ i .. ;._li.'~~~r-~-~-the. pl~ing -~- Go~n~. oontidt~~'"and shoW~--,i.;Ji. -~e~- '> .::~. 

·.. . . .. ... ,.,\', -~·- .• :.-. 

-.. - in the·. light .o~· the.· PJ-s,seno···· or abaen~·· ot· re•trainta .ooo1lrriD&:in tb.e:'oohduo~.· 
·, ,' • •• a,.. • • • ' ' - • • • • •' ~ • ~ •, • •, ~ • • • 

. ;.·:,.:: ~'.:.. . .. ot~,~OliPetiti~ :bus-~·~·-~ ~8: . .UU01Jnt: ~t·:.e~h· ait~able. oontrib~~f~~: ~t:· be ·:.._ ~·: ;:;:' ·:> 
. . . . . . ;:-- . . ~ ·. . . . . . . . . . .. _ . . ~ . . . . . . . . . - . . .·. . : : . . .. . . . - . . . . '\ 

.... -:· ··._: 

....... 
. ... 

.. . .. 
··.·-

..... : : 

. -. . -~: ·•, .. _.. -::·: .• / .-- _,_.:,;-.. . •.. •· .·· 

. '!' ....... 

. ·.: ...... : · .. · 

-: ;._ 

.. 
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•• ··-
. ·: ··~- · .. ·.' . _.:_: '.: .· ... · . . . . . . . . . . . . 

· ·::. ~ . Compensati~n £or sflrvices re~ered paid to partners 

aDd sole proprietors··. in lie·u of salarY' Will be allowed to the extent that .. 
. .. . · .. ·. . .. . . 

it is" ~asonable =-~nd 'd.oes. not. constitute ~ !fistrib~ion of profits·~- . 
. . . . ~ . •. . 

. ·. "d ·-In addition to the generaliequirements set :forth - . . . . ~- .. 

. . ··· . ·: in·.! through. ~ abovE,-·," -~erta~ forms· ot. co~ensation are subject ·t~ further· 

req~~einents as -,~~cifi9d irl ·_(2). throUgh (10) beiaw~~·- :, ... 
. . . . . ' 

_ _.:· ·. ··· · :-. :·': . . · .. (2) SalS.r'ies· and Wa:ge~ •.•.. ~alarfes and .wage~-- £or· current ·se~ces 
. ·. ·. ;: . 

_inciUcie 'gross compensation pa_id to' emp~oyees "in t~e ~or~ of."cash~ Pr.f?dUcts;.:_·~~- · . 

... ; ~·the co~ of. supplemental unemployme~ . benefit. plans,· and ··are allowable- subje.ct . · 

, ·. · ··: to ihe qualiJ:icatiimS. Ot <6> belOw~ ; jare~r~ ~g~S.. and.' sa~~s ar~ ~u~~e- _ ,'<' 
;; : ·-<' t~/ the ext~Ot auihi>r:L~ed in (6) · ~elw.' ·.. ' · " :, . >c · , _:>. ~ > ' . -

. .. · ·· <3> Cash aollUS~s· ~d :i:nceliti~ Ctn!IJ?~ation: Cas~bo~~~>-. · • 

·;•Bndincemi"e: ~m,J~!)§tf~n/fh~~~~ or·no~fd~PeiXi~~UPon o; mea~und:~b~ ;oAt~> ··-·· .. -·· 
.. .-:·- ·~ ~: based. o~{·~roci~io~;·.~c:~;t ··~du~tio~,-~.:c,;: efficient.· na~ger..ent;: ·Q~_· ~~rfo~~e ,:.-·.·~~- ·.,: ... . ·.: : 
: __ - ·. . -. ·.. . .· .... _, '·~ ·-... ···· · .... · .. ::...·:· fi~r··.·. ..... .... . · _ _._· ... · __ , · .. ;~··_·_. · . .-_ ; ._.··. 
' ... and suggestion .. awards and safety awards, are allowable· to the extent- paid~ or··.· · _ ,_.· ... · . 

.- --·: . : .· . . . .. . . ~- .· .... . : .· . . . ~- .. : ,,_:- ... ·. ·:-~ .. : . nc_~ < ·. ·, ·· .... : .. . :·. ·_ ·: ; .. -: ..... :: ~~ 
.. ~::_'accrue.d·pursuant~ to-an agr~ement e~ered .. _ilili9 _in good_ f.'aith between.-- the·.·_·._· __ :::· .. . 

_ .. ,. 'd~nt;a~or: ,and the, ~~;~yea~. ~~ro.;e_;~~~,~~rv~~~ ~~-~~dared, o~p~S~nt· t~ _ ,-~ 
· '._ J ·.~· :-~··~~-.~~~~lishe.~ p;La:fl_·.~o~awe~ ~7.- ~~~· ~-~~r~~or._ ~~ .-~.~ilSistentl~--~~ t~_. .~ly~-- ·~· :~\~ .. ~-·~:,·~ 

. . . .. . ., .... - ' . ... . . i . .. . .. . --. - . ' . ~ ( 0. ~ ' \ ~ 
:.·~-·:-: .. _:_~-~- e~~~~.~: an a~~~~t_·t~-- mak&-:·· ~~~: ~~~ .. ·-(~~: ... ~-~~>~SFR 15-204.1_ ~-b~ )_. ~~- v:_·~-J 
-_,,, Defe~ed bo~-~;~·!,ricemive C~IJA~ion ·an. a1;lowable to tb8 8xtimt' .. J~r'-=·:1 '-·' 
: ·-; '.~au~~iz~'~ .<;t\eii£, · · --··· • · .. /- · · ,: : _, _ : .. :_ ;>-;·: · · · ·_ · _. .. · · ·:- · · <". ·, _ 

.. :_>>· ·'· .. > ·-~~~.- <4>> Bonuses and Incenti~ CompEnl~~ti~ri·····Paid in Stock• < ~- . . . 

.• . . :: >Costs of; bOhuaeS · ~nd: 'iliceut:.i ve coMpensatiOn: Paid. in the. stOck. oi the Contracto~ ·· .. 
-· .. · . _.. ·._:.. ... - ··: ...... : ...... -: .... ·. . . - . . . ·.. . . . . . '· . 

·. .. . . -.or.·.-~£. an·· aftU:iate ~----.~are allowable t·Q _the . exi~nt:·· set. :fort.h in· (3) .abov~ · .. (in.;. -- -.· :_ .. ~:- .. _. 

:ci~ing the ~~orpof~iiOn or the· pr~iples of paragraph (6) beiov for ~e!en"ed .· · . 
• 4 ._... • •• -.. • • • • •• • • •• •• • • • 

·:·.b~n~es· .. alxl ;~Iltii~ ~~.risati'o~), su~-je~ t~ tlut followini ~dditio~·i.r_eqUire~ 
· ... •' 





.. 
'. '. • •• 

. ::~ . 

'.nOt pa~d 'uritil'·a!t~r the 'cOliJI>letion -~r ... the yea.~.· in w~ch the, 'se-~ices' are 
'.remered, except that it does' 'riot ilicl~e- normai eni' of ac-coui¢in~ period":_·.:: ' 

. . ·. . ··. . .: . ~ . . . . . . . . . , . 

accruals·• _· It .... inclUctes (i)- ~ontribu~i~ns·· to .. ·pension,- annui~y~- stock. bo.nu~,:·:·~-~-~.' :~ :·· .. :~<-_ · •. · 
. . . . . .. . . . . . . - . . . . ... ; ~ . . . . . . . :· . 

. -. p~otit··sbar~·--P~~---(ii). disability~_·lliihdrawl~ ·wurance·,···aurrt.forship-~·:'am·· : ... . ·:_· .. · c ·. 

• • • .. • • I • • •• . • ' ' • • • • • ·, •• 

-:. 
..: ' .. · ..... 

·-:'· 
:• .' .-:·.: .. 

.. ·· .... ".'· 

. . -· .... : ..· •··. 
. .'•: 

...... 
. · .. · 



. ,· • • .-:.;· 
~ . 

. . ~- . 
, .... :. 

: ... 

. > ....... · tutui.e abn~I;.i: foi-feitures. shan be 8t!ected accord~· i~·tm:' f~lloving rules/) 

- ... ·.· :· .. • .;····.····· .•···.•·· . (i).ab~l.forfe:!.t~sthat·arefoi-es~eablea.!Xl..· 
:".' .... : .. ; ... 

. . . 
--·:· ; .. ! -: _· .•• 

• -'',,.' I •; 

. ~ _... .. . . ·~ ·_-;· .. ·_ . : 

. . .. '.:·· ... · .. ~---

.... ·_ 

--~·_.= ~hi.ch em be· -~ently enlua~~_ .. _With. 

reas~riabie .·a.cctiracl"i·· by-· actuari9~,· or .Other .. 

so_lmd;:computa~io~; sha~ .. be renected by-_:·:·,-:;·- .. . 
. -·· 

an· adjustineixt~ of' current coSt~ -~-otherwise .. 
~--. . ~ .· 

. - .' .. allowa~le; am~,-.·.:·_· ... .:>,_.:··_·:!· .. >·'" ... _. ~·c.·-~-- '· .. ··. . ... 

· · (ti) . ab~J.. rOriaitlir~~;:·:~t · ~t~ ( 1) • ab'O"ia r · .: .••. 
..:·-::·- . . ;; .. .·. :<. . . -- .. ':'. J • . 

·, : : : •i/ ; .· .C • ' · · · > ·' ma;y be•. made· the subjeCt of:' ~-~ement. betwe'e~ · . : 
t::-:···;~t?f~' :::; '; . c •• .. ·• ··. 

:~;;'£,;:·. •·}·&:;l :,' ;::5 ~ }· •.. c ; .. · ... 

·~:, .. --~ '.:: ~ rcir ~~- re.ndei-ed during; the: ;Qontftct> ~iod, ~-. :L;i .f:~ ~ur.-~· ;. :;: :· : : ::: 

. . ·. ·:_ ... .. :. "'-:. "":'"-

. •,.. . . ·- .. : .· ~- •. : ·"'=' ·-;' 
.. ~. :·:: ... 

~ ·~ . .. ·: . . 

, ..... ·. 
:· .:~~~~·--·· \ .. 

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

.• ·•· .. - .. _·:l_ • .• ·' .. . ·-.. ::- ·;.-

... -. ~ : _- .· .. c·~· . 

. · -· .· ·. . . ~- .: 

.. ··:··-:-,,_ 
·, ... , - . ·; • . .... ·:. '·=~: . . .. . .-=.: - :- . : _.._·:.· - :·· .. ·:. ·: . 
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••• .... ~:,·~~ .}i-v~J ~t.-_3 . 

_ .. ~ . . . ~ ~ "-

' • • '",-r • • h•-

_..,_·;·'-~·;.-.... ~: tpe. periocr_ot-, c.ontract: per:to;rmance._ ... It includes·,_but,·. 18_>not::~limited~_tc;tj:~ .. ,,:o.,_.:: .. ~·::·~:~; .. ·:· __ .-.' .: .. 

.. ':_'::::;_?~::#F~~~~;;,#~~ ,~:~~~~o~'· .. ~m ·. ex~c;ti~io~nrlt ~:~~~~+~·~;-~~-~~~}~~~~~F;~j~!-,;t~, {'.'; · 
<::-: _· :-: ~e~~!~ -~~~---_~l~yee stock· o~ionsr _fringEt J~e~---~~ c~~~:~~~~--~-:-~-~>~:.~·:.}.~~---

-· • . - .,:· .. . ... • •.. · .•. . -. . .· .. :·~'.... .. . . . . . . - • ~ • . . .. I: : ·-- '·. ... ~·~· ._.·,_- .. ·;. : • .-. ,..,_ >·_- .! .· . . ~·- ' 
· : · . · .. ·.: _ -._· ; _ _. :to-~ pellB.~Oili' amuit7 ~- sj;ock-bonus and- profit-sharing·. plans • ~- SUbjec1;:·: ~"Cf·<t~~~ *"--;- :'.: -_:·~ }_:_:._- ~-~-: -~ -~ 

. ·_;' .. ::·.f :,.;:, .. j:> ·: ·. /S' . 

. ' . ··.:. ::. ·-··---~--. . ..:_·_.··>-'< ':.· 
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15-204.1 -(b l·· ·• The. ~t of' aJ.lgwabil.:{~.M';S~J.~cteti .costs.· cov~red in 

'.ASPR ·l.Se-204.2 h.~ ·b~en stated so ~ . to-- ~Pll;-1gr~a~ .-to ··~auf· aqQ..OUn ____ ·. 
" .,,, " • r '•.!'··!:' .';,'•r.>,,'lf,., • l· •• • • • • 

. . . .. . . . . . .. . . : .·.,~~~~ ~.f;-· ~~:~t~:~~· : ; ·, }':. ··~ ' .. 
·9ystems in va.r,:tng .cont~act siblati~~- Tbus: ~;·_~ .a.Q.7 given c.ontraot the _ 

. . . . f." . ·... . . . ' :· . . . . . . •. . . ·. . ... · .. ·_: ·. 

·reasonableness_· and atlocrabili ty or· certain of the items··o:t· c.ost identified_;_-. , 

.belo~. :til. ·ttu_s 'parag~ph (b) U;r be duricult .to determine,.-partic~l7. ~~ .. 

. : : .. : 
·-. 

-:-· ...... 

·- ·-:',' ' _ · w:J.:th the GoVernment•.- Ill- ·order t() ·avOid :~~~~nt disall,o~e baSed on;-:i~:,- ~-- - " 
. . .: ~ -::--.. :· ·.-: ·: .. ~-... f; 

-· · ::. ·- uDz.eas~leness or· no~ocab:1.li 't7t -tbe: · ~ent or· _.allowabiii t7; .·of; :sUcll"'> :.,~ ·_ :,.,--_· · ··-_. ·:. ~- .. -· 
: ~'-·.. • -~. -~: :- ••• •• ' .... - •• ••••• • • • • ·. • • • • •• • ••• •• • •• •• / • • • • • ••••• ' .. ' • :_ ·:.,, _ .... -; ••• ''):-~·~-: ~-; • --~ '~~·;::_}.':~. -;'_. '·: ~: < _. ... -: -_: ~. 

_ costs shOuld be spec1£1call.7 negotiated and ag_reed· to.·in ~d~. ot.:-.the ,,~-.-: ·.--., :.'. ·, ,. . 

sj~~=~ ~~·ij-
. __ .: . :_:_ . retroactive pr:tc e~- ~determina t1 on. . Mq.; such· agreement. shoul.c;l: be··:ipc oll)oratecl·-:; . . /':- _=._ ·• '~ 

. '·~ cOs~~iirs~~- tl'P' contracts-o~ ~~ a p~ .of -~he cont'~t ~"''~~: 'j~.: ' .. ?. : 
. . . \ .. ~-··. . .. ":' ~· .· ·.. •. "-.: .. .:..·: .. 

· --~·: :/ ·_ ~the:. ~ase of., ~~~ated- fixed-pi-:Lc;~ tl'P8·~: ti~racts~ .. _ and shoulct govem-.:~~_:_:7-~.: . '~;· .~·,_. , 

<. c~t ~~i~ti~ ~OVered tJlereb; t.J;~out ~a pe~~e- o£, the ;~~ted': <~; 
. - .. ;, .. •. . . ' . ' 

.·' ••• 't~ :. • • •• •• • .. • • ~-. p. ·~ 

-.~o~raJ?~•~ ·. :' • • ~ :•. .' T: ~·, ; ... ;. ~· 
. ::·: -~:- : -.. 
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•• • ce Meinorandum • uNITED sTATEs GovERNMENT 

TO Mr. G. C. BI"'JeraJI 
Director tfllt- hocuremaut Polic7 

18 JW.,.l9S7 
. DATE: 

PROM t. A. PUaoa -
Procura.ut, ~iciea & Regulations Div. 

. . . . . ·. 

SUB.JEC'l': Colqrehenalve Set -·Rationale tor -Allcnlilbilit7 ot Stock OptioDa aa 
CompansatioD• · 

~ ·. 

lD the •c~hensi'ftt• set. the ~tion principle baa been eut.ireJ.7 
recan.. In ao doiDg- we t."N accepted t1lo baste concepts. sQ-o!2£l7 urged hT 
iD!v.ftrT 1Ja tbe·iDiU'ti'T. proposals. . -

(1) Tba\ it~ the expense ia pa~ to. ths employee tar serri.cea
rea!ared, ll IS A COS1 to the contrac:t.or. and 

(11) U it 1s a cost to the cunt.-actar~ th8 DOD bas the twlda•Dta1 · 
· oblipt,ion t.O .. allov it • ineotar a a tlie compensation 18 reaaomble 

,_- '
1 iD ~-11i-'~·r4.·tbelfervicewr&Dde:red. ·'. 

. I , I ........._: •·• • ! 

. • • • .J_ Tbe abo-..-~~- 1a··t11• concluaioD that· tba·- DOD ·should il'* c~ it.MJ.t · 
· · with the· CO!IIpe-"iOA teebniqua employed,. b\& should dedicate ita attesiaa to 
... aore baaic questicnl, i.e. • whether- t.M total.· compensaticm to tlla indiridual,.: . 
- teolm:lque or- collbimtion ot tec1m:l.que8 1a emplo18d~ 1a reaaoaable ill . . · 

liP' ~ the. aenicee :reDd8red.. - .. · 

. ' We belleTa· ~- tbe treat-s prorldecliD. the. •comprehenai•& •" naultll· 
1A ~-to -u.- IO'fti1FMnt. am to the eozrtrac:tcr. · lathe pa-' dtmiLop ... · 
~ tla-co'lp'PS"t.iml- pr1no1ple. • haw heud the~ that. raa80nableoa.• at·- ·· 
cqamq a d1tficult. to usure Ul1der certaia., tha- techniques~ am to allaw ••• 

. co-' ta expease•. ot· certain techniques would result-in greater expenditvea far. 
del~• producta •.. : Ia eonaection ~barewlth• att.ezSioD 1a called to tM· baaia· . 

. pr~la• ~~at. tba ~-' ot tbe .. •co~w• ef~ort6 vhereiD it 1a .tateda 

~ .. ·, 

· . •Our objective ~ to be tairDau aDd equit7 1D · 
._,, the dn'elopme!S ~ •oue aet,t at c~ principlee •. 

· V. should not d8D;r nor :restric$ all01rabUit7 ot a-· .. · . 
·-. cod otlaniae tair because :it, wolWI be C08tJI" to-

. . . . .-_:·:: U. 1cmtrti1Wllt ~ or because r8qomblenesa o~ ~ . 
· .. ·. ·: ·· ···.: · ·_ 1a difticult.. to aHilrtl. • 

. .:...-..· 

!he Cl'l•artion arU.. aa to vbather the costa ot stock optio~JS:. are to.be. 
COD81dced: •• COJJpeuaat.ion ot the indifl4ual for serrl.ees rendered.· If thaT are• 

. the priDGiple ought. to be oaa ot allowab1llt7 of tbe stock option teclm14•· !be· 
s~ coon decide4 a case recently which gives gnida~ on th1a pro~ aDd to 

, ~~ cODClusiw p1dance. Tbe Case ia CommiasiODR ot Internal Revenue, PetitioDer,. · 
~t= Jb1J~p J •. Lo Sue,. 76 8. Ct 800 •. In that. case~ .Lo Bue 1188 giWD a serie8 ot stock. 
v"!tB~. stock.-. grea" blrrgain prices. b7 bi8 ~pl.OJ'V·· 1n recocn1tioll o~ · 



-··· · .. ··'"···•''·· .. ·:·.··-·· .. •·'-·· .... - .. ·_.- ... ; .. ·· ... 

. .... .. 

• ••• • • ·' . 

. ' 

. •co~tributioD alii e1'tort• in maid,. the ope~U~ at tha compa~ successful.• 
Bua uerciaed·hi.- opt~oa·.t.-o.bia ad~Dtal8e7.·· ~the suit tor taZAa ~n tha gain, 

Lo Bue oo~lldecl- that_l= ·. · -~ _· · _· · · .. · · ·· · · :. · · 

. . . . -rhe said opticma _... not. . intem!ed b:1 the Corporat~ 01" t~ . 
tha petitional-- to constitute additional compeneatiqn but .-ere gran ·. 
to- pcmit. the petitioner to acquire a p!'Oprietar7 int.eren in thaful . · 
Corporation and to provide him With the interest. 1n the auccaas 

11 
. 

operation ot :the Corporation ~vine tro~ a~ OWDII'sh~ iutere~ •. 

Tbe Tax c~ ~taiad the. issue ~ -~:. ·>> : · .. · ·•. . . . . . . . .. . . 
. .: •~ Bue bad ia ta~bl.e gaiD U tb. 'oPt,ioU'Wft intellded •: QO.IIipeJ!aaticm. ·:< · ·· 

_' .. ·,> .. ·but ·not, it t.ba optiona were deaiped to~- biJI.vi" .• P~~- · ... 
· · · iuterest in thlt busillesa•• •· : . , . · . · >. ~ .. . . · .. · 

· · c01D"\ .l'Ul.id that tll8 option gaill .is compeiiii&Uon/ Th8 IJ7liabus: . > Tbe Supreme . . . . .. .. . . . . _ _ . . 
.. ~ot tha case ,statiDgt ~ C; ,· /. . .. ::. · ,: . ; · .. :· · · • , ·:, · ., . ·. . .. , 

.· · .. '"Whaa · ase8ta &r.· tramferreci b7 an elllpl.o,V to a ellploree .~ .. : . ~ · .... · .. : 
·,, .. aacUN b.t.tc- sel'ricea. tba7 are 'co~~p&naatian' • • ::.• .:·~~ ... , · ... · .... C 
.. :· ... ud 1\ znalcq .. na: d1ttere~~-~ compe~t~ cia.~~.~--~ .-.. •. . . -~,:-"··· ·: . 

. . . . • ~ .. · •• rat~ ~ ·,.u·~ ~ne7· ~ .••.... ·• ..... · .. :!; • : dantli~~:,:L.;:;·. lid •. ~~~.i \ ~~:": } ·~ ... · ••· .... ;:.:'c. 

· .;.~ =~coo:-,!i:i:' J: :'J1olllf.~ ~- hU e~~pl~yv" beca~:;~}, , <~ > ... ,, . 
. ·. : . ·.· at .emplo,.rr's deai.N t4)· gn b.t.tG- ~·· tr~~yue• t~ · .. ·:··i .. · > ... :.,o :.•. 

··. <,::, wa 'corap~~~~:.tor pel'aoaal. ~ervi.ca ·: ·~ .:•~, ~> ~ ........ c". ;;:,:_;;;,;-.:\;: .'~_s .• ~:i:· ~ 
SirJC. ra. tile ~Iii-\ 'obeiirnd, 'the at~ optioli teo~ ~."a mlrthOd Qf . . . . · : ~ 
providlnc •caap.nsatioQ tor· plrs0DI1 nnicesJ am slnce 1\ ~ the !\l""'iiweutU:. < ... 
prePJUe ot thia paper that tha total; Utoiua at· the: COIIIJl8nsat1on 1a the. critical .. , · · : 
coaaidention· as to the. allowabUityr· f4·. tha ·ooat8•: w belie'fe, tha" a proper uae -~ - .. ·.~: '·· 

ot ~ t~ IIIIa\ .~·~·~~~,':~<~. ~ •. );~; .'':': ; \' " ·:.: . . .. · .. · .. .. . . . . .• }:·. ( :·;.' 
· : fbi ona· possible ar~ apiilst· Allowbil1\T·ot thtt technique. ia to cOirt.elll,·' >· ~ ~~,. 
that ~ iteia relata a to the. capital. ~ ~- Cc.pan.y and 18 tberetoi>e n~ a· cost · - . . '· ·;: ·•· 

·. vhich caa be· allocatecl to the collt!act · b7 l'UIIOD at tk de1'11iit.ion at alloCable cod ·, • . > ·· 

. The LO :aoe caSe did··~. ~t COurR~ coT.;i aPf~~1c~~.v the pr0blea. cit proper ~~,· 
ot t.l» 8Xpenalt by~ co~ctor. It .did1 ho!Rrrer •. ; SliT thi.u· ·.· .· · ·· ·· .. · . · · .. · : :< 

. .• . - . .. . .·.. . . : .· . . ... · ·. 

-rhua. ~t the end of theSe t.rai1Act1o,;;.~ ~ Dua 1a e~oyeio we ~ ·.· . . . . · 
· 18,230 l•• to ita· atoclcholdera and J.o. ilue- vaa vorth ;.;8

1
230 III01'e than before.• -. ...... -::. . . - . ·--

. · ,, .' It aiuet be poiat.ed out that.tbe •capital•· argU.ia appl188 1n equal. rare.. to 
stoclc: bonuses (paragraph. Ui) •· as both. relate eqoallr to capital ot the Compan,y, Aa to.· · 
. ..· . . 2. . . ·.. - · .. · .. ,._,, ... ·.·. .. . ..- . 

. ·: ...... .. , ~ ... -· .. -... · 



·',. • • ••• • • • 

. · stock bonues1 •• far· as we have .been able to determine, the technique u 
presentl7 allovabl•t ha1 beeD ailovable in all reC8Jlt drafts. ot Section 
~; at least. DOt: diSapproved by the Materiel Secretariea CouncU 1D its 
· maD7 considerations ot tha Compensation principle.: · 
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DEPARTMENT OF DEFENSE 
OFFICE OF GENERAL COUNSEL 

WASHINGTON 2!5, D. C. 

tmaWmUX FOR Ml. G. c. BANNERMAlf. -
.Director tor Procurement Pollq 

• 
' ...... :· .... .;. . .. ·. ___ .·. 

August 6, 1957 

· ottice ot the Assistant Secret&r7 o~ Defense-
(Supp~ and Logis\ics) 

S~: · !reatilent ot StOck Option··-Arranpmenta aa co·sta bJ' Contractor•:· 
. . . .. . . .... 

. . 

·Rererenc:. is· made to your- memcirandua dated J'~ _25, 1957, in vh!cll 
rou aak the question vhether·i\ is·lepl..q proper tor the GoT~~n ~ 
~ aa part ot the- coSt· ot a contrac-t the amotmt that represents the ·: . · 

. ditt'erence ill the tair marke-t value. ot atock· 1il the COllp&DT &D&l the. price :.

. at ·w:teh the stock ia otterf}d an e111plo7ee: und~ &D employee stock: _optio~· :_ 
'pln.- ... · •' . . . : . ·:·.: . . 

. . . -· .. ;_ . _.. · .. ·.:. . -....... ·. 

· · . ·._·-----. Wbile._it-·1~. teclmi~.1e!ai tor the. GoterDDl8~_-to coaptUsa.ta··a·.:.::: ', . .. . . . .. 
coutractor ·rar· arrr. legal expeD8e-, the qustio11· arises wether er: not. the.?_---~-~--~:::·--.:~ .. _ ... :~ 

.. Gonrmlant should compensate .. a .. contractor. tor _an expens9 DO~ pend.tted u·::·_::·_-: ·. · ·· 
.:>:. &. buineaa· expense ~er Sect1ou._].62:_ot the Ia~ Revenue Code o~· 1954 ... :~_ .. ·. -·· __ 

0- · : . • . : · ·. sectioll ~1 o1' th• Inter!lal R~~ ~oc!e ~es tha\ -11' ~ ,; - : ;-' : > 
·. -~ ·.··_-. ::_;._ aplofe• purchuea· stock tinder. a· restricted stock option, DO. 'incoB shall .... 

. .. - · --re8lllt, to the indiTidual at· the· Ulzle; oE· transfer ot· such share upon his- · .'. 
· · .-. : .. --- .: ::,:_: · ·uaroise -ot th6 option _and that: DO: deductio!l is al.l.Ovable to &nJ'. tim8· to:- .. ~-- ·- ·-· 

-· : · ::_ ·· the -e~~pl.oyer·· under· Sectioa. 162. _(rel.atina to.- trade aDd business eXpenses)~- __ -<. 
. . . . . . . . .. -.~. . . .'-:_•' .· . . ... ·:: . . " ·. : ~ ·. : . . : :-· .. ;. ___ ..... · 

.. ,. .· .. . . . . . . - . . . .. 

· · . . . _ _ •- reatr1cta4. s:toclc·: oPtfoa ia ttetined as· u option granted tO· u· · <_ .: • · • 

.···•· .. : .... · :_- _1ndirldual tor &127 reaaon CO!Ul8cted vith his -emplo1J118nt b7 & cOrpor&tiOllt ·, . 
----. :--'· -.~ ,:. __ - 1:t granted:: bT· the uzplo;r_er· earporaticm: ~-ita--parent or subsidiUT.· • ·_. _ 

-· · · corporaUo~ to parch-·:- stock o~ &rs.t: aueJJ c~ations, but, onl7: it ~-:_ :_' ; __ 

· . . . _ · ~~- ·_. ~~ : • i;puoa prl~ a\\ ~ SS. perc ~n\ ot the taU• ..• ; :·_·: . ··-· •. -_ .'_ 
>- ... _ .-·. H··.-· -'·.a-~ Y&lue at such \:tm. ot .the stock· subjec-t to-~: .· --~ - -· . · . ·::-'" .. ::·_-. · __ . . . -~:~ -~<~~·<· .. -·. . . . . . .. . . . _'. . . . . . . -.: - ~:-~· .. : .. ~ : .-:>; 

-. .-~- _··-:- -- _ _, . .-._;b. ~-·U.. ~Pi!oa b7 ita -t~ f.,~t{~rile bJ' ~~ - . · .. · -- · · -
.;- · .. · -~- - ';. · ·. ·,: · · iDdividual except .b;r- vill 07 law· ot descent and -.. 

_.- d.iatribution, _ aDd is, ~9J.~~l~~-~ur~n~, his llfetaa·· ·. 
-. o.n.:q: bJ him, ._, . -. -~~~ ~l~ il.l ;-.) '. ;.·,_ o- ' -' . . ~-:· 

::. ·. ~,; .. 

.. ... 

. . ··· . ;· ... 

. . ; . . 
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o,.·,: ·~·-1Miridtal.doe8 ·DO'\ ow J~CH tbaa lO per cen of the· . 
. ... __ ·.:total .. comb1De4. voUDC powtt . ot aJ.l oluae• o£ atook (vi th 

_oetaill exceptional, a.D4.::. -

d.: tb ·opt:1~ !if aot· .exerataa~ attar· the· expiration ot -. 
tea 7e&ra· trO. th····~&te ~~ optioa 1• granted •. · ... 

.. 
. I\ ia understood that a. preponderance o~· the employee nook. optione 

are -DOv o~. the reatriated: type in· order to' Permit the employee to avo14 
aa increaatacl .. ineome tax. It would.· appear anolalou. tor .. the De~t!lletlt ot-', 
Detenae· to_·be ~· generroua th&A- the Internal R~ ~ce ... · ... :~· 
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• ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON Z.S, 0. C. 

•• 
SEP 2 71957 

8UPPL Y N«J LOGISTICS 

CD. 
. . 

MEMORANDUM FOR THE SECRETARY OF DEFENSE 

SUBJECT: Contract Cost Principles 

There is attached a. comprehensive set of contract cost principles, 
designed for use in all types of pricing situations where costs are a. factor 
in our contracts with com:mercial organizations. The ae principle a will be 

.!. 
uaed for accum.ul.&ting, reporting and evaluating costa and coat estimates in 
connection with fixed price negotia.tiona, price redetermination negotiations, 
cost allowances in cost reilnbursement contracts and in the settlement of 
tenn.in&ted contracts. Thus they will be used in connection with contracts 

• havi.na a high element of riak as well a.a in contracts with relatively little 
• riak. Subject to the resolution of·one rema.i.nin.g issue, which is described 

below, it ia proposed tha.t thia set of cost principles be furnished immediate
ly to the industrial aaaociation• for comment and, after full' consideration of 
auch comments and appJ"opriate modifications of the principles, that they be 
incorporated in the Armed Services ·Procurement Regulation. 

This set of cost· principles is the result of an i.rrunen..ae amount of 
work by many people. A large number of controveraia.l issue• have been J'e

• { solved and the re•ulta.nt principle•, subject to one unresolved iasue, have . 
the full support of all interested elements within the Department.. . ·. · . 

~ l The rc!m.aini.ng i .. ue. i8 concerned with the treatment of cash bonuau . 
~ and incenti.Ye compena&tion which are dependent upon or measured by profits .. 

'-t The Secretary of ·the Air Force is of tlt.e opinion that this portion o! com~·a-
' ~ tioD. ahould never be allowed or treated as a,co•t. ·The other Depa..rtznent•. . 

~ Wr •. McNeil and. I are of the opinion that, where a contractor'• income is pre- . 

~ t dominantly derived from non-governmental w~~k or from governm.en.t.al WOJ'k 
obtained as a. result of price competition or from a combination of the two, 

. · tM payment of bonu•e• or incentive compensation dependent upon _or me~sll.red 
~ by profita ahoulcl be all.owed or treated a.s a coat provided. the total compenaatioa 
_\ ) is r.aaonable. · There are· attached statements in support of each~ _these 
a t. positions. . 

~ a~-~~~ 
~~GUillE. 

As aiatant Secretary ol. Delense 
(Supply a.nd Logiatica) 

~-/ 

,c-/i~ 
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NUMBER 4105. 49 
DATE April 81 1958 

• ASD(S&:L) 
Department of Defense Instruction. . 

su&JECT ·Contractors' Costs for the Recruitrn ent of Engineering 
and Scientific Personnel_ 

I. PURPOSE 

The purpose of this Instruction is to prescribe the basic 
policy to be followed an<i the basic criteria to be used in deter
mining reasonableness or'oosts incurred by contractors in connec
tion with the recruitment of engineering and scientific personnel. 

II. APPLICABILITY 

The provisions of this Instruction apply in all oases where the 
determination of reasonableness of subject costs is a necessar.y 
adjunct to proper oontract pricing. 

III. GENERAL 

There exists a strong nationwide demand for engineering and· 
scientific .personnel created by the rapid pace of technological 
development. This •. together with the fact that the supply of such 

··personnel is limited, has brought about an intense competition to 
recruit and hold qualified personnel and has led to costly recruit
ment-programs and practices. this in turn has pointed up the need 
for assuring that· oontrac.tors' recruitment costs are maintained at 

~,~,. a reasonable level. Statistical data compiled with respect to selected 
contra~tors reveal extremely wide differences in s~ch important 
conditions affecting recruitment as the nature of operations. the 
size of engineering and scientific staff's maintained. the amount 
and nature of recruitnent costs incurred, the number of ·new employees 
hire~, and the rate of employee turnover. In vi~ of these differences, 
it is clear that the establishment of fixed quantitative standards 
to measure reasonableness is not practicable and that reasonableness 
must be judged on a case-by-case basis. · · 

IV. POLICY 

Reasonableness of recruitment costs will be determined on a 
case-by-case ba~is, taking into consideration all of the conditions 
bearing on the particular case, including the :magnitude of the 
recruitment ,problem, the effectiveness of the oo11trol and administra
tion exercised with respect to the for.mulation. direction and cost 
of recruitment programs and practices, and the effectiveness of the 
recruitment programs and practices themselves. 



v. 

VI. 

CRITERJ!. 

In determining reasonableness of recruitment costa, due weight 
shall be given to the tollawing criteria: 

(1) Evidence of ef£eotive budgetary control of recruitment costs. 

(2) Evidence or effective administratiYS control and direction in 
the tor.mulation and operation o~ reoru~tment programs. 

(3) Evidence ot other effective controls and reviews to detect 
and prevent indiscriminate. imprudent. and costly recruitment 
practices. 

(4) Evidence :that th8· size ot the engineering and scientific sta£i's 
recruited and maintained is in keeping with workload requirements. 

(5) Evidence of effective analysis to determine the cause and effect 
ot.the rate ot emplo.yee turnover. 

(6) Evidence that payments ot allawances to new and prospective 
employees ~e reasonable and governed by established policy. 

(7) Evidence that salaries and .fringe benefits, including educational 
beneti ta • offered to new employees are reasonable and governed 
by established policy. ~ 

(8) Evidence of violations ot recruiting ethics in tae form ot 
proselyting. 

· n.IPLEKENTA1'IOI' 

Eaoh militar,r department shall take appropriate action to assure that 
its existing instructions are consistent with this instruction. Four 
copies ot existing or additional Instructions neoessar.y to implement 
this Instruction will be submitted to the Assistant Secretary ot De
i'8118e (Supply and Logistioa) within 30 dqs from the date hereof. 

VII. EFFECTIVE DATE 

This Inatruotion is etfeotive upon publ~oation. 

Assistant Seoretar,y ot.Detense 
Supply- and Logistics . 

2 

LJr~ 
W. J. McNEIL 

Assistant Secretary- ot Defense 
Comptroller 

050524 
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SUBJICfr Contra"' Coat Principles 
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··:~· 

sharing type as part of total compensation, subject to reasonableness. 

2. Include a caveat that we do, not allow ·any· part of compensation not 

allow~d tor tax pur,poses ~· 
·;~(! 

Delete parentheses (whether or not dependent u.pon or measured by 

proti ts) from' suggested treatment in 8/4 memo. 
< 

_ 4. Consider if we can beef-up definition of "reasonableness" as 

applie~-to compensation. 

5. Provide procedure for joint consideration of deter.mination ot 

reasonableness by three . departments when compensation is large and business 

is predm1nately with the GoverDment. This may best be handled sepa.ratel,. 

through an administrative instruction. 

6. Provide for some type of control ot total canpensation during 

transition period so as to preclude increases in total compensation, 

above that heret~fore allowed, mer~ as a result of our policy change. 

-7. Deve1op;,: as best we can, ·additional guidelines or stan~ 

.. ,.,, to measure reasonableness of total compensation. 
'\ 

B. ' Submit entire package to Rebert Committee after issuance. 

; . 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 2'• D. C. 

flvC. '~'1("'8 
r.0i..: 0 ;~.:J 

SUPPLY _AND LOGISTI~ 

.. -:·. 

. lamwmUM F011 !BI ASsiST !I!. SICBIJ.'Alli 0"1 iBdss& (~uP!U AHD LOGISTICS) 

SUBJECf 1 ContraCt Cost P.rillciples · 

. Ve are iJl tu process ot chaq!Dg tu 10 Septaber 1957 draft ot the 
CoJ&tran Cost Prmciplee to gift etteat· to the recat deoiaiODs aade bT 
Mr.· MeBlrQT as well as certah otaer clwsges which vere iadicated 'b7 · · . 
bdus\r7 ~eta. I estillate that we will have a Dev draft avail.aDJ.e tor 
torwardhlg to bdustrr. ill about two weeks. Ve are plan1"1 to set up our 
iDdllstr'J' uetug tor· ear}7 October. I will prorlcle ,-ou vi th a specitio 
proposal tor the OODduct ot this aee\~ 1a tu near tuture • 

. . ·. .. It ia ·.,. _UDderst&Ddtng that t~ tolloldDg deoiaiODa. vere ll&de ·bJ' ta. 
Seoret~ ot Detena• vith respect to the coapeeat10Jl principle at. the· .·· . ·-:~· 

· 6 Augan 1958· aeetinga . · · · .. 
1. lllaativa oompeaaation= ot tu protit sharing tn-· wllld .. · · : 

· . be a allowable cod to be ccmsidered aa a portioa ot. total ec.peDaat1on •. ·. · · 
Total ca.pensatiOD.would, ot course, be·· subject to tJ. overall teat or·· 
reasoaabl.eaeaa •. ····: · 

· 2. Include a provisioa in the coapensatiola prinoiple :to tu ·· · ·., .. -
etta at that w. would not allov uq. pan ot ccapensation not deductible tor · · · · ... ·· 

. tax purposes •. : .. . · · · · · 

· 3 •. · Delet•:ta. words •(whether or.nat.dependent ~or uasarec! 
b7. protite) • trca tluJ paragraph_ at.itled UCaah BODUaea ·and. Incentiw . 
Ccapasat1~•·m7our UMrudwa ot 4 A~ 1958 to the SeoretUT ot Deta.se~. 

:-. • .. 

· .": . 4. · Bnd.&wr,· •• _best ve ca; to a:paa4 ov treataa.t ot •rea&On- .··. · ._.~ 
ablaeaa• aa applied to ocapaaatioa •. Additional. pidelinea or ataDduda tO. ·. · .. : 
aeaawe ~he·reaaoaablaess ot tot8l· ocapaaatioa.ahQuld. be deftl.oped to the-:·.'·. -··.·· .. 

. . exta~ · praat1oallle~ -.. ·· .. - .. · ·. · · · · · · 
. . ·.. ·.·· . . .:· ... ·. > 

-.. ; . ..· S'e.: ·!'!to"fide' tor joiD.t aotioD 'b7· tlw· .Depart.ulrts 1Ji thoae aituatiois• ·:: . 
· ·· ··vur·e· then ia::& atual iDtueat ad. vhere tu. detel'llhatioa as· to the rea80Jl•· ,· · · 
. · ahlae~a. ot· ooapeaaati~ 1a difficult.· · - · 

. . : . ··, .. ~ . 6. . Pro'rl.de tor 80118 'tJpe ot .control owr· total caapasat10Jl durinc ; 
. -the ·ti-aaitioa period so as to preclud• the allovaoe ot incrtasaci ocapasa• 
tioa o~ that pre'riouaq paid ·DT th• ooapaJV" Mrel.T b7. reasoa ot our action · 
1D allowing profit sharmg plana as part· ot tOtal ocapasation •. 

· .... 
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7. Submit the nev coat principles to the H~bert COIIIIIlittee after ve haft issued them. 

Dir 
G. C. BAHlfEBMB 
or tor Procurement Polie,r 

- . --------------

.·.f) 
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THE NtMBERS GAME 

In presenting ita statistical argunent about. the nilmber o~ coats. 

disallowed, industr:r is playing the numbe~ gam~ • ·?-be)" can. (as did NSIA 

who cited 52 items) list a number ot "areas in which the.re is taUure to 

recoSDize true coats in whole or in part," and make it appear that we are 

bei.ns more restrictive rather than more liberal. There are several reasons: 

(1) We .explain the treatment ot coats in more detail in the present 

proposal. Thus whereas "general research unless speciticall.y provided tor 1D 

the contract" was classed u ~ \Dl&llowable in Sec. X'/1 NSIA listed several 

elements. ot R&D coats aa accounting tor ~ items ot \Dl&llowables. .Yet ve 

have liberalized this element aubatant~. Likewise NBIA liata· tive such 

itema under compensation, three under depr~1ation1 tour under insure.DCe1 

three under material, three under rental, thre.e under royalties, and tour 

under trail11Dg. In none ot these items is allowability more reatnctedJ 

and in several it ia liberalized. 

(2) We provide policy guidance on many items nov included 1Ji 

ASPR XV 1 Part 51 where they are classed as tor "Special Con.Sideration." 

(3) Many ot the items have had to be covered more 8peciticalJ.7 · 

·and their allowability restricte~ because ot a~uee by some contractors in the 

absence ot prescribed handl1ng (e., ... sale and leaseback, recraitiDS, and 

train1Dg). 

No doubt the source ot much ot the attack on this score is the tact 

that they bave been reimbursed in the past tor~ ot the "tmallowable" costs 

through the mechanism ot pricing under several ot the types ot so-called 

fixed price contracts. 
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SUPPLY AND LOGISTICS OCT 14 1958 

.... ... 

CR 

-
lm!CJWmUH FOR THE ASSISTAN'r SECRETARY. OF DEFENSE (SUPPLY & LOGISTICS) 

SUBJECT: Comparison ot Proposed Cost Principles with Current Practices 

Messrs. Xilgore aQd Pilson. have ~ertaken another review ot the 
pr~Jsent cost pract~ces and those proposed under.the current dratt. The 
.natUX'e ot the present ASPR in brni.t7 ot the coverage makes it di!ficult 
to lalo1r preciseJ.7 lllbat . the pz-e~ent c·overage is, when subjected to the 
ad.d.itioDal. tests ot a reasonableness" and ·nauocabilit7. tl 

The i.JW.ust17 s.tatiS\ii.ca pre8UIIl8 that re-.sonableness and. allocabilit7 
-a:re not applied f.t prese~ Uld tnat arq sp~cific prQvision thereof includ.ecl 
in the comprehensive set . represents a retrogreaeion .trca currezrt practice. 
Needless to sq this is spurious • 

As a·matter ot fact, we c~ aee olll.Jr three principles ira wbich there .~ 
are . alight facets ldlich 1DA7 be less generous than present practices, as ' \ 
follows: 

1. Pl apt reconversion coste. . 'fhe draft does not allow plaut 
reconversion costa, while at present' such oosta !!l be negotiated. 

2. Pre-contraet costa are ~vl7 ~owable under the current 
aratt,. while it is possible that greater allowabilit7 !!:l be. 
negotiated UDder curreat practices. 

~. 'fhe Sa+• &11d ~seback aspects ot Rental Costs ·are restricted. 
under the current. clri.tt' while greater allowabilit)" ma:r be 
nesotiated · under ·current practice a. 

At the aaae time, the f~old.Dg coste are MORE GENER()USa 

1. Bidding coats 

2. Compensation 

3. · Food serrl.cea and domitory · 

4~ Insurance 

(~ 



S. Interest (allowable in profit or fee) 

6. Materials cost 

7. Overtime 

8. ·Research and developnent 

9. Sel ]1 ng costs (Government sale a aspects) 

10. SerVice and warrant7 

11. SeTerance pay 

12. Training and education 

The remainder of the costs represent no change from current practices. 

~'\<~~ .. '1\{. vM.Malloy 
, OJ)R, SC, USN · 

· . s\iat.t Director, ASPK Divisio~t--~ 
Office of Procurement PolleT 
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ASSISTANT SECRmARY OF DEFENSE 
· Washillgton 25, D. c. 

MEMORANIXJM FOR TBE SECRETARY OF DEFENSE 

SUBJEca': Contract Cost Principles 

. App~imat~~ one ye~ ago, Assistant Secretary McNeil, the 
Materiel Assi~tant Secret~ies o·f t.;lle M111tary. Departments, and I 
·di~cus~ed With y6u .. cett81n·i~~s Within Department of Defense and 
nth ind.Ustry,concerniilg the proPosed c·omprehensive cost principles 
apPlicable to· ail types of negotiated contracts in which costs are a 
factor in pricillg •. 

Due to the inherent~ controversial nature ot these cost princi
ples 1. acllievillg even reasonal;>q close agreement be~en all parties 
con~erned haS been 2l slav proce~s ~ We have given il:lp.Ustey more than 
·the ·customB.r;r. Opportunitieli to present .their views.. These have included 
written comme~ on ·t'he 10 September 1957 draft, an open discussion meet
ing on 15 ·October 1958 tol.lo\red .:by a ·second. writte~ comment, and f1na1Jy 
a detailed discussion vithfour indU:Stry representatives on 1-3Apr1l. 
1959·. 

OUr current proposal .1s the ;result of thorough consideration ot 
~ustr:r_.and· milltar:f department views. Outlined bel.ow are its most 

· signific~ provisions, priJXlar·~ trcim the standpoint that they- repre-
. sent a ehsllge :r.rom present policy or ·practice 1. Or are opposed by' industry. 

. 1. Applicability -- b principles w1lJ. ~ incorporated by' refer
ence in cost-reimbursement type contracts 8lld w1lJ. form the basis for de-

. term.illat.ion ot costs· ther~.. ~Y. Will; ~9 ·serve as gtp.dance in the 
eval.u&tion ot costs in pricins negOt~ted ~ed~price type contracts where 
such evaluation ·is 'required i1i the establishment ot prices. 
. . . 

2. Advance Agreements -- In. order to avoid disagreements with 
respect t9 cost~ during or after performaJlce of a contract 1 the principles 
encourage ·the Degoti&tion ot advance ·&.greeme~s as to the banaJ1ng and 
the degree of allowabillty· of cert~ .items of cost, particular~ in 
connection vitQ. tirmS o:r separate divisions tl.w.reof whose work is pr~ 

· With the. Government.· Industry· has same rese~t:Lons concernil:lg this pro
vision, but w believe it is entireJ.i reasoD&bl.e and Will work to the bene
fit of all concerned. 



.... 

3. Compensation -~ As decided in our above-mentioned discussion, 
compensation of contractor officers and employees is allowable if 
reasonable. Thus, compensation dependent upon or measured by profits 
is not, per se 1 unal.lowable • 

. 4. Research and DeveJ.opment Costs -- In 1iDe with national policy 
of encouraging research aDd development, ·we propose to pr.ovide for 
acceptance as allowable costs, our share of a contractor's independent 
research. We Will treat his independent development costs similar~ to 
the- extent that they relate to product lines. for which the Government 
has contracts. Restrictions are provided, however, to limit these costs 
to reasonable amounts and to prevent ; unwarranted:· duplication of efforts 
in tm same area by different contractors.. In· return for our support . 
of current research programs 1 we will not accept s1 m1 Jar costs incurred 
by tbe ·contractor in the past, even though we may receive some of the 
benefits thereof. 

5. Minor Costs Disallowed -- ID.dustry has long objected to our 
disallowance of certain items which it considers to be normal and proper 
costs of doing business. We maintain the position that, for reasons of 
public policy, equity, or absence of benefit to the Govermnent, we should 
disallow certain costs. Among these are contributions and donations, in
terest, ba.d debts, and product and institutional advertisillg. 

We believe that to try fUrther to resolve the remainillg differences 
with industry would serve 0~ _to delay this much. needed guidance aDd de
prive us of the benefits which are expected to flow from it. We antici
pate that the issuance of these cost princip~s will result in greater 
uniformity of treatment ot contractors, more effective and economical audit 
of contractors' costs, and a mo~e order~ pro~ement process. 

One possibl~ hurdle, yet to be ·overcome, is discussion of the princi
ples with the Comptroller General. While it is Within .the authority of 
Department of Defense to issue such regulations without reference to the 
General AccountiDg Office, we recognize its interest. Based upon comments 
of the Canptroller General on earlier drafts and informal staff discussion, 
we kilow that he favors a much more rigid application of the principles to 
all contract pricing. -- an approach whic~ industry and IIl8.ey of u.S fear will 
remove bargainillg from the negotiation proce~s and· result in formula pricillg. 
The possibility exists that he may be critic8J. of our effort. However1· 
Mr •. McNeil. and I plan to discUss the matter with ·him on 23 Jucy. to point 
out tbe reasons why we believ~ we are proposing the best possible solution . 
at this time. ·. · 

My position, concurred in by Mr. McNeil. and the military tepartments, 

2 
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is that the principles should be published in the Armed Services 
Procurement Regulation immediate:cy, to become effective on l January 
1960. Barring objection from you, or insurmountable opposition tram 
the Comptroller General, I propose to do so. 

(Signed) 

PERKINS McGUIRE 
ASSISTANr SECRErARY OF DEFENSE 

(Supp:cy and Logistics) 

3 

Prepa.l-ed by: KK Kilgore 7/8/59 · 
3C885 X7632l 

Concurrence: 
Mr. McNeil 

Cdr. Malloy ·----

~' 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25, 0. C. 

SUPPLY AND LOGISTICS 

••• 

• 

5 October 1959 

MZmRA.NDUM mR THE RECoRD 

SUBJECT a Meeting with Dr. Raymond J. Saulnier on 28 September 1959 
With Respect to Contract Cost Principles. 

· A meeting was held in Dr. Saulnier' s office on 28 September 1959 
in connection with the proposed Department of Defense Contract Cost 
Principles. Those present were: 

Mr. James P. ·Falvey - Deputy Assistant Secreta17 of Defense 
(Supply and Logistics) 

Mr. G. C. Bannerman - Director for Procurement PoliCT 
Office o£ the Secretar,r of Defense 
(Suppl7 and Logistics) · 

Cdr. J. M. Malloy - Stat£ Director, A5PR Division, Office 
()£ Procurement Policy . 

. Dr. Rqmond. Saulnier - Chairman, Committee on Government Activities 
Affecting Costs and Prices 

Mr. John Hamlin - Staff Assistant 1 Committee on Government 
Acti~ties Affecting Costs and Prices 

This meeting was held in response to a request from Dr. Saulnier 
which was .transnitted to Assistant Secretary Perkins McGuire by memorandum 
dated 24 Februar,- 1959. Dr. Saulnier had expressed a desire to be advised 
concerning the Department of Defense effqrts in revising the contract cost 
principles applicable to cost-r~imbursement t)"Pe contracts. 

The Department of Defense representatives presented the background 
or the development o£ the current set of cost principles and elaborated 
on the current need within the Department ot Defense for the issuance or 
the principles in the very- near future. The Defense representatives 
advised Dr. Saulnier of their opinion that the revised cost principles 
would not have an inflationary- impact on the national econo~. In fact 1 
it was stated that the principles, particularly when used in the area 
ot fixed-price contracts, might well have a deflationary tendenc,y • 



"' ..... :.· 

Dr. Saulnier expressed appreci~tion for the background briefing 
and indicated that no further action need be taken by the Department 
or Defense in connection with his memorandum or 24 February 1959-. 

The Defense representati vas delivered to Dr. Saulnier a letter 
dated 25 September 1959 which was .responsive to Dr. Saulnier• s memorandum 
of 24 February 1959 •. A copy of this letter· is attached. · 

l Incl. 
Ltr. to Dr.Saulnier 
dtd Sept 25, 1959 

J. M. MALLO!' 
Cdr., SC, tEN 
Staff Director 1 ASPR Division 
Office of Procurement Policy 
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COP'.! 

Februar,y 24, 1959 

MEMORANOOM FOR: Mr~. Perkins McGuire 
Assistant Secretar,y of Defense 

It bas come to m:::1 attention that certain revisions in 
the cost principles of ASPR are under consideration 1n the 
Department .: of Defense 1 tbat such revisions are about to be 
made, and that they are likely to have a significant effect 
on costs under cost-reimbursement type contracts. 

I would appreciate an opportunity to bave this matter 
discussed before the Committee on Government Activities 
Affecting Costs and Prices, naturally, -in advance of tbe 
-issuance of such revisions. Would you be good enough to 
suggest an appropriate date for such a discussionl I 
would appreciate _it if you wouJ.d notify John Haml in1 _EXecutive 
Secretary of the Committee, o~ the date you would find agreeable. 

(SigDed) 

Raymond J. Saulnier 

~-

(\, 
; 
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These are the considerations which have prompted me to present 
this matter to you · persoJJ8.l.:cy" and to explain the urgency which compels 
us to proceed with publication of our revised regulation at tbe 
earliest possible time. 

SincerelY yours, 

(Signed) 

J. P. FALVEY 
DepUty Assistant Secretary of Defense 

(SupplY and Logistics) 

Honorable ~nd J. Saulnier, Chairman 
Counci~ of Economic Advisers 

Prepared by: JMalloy/rbs25Sept59 
3D774 X72026 

. ~ ·. 
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Supply and Logistics 
CR 

Dear Dr. Saulnier: 

ASSimANT SECRETARY OF DEFENSE 
Washington 25, D.C. 

September 25, 1959 

·In Mr. McGuire's absence, I am responding to your memOrandum of 
24 ~ebruary 1959, in whiCh you expressed a desire to be advised con
cerniDg the Department of Defense efforts in revising the contract 
cost principles applicable to cost-reimbursement type contracts. 
Your interest in this matter stems from the activity of the Committee 
on Govermnent Activities AffectiDg Costs and Prices. Your memorandum 
indicates a belief that our nev cost principles "are like~ to have a 
signifiCant effect on costs under cost-reimbursement type contracts. 11 

The Department of Defense has been workirig on a revision. ot 
Section X:/ of the .Armed Services Procurement Regulation with respect 
.to contract cost principles for a considerable period of time. This 
task has been difficul.t because of the Wide~ divergent views. of. all 
the interests so vital.J.y concerned. We have received the views of 
industry on numerous occasions and, for the most part 1 the industry 
view is that our proposals (now incorporated in the nev cost princi
ples) are much too harsh. 

We are, I think, approaching the culmination of our efforts in 
· this field. I would like to indicate to you our own appraisal. of this 
project. In the first place 1 we do not feel that our revised cost 
principles are signifioant~ different from our present practices with 
respect to the allowability of costs under cost~reimbursement type con
tracts. OUr revised principles provide more detailed guidelllles for 
both procurement and audit personnel with the end in view of achieving 
greater uniformity of current practices throughout the Department of 
Defense. We bave,. however, provided for the use of these cost princi
ples as a guide in the negotiation of .the various types of fixed-type 
price.contracts where costs are· an import$nt factor in the establishment 
of prices. We anticipate that our action in this regard will result in 
a tightening up of present practices in some areas. 

Since, as indicated above, our proposed cost principles will not 
have a significant effect on costs under cost-reimbursement.type con
tracts, I.do not feel that a discussion before the Committee on 

. Government Activities AtfectiDg Costs and. Prices would be helpfUl. 
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SUPPLy AND LOGISTIC8· . ·: : . ·-~ . . . . . {/ 

MDIDIWIDlll JOB !B. ASS IS! AI! SICHI!AB! QJt lliJIISB · (SuPPLY AID LOGISTICS) 

S'DBJIC! 1 Contraa\ Cost Principles 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25, 0. C. 

OCT 2 11959 

SUPPLY AND LOGISTICS 

• 

• 

MEMORANDUM FOR THE_ASSISTANr SE:CREb\RY ·OF DEFENSE (SUPPLY & LOOISTICS). 

stmJECT: Reque~t for .Appi-~al of the Press. Releas~ to be Issued o~ 
the New Contract Cost Principles 

I am attaching a draft of .the press . release tdlich we propose to 
issue. on 2 November 1959 in connection w1 th the issuance of the nev 
Contract Cost Principles. This draft was developed by Commander Malloy 
and Mr. Kilgore and has been reviewed by sta.tf members of the Qffice of 
Public IDtormation. · 

Our plans nov contemplate the issuance ot this press release on 
2 November 19591 ~ch is the date that we ex.pect the ASPR Revision 
to be avaUable at the Government Printing ottice. The artice ot 
Pubuc Illformation has ~ecommended . that a F.ess intervi~· be granted 
by a DOD spokesman when the press release is issued. Subject to your 
approval, I have directed that Co71!!11Mder Malloy undertake this task • 

- .. 
We have several letters prepared to interested Congressional 

Com11;teea and to other Government DepartlDents which wUl be released 
in about one week. Thes~ letters will provide the recipients v1 th 
advance copies of the Regulation. In add1 tion, we ·are prepariDg letters 
to each ot the Industrial Associations which have commented on the cost 
principles. These letters _will be released concurrent~ with the publi
cation of our. press release. 

A cop'J' ot the attached press release is beiDg subml.tt~ to the 
ASD(C9mp) tor his review and approval concurrently with the forwarding 

. ot . this memorandum to you. 

1'11/13~ C. BANNERMAN 
Direct . or Procurement Polley-. . -. .. -

Incl. 
. Draft - Press Release 
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. . -. . 
QUESTION AND AN3WER SHEET - COST PRINCIPLES 

-. ----·-···-------

1. Q. How do.these new cost principles change what the Department of Defense 
has been doing in the past? 

A. The Department of Defense has prescribed cost principles for 
cost reimbursement type_ c"ntrapts.for many years. These 
principles have been prescribed for use only for cost 
reimbursement contracts. As to this type of contract, the 
new principles·will not materially change our ·operations 
although they provide more definite rules and to some 
extent c~ver· cGst elements not previously defined. The new 
principles will eliminate separate cost principles which we 
now have for use in negotiating terminatiQn settlements. 
The most significant new feature of the regulation is its 
use with fixed price contracts. We have not .had cost 
principles for this purpose in the past. The new regulation 
will be used as a guide in the negotiation of prices under 
fixed price negoti'ated contracts te the extent that the 
evaluation of costs is necessary fQr the setting of fair and 
reasonable prices. ,. 

2. - Q. What will be the affect o£ the new cost principles with respect to 
·cost recovery be a contractor fer (a) cost reimbursement contracts 
and (b) fixe~price contracts? 

. . 
A. As to cost reimbursement type contracts 1 contractors generally 

can expect about the same result under the revised cost rules 
as they are experiencing under present practices. !·definitive 
answer cannot be given to the question of contractor recovery 
in the_ fixed price area since the range o£ situatio_ns here is 
too complex for generalization. Since we have not provided 
specific guidance in the past, these new principles will, at 
least in some instances, result in reduced recovery by 
contractors for certain particular items of expense. For 
example, in~erest has previously been an allowable cost. in 
termination situations. In the future, interest will not be 
allewed. 

3. Q. How much money will these· new cost; .principles cost the Department of 
Defense or how much will be saved? · · 

A. As indicated previouslyj about the same result will be e~rienced 
in connection with cost reimbursement contracts. In the fixed 
price area, we expect that the new principles will ultimately 
result in more efficient procurement and, hence, savings will 
accrue in the long run. It is not possible tG ·put a dollar sign 
en anT -such savings at this time. 
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4. Q. Why has the Department ef Defense not pr~mulgated cost principles for 
general use in the past? Wh1 has it taken you so l~ng to do this job? 

A. The Department of Defense has had cest principles for cost 
type contracts and fer termination settlements. The extension 
of cost principles te the fixed price.area is a ver,y complicated 
and controversial subject. It has been necessary to take into 
consideration the strongly held·~ews of the many parties at 
interest, including those of indust~. The resolution of these 
areas of controvers,r has been difficult and, hence, progress has 
been somewhat slow. 

5. Q. What are the more important areas of cost disallowance: 

A. These would include mQst advertising costs, bad debts, entertain
ment, contributions and donations, and interest on borrowings. 

6. Q. How do the new cost principles treat research and development expenses? 

A. A contractor's independent research costs are allowable. 
Independent devel•pment c•sts are allowable to the extent that 
they are related to the product lines for which tha Government 
has contracts. We have provided for certain administrative 
controls and limitations te insure that these cost's are reasonable. 

7. Q. Are ·executive profit sharing plans allQwable? 

A. We regard compensatien measured by profit shari.ng plans as a pQ)rtion 
of an individual's over-all compensation. Such compensation' is 
allowable to the extent that an individual's total compensation is 
reasonable in amount. 

8. Q. What affect d• these cost principles have en profit? 

A. The cost principles do not cover the subject of profit.· Our 
profit pclicies are covered fully. in Section III, Part 8 of 
the Armed Services Procurement Regulation. 

9. Q •. Will this new regulation lead te "formula pricing?" 

A. Formula pricing means the resolution of each item of cost 
by unilateral accounting decisions. We do not anticipate 
that the new regulation will have this result. Our over-all 
pricing philosoph7 remains· in effect • 

2 
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. 10. Q. What application will these cost principles have to contracts awarded 
by formal advertising~ 

· A. T.he evaluation ot costs is not appropriate under contracts 
awarded by formal advertising. The cost principles will, 
however 1 continue to be used as a guide for terminated 
contracts, inc;luding terminated contracts originally 
awarded after formal advertising. 

11. Q. What do you mean by the statement tbat the cost principles will be 
used "as a guide" in negotiating fixed price contracts? 

A. We realize that ·hard and fast rules with respect to costs 
are not appropriate for many pricing situations encountered 
under fixed price contracts, particularly in those instances 
where prices are being established tor a future period. 
Government personnel will be expected to be guided by these 
principles to the extent appropriate in conducting negotiations 
1n the fixed price contract area to the extent that the pricing 
action requires the evaluation of costs. Any departure from 
the basic policies now established Will require adequate 
explanation ~d justifi~ation. 

l2. Q. Is this new. regulation agreeable to industry? 

A. Industry bas traditionally opposed any of ou%- regulations 
which set forth specific costs as un8.llowable. Industry 
contends that the GovertDnent should allow a~.l normal costs 
of doing business. For this reason, industry is opposed 
generally ~o most of the disallowances ve· have prescribed. 
Industry.is.also opposed to the utilization of cost principles 
in t~ fixed price area. · 

13. Q. Have the Mili ta.ry Departments concurred in this new regulation? 

A. Yes. 

14. Q. Has the ne~ regulation been approved by the Secretary ot Defense~ 

A. Yes. 

15. Q. Has the Ccmptroller General approved this regulation~ 

A. The Ccmptroller General. has been in favor ot a single 
com~ehensive set of cost principles tor same ttme. He has 
concurred in the desirability of publishing the new regulation 
without camni tting himself as to agreement on all details • 

I 
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.. 
Q. What Congressional reaction-do you expect? 

A.· We expect that our new regulation will be well received by 
the-Congress. 

17. Q. How does the new regulation affect Small Business? 

A. We believe it will assist many Small Business concerns in that 
it is designed to foster an atmosphere ot mutual unde~standing 
among contractors and contracting officers as well as provide 
suidance on the handling of many items not previously covered. 

18. Q. Why ~s the. new regulation not mandatorily effectiv~ until July 11 1960? 

A. There are many details in this new regulation which will require· 
study for both contractors and Government personnel. A longer 
period than usual was established in this instance to afford ample 
opportunity for familiarization with the new rules. · 

19. Q. Are these c~st principles going to be used on a Government-wide basis? 

A. We expect that cost principles substantia.ll.y similar to our new 
regulation-will be_adopt~d on·a Government-wide basis. 

I. 

20. Q. Will these cost principles mean more negotiated contracts? 

• A. No.· 

• 

21. Q. Will the new cost principles require contractors to establish new 
accounting systems? 

A. No. The revised cost principles are not an accounting 
blueprint which will re~e any'appreciable change in the 
accounting systems of most Government contractors. 
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Office of the Assistant Secretary ot 
Defense (SUpply and Logistics) 

· 26 October 1959 
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DEPARTMENT OF THE NAVY 

BUREAU OF AERONAUTICS 

WASHIN~TON 2!5, D. C. IN REPLY REFER TO 

Aer-CT-2 

Dea.r Pete: · 

I thought you might be interested in seeing your 
words in print. Enclosed are a couple of copies of 
·a transcript of your speech taken by a BUAer· court · 
reporter at the O!'Jr.1•sponsored Procurement Lecture 
·Conference on 12 October 1959. -

3 November 1959 

Needless to sey, .because of the natur~ of the subject, 
there has_ ·been a very limited and discriminating 
distribution consistir~ of several of our procurement 
people and the BuAer Counsel. 

~11!dt~. -" 
CDR, USU . 
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SU8JECT Price Revision Negotiatlons 

. I$ PURPOSE 

Th$ purpose of this instruc-tion is to provide uniform policy 
guidance in the ne;:;otiation in price revision proceedings 
undar fixed-price contracts providing for the redetermination 
of price. 

II. CANCELLATION 

This instru~tion cancels that portion of Hunitions Board memo
randum dated 15 N~tember 1949 to the Secretaries of the Army, 
Navy and Air Force, wherein it is provided that in negotiating 
·prices W1der. fixed-price contracts, the contract cost principles, 
as set forth in Section XV of ASPR, may be used "by the contracting . 
of!icers to the extent that. they deem i't advisable as a working 
guide onlyn • 

.. ; 

III. APPLICABILITY 

The policies set forth below sr~ll be applicable to all price 
revisio~ proceedings under fixed-price contracts providing for 
the redetermination of price. This instruction io not applicable 
to fixed-price incentive-type contracts .• 

rl o POLICY 

!. In price revision ·negotiations, the objective of the Con- -
tracting Officer shall be to negotiate a fair and reasonable 
revised price in which due weit:;ht is tiven to all relev,mt 
factors, including those taken into account when the initial 
contract price was negotiated. By w~ of illustration, but 
not limitation, full consideration shall be given to such 
matters as the contractor's general perform\lnce, efficiency, 

·economy and ingenuity displayed in meeting contract require
ments, including t.he delivery schedules, quality of the prod
uct, the character and extent of the _subcontract)ng, cost data 
including questioned costs and the allocability ~nd reasonable
ness of costs, changes in market conditions, competitive aspects 
of the original negotiation, as well as the competitive prices 
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for the same or similar items, extent of contractor'~ 
technical, production and financial riak, and Government 
assi~tance in the form of facilitie8, equipment, or 
fihancing. All of the above factors shall be consider.ed 
tc the extent pertinent to the specific negotiation and 
no price ravi~ion negotiation shall be based ~olely on a 
single factor. The record of t.he negotiations should be 
in sufficient detail to reflect the most significant 
considerations controlline the establishment of -the re
vised price., 

Compliance lli th the P·'Jlicy stated in paragra:)h A requires 
that Contracting Officers rely on educated judgment and not 
on mechanical rules or mathematical formulas. Compliance 
further requires that pricing decisions shall n.Jt be made 
solely on the basis of a determination of cost and profit. 
It follows that the Contracting Officer n~ed not ne6otiate 
agreements with contractors as to the individ~al elements 
of cost. 

Ce· In order tha.t the positions of the Government and the 
Contractor will not be prejudiced in price revi·sion pro
ceedings, such negotiations shall be conducted promptly. 

V. E_.'F~CTIVE DAT~ 

This instruction is effective from the date of its receipt • 

The Military De?artments shall pror.ntlbate this instruction 
as soon as- ~-,ossiblP.. Copies of the De11artmP.ntal implementatiorus · 
?ertaining to this instruction will be forwa~ded to the Assist
ant Secretary of Defense (Supp~ and Loeistics) for information 
within thirty (30) d~s of th~ date of its issuance. 
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ou•JOCI'• · • · .. · • 't: ··i~:·. · 
near~: .. , • \ •': :'~:; :i)~t::t 
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· .. Joumal on the new cost principlea·. · i vUl let you JD1ow vben .I hear whether · 

they are interested in lJUblisbing.it. 
. Sincerely, '·· 

. '!·"' ··. ,·. 

< t;f'~ . 
·, 0 .. : ..... 

. .. ,: ' . . ~~ ' , .. #: 
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Ana~sis o! Treatment A.ccorded Specific Categories, Items, or Subitems in 
Revised Part 2, Section XV, ASPR, dated 2 November 1959 

Item 

A.dvertisinga . 

Allowable 
Paragraph Subject to 

Number Usual Tests 

In trade and technical journals valuable for dissqDi
nation of technical information within the con
tractor• s industry, provided ads do not offer 
products or services for sa~l:!:le!!...------------~1~5-:::-2~0~5~,~17(~at)(~~~~~---....:I;. Ke~want~ed~~~~~~-~~~--~~~~~~--~1~~~20~~~·~l~~a~I~~1~1~) ______ ~x 

Costs o! participation in exhibits upon invitation of 
Government or where exhibits are tor purpose of dis-
seminating technical information within the contrac-
tor's i.rldustey and provided specific products or 
services are not offered for sa'!:l~e~---...---...----::-:------""'1:.5-=2::.0•5.~l::.Jo(.::aoc.l J.:( i::i:.:i:.&.) ______ ~X 

To obtain scarce materials, plant or equipment or dis-

Ulowable 
if it Meets 
Special Tests 
or has 
Special 
Approval 

.~ 
Page 1 of 5 

All~lfJ' 
onl;t if 
Provided 
tor in Unallow-
~· able 

posing of scrap or. surplus materi~a,:lsL--------...-..;;~~~*~::.!..1"-----I~ 
Alloth~e~r~-------....:------------------------------~~~~~"------------------------------------------~~~ 

~~~~~s~------------------------------------~1~5=-2~0~5~.2~---------------------------------------....:I~ 

Bidding Costst 
Incurred in current accounting peri!:.!:o~d~...,_ ________________ -::1~5-:!2~0~5~·~3 ____________ ~x 

• • past • peri.~o~d~s:-;:--~----~l~Sf;=-~2~0-!:5~.3~-----------_;_-----------~I 
(Note1 A.lternative methods permissible) 15-205.) 

Bonding Costsa 
Bonding required by contr!!:ac~t'-:-:---:------------"1~~~20~~·t.;:4~(b~}~-----~I~ 
Required in general conduct of busin~esii!.:si!...--------.......:l::.ok~-~2.:::.0.t.;S•:.;;4~(..:::c~)------A-I 

Civil ~tense Costsa 
On contractor• s p~·emises pursuant to suggestions or 

requirements of civil defense authorities 15-205, 5(a) I 
(Notea Costs "or capital assete allowab~le:.:..o-nJ¥-:--a~s----.,., .;;.:;.=:4.:....:.lo.;:;.L. _____ ..:.. 

depreciation) 15-205.5(b) 
Contributions to local civil defense funds and projec:.:t~s:---:1:.:.5-;:;:2::::0~5.:.•""5(~c~)-----------------,....---~X 

Compensat~,n for Personal Servicesa · 
To extent the tot&l. compensation of individual elilployees 
is reasonable tor services rendered and not in excess 
of amounts a.llowable under Internal Revenue Code 15-205.6(a)(l) I 

In lieu of salary !or servi-ces rendered b7 part:::n::e:...r_s_and-:----=.c:::.:::...:.:.:::.~Uo.:!:L----------~ 
sole proprietors provided such compensation does not 
constitute a distribution of profi::;t~s~---------------1~5-~20~5~.76~(a~)'-l.("'-J),__ _____ -=---------~~ 

Salaries and wqes for current servic;:e~s=-=~-=:;'"'!~~:;r---....:l:.~~-:.::2.:::.0.:t..5!.:'6~~.:b:.t.~-----~I 
Premiuma !or overtime, extra pay shifts and multi shift 

W'CU'k 
ash bonuses and incentive compensaticm_ c 

Bo 
s 

nuaea and incentive compensation paid in st.o~k 
took options 

Deferred. compensation !or services rendered during cur-

l'i-20'5.6 b I 
15-205,6 c X 
lS-205,6< d I 
15-205,6· e I 

rent period and. for past service pension and retirement 
carts ~20~,6(£} I 

Fringebene!~1tu•~----------------------------,....-~fjb~2~0~5~.6~(~g~) __________________ ~I~ 

Contingencies a 
InM~ri~~~.~-~~~rU~w~---~1~~~2eO~S~·~U~b~) _______________ ~----~I~ 
In.estilllatin& tuture costsa 15-205.7{c} 

Where related. to known and exist~ · condi tiona which 
can b.e measured vith reasonable aceuraci · I 

Where related to lcnown or unkno1m condi~t;'lir-::o:-::n:-::s-:whi:-=.;i:c:;:h:----------...:..--~ 
cannot be measured. closel3 enough to provide equitable 
re~l~t~a:-_____________________________________ ~-----------~--~--------------I~ 

Contributions and. Donati:.::on::::a:-________________________ ,:;15-~2~05~·~8:__ ______ ~-----------------------------~I 



l··. Allowable 
if' it Meets 
Special Tests 
or has 
Speeial 
Approval 

Allowable ~-
onl¥if ~ 

Item 
Paragmph 

lumber 

Allowable 
Subject to 
Usual Tests 

7o~"i~ed Onallow- · . . . 
Contract able ·' 

Depreciation a 
Normal 15-205.9(b) 
Emergency facilities l5-205.9~d) 
On idle or ex.cess""f~a~c~i-;li'7":"t~ie:-:s:-:n-::o":"t-:r:::e:-:a:-::s-::o=nab::'i:'il,yi::"'"=n-=ec~e:-:s:-:s:-:ary-=--_.;:~~:..:..!.~::....----------.:.:.. 

for standby pul-poses l5-205.9(e') 
Fully depreciated ;as~s~e~t~sl,--------~--------------~~~~~~~--~------------------------------------~ 

Where substantial portion was recovered as a charge 
to Government contract's or subcontra::.:c:.:t::.::s:.-. ______ ~A~~~:------------;-...:...--------_Jl 

Ot er 

Employee Morale, Health, and Welfare Costs and Credi::.t~s=-·-----=l"-5-~2::.:0:..:5~·;:::;10=------------....;;;. 

Ente~ent cost~s~------------------------------~1~·~=2~0~5~·=u~----------------------------------------~ 
Excess Facility Costsa 15-205.12 

Where reaaonabl,y nec.essaey for standby purpo::::.se::.:s::..._ ______________ _.:::.. 
Other 

Fines and Penalties& 
Incurred in compliance with contract or written in-

structions from contracting ofi'ic::.:e:::.:r.__ ________________ ~---='-
Other 

Food Service and Dormitory Costs and Creditsa 15-205.14 
Allocation of reasonable losses to all activities serv:.:ed~ ___ _.;.. ______ ~r-. 
Profits to be credited, unless used .for employee wel!.a::.:r:..:e::..._ __________ ...,.:.r...~=~ 

. Insurance and Ind~icationr 
Required or app~~ed pursuant to contract 15-205ol6(a)(l) 
Other insuranoe maintained for general=-co:=-:nd::::::u-::ct~o:-:f;----"""'="-=o:e.:::=...::.:.:~:L:>-=.c.-----==-
business 15-205.16 a 2 
Actual~1~o~s-s~es~w~hi~·'::ch~c:-:o~u~ld~.~ha~v~e~b~een~~c--o~v~er~ed~~------=~~~~~~----------~ 

permissible insurance& 15-205.16(~)()) 
Result of nominal deductible insurance covera,~gf-e=-----------..,..._.;.--=
Minor losses such as spoilage, breakage, and dis-

appearance or small hand to::,0,:1S~--------------------~~ 
Other such loss~e~sL--------------------~~~~~~~------"""'="----...:...---------~ 

indemnification& 15-205.16(b) 
Result or no~Ml~·~na~l~d~ed~u~ct~~~·b~l~e~c~ov~e~r~ag~e-----------------~~~~~~--------~r---------------------~ 
Minor losses such as spoilage, breakage ana dis-

appearance of small hand to~o,:ls:..._ _______________________________ ~~ 

Other ind~icat~io~n~-------------------------~------------------------------~------------~ 

Interest and Other Financial CQstss 15-205.17 
Interest on borrowi s 
Bond discounts ·.a=---------------------~----------------------------------------_. 
Costs or financing and refinancing operations 
Legal and professional fees paid for prepara.~t~i~o~n:--::o~f-----:::-~-----------.,.,.....,.,.,.-----....:,....-.,.,.... __ ----------~ 

prospectus~e~s~~--------~~~~~~----------------------------------~----~-------------------------~ 
Preparation and issuance of stock rights 
Int~e~a"~s~bySta~~lo~l~5~~~~t~h~o~ri~t~~~s~.-----------.,.,....-----.,.,....-------------------------~ 
because of non-payment of tax at the direction o! con-
tracting officer or because of failure of contracting 
officer to assure timelr direction after prompt request 

there£~or=--------------------------------.,.,....--------~~~~~~~~~----~ (See also 15-205.41) I 

15-205~18 I Labor Relations Co.:.st.:;s:::..., _________ .,...... ______________ -=:e::::=..::::.:..==-----------=:.. 
-15.,205.19 I Losses on Other.Contra.:.ct~s:::.... _____________ .,...... __________ ~~~~~~.,.,....----------------~~----------------------~ 

Maintenance and Repair Costsa 1.5-20S~20(a) 
x: No 

Ext~1r~ao~~~-----oo--st~s-,--p-ro-vi~.~d~ed~-su-c~h--ar_e_a~llor.--c-at~ed~~to----------~----~---~----~ 
I perioda to which appllcab;::;l::e~----------------------------------------=-

1_5..;205.21 I M.Snutacturing and Prodllction Engineering Co.;;.st;.;;s:......... ____ .........;~~=;:._-----=-

... 

i~ . 

0. 
,,·., .... 
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A.llovable 
if it Meets A.l.lovable 
Special Teats on.lT i! 

A.llovable or has Provided 
Paragraph Su1;)ject to Special. !or in Unallov-

Item Nu.mber £sual Iests ~:el!roval Contract able 

Material. Coete 12-202.22~a} ' Reasonable overruns, spoilage, or defective work 
Caeb. discounts not· taken because of reasonable 

1:2:::20 2o22'b} ' . circumstances 
Adjustments for differences between phfeieal and 
book inventories related to period of contract 

1~202.2i(c} I pertormance . · 
Interplant, interdivision or intraorganization trans.f'ersa 

Orclinaril.T &llavable at lover o.f' cost to transferor 
lf20~.22~e~ I or market · 

On a price 'basis 1:2o:.2(e: I 

Organization Costsa 
Incorporation fees, att0m!'7~' .f'ees, accountants' tees, 
brokers' .f'ees and tees to promoters and organizers, !or 

l2=202.2J organization, reorganization or raising capital I 

Other Business Expenses& 
Registr,r and transfer charges resulting .f'rom changes in 

1~202124 ownership of securities issued bT contractor I 
Cost of shareholders' meetings 15-205.24 I 
Normal proX1 solicitations IS:2~;.2~ ! 
Preparation and publication o! reports to . shareholders I2:~o2.~~ ! 
Preparation and submission of required reports and forma 

1~-20~.24 to ·tannc and other regulator:r bodies I 
Incide_ntal costa o! directors and. collllllittee meetings t5-205.21Z I 

Overtime, btn.-P~-7 Shift and ltllti-Shift Premium~ 15-205.25 I --:-; 

Patent Coetsa 
Preparing disclDsures, reports and other documents 

15-205.26 I re~ed b,y the contract 
Searching the art as necessar:r to make invention 
disclOsures 1.5-205.26 X 

• Preparing documents and other costs in connection With 
!il.ing patent applications where title. is conveyed to 
Government in accordance with contract clauses 1:2:::202.26 X 

Plarit Protection Costs: 
'Wages, unifo~ and equipment o! persoMel 12=20~.28 

.. 
I 

Depreciation ~n p~~t protection capital assets 1:2-202o2f3 I 
Necessaey compliance with lllilitar,r security requirements 12::202.28 I 

Plant Reconversion Costsa 
Cost ot removing Government property and related 
restoration rehabilitation costs 12-202.22 I 

Additional costs to extent agreed upon before incurrence 1:2-20:2.22 I 
A.ll other reconversion costs 15-205.29 X 

Precontract Costs 1 
To extent allowable if incurred after date of contract 1:2-202o;)Q I 

Professional Service Costs - Legal, Accounting, Engineering, 
and Others 
Rendered bT members of a profession who are not employees 
of the contractor 15-205.31(a) I 

Retainer fees supported by evidence of bona tide_ services 
available or rendered 15-20 5. Jl(b) I 

Legal, accounting, and consulting services, and related 
costs, in COMection with organizations and reorgani-
zation1, de!ense of anti-trust suits and the prosecu-
tion of clai.ma against the Government 12-20 5.11( c) X 

Legal, accounting, and consulting services, and related 
costs, 1ncu.rred in connection with patent intringement 
litigati,on · · 1:2;:20~.J1(c} X 

Profits and Losses on Disposition of Plant, Equipment or 
Other Capital· A.ssets · · . 15-205.32 I 

Recruiting Costsa 
Help-wanted advertisins 15-205.33 I 
Operating costs of employment office I):2o3.JJ i 
Operating and aptitude and educational testing program 
Travel: costs o! emplDyees while engaged in recruiting 

I):~o3.)j ! 

persoMe1 15-205.~~ I 

• Travel costs o! applicants !or interviews !or prospective 
employment 15~20.5.)3 X 



Item 

Recruiting Costsa (Cont'd.) 

Paragraph 
Nu.:nber 

Allowable 
Subject to 
Usual Tests 

Employment agency charges at not in excess !'f standard 
eol!llllercial rat~e~s:~-..--.:---=-~~---:-""''":"--:--.~-:------=l::.c5-~20::.5:::.;•:..3::.:3:_ _____ ...:.I 

Special bene!its or emoluments beyond the standard 
practie, in the industry · · 15-205.j:3 

Rental Costs· (Including Sale and Leaseback of Facilities)& 

Allowable 
i! it Meets 
Special Tests 
or has 
Special 
Approval 

Page 4 o! 5 

Allowable 
only if 
Provided 
for in 
Contract 

Land, buil.ding and ec(~p!lent and other personal prope . .:rl..::.~.Z_-?;~~~+.:~_.;.-----------;-1 
Interpla.nt, ·int~rdi visional and interorganization ehar.s:&:::e::.s-o~.;;.f!.;~=+------------=X. 
s.ile and leaseback agreeme.~n..::.t=.s-~--.-:-:---:---:---:-:----.:.:~:;:;.~!rl~.------------------=I:....• 
Under. un~pired leases in connection with terminations 

I 

Research and Develop!lent Costsa 
costs of independent research 1

1
5-2

2
0
0

5 •• 35(de) I 
Costs of independ~nt develo""pm.....,.e-n~t----,---------~~~~~~~}~~+~=+-~ ----------....;-I 
Incurred in accounting periods prior to the aware o£ 
contracts 

Onallow-
~ 

I 

Where allowable as precontract eo~st.::.;s~--------~~~~~~----~1 
A.liot~he~r~------~----------------------------~~~~~--------------------------------------~~~ 

Royalties and Other Costs for Use of Patents& 
Royalties or Ullrtization o! patent purchase eos::.t~s:...... ___ l::.:5:::-;.:2::::.0~5·:..J6~C.::.at..) -----....,------=-I 
In ease ~f patents formerly owned by contractor -

amounts nat in excess of costa which would have 
been al.lcwed had the contractor retained tit.::.;l:=::e~----..:1:..:5-::2~0!..5'-!•.J.'36:::;C~e:.~>~---------~I~ 

Selling Costs 1 
To extent reasonable and allocable to Goven'Uilent 

busiiless 15-205.J7(b) I 
Sale~·~.~s~o~r-ag~e=n~t~a••~e=o=m=pe~nsa~t~i~o~n-,-!~e~e~s~,-c~o~mmi~~s~s~~·o~n~s~,----~~~~~L---------------~ 
percentages or brokerage fees contingent upon award of 
contracts - paid to bona fide employees or eol!llllercial 
or selling agencies maintained to secure busin .• e.:s:.s ___ ......:l::..5-=20;:..::.;5•:..3'-!7..l.(.=cL) -------------=-I 

Service and Warranty Co.::;.at_s~---------------.::.1.5::..-..;:;2~0~5·:.::3:.:;8 ______________ .....=-I 

Severance Pays 
Normal turnover severance paymen.:.:t.:.:s::..-_______________ ..:1:.:::5-;;;;:2:::0:..:.5:.:.•"J9Q(.::bL)(~i=-')~--------------=I:-
A.bno~ or mass severance pays 
ice~=AA~~~~~~~~~~~~~~~~~---~15-~20~5~-~n~C~b)u(~u~)~---------------------------------~~I 
Recognition of Government • s obligation to pay its fair 

share on a ease-by-case ba.-si-.:s~-------------------1::.5-=2.:.0.5.:;:•:..3~9Jo.;(b:;.,):.J~(.::il:.)'------------=-I 

SpecialToo~Co~st~s~~----------~--~1~5-~20~5~·=40~--------------------I~ 

Taxes a 
Federal iz!.come and excess profits taxes 15-205.4l(a) I 
Taxes in connection with .financing, ::.re:::.:f:-:illane---~-:-. ng--o-r---~~;:::::~~.::.c.-------------------------=-

re!unding operations 15-205.4l(a). I 
Taxes !rom which e='xempt~::7i":'o:::'ns~ar:-:::e~avai::::-:;~la~b11-:-e-:;to~~t'::'h~e-----=~::::..~~:L..---------------------------~ 
contractor ·· l5-20,5.4l(a) 

Special assessments on land which represent capital 
improvements I 

Where e~~::.o~!~i~ll~e~ga~l~o~r-e~rr~o~n~eo~u~s~a-s~s~es~sm~e~nr-e~Xl~s~s--~~~~~~----~ 
Reasonable costs of action undertaken by contractor, 
in cooperation with the contracting officer, to de-
termine legality o.t taz assessment or secure a·retund 
in eases where elaias o! illegal or erroneous assess-
ment exists l5-20.5.4l(b) I 

Interest and==~·~pe~na~l~t~i~e~s~in~curr~~8d716~ecau~~se~o~rr=no=n~pa.Jme~~=ntr----~~~~~~----~ 
o.t anJ tax at the direction of the contracting o!fieer 
or by reason of failure o! contracting o!!ieer to 
assure tillleq direction a!ter prompt request there~!:.l:lg"'-r __ ..:.l:.~5-=2~0:t..5.u•t:J4~1:l.(b~),__ ____ .I~ 

Ul¥ re!und o.t taxes, interest, or penalties and ~ pay-
ment to the contractor of interest thereon attributable 
to items allowed as contract co_st_s _____________ .;....l..:;5-_2...;0;..:5;.;.•_4l.;.;(:...c..:;) _____ (I:::;;;.:.)_C.:..r...;edi..;;;.:;.t;;..;· 

Termination Costsa 
Co1111110n item.as 

I 

I 

Reason.abq usable on contraCtor's other 'WOs.rk~------::-1~5-~2~0~5:-a•;;:;42:;(r:a~l:------=-----------~--------..:-I 
Hot usable on other work l5-205.42~a} I 

Cos~s continuing after t.:-e:-:ranna=::;-. ~t~i~o~n-ex~c~e-=p~t~vh~e~r~e~d~u-e""1to:---......:~.;;;:..::.:..~~--__;.----..::. 
negligent or viltul failure to discontinue such cos=.;t:.:s:.__...:l::.5-~2::=.0"'-S:.•4.:.:2:.l(..::b:.L) ______ .:_I 

Initial coats, including starting load arid preparatory 
costs 15-20,5.42(e} I 

*.l.llovance without contract provision limited to amlunt which the contractor would have received bad. it retained title to the 
facilities 

/~ 



-· 
~ 
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Item 

'l'er.lli.n&tion Costal (Cont.'d.) 
Loss ol uee!Ul value ol special toolinc, special 

Paracrapb 
HWIIber 

U.lovable 
Subject to 
Usual Testa 

lll..crnble 
s.t 1t Meets 
Special Testa 
or has 
Special 
Approval 

uc~e~ud ~~~~--~----------~----~--~~~~~~----------------~~ 
Rental costa under unexpired leas::.:e~s~....:---------~~~~~:r+----,_,;------~~ 
eo·st ol alterations of leased prope·!:rt:.z...~~~~"r"'1=---~=~~.::.L~----------.;.;...-.L. 
Reasonable restoration to leased propert7 re 

provisions ol lease · -
.&.ccounting, legal, clerical, and si,milAr costa reuon&bli 
-neeesSar,r tor.prepar~tion and presentation ol settleaent 
olAi.U, and the tel"llin&tion and settlement ot su.b-
·contra~c~t~s----~~~----~~---~~~~~~~--~~~~~L----,_,;~ 

Storace, transportation, protection and disposition ot 
propertr acquired or produced tor the contra~ct.~--.-:----~-=.c:~~:...:."'-----..a.. 

SubContractor el.a.i.Ju,. inclu.ding the allocable portion ot 
cl.Ums which are co11110n to the contract and to o~er 
work ol the cont.ract-.::::o~r~..-____ .....;. ___ ·-:--------------..&o~:;::.::"-'~~o.A.A------i._ 

Trade, a&sineea, Technical and Professional .&.ct1Ti.t.T Costaa 
·Memberships in trade, bu.aineaa, technical, and pro .. 

teaeional organizati:::-onu;s~~~~~~~~::;-~::-----..=..=~~lo.:.i~--,.:__...~ 
Subscriptions to trada. business, pro!esaional, or 
· technical periodicals 
Meetinis ancl con!'er=en=:c=:e:-:a~,'1nr=:c~lw:11ng::n-:;:~co==st.l"""::o::":it'-u:':IL::"'r':~,------=~=-'.:.;:..~"'-----..:.. 
transportation, rental ot tacilitiee lor uetinga, and 
costs incidental thento==-----------------,;:.c;;;:::.a;;:;.Q..::.£..-...... _---------iL 

· Tra.ining and lchloational Costal 
Prograss of inatru.ct1on at. noncollege leYel designed to 

i.ncrease the vocational el!ecti venesa ot bona tide 
ezaplo7ees 15-2Q,,44(a) 
Part-t~ education at an under-graduate or post
graduate college level relatirig to the job nqui~ 
llents ot bona tide empl.eyeesa 
T~ uteri.als, tezt. booka, and tees charged b7 

I 

I education institutions l15-_2020~ •• 44{bb) 
Tuition eharsed b,r educational institutions ~ ~ ~ l 
In lieu o! tuition, inatnctors' aalarie:::s:.:.and~~re~JA;:-.:::t-:-ed::--::.c:.=a;;::;:l.~----~-

sh&re ot indireet cost. ot the institution not. in 

I 

excess of the tuition ~ch vould bave been J)!!d l5:205.44(b) 
Straight ti..m8 compensation to emplo7ees tor time aper1t 
attending classes du.ring vorkins hours not in elt.Cese 
ot 156 bou.rs per tear l5:205,44(b) 

Tuition, !ees, training ~~aterials and tezt.booke in con
nection will tllli time scientific and. engineerinc edu
cation at a past-graduate l8'1el related to job 
requirements ot bona tide emplo7ees - not to uceed one 
tear tor each ISIIJ)lo7ee trained - 15:20~.44(c) 

Subsistence, salar7 or other emolwaents in connection with 
full time soient.itic am engineering ed.uc:..tion at post-
iraduate level · lS..20S.44(c) 

Tuition, tees, tra:tning_ ma.tei"iili, teit 60oia, IN681itenca. 
sa.l&rr or other emolwaente in conrtection vith lull t1aa 
edUcation at an Wld.er-gradu&t.e level 15:205,44(.c) 

Maintenance expense and norul depreci&tion or !air 
rental on taeili ties owned or leased '1:17 the contractor 

· tor t.raini.ng purposes 1~~205.44(d) 
Grants to ed.ueat.ional or ~raining inst.itutiona incl.uding 

the donation o! facilities or other properties, 
scholArships or !ellovships 1S::20,5.44(e) 

Transportation Costas 
Freight, apreae, eartace and postage chargee on IQOda 

I 

I 

I 

I 

Pace .5 ot .5 

U.lovable 
on~ it 
Provided 
tor in 
~ 

·I 

I 

pU'cbaaed, in. proceae, or deliYe . .::r.;:;ed::::-________ ..;11="1!5-20;=:20~5r:·.;:;:~~-------..ii!L Out~ hei~&e~t ______________ ~----------------~~~~~~~~~~------------------------------..i~~· .&.~a~&Ldi~~~~co~~~ 
~ Travel Costal 

On an actual.b&ais or on a per di• or .Ueace b&~s=ia~-.....::1:.~5-;;:20:::..5~o~•;;:;W::.,:b"')----..;...--ii!L 
Incurred 1D the nonl&l course ot onr-all. adlliniat.ra-
tion ot the bu.ainesa 1S..205.46(o) ~ b &D 1adirect con 

Direct:Q' attribu.tab~lef:-r:to::-:pe::rtXo'::l'III&DC:::=e -::o:;t~a=-=apec=::'l'U'71"':Io=-----....=.i=::.:.=;;:::,l~--------~:..J!!.!..:=:2.~~~u!i!.ti 
oontract 1S.20,,46(d) I 
leces~==~.-=rea~so==Mb~l~e~co~st~s~o~!~f~~~lr~mo~~~~nt~s~acd~---~~~~~~--------~ 
personnel1110vements ot a apeci&l or 111&88 nature 15:205.46(e) I- S=i&l allocation !'!CNired where 

a~§aie 



r'l 
! . 

~I 



.. . 

P R 0 C E E D I N ·G S - - - - - _. - - ·- ~ -
[The meeting convened at 8:25 o'clock~ e.m.~ 

Monday~ 12 October 1959~ GSA Auditorium~ Washington~ D. C.] 

CAPT. FAGANa Good .morning. This is the fourth 

ot our procurement talks~ and the first three--the first 
•. 

two particularly--we have called quite controversial 

subjects. The third one was on auditing~ and the use 

ot auditors. 

This morning~ we are going to hear about 

cost principles. I got exposed to procurement trom 

BuSh1ps beginning in 1948~ and one of the hottest 

subjects at that time ·was cost principles .• 

I had heard of Section -1.5 before I got there~ 

but I had no idea what ·it was. I thought i~was a revenue 

code~ and then I got to BuShips and round that Section 15 

had to do with cost type contracts~ and that sort ot thing~ 

but there was considerable debate as ·to whether or not 

it was theoretical; whether it applied to tixed type 

contracts as well as cost tn>e contracts. 

In 1948~ some ·ten or eleven ye~s ago~ cost 

principles were quite a discussion6 quite an issu~. I 

got back in Wash1ngton6 here·~ in 1956 and found out that 

the subject hasn't changed a bit or had the solution 

apparently toward the subject. 

FOR OFFICIAL USE ONLY 

.. . . . .: ... ~.. .. . .... ·~ .•. - ... 



-.. 
. .. -·---------·. -·-

We have got a man with us this morning who 
. . 

knows about cost principles, being the Chairman ot the 

ASPR Committee. He has been with cost principles ever 
. . 

since he has begun procurement some 10 or 15 years ago. 

He is actu~lly the most knowledg~abl~ one on cost 

principles, and the development of them, and where 

they stand today. 

You all know Commander John M. "Pete"· Malloy, 

soon to be Captain Malloy, and with this short intro-

duction I will introduce Commander Malloy. 

CDR. MALLOY: Thank you, Captain Fagan. Of 

course, it is a pleasure.for me to come back to-the 

(\\ 

) 

Navy after my-current exile in the Office of the Secretary -~ 
I 

or De tense. · There has always been a question in my 
.. 

mind as to whether the Navy would take me back. You can 

see they have already taken my uniform away. 

I'd like ·to talk·to you today about the 

··contract cost principle exercise. Somebody asked me 
~ .. 

this morning was ~ 1n.a position to tell all this 

morning and I. said, "Well, tio, not really but I &lb. 

in~ position and do intend to tell more than I should." 
-~ '·. ·- ·-·-~ -----. 

So, although I don't have a completely tree 
-. 

hand to talk ~s to the c·omplete contents of this doc~ent 

and the exact current status ot it, I will give you as 

much as I absolutely can. ·I am under some wraps since 
. . .. 

FOR OFFICIAL USE ONLY 
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·among other things my boas has told me to keep my mouth 
,· 

'I!-'.,·, .... :.: -' 

shut and such other direct admonitions • 
.. 

I would like to take up with you today, and 

try to describe, some or the objectives which we are 

trying to accomplish by putting out a so-called compre

hensive set of contract cost principles. I will give 

you some of the important highlights or the new 

principles themselves. 

I think some ot the history or this exercise 

might be of interest to most or you. I don't think 

that too many or you rea~1ze the number, the great 

number, or people in government outside ot the Navy 

Department--if you will--who are interested in and have 

a voice in what kind or contract cost principles we will. 

have, and I think maybe I can give you a little on that. 

I also would like ·to give 70u my own personal 

evaluation as to these principle~ as a set ot contract 

cost principles, and as to the effect they will have 

when published tor what they are worth, and then at~er 

lunch to the extent we have time I would be glad to 

tell you the current status ot the project. 

First ot all, I think that you have to be in 

the proper frame ot mind to consider obJectively this 

very controversial kind.ot a regulation, and because I 

think--and I spea\C with some actual degree of experience 

with res pee t to thi&--\'le so~~et~mes think emotionally 

......... ,, .. -· .... ··.·. 
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·about th1~ subject. 
J :: \·l.: ~· • :· ~- i.lOi;.t j' · ·:· -;t ; ·J-"~ i. L~ 

.OPe .9t ~he. things I· have found out~ i~~id~~t~ll~ 1 
• '· •• ,!' • "' .·.: . ~· .• ~Y _:':i; ~}';, c.; ·:;·~1.1:.~ .•. ~ • 

over in th~.P~.n~~gon 1s~.:.,;it was a great shock to me, too--
,.. ... ·~ ··~·~ '."~.,'· .. ;,r : ',; ')J;;<;·· •.. ,;-.:':'<'~; .:;,;· ·,·~ .. 

but .. I .f.o"Qnd out that the· Navy wasn't necessarily right · 
·- .: ! . • ~ ' . ) . '~( ' ; . • . ! ~! \. :' ' i .t; ' "'. ~ !"' ~ d ~ J: ·,' . i .... 

on ey~ry matter. · This you find out in the Pentagon • 
. · · · · · 1• .~. ~ ~- ·. · · · :: • ~· · . ·r ;. ·· .. _,· :· r:.:r, ·:·, ·' ' .. ·.-f.,·" .. , 

"" ~ ~ r ·~- . ·'< ~ 

These are ~,Qme gf. the p~us factors, too few th~t .there.are1 
~ ... ' '·' . :. ~ ~ ~ ' . ·"·~.~.·-. ·';" . . ' ~ . 

11':,· •. ~~~ :'\ .. -t\ . :·<. 

but y~u· do have to put yourself in the proper fr~~;_. ot:,.i;. 
• . • . ~ ' " .·.· . :1t ~:~ ' , .; '•., ~ _;~ ~-:t ,• _,, 

1
1 ~:~ ~ r. t.; 

mind a.n,o . .,tl,le tr~e ot mind that I would suggest to· you 
. . .... · .... ;, r. _.-- . , .· ~ .. , ·:·'·: :~;;.:nG~ .: . c.. .:, 

this mQrn.ing would be to consider this project from the 
.•. ' '' . t .• ~ . ·~:~ 6 ~~ _;.;-::~- .. ~, ~. ·; ~~: ·~-~· ' 

·:. ' ' ~; ~-~ :' .·i' 

standp.o;in~ ·or ·'.t.op managers of the procurement function ... 
. . , .;~· "•'. :~ . . ... . ;)(~· ··:· _· i'· ·r·:·:~ :~~· .. ;.· t: :~ , t. 

. . '. •J; ., 

of th~.: .. J:?~part.me_nt ~t Defense ·.rather· than your own little 
;, ~~... ;" '., . ' ~- •• 

4

•• • .; • ·• :~ • : ·~ ' • ·: •• t··· ~ . . '"' 1. • .''. • :. 

n1.q~e·, ·.and· w.h~n· :i: ape~ or top man8.sement l: .. am really 
' ... , ''•': ·:_-·.·':; .• ; .. ·~ :., .. .. :~:· ···~··.:.J :' ... ····:.tt.~:'fi;. -~-. :;f 

talking @.'bout the people ·who· have the .ultimate respons1..:~ 
• ,; . . i.. . ' .•. }; . : ~-- ;, ' ..,. ~· ! ... _. .· : ~ ~ .. 

.: •'' .. ~ • .¥~ ·, "[ ·, ~.'.. : 

- - . \ .. 11."'., ~:-.. . • • ... • ~- tl'~:· ~ -~__. , ... -··· .L .. .;·~lft'V :~~ 

b+J1~y:wh+9?~lfould·_~v~ to be the Secretariat level1 · 
~ ~ - , : • . • '='. ~ ~- ~- i... .. 1 ·.) • ~· f" 

-· ··~ • t""·· - ':. 

in.c.luciing it you ·will· the· Secretary-~ of De tense • 
• ... • ' .. ~t" 1'7 J' ' """".? :. -~,.: . ~~ .. J. :,.: : ~ :~. ;:, '' / ·•, \-" .. ~-- . ' ' .... l . ,,, 

• "'' ·!<-

'I!. wo"Uld ·like to ·make· before I go on any 
- !... ~-1 ~-~ . ~ • • • ' • 1 .... 

.. ·: .. ;·~ .:. ::v : :·, ·. : i • • , •. < ; ) E~ . B ~ ~:. 
f'Urtp.e.~:~ be tore I forget 1 t, one observation. I would ·· 

~-: z ! "'·. ~ ··, ; ::· '! ·1 r ,.. 

as~~\Y.OU Jl.Ot. to diSC.UBS. freely With any indust~y t~iehds" 
* . &{ . ~ "; ·-. ... ':~~- ., ·~ 

. J ''' 

wo~;ld .. ~~t ~7lp us· o~e· -~i_t:,~e.,~it·. 
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Let's get into .. 1t then., and try to sei) forth 

some ot the obJectives .which we are \~eeking to obtain 

by putting out a comprehensive.set of. cost principles; 

that is 1 a set or principles which will be used in one 

way or another as the basi_c groundrules whenever costs 

ar~ a factor in procurement., ~d you:will notice that~ 

words are ~ather carefully chosen--whenever costs are a 

factor in procurement--and that is not to say that costs 

always should be a factor. But 1 first., we have I think 

the obligation to up-date the contract cost principles 

which we have in the book now. 

These ~ere pub~ished in 1948. They are rather 

sketchy. A lot of new things have come on the horizon 

since these were published. We have been in the process 

of revising them tor the past six years 1 and so you'd 

expect that we would ·need some up-dating and this 1 or· 

course 1 has to be one of the obJectives. 

We are. also seeking to .. obtain some uniformity 

or treatment of these various elements of cost 1 and this 

uniformity of treatment has to do ~1th uniformity within 

the Department of Defense first .among·· the three Services 1 

and then--if you will--sometimes a little uniformity among 

the Navy bureaus doesn't hurt 1 and that is one of the 

things that might be accomplished ~ere with these contrac~ 

cost principles. 

FOR OFFICIAL USE ONLY.·. 
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,~ .. ~ t:·: \) ,L:), 1 .·~:''liv ''·I :. ~ ·. ·,,, · · .. ~ ·,, .. " ... · 
Also, we are trying to put ou:t a:' bluep·r1nt,· .. ,.__~. 

if y~~ .. wi{l·,. which' w.1ll_,~~t,':;to~~li1~~~~~m~rit: :otr:o~~iJfi·~~~;;! 

~: ~· . 

that is used. 

;.,, .. 1 

'. ' .. ' .-.~ .'···~- ~ ·\: /\ 1 "j ~;.- ~- '"' ·.~ ~-,. ·~~~ J~:· .. · .. ·• .... " ... ·· '· .. ·' :\ ~,,.., ("" J : -~ ~ ~+ 

one contract type Will be more .... de.sir-abi.•Ei· than ~a-ri·o~tller~:mf!re-ly 

by i;~~son or 'the cost trea~~ni'\~hic~ fs ~ccoiided. )';>',.,,_ 

.. ' ' '~ - l . ·:. : .r; l L ·~I L't~~ "~·"l !;;{.~' f1 t: : ... ~. 
that contractors and we ourselves often select a particular 

type or contract not be~ause:\it:~ is+~_~lie'1:best. ti-Pe 't,·i~}J ~i..-1 ··: 
·-~ j-:. • __ t>·::·. ;"t:s· ·" J. :.;·,,.r:) :::.-·. ~-\ :-~-~ f~;-~:~;.~-~-J~·#:l ~Ci~J·:;:·. 

contract for the particular application, but because "" 
·, · -·~;.:, > ·; ,Jt~ij;;~. ·.:·!·. ·;:_.·:· !Y~ 1 • . .t gat-.i.)!/Vp·"f 'it• 

-it has a more liberal· cost treatment involvect··+n it;· ana 
: . ~. I' C; J .; .. ~; -~: ··: : .~. £.: ,.,.! ): :.:~ tj .... -:· .: < ! ' "; :-('( i: .:·, 

we think lastly that this exercise will get us· ~better'·•""'·-' 

administration of many of: ~u~ 1:k~~r~~~t~pr~gr~ :til t't1~{ 
''f.·'",., 

Department or· Defense.- · 
t. 

, <--:.· • ; -' ·. ~.:....,.,.J .. '.::·~~: .. :;.~·"~-;:.~r •t-:·· ~.·.-.:.'l.J .. ·:~· .,J ,r., 
we think 1 t will get us better procurement. we 

think it will ~et us better a~~1t111sm.J.ffwe· .. thinli i 1t ~itr1 

. ' . . . . . f:;~ • . .!; . . : 3. TU .;."' .:).;;_;c.?~- - L,.;: . ..:: ... ..~n v: . '• "' " : ' "\!l ,. r--.~; ~ 
we are not out to write a set of cost pr!nc!ples··mereiY· -. 
to s~~e mo~ey. You 'col!ld ~J.~·:nthl.t ::;~~~ J:~s~ifj~~~ ··~J~t ~rfi ·: 

. :, ~nc~~a;:~'i:mr U~a:Li~~b'f~:~;;U~i'w~·s; n'o~tgni•a¥ t!fei.tiillijor 

objectives, but we think that we· will ruii3 ad~~~-.ri~vtri~if 
·i.; .3:(~0 -JA.:.~I9'lt'~ 

as a by-product of tltts·· exe-~C'i·s·e···;-·~·~--• ·~·-~··· · 
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Now 1 a few things that this is not designed 

to do. It .is not designed to be an accounting blueprint.~ 

It has many 1 many 1 references in 1t.ind1cating that 

there is no need for any.major revision of a contractor's 

accounting syBtem to accommodate these cost principles. 
.. . 

No~,·there will be some but not very major 

tor a contractor who is already.doing business with the 

Government. ·some of our definitions will cause a kind 

ot tightening up for some contractors 1 and tor others 

who have a· very loose arrangem@nt there would be more 

practical ertects 1 but ··it was not set out to be an 

accounting blueprint and we ·don't believe that that will 

be the effect ot these principles we published; that is1 

that there will be any accounting revolut1on 1 you might 

say, on the part or our contractors. 

We are not seeking here.to throw into the 

Potomac the pricing philosophy which we hold so dearly. 

You will see somewhat later our attempt to emphasize· 

our pricing philosophy, and maybe some ot the reasons 

why we feel that this emphasis is necessary at this time. 

Now, another thing that this is not designed . 

to be is it 18 not designed to be a document which Will 

guarantee to contractors a certain recovery ot costs just 

because we have a list ot contract cost principles that 

are listed as allowable. · ·It· is no .gual'antee that we 
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should not allow it to be a guarantee that the contractor 

will automatically recover these costs. 

Now here 1 of course 1 our procurement principles 

come into play. The question or reasonableness~ allo-

cability1 but more important the question of the contractor~s 

efficiency and our ·pressures to make·· h1Jn more efficient. 

Let's look at the situation as ~e have it today. 

We have contract cost principles tor terminated contracts. 
~ . . 

we·have~-excuse me 1 I was reading ahead of myself here--we 

have contract cost principles for terminations~ a separate 

set. We have a separate set tor cost type contracts1 and 

as to fixed price contracts insofar as policy direction 

is concerned we have nothing. We have a void. 

· Some ot you are familiar with the ~bortive 

atte~t .a few years ago to prescribe the current Section 

15 tor fixed price contracts 1 al,ld·you know that this was--

it was prescribed as a guide. You know that less than a 

year later that particular Department or Defense directive 

was cancelled •. We know that today 1 in these sets of 

cost principles that are,priDted and pUblished~ the one . ., 
\ . 

tor cost type contracts-and one for term1nations 1 that 

there ~e some rather significant differences. 

Interest1 ~or example 1 is allowable under our 
-
termination cost principles and it is unallowable in our 

:~ 
1 

). 

cost type contract situation and where it is in the. fixed !'\ 
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price contract situation depends_ on a lot of things 

. including the power and strength or the negotiating 

parties and what not. 
.. 

Now, what should be the Department of Defense 

p~licy on. anything. like interest, and is there any 

difference 1n the.situation where you meet the problem 

of interest? Now, that is. one or the things we are 

..; .. .. . 
ill. 

{' 
.. , . •.. , 
•t-... 

. , 

r~_t-
. trying to come upon. There are dif'f'erences in ,application r 
of such things as interest and any ·other coat# individual 

costs, research if you will# training if' you will, 

contributions and donations. ~ere are differences 

existing today as be.twe~n Navy Bureaus, Army, technical 

servia~s, individual offices 1n the Air Force. ·There 

. are different philosophies# actually, 1n the military 

departments and I can cite you one.specif'i~ case which 

is known maybe to a -lot of' you, and this:was hammered 

home to me by Congressman Bates ·o~e day when he was then 

a me~ber or the Hebert Comm1t·tee .. , -and he was saying that 

he--and, incidentally, he was one of' the. gr.ea~es_t friends 

we had down there--and I say had because he is no longer 

on the Committee. 

He said# "I can't understand tor the lite of' 

me, sympathetic as I am with the Department of' Defense, I 

can't understand for the ~ire ot me ·why: the Air Force· 

says that a profit sharing plan, or a bonus it you will, 
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based on a profit shar~ plan, ~s automatically 
.;D 

unallowable and the Navy comes here the next day to our · 
I_ 

I • . 

Committee and says •we see nothing wrong with compensation 

·based on profit shar~ planning.' A profit sharing 

_ plan is merely a way or meas-ur~ a man' a compensation, 

and it the overall compensati-on is reaspnable. This is 

the way we look at it." 
I 

Now, there is a lot or money riding here, 

thousands and thousands, and even.millions of-dollars, 
.. I 

. and two Departments come down before a committee or 
I 

Congress and one says, "Our policy is so and so," and 

another says, "Our policy is exactly the opposite," 

and they obviously look to the Dep~rtment or Detenae 

and say 1 "What is the Department or Defense policy 1 make. 

up your mind • ~· 

Now-., shouldn't this be so? This, or course, 

is one or the th~s we are t~~- to do with our 

·cQmprehensive se~ ot contract coat principles. Now, what 

is 1n this ·set? Well, it represents a lot or work, I 

c,an assure you tor one. t~. It has been .go~ .on tor 

the past six years. It represents a rather delioate balance 

at the moment, because we have opinions which run tram 

one-· extreme to the other, with people sqillg there should 

be no cost principles except ~or cost type contracts, 

and others saying they should be made mandatory tor all 
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• 

· contractual situations, and that -·they should be-

1noorporat~ into contracts 1n all but fixed price 

situation•. 

so, wnat w& have 1n the package today· is· a 
. . . 

rather delicate- balance ot the conflicting points or 
view and· ot course~ you have-indus-tey who like -no " . . 

part ot anyt~ unallowable-. Industry, strangely 

enough). it you read their material closely, can be aaid· 

to be ver,r much 1n favor ot a. comprehensive set ot 

contract coat principle•. 

Now, tha~ may cause aome raised eyebrowa on 

the part ot the more so~hiaticated and experienced 
.. . 
with this exercise in the audience, but I mainta~ 

that it ia so. Industry would love to. have·a comprehensive 

set.ot coat.principles. Under ~e~ta1n conditi9.na, ot 

course, they have expressed themaelvea aa being 1n favor 

ot thia but what the~ want ia a set ot oost principle• 

not near aa detailed.aa we have ·which, ~effect, would 

have ever,t~ allowable. ~ey.W;on•t like any unall~~able. 

'Dlia ia almoat t~tam.ount to being' Wl-Americ~ to have· 

an unallowable. 1b.ey would .like .. to have everything 

allowable, and 1nduatr7 aa a whole with their trained· 
4 • •' • • 

negotiators they start from up here in order to get here. 

They argue tor everyt~ being allowable so t~at ther can 

get a better aoat ·recovery, and aome people ·think that 
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what they are· after is a guaranteed cost base with the 

cost· guaranteed to them through a single set of cost 

principle• and if everything were allow~ble maybe this 

would be a good result tram their point of view. 
. . 

Anyway, the .set that·. we have today I think 

12 

1n considering it you: would have to_start with the roughest 

part; that-is, the- applicability •. How are you going to 

use them? We have it. set up, first, starting with the 

obvious. They would be used as the contractual baaia tor 

reimbursement--tor cost reimbursement ,.type c~ntracta 

which is not m~ch _di!'ferent trom the a·ituation today. 

For f~d price contracts, the cost principles would be 

used. Boiling the whole thing down to its key clutch 

word,.they would be -used aa a guide. 

Now,. in-the contract termination setup, they 

would be· used also as a gu~de. The Section 8, today, 

suggeata the use or cost principles as a guide and some 

ot the language that is 1n Section ·a ot ASPR with ~apect 

to the ~e or coat prinoiplea and the termination situation 
. ~ . . . 

· that laniuage ·was ao s.~od we thought, ~t.ome or ua, that we 

li~ted it·. If you will check it, you will see we· have 

lifted a~ewhat the good language, and have put it in 

~he applicability section or these new principles. 

We have the problem, here, a V&P;1 real problem 

· ot the spectrum that we are trying to cover. 'Ihe coat 
f• 
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aituation where we· traditionally feel that we should 

. be very _conservative, moving down the- lin~ to the-re

determinable contr~ct, redeterminable- after ~he fact. 

Now,. ~e don't _use many ot those in the Navy but I am 
rather surprised at the extent ~f their. use 1n some of 

the other Services particularly 1n the ~Y· 

It you have an after the-~act re7determi~bl•-
., '. 

contract or $100,000,000, do you have a situatio~ pretty 

close to a _cost reimburaeme~t type contract? Ye_s, and 

how abo~t the next one down the line- our old friend . . . 
·and tncentive· contract, fixed price- incentive contract? 

1b.e contract cl.~se, itself, says-there will. be a 

negotiation of-costs, and this is done after the tact. 

'!his is a retrospective application. · We know what has . 

been incurred; what is the Departme_nt .or Defense poli(17 
l - . . 

here. You. don 1 t have to be guessing, you do have a 

negotiation but not something-that is out 1n the wild 
i 

I 

b.lue yonder, a situation that calls tor and requires a 

certain degree ot precision, not &:completely boxed 1n 

t7Pe ot;-Ciaicm.!i;. but precision nonetheless, and as you 
. -~~ ·. j:. - -- . . . • . . . . -

move down- the spectrum you_ come to the other family--the 

other wrinkles. 1n the family--or redeterminable c~ntraots 

and 1n m8J17 ot these you need contract cost principles_. 

You need something. Anyway, we start ott with 

that, you need something and _we hope that we are providing 
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you with the· something in these principles. 

I think I might profitably spend a little 

time on this particular section,_ the applicability, 

and I am going to read you something wh1.clt is 

substantially accurate as to· the-.way it.will be 

published, and this will come. out ·as a part 6 ot 

section 15 which wil·l be headed "Guidelines for 

Application 1n the Negotiation and Administration 
i 

of Fixed Price Type Contracts, and in the Negotiation 

of.Termination Settlements." 

Incidentally, you will notice that we have 

treated the te~ation situation quite similarl~ to · 

the other situation that you meet 1n the retrospective· 

costing or.pric1ng. Your termination is a situation 

in which you use cost principles as a guide for; ·a 

negotiated settlement at a point Where costs have been 

1.4 

incurred, and there are parallels 1n the negotiation 

situation which I have already mentioned--after the tact 

re-determinablei your incentive contracts,. and some ot 
• I o " 0 •• ~ 

your other re-determinables so your terminations are· 

mixed here so this part provides guidance tor the parts 

2 and 3, and for evaluation or costs in pricing of 

negotiated fixed price contracts and subcontracts in. those 

instances where_auch evaluation is required to establish 

prices f~r subcontra~ts and 1n the negotiation of 
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·termination situations •. 

Under .. fixed price type contracts, the 

negotiated pric&· is. th~ ba&ia for· payment to a contractor· 

, whereas allowable. costs are the·· basis for reimbursement 

under cost reimbursement. contracts-.· Accordingly~ the . 
I \ 

poiicies and procedures ot.ASPR, Sect1on·3, part 8, and 

that is of course the specific. ASPR containing our 
. . 

pric~ policies, are· governing and shall ber followed 

.in the negotiation of fixed.price- type contracts • 

. Cost and a~countirig data may .. provide guides. 

to~ ascertaining fair compensation but ·are not rigid . 

. measures ot it. , Other types. ot·: ~ata or criteria, or· ·· 

~.tanda~s, .may furnish. ;r:-eliable guides :.to fair ~ompensation. 

The ability to. apply: standards or business .. 

judgment as ·distinct tr.om strict· accounting ·principles 

is at the heart of a negotiated p~ice or settlement. 

You see~ there, oUl'. ·attempt to remove ourselves 

from aey -potential straightJ.acket whicb may be forced 

on ua. as a result ot publication of a comprehensive \ 
. . 

. . 

set.., ot ~ontract cost pJ1.nciples •. ·Here,- we have spec1t1_cally 

referred back to- the policies, .. our pricing polici~s. We 

have said they will be .controlled, and we. have put in some 

ot . . the language from the termination section that I at least 

thought was pretty good. 

Now, we .h~ve. still ~e prob~em of differentiating 
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between retrospective pricing and prospective p~1c1ng, 
f"'\ 

where you are looking· back to a cost that you have incurl:-'ed. 

It seems to me you have one· situation where you are 

. looking ahead, and guessing that you have· another 

situation, so we tey to get at that kind ot a break in 

this fashion. 

First, as to these two among the different 

types ot tixed price type contracts, the need for 

consideration ot course varies considerably as indicated 

below. First, retrospective pricing and settlements 

in negotiating firm tixed price or settlements for · 

work whic~ has been completed-at the time of negotiation; 

that is, ·final negotiations under t1xed.price incentive 

contracts, re-determination of p~ice at the completion 

ot work, or negotiation ot a settlement under' a contract 

terminated for the convenience ot the Government. 

Th~ treatment ot cost is a major factor in 

arriving at the_amount ot the price ot settlement. 

However, even 1n these· situations the finally agreed 

price or settlement may represent something other than 

the sum.total ot acceptable costs plus profit, since the 

firial price accepted by e~ch party does not necessarily 

reflect agreement on the ·evaluation of each element of 

oost but rather a final resolution of all issues in the 
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·negotiation process. 

It you wer~. to· 'sit·. do~., yourself, in all 

honesty and try to ·attack ~hat problem I wonder what 

you•d.write •. That is what we ~ote. The type or 

langu~e was written eome .. thr~e years_.· ago, and I take 

no pers.?:nal . credit wha tso~ver tor .it. The section on 

forward pricing: · . 

nThe extent to w~ch costs 
influence forward Pricing ·varies 
greatly from case to case. In 
negotiations covering future 

. work, actual costs can not be 
known . and:· the importance . ot 

· ·cost estimates-. depends on. the 
circumstances •. 

The contracting officer 
must consider all the factors 
affecting the reasonableness 
ot the total proposed ·price,· 
such as the·. tecilnical p~oduction 
or financial risk assumed; the 

.. complexity ot the worlc; ·the extent 
ot · competitive· pricing., and the 

·. contrac tor·• s rec.ord. for efficiency, 
economy, and ingenuity. 

Avaiiable cos·t· 'estimates 
must ~e ... pre sen~ to bargin . for 
total price, to eqUitably · 
distribute a risk between.the 
contracto~ and t'he . ~overnment 
and provide 1~cent1 ve ~or . 

. ettilliency and cost reduction •. 
. . 

In negotiating such a 
. P,r1ce, it ·is not possiple· to. 
identify the treatment ot 
specific cost ·elements since 
bargaining is on· a total pr.1ce 
basis. . Thus-» while cos_t:. ~ta 
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is often a valuable·aid it will 
not· control the negotiation of 

·. prices for work to be performed 
or a target price under aa 
incentive contract." : 

18 

Does that, I wonder, give you enough room to operate in 

in the manner in which you have _become accustomed, and 

in the manner in which you would prefer to remain 

accustomed? I think it does. 

Now, we come to the punch line ot the 

document which goes on this wa,-.: 

''When, pursuant_ to ASPR 15-6 
or 2, costs are-to be considered 
in the negotiation ot fixed price 
type contracts." 

It I might stop there, that is rather important. "When 

cdsts are to be considered." Now, this doesn't intend 

to say, doesn't mean to sa7, and I hope won't be 

construed to say, that costa are always a factor in 

negotiating prices. Very often, under the right 
\ 

competitive situation as we all know we don't care what 

, ·the man has in his cost. We are ~ot inte~ested. We 

don't want any breakdown. We, I think, all believe 

quite sincerely that the veey bes.t price· that we can 

obtain is one which is established iil the marked place 

under competitive conditions. 

That is how the water gets out, and when we 

are satisfied that competitive conditions are correct 

and that they have taken the water out, we don't care 
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anything further and S}7.0Uldn. It care anything further 

about. the use ot coa·t principles·· and t_hat is not. 
. . .·. . . .· .... 

intended to. prescrib_e. the. use·· ot these principles 

when you would·not, y~urselt, .. even .. today want to look 

at the breakdown or_· costs .•. · So, ·.to . go on: 
.• .... 

"When, .pursuant to ASPR so 
and so co~ts are to be considered 
in the ... negotiation of . fixed price 
type contracts, the appropriate 

·part of ~his Section 15-. shall be 
used as" a guide" in ev"aluation ot 
cost data. requir_ed to establish a
fair and r·easonable ·price in · 
conJunQtion·with_ other pertinent 
considerations as set forth more 
tully ~n ·A8PR · Sec·tion_. 3 ~ part a·.'' -

Again, a throwback to p_ri_cing and an abundance or . 

caution i_t you_ wi~l and ~o -gC? on: 

.• 

"In the c_as.e ot negotiated 
termination settlements, sec~1on 
S·Part ··3·." · ·· . 

So ·that, then be_comes __ .the. punch line· tor the use or· 

cost pri~ciples in. the· t~~cf p~·i_c.e contract area. ·Now, 
.. - .. 

what· do you ~o;_ rio~. ar~_· yQu.g\lided in a case ~here you 

arein.an~argument withthe.contraetor over a specific 
' .:.. 'o ,,, ' ', •' • • 'o •• o I 

item ·ot co.st? · ·· · ... 
:· . . 

· . Now_, ~e s_ometiines· talk rather loosely--we 

proc_urem~n~ people~-about. _how we_ use costs in negotiating 

pri~,e ·and. you sometimes._ get:. t~· idea that we . really are· 

not.much interestE!d; that.we; g9~through no real approach 

and.get. a price.th&t ~s·real _tight ~d c~ose, and that we 

. ·FOR OFFICIAL USE ONLY· ... 

__._:.-. -. 



FOR OFFICIAL USE ONLY 20 

get it out or the air, and you and I know that we 

sometimes do it that way, but more often than not we 

are in there·pitching with some detail, and we are 
I 

looking at the cost and you can't look at costs 

plural, you look at costs singular, those that are 

ot any magnitude. 

Now, suppose you under this set of contract 

principles are in an argument with a contractor on an 

individual item of cost, and you know what this document 

says, that the principles will be used as a guide, and 

our guide says they are unallowable~ What happens in 

an individual case? We have tried to write it 1n a 

retrospective situatiODJ that is, where you are in an 

argument as to co~t that has been incurred, and we have · 

tried our han~ . this W&7: 
-~ 
~In retrospective pricing, 

wherever an occasion arises in 
which the acceptabilit7 of a specific 
item ._of cost becomes an i·ssue, the 
appropriate part-of this Section 15 
will serve_aa a guide tor the contracting 
officer in his.-conduct of negotiations." 

i 

This part1cular little paragraph is one of the most 

important· in the entire ·document, an4 s~ or eight 

months ago--I guess as short as siX months ago--that 

paragraph read considerably different. It read 'something 

like this that whenever an individual item ot cost becomes-

an issue, the contracting ott1cer will serve--the contract 

FOR OFFICIAL USB ONLY 

' 

• 

• 



• 

• 

$ bit & f it, 1 At. .. USE ONLI. 

·cost principles--will serve a~; _a..· basis for the resolution 

of the issue. You see the.differenc~?-

. ID .the latter .. instance,_ you. would be pretty 

well bound in an arg4ment with a contractor to resolve 

it the waT the bqok· .. says.: As here written, there is 
. - . . . . . . . . ~ . 

obviously ; a need .. to . follo~ . the policy laid down by your 
* • . • 

. bosses .• They. s.~Y· ~ou: wi.;l us~ these as a guide. They 

didn 1t say,·however; .that YO\l.Will.have to use it every 
. ... . . . . . . 

time. They didn't· a·~:(··tn.at. y~~ ~ve to throw common 

sense out the window~ .. They d~dnit .say.that you would 
. . . 

abandon ov,r_al~ barga~ning •.. ¥ou._can, I think, depart· . ...... . 

from these·. but when you" do, 'when you depart from the 

guidanC?-? that ~s. ~een laid, ~own ·by Y.<?ur. superi_ors~ it ... 

is. only· right t~~. yeN .have· .a pretty. good story. 
. . ,; . . . .. . . ~ . . . . 

~ 

. . . i . . ; . 1 
• 

You s~oul4n 1 t .depart:on some·whim of your·~w. 
·You ought to be. willing .. to .. stand up and be counted. · .. We 

' ~ . . . . ·• . 

hav_e ot~er ~angUage_ her~ .. w~ch_ will~ .I hope, not get·· .. us 

into .. the ~tr~~ghtJ~ck~t. ~t .. h~ving. to examine each and 

eveey_ minor item·. of. col$t-: ·and wherEt we ·don 1t follow the · 
. . . . ' . . . : . . 

· .. blueprint_ .exactly._have, to. fill. the' tile with that much 
,, . - . . -- ... , . .. ·. . ·. .. : .. , ·... ,• .. . . .. ~ . 

just1~1c.~1on ~~- ·we doti· ~~ _intend .. this, .. and I think that 
. . . . .... . . . . . . . . . . 

there is enough flex1b111~y hez-e. to prevent it, absent 
• 0 ' , • I .' f 00 ' • ... o •, • , • , • • 

some bad· approach--ir .·you· w1i1~-b7 those who might be 
. . . . - . . . . . . - . . . 

looking_ .ove·r your· shoulde.r including ,t~e procuremen; types 
.. . . . .. . . . . .. . 

who do:~ that sort or:·· work.~~ .. a~d th~ .au~it types. But 1 . absent 
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the wrong approach from that atandpoint I. do not thdnk ·. 

we ha~e built a straightjacket· tor you. 
·-.....r~-: . : . 

~- -~ :• .. ·: Ve·. have·· tried to describe this somewhat . . 

:_.: ... --~- . 

along ·these lines: 

"In applying Se~tion 15 to fiXed 
price contracts; contrac~ing officers 
will, one~ not·be expected to negotiate 
agreements on every individual element 
o~ cost. TWo~ will be· expected to 
use_ their Judgment aa.to the degree ot 
detail in which the7 consider the 
individual element of cost in arri_ving . 
at their evaluation ot total cost where 
such evaluation is appropriate. 

. However~ the negotiation ·record.· 
shou·l4 fully substantiate and JustifJ'. 
the reasoning· leading to aD,J negotiated·. 

·price.·" · 

NOW.f that last sentence. 18. no mo~ thaD you hAve' tocky· :.-.. · ~~\ 
. \ 

as a requirement. Now, how. are these going ... to :be usee!'· -

by Our contractors? Are the7· bound b7 these principles 

in preparing their cost breakdowns? This is.· a· ver7··: 
. . 

toucq area~ a vef!7 difficult· one~ one~ in which we 

obviouslY' don 't see e7e to . e7.e w1 th the contractors~· : .. · 

We have tried our hand _oa it this _W8.7 6 bearing 
. . . ' : . . i . . . ~ ' 

in· mind,: that:· regardless ot what. we said that no contract9~;,· 

or- r·. s_bOulcl: S&7 prospeoti ve contractor~ ·. wuld be· bound bT·. 

a.J17th1ng.we S&J' here because this is.a document--well he 

,would in·:certain situations· posaibl7•-but by and· l~ge 

· these will. be used bet ore. the man ia a ·contractor·.·· ·He 

·is: a prospective contractor. :and~, hence 6 is not legall7 
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contractually bo~n~. -... 

. Well., .. we tried .. our. han~ a:t ·expressing this 

and this 1s. some .. change f'rom earl1~r drafts, some 

lo~sening up if yo~.·w11~. · -. . . .. 

. ·".In. o~der to . p~rmi t .the proper 
·evaluation of co·st data submitted · 
. by contr~cto.r~ tor ~se: in negotiating 
prices, it may be necessary to obtain 
_breakdowns·· o.r account analysis in 
respect to some cost elements particularly 

· those whose treatment may be dependent 
Upon special circumstances as stated 
in .the principles.. . 

Contractors ·will be expected t.o be . 
respons.ive to· ·reasonable requests for 
da tct o.f this kind .• " · 

It 1s a littl~ •e&tt,~~I .think •. Will it do any good 

at all, that ld.nd of .. language? I think it will. Wil.l · 

it do the most good? You have a difference ot opinion. 

Some, of course, feel· the .contractor should be required 

to. the maximum exten~ we.~an~. using.all of our powers, 

to prepare. his account.analysis, and cost breakdowns., 

strictly .in accordance wi.th .. the contract cost principles . . 

because this makes the audit Job easier; makes .the.· 

.co~s1d~rat1on or costs .and. pric_in.g easie.r. We have 'lJOt 

adopted, here, the .. r~th~r ·S~ringent approach. 

Well, .I have .. spent a .gre-t· deal .e>t time on- . 

the applicability b~.cause they ·are _really at the heart_ 

of. t~is whole .exercise!' " I.:recall speaking with Jim 

Bannermann th~ othe;r- day:, and he wa~ ~e.cal.l1ng this whole 
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exercise which started in al?out 1953, when a· gentle·man 

on the Staff .. of the Office of' the Seoretary· or Defense 

had in his hand a docUment wh1,~h he had developed 

called "A-Comprehensive Set of Contract Cost Principles•, 

and they had a meeting· of the three ~ervices· to find 

out what this was all about, and it was-announced as 

being something that w~s all ready to·go, and should 

go right away. 

Here was a· new blueprint of cost.·. This 

would save us all kinds or money, and Jim relates 

the story of how he was sitting in as.the ·Navy 

representative on that meeting, and how he·came back 

and he says, "Actually, before I even lef-t the· -Pentagon 

I was on the phone. I was ringing bells all over the 

Navy building, and all over everywhere that I ·could· 

ring them.," and he succeeded in getting enough·people 

exercised about this whole scheme that 1t was del•Jed· 

·somewhat, about siX years. Bannermann had sood Navy 

training. 

But, Jim went on and said that ··this· eariy 

draft had not a ·word· on how are you going to use .. them, . 

and this of. course was at the crux or· the whole exercise 

and so· they set about drafting how to. use ·or,:· as we call 

it., the applicability and some two or three years later 

they had an applicability not in basic substance too much 
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·different rrom.that.~hiah I· have described to you 

this morning. . . 
J 

We have made it mor.e flexible·. We have 

25 

fixed it .up here .and there, b~t .i~. its basic elementa 

.it is not. too di~~er~nt from that. which was developed. 

about three. year~ ago, ~nd: whic~··. ~he majority of 

procureme.n.t types decided was ~hen a fe~sible project 

having described the use to which these principles 

would be put. 

Well, now, let.•s get into the principles 

in slightly more detail. We, of course, have here· 
), . 

much more detail _th~ . we have in the book tdday. . I·· 

think the.p~esent Section 15 has what, t1~e or s~ 
:• . . - . . 

pagesj so~ething like that. I would guess that the 

new_ cdst principles in terms of pages--which is a 

rather bad way to.measure--but in terms of pages maybe 

25 or 3.0 pages.. That g~ves you sonie idea. You have . 

considerably more .guidelines in many, many, areas • . . 

We have, for exampl:e~ tried our hand at 
; .· 

d~tj,Q1DI reaaon&Glene~sa~ .. :.and ·allooab111t1 .• ~ Sort ot 
. . . . . . -~.. . . 

. foundation words~ .. wouldn ·~. you say_? Foundation words·

w1th respect to the current Section· l5j and yet-not 

defined in. the ASPR today. They are probably not 

susceptible of precise_ defin~tiop, particularly the one 

on reasonableness. ~t I th~nk 7ou will find that they 
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will be helpful in certain situations·. ·we have provided 

tor a gimmick known as "advanced understanding~" 

Now, an a:dvanced understanding is something that takes 

place obviously in advance of the __ si_gning of the 

contract, in situations in which the question of 

reasonableness or allocability are quite difficult 

to determine, and these advanced understandings are 

particularly important when d~aling with contractor~ 

who do a very large volume of business the gre·at 

majority or_· which 1s with the Government, ·and· where 

the competitive forces ot the markErt :plac·e d.o· n·ot 

control their activities. in a veey · eiabo~at~ · tashiou •·· 
. . . 

So, we provided that advance understandings 

should be reached in these . iristance·s. ··- We have· ·a 
difficult problem with respect _to_ thE!. reasonableriese··. 

. . .. 
of -executive ·compensation. Now, we don't have this 

I 

all the time, but we have it· sometimes particularly 

now since the new principles Will have as the guideline 

the man's total compensatio'IJ no· matter how he· gets it. 

Shouldn't you sit down in ditt1cUlt·s1tUat1ons before~ 

the . contract" is placed.; and figure out with res·pect to 

a particular contractor what the salarY scale is gofng 

to be so far as what we pick up?· 

You have some real substantial problems with 

respect to overhead, research, expenses~· Shouldn't you 
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· sit down and do these thing~ in· ad11ance? Mass 

movement or. personnel; pre-contract costs; there are 

a list ot sEtven or.eight areas whi~h are suggestive 

in this new set .of_. cost ~~inc1ples; suggestive of 

advance unders~andings and.·when you have reached 

advanced underst_an.d1ngs in the ~ost reimbursement 

area they will b~ incorporated lnto the c9ntract. 

In the fixe_d pric~ ',area., this w111 be put 

i~ the contract . t1l.e. ~ow, othe~s would have us put-

o_t_hers meani_ng, more speqif1cally, the General Accounting 

.· Ottice--wQUld· have us put thea.:~ advance.d understandings 

· as. ·a part ~t the cont~~ct regardless. of. the type ~t · 

contrac.t, but as no~ ~et up it· wou:ld be in. the contract· 

.f11e except in cost. rei~urt]~ement type situations as ·.to 

the 1nd1\11~~al items ot cost that. ~re., ·_we will sa:r, 1~ 
: · .. 

the allo~able category. 

I have· indicated that .compensation will include 

all .taoeta ot compensat1o~,. regardless of how determined, 

which reallJ boils.down to the real severe argument 
. . . : ~ 

wj.thin the. Department of Deten·se as to whether bonuses . . . . . . . ~ . . . . 

... · .. based on proti t. sharing plans would 4 be_ allowable. That 

on~ reached the level of the .se~retary ot Defense himself 

last year about this time~ and he decided that the 

total compensation was·the key • 

. Research is· a .. particularly· _difficult 1nd1 vidual 
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cost element. Proba.bly absolutely the most d1~f1cult·. 

Her~ 1 ·we are caught in the horns of a dilemma. The 

research ·people want to stimulate researc-h, 1nde~endent 

research, by· contractors. No~-aponsored· resea·roh, on 

the theory that these _contractors can. break a·lot -or 

research barriers on their own, and can· do .·it often 

cheaper. 

So, how to provide the incentive through 

reimbursement of overhead tor independent contractor-~ 

independent research-- anQ. avoid the'runaway·situation 
. . 

which some of our contractor friends obvioUsly'. indulge . 

in? We lmow that contractors, today~·· get. ahe.ad primarily 
.·"-' .. 

on their t·echnioal excellence. ··The~r have to ·.get themselves 

that posture or being better technicaiiy than· the· other 

reilow, and if they cart get themselves .in that 'posture 

on our money isn't that .. lovely. ·How to prevent that 

1n a situat~on where· you don't have the competitive 

restrairits or a mix 'ot commercial and militarY business. 
; ... ·. : .:- ·. 

'Ibere is the- dilemma •. 

l!le had an approach before ·an · indus.tcy meeting 

of last year, which wou~d lwnp the.ttuiee kinds ot research 
• - .... .,. t 

this way~ It would lump basic research, or·bltie sky 

research,.or general research~ whaJever you want to oall 

_it, and a~plied resear~~ together,·or rather 1n our 

previous one we split basic re~earch and applied. resear~h 
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with the applied f.'ollowing·the· pattern ror development 

and~- hav& became rather. substantially convinced 

. that anT attempt to draw the· .line· between basic 

research and applied research-is· fraught with .all 

29 

kinds of oomplicationsi ·so we. have dropped that c·oncept. 

we have, now, ltunped· applied research 

and.basic research together and we have said--and we 

call this, then, independent research, so. independent· 

contractor's research is a reimbursable element or cost .. 

through ovelmead·. . · 

Now;.subJeot to what?, SubJect to these advance 

agreements. that I indicated that. we would agree with them 

~ advanc&: on· these things,. which provides one- check· on· 
. . . 

it.and provided 1n the-princ.iples themselves also are several 
. .. . 

. methods by which we can. comEt. at the problem ot paying· 

· less. thall waat the contract·or wants to pu~ into it. 

'I'hi~ could. )?e a dollar sha~.ing. For every 

dollar he puts, we will~ put a dollar in. This can take 

the.for.m ot a ~eview ot individual re~earoh programs 

and decisions as. to which one we will support; things. 

that we are.do1rlg today· tor the most part, and we have 

an agreement to have a three Services approach to· the 

research· expenses. to be. reilri'bursed through overhead 

tor the major big large contra.o·t·ors.· 

We have not· figured· out how to do this yet. I 
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hate to think of how t·o do it, but I. suppose we have 

got to but this is a_realization that some of-these 

expenses get so big ·that there must be: some coordin

ation as between the three Services and,· obviously, 

30 

there &rernfDODh . .& 1oovDtnl'c;cJD.r.01:1D:t ·;:~·~~vtaa Uld~'tbey,=ha~ let 

us hear this ·loud and clear.· 

They say we obviously can not sit down with 

500 ·individual different contracting· offioe,rs and. argue 

about how much or our research will be reimbursed for-

overhead. They won't b~- capable ot these decision~'• ._ .. 
. I 

. w~ w~ll be . put ~hrough a terrible nj.ghtmare. ::..; 

So, we will try to do:·it .. centrally>by _ 

departments, and then we will.try·to get the department: 

to work .together pretty ·much the· same approach .. that.. we. 

use 1n negotiated overhead rates.;.· .. 

. Time. is running.; if I might skip along. and 

mention some of the individual unallowable oo·sts that are. 

1n this package. . As _you can imagine;,. some adv:ertis1ng ~. · 
i 

costs_ are unallowable. Our old·fi'iend the· institutional 

and-.. product adverti~_ing will stay unallowable.,. but by· 

and .. la~ge the. principle will look something-:like the . 

. current principle on advertising,with: some additions to. 

it, some liberality, some reimbursement for exhibits. · 

and things of that kind that we don•t .. even treat. today •. · 

Interest will be- unallowableJ you· can have some 
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·run debating that· one if you like. I don't have the 

time to develop it her&. Let me say only that most 

people agree -that interest- should be tmallowable-. 

WhE!ther they a~-- right·- or ·not_ is another question., but 

even 1il industry the·re~ling- or the· people who~have· 

tried to analyz~ this concept abstractly differ. We 

have it as unallowabie.· 

-contributions· and donations, another friend., 

unallowa'ble-; bad debts, unallowable; stock options,-

31 

unallowable; just a. few. - 'lhe·se I don't think are of 

any_·surprise.- Now·, :about the _final package with respect 
- . 

to _cost reimb~sement- type;~ contracts. Is it more liberal? 

Will a·- te:l.low- get more·- ~der · these· new principles than 

under the:·old;- Tha.t i:s_ rather ~portant when we· start· 

· . worry_ing- about whether we· ·cart amend· current contracts ' 

or not. 

·we can not ·provide a completely definite 

answer· on this.- I will give you my personal opinion. 
. . 

Cont~aot~rs have-been-giving-us th.e .. business saying 

when··rou pu~l1sh thpse terrible ·new con~ract cost 

principles:- don • t ·forget·- that· you have got- to provide 

a mechanism to give us an equitable adjustment ·as to 

increase· in prices, to make these things equal--the 

old versus the. new. 

I don't think this is factual, however., my 
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own view is that the new principles--and before I . 

indicate that view--let me merely· hedge. ru~ther by 

indicating that as I have described the r~search 

principle and the advance agreement. idea, that a 

lot depends on the actual-administration t;Jf-;hese 

principles. The man doesn•t automatically_ get reim

bursed just beca~se you put out principles.· 

But, this concept, I have the ~~-~1 .. ;· 

. opinion that as to cost reimbursement· type contract~ 

substantively , t.here will not be a great· _deal of:· .. · . 

difference. I feel that there 1s·-a s.lightly more 

liberal set or cost principles that: will be .coming.: ·· 

out, more .liberal than today, more liberal than· the 

principles thB.t are published •. Not quite -so .. DDJch -~ , 

more liberal if you consider together. the principles· 
. :. 

that are published, plus our practices under them.: ... 

~ practices meaning what we are doing to 

fill in the gaps that. eXist today·:, so· .I _think. slightly- · 

more l.iberal in the cost reimbur_sement type s1tuation. 

In the termination situation~ and in;the fixed 

price situation, well in the fixed:, pr1ce s.ituat1.on- we 

have no guidelines today prescribed •. I. have .the: idea 

that the new.pr1nc1ples will require,. and· certain~y 

they are intended to require, more precision in the· 

negotiation or prices and, hence, I·think.that the 
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overall result will be advantageous in the fiXed price 

area. I don't ·think it will make a hoot and a damn's 

worth ot difference in the termination area. 

sW.e, the. new ·pr1nci_pies tor termination 

~ontr.acts mat be a· l.lttle ·~it. t~e;hter. in that, for. 
. . . . . 

example, I ba:.,e-indiCated interest is allowable today 

in terminated co~tracts and not allowable in the new 
. . 

principles. ]3y and large, I don't think it will have ·a 

very g.reat effect in. termination. 
. . - . ~ 

We have had six years' history or this 

· ;exercise •.. we have met. ·with industry innumerable times. 

We had a rather unique ·.meeting in· October of last year 

where:the twelve industi7 associations interested in 

th.is. exerci~e got. "together.' and "notninated a spokesman 

who came before. a' meeting which. I am sure a ~ot of 

you· .attended, Which ~as primarily . for .the beneti t of' 
J • ; • 

the dec·ia~on making· Assd.stant Secretaries of the Jllilitary-

departments, and in the Pentagon, to listen to both 

sides of. the .·controvers.ial item&· •.. 
' ," • • • • ·; • 'j •' .·. • •• I I I 

· The indust'rr ·spoke~ma~· said his piece, and he 

_. ~-~d~'t pull any punches, ~and t~e. Gov-ei'tlment spok~sman 

sa1<1 __ his piece, and t~ere-~as_· a verbatim transcript ot 

. that.· · Inc~dentally ,· · I._ thin~ :there are still a few copie& 

oti ~hat· available tor .~ny s_tudents in. the audience, fJut 

aub~equent _to that _.meet;ng_· ;we ·received 1'urther written 

Jlr ComMents. The written comments 9n that, and I am not 
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'exaggerat-ing, are about this much p~per. Subsequent 

to the October meeting, we received some more written 

comments. After that, in April or thi_s. year, a small 

group of us sat down with f9ur VerJ experie~ced industr,r 

spokesmen and went ov~r the document-again, ~age by page, 

word b~ word, not necessa~_~ly as to substance but to 

clear up ambiguities _in the meanings of the words. 

One of those 1ndu.stry people, for example, was-

a senior partner or· one or the best .known ac~ount1ng firms 

in this country. Others were some or the more experienced 
~ . ,-; .. ~ . . ·.: . •. . \. . . 

contractor negotiators that I know •. 

Industry, of course, ·doesn't like _the appl~ca

bility to fixed price_contracts. They are afraid that 

this will lead to rormul~ pricing. They want the 
.. · 

all-cost conqept. That is the concept whi~~ I think 
. . '• ... . . . ~ ~· ~ . . . .. . 

they expressed in the following comprehensive set o~ 

cost principles: 

"Should allow all the legitimate 
costs ot doing businesa·provided ·they 
are reasonable and allocable to the 

· · contract involved." · 

Would you buy that? Would you buy· ·that? :t· ·.b1J7 it, with 

a hedge. That i~ not a bad premise; ·that is 'almost a 

statement or what we started ott ·w~tli ·oilrselve·sJ but what 

we have-done is pre-determine some :or these reasonable 

situations as a matter of policy. We have pre~determined 

that it is not reasonable to have contributions and donations 
.• ., 
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·and 1nterest1 and these. other things, _allocated to 

our contract.:· This ~s w~t really departs us from 

industry. 

35 

Other peQpl~.h~ye_~n interest. The General 

Accounting .orrice 1 . ·they have· ~een ha.m~nering us ror years· 
• • • • • •• I • • • • 

to get out a set of ~ost principles applicable across.th& 

board.· ·They have written very strong letters. They ~re, 

as .. Y<?U. ~ow 1 · a_ ver'l _pot~n_t ~orce •. They could well get 

the Congress so exc~ted that. they would hold hearings, 

and try to deve~op contra~t cost principles by law. .This 
. . . . . . . ·. . .. . 

has ,b_ee,n. threatened, .. _but -~ ~ave never eonsidered. it. . . ~ .. . ' 

to .b~. a veey . ser-~.o~s ~t.ter •. : It is something., . thoug~1 

that is on the horizon • 

. . We· have. tnet; with the . Comp_troller himself 

within the past_mont~t. h~V:e discuss~d this with him~ and 

we .have .. just-. a few days. 8.~9- rec.eived his written cormnent"; ·.· .. . . . ... 

Our_ approach to.hi~:~as t~at _it. is ?etter, we think1 to 

~et out _something now .. _thail to ~~end any further time- 1~ 

r~tinemef:lt~ and ·benqe._ we ~re g9:ing to publis~ his oonunentz:F. 

It was· abo~t two and~ _hait.pages., but really it was in 

- the na tuiae . ot· a nit-pick. . H~ says :. · 

"It isn}t a~~ndantly clear that 
your teet of reasonableness which 
you have_ o_ver in .. the front of' your 
documentl'and which you 'speak or two 
or three, or fouri. times elsewhere,. 1 t 
isn •t abs-olutely ··clear that the test or 
reasonableness applies to .. each and every 
individual 'element of cost.·" 
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We certainly intend, in this business, 

that it is best if everybody is a winner so we make 

36 

the Comptroller General a winner by putting in a 

sentence which says, "Don't ~orget that reasonableness 

does apply to each individUal e·lement of ·cos't ~-" So 

we are, I think, passing the hurdle· or the Comptroller 

General. 

The Congress has threatened us with hearings· 

on several occasions. It is my feeling that we are 

probably going to have hearings· in· the next se·ssion 

whether we publish the principles· or ··whether· we don't 

publish the principles, and I think.· that ·we•·d·b·e better 

ott it we published them~ : ~ ,, 

We had·an interest from the White House from 

a fellow named Mr. Saulnier, who is·the Chairman ot· the 

Pr~sident 's Council· of· Economic Advisors, ··who· was worry-ing 

about the inflationary potential·ertects ot this ·exercise. 

We have met with him. Other government agencies ·are 
\.. 

. I . . ·. 

involved. AEC, we have been discussing it: with ·AEC· and 

by and large they are in·agreement With-the set .. tha.t 

we have. They have about tour specific pr1nc1p1Fs ... · 

that they will have some departure· trom~ 

I think we have been discussing it· with NASA, 

the Space Agency, and they buy it.:: We ·will-make this 

.i 

' 

(\. 

' 

available to the General Services Administration, and t 
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. it. will undoubtedly appear in the Federal Procurement 

Regulations •.. 

Well, a~ to a_ personal. evaluation of this 

whole thing,. _the _11ollo~ing .. ~e. a~. least rrry views for-
.. 

what they are worth-. I. thiqk tha~ .. this whole exercise 

is necessarr. I -think_that the present set could be 

improved.. It 1sn '1;_ the way. ~ would personally write . 

it ·in.all respect~ •. I suppose anybody could. say that, 

however. This is such.a.controversial area. ,.,. . .... .· 

·.The thing t~t ·:bothe~s me. is that we. star~ed 

with a good premi.se, and we varied !'rom it. We started 

' with . a good· premise . that . w.~ would . say all co.s ts are .. 

allowable uriless .there is, a. damn. g_ood ·reason why they 
. . ·. . . . . . . 

shouldn •t be, some. ov:e~id~ng public policy reason li.ke 
.. · "' .. 

entertainment.. We couldn't .have a·· set. of'· cost principles· 

that ·said entertainment w.as an allowable cost· because . 
& • • • .. • • • • • ." 

ot . ~blic . reasons 1 . but. we. _shoulc1n 't make certain costs· 

acro.s.a. t.he board unall_owa~le because they are hard to . 
i 

~~.ni~ter. We nave dope SC?~e ot .that •. I think .. this 

isn•t good •.. 

. I think that we: have, ·in -the package we have 

now,. t~e. best resuits.· that: we ~ould .. hope to get. I think 

t~~~ .as. I. have .s.id, .. ~hat· 1t .is 'essential that we have 

a comprehensive set-or cost principle~. It is management's 

duty ~o provide guida~ce in this area. I can't, myself, 

quarrei with the basic_theo~ that a cost is a cost 
~: ..... _~ ....... ~-..-··· ... 

.. 
I 
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regardless·- of the type of ·contract;. and r· don't think 

that we should be selecting a contract type merely 

because of the difference in reimbursement cost; 

.reimbursements that might co~ under· it.· We should 

select our contract type for other rea.aons •· 

I think that we do need uniform guidance. · I 

think we must recognize that the forces of the market 

place and competitive restraints are not present ·in a 

substantial part of our··-procurement, and I'd like to 

quote from a very capable gentleman from.the Secretarial 

level.who had this to say: 

ni wonder how soon some ·very . 
sincere people in this business will 

· recognize that whether we like it 
or not more and more of the· contract 
dollar volume is based on cost 
regardless of the label ot the 
contract." 

Not a bad observation. Now, there·are·some dangers in 

the. exercise that we will ~ve to.watc~ very closel7. · 

There is a danger to our pricing philosophy. We have 

tried to build·in safeguards. If: you don't. worry about 

this whole exercise, and the effect ot it, I say you . . 

are not knowledgeable in procurement. You must worr,y 

about it. We are worrying about it •. ·We are ·worrying 

about its use in the hands of inexperienced personnel.· 

We are worrying about its use.by people, some people, 

mostly inexperienced, who will use these principles as 

FOR OFFICIAL USE ONLY 
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a crutch to avoid criticiSm-rather than doing a good 

, job of overall bargairiing .. 

we are worried,;·· .sinc.erely, about the poss1-

bilities of misu~e .of. these. co~tract cost principles by 

certain ·audit eleinents·and by .the General Accounting 

Office.- I sai.d certain audit elements and, of course, 

didn•t mean the Navy audit elements. But, if you will 

be honest ih your own. evaluation,. I think you must have 

as a·· basic worry the ·me to which those who have the . .-·. 

·job of criti~izing us, of second guessing us, what us~ 

' . will they. ·put to.- this document • 

.:- ... You.-might say, !'Sure, 1t·is helpful. to me,· but 

in the long . run 1 t ian' t· .:go~ng . to _help me if the other 

fellow c~ beat me .over· the head with it on ·and off. .. so 

badly that I :don't ·get .my-:·work .done, so it forces _me ·to 

go to cost price contracts· or price all my negotiations· 

on a formula basis • '* 

' .. I don 1 t think:. that t~e dangers inherent here 
i 

ar·e insurmountable. . I think they can be overcome,. anct 

we· will. try to insure that .they won't take place. r 

·think that the principles ,will; at: times, give 1ndus-ti7· 

. a .handle .against ·us···.· I think: .that it will be. sometimes 

niore diff'1oult to negotiate. an .1ndiv1'dual element of 

cost :if' industry can ·point to a· set of principles that· 

says allowable and.now·allow it_when· you are trying to 
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great impact on your negotia~ion process. I don't think 

there will be a ground swell or _resentment from industry 

which will be ~portant or effective enough to give you 

~ insurmountable negotiation difficulties with major 

contractors refusing to take contracts. I do not see 

this implication. 

Now, what is the present status of this ,· 

exercise, and here I have to be lesa than completely 

forthright because they have not been finally approved 

for the final printing, but I ~say to you that they are 

getting close. We· have in mind that they will be. 

published in, say, within a few weeks. This could, as 

you know, be within three weeks to let's say fifteen· 

weeks, so I will say within weeks they will be published--

I think. 

I see my old buddy and friend ~ry Christenat 
• -, 

down there who would dea»;r.love to. meet me after this talk 

and bet me another cigar that ·they won't be published in 

.this fiscal year, and this time I will probably,take· 

him up again, and the OD~ thing that I can say is· that I 

have paid orr my friend over ten Corona Corona· cigars·. 

already. But, I w 111 estimate ~hat this is weeks away •. 

• 0 • 

\ 

' 
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I think it is the closest that it has ever 

been. We have in mind that even when it is published 

it will not· be mandatorily effective until the first 
. 

of January--excuse me--until the first _of July next 

year. we obviously don't want to have something that 

· has the potentially disruptive eftect of these to come 

in., we will" say., in·_ April or May., or March for that 

matter and so we have skipped over into the first or 

July for mandatory use. They will, of cours·e, be for 

use as a guide in· the inter·im ·period·-

We will be issuing, .·when these are published, 

there will be an official Department of Defense press 
.. , 

release issued. There will be -a lot of i):~ety-yak ab·out 

it. We will attempt :to distribute- advanced copies through-

out the·military,~o t~~ you don 1t first s~e these 

principles in the hands of the cont_ractors, a situation 

w~ch sometimes happens. 

Well·:; I have covered a fot of territory here 

this morning. I hope that I ~e given you at lea_st some 

food for thought, and at least I have exposed some ot ~ 

own personal views; whether you like them·or not is ~esid~ 

the point, and I will say it has been a pleasure- to talk 

to you and I will be glad to duck your questions as best 

I can. Thank you. 

-[Appl1iuse ] 
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1nalysis of Treatment. Accorded Speci.!ic Categories, Items, or Subitema in 
Revised Part 2, Section· ri, ASPR, dated 2 November 1959 

Item 

J.dvertisings 

Allowable 
~ragraph Subject to 

Number Usual·Tests 

In tra.cie ani technical journals valuable for ciiss\!llld
nation of technical information within the con
tractor's i.ndust%7, provided ads do not offer 
prociucts or services tor sa'::.l=:•~-----------...;l~~F· ~2~0+S.~l~(~ai-H~i~)~---~I 

HelP-wanted l$;2o5.l(a)(ii) I 
Costs of·~~~~ic~i~pa~t~io~n~i~n-e~xhi~~b~it~s~u~po~n~i~n~virta~t~i~o~n-o~fr--~~~~~~:L---~~ 
Governmen~ or where exhibits are for purpose or ciis-
semill&ting technical information within the contrac- · 
'tor's inciustrr and. prOvided speci.!ic prochlcts or 
services are not offered for sale l5-205.l(a)(iii) I 

To obt.ain scarce materials, plan~t~o"""r...;.equi~~JD8~n~t~o~r~cii~s-~-~:.c::.::::..:.:.:.~~==-'---~ 

Ulovable 
1.! it Meets 
Special Tests 
or has 
Special 
Approval 
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Allowable 
o~it 
Provided 
for in Unallov-
Contract able 

posing ot scrap or surplus materi.:a::l _________ ~~~~~~:::.L.----I~ 
Alloth~e~r------------------------~--------------~==~~~----~----------------------------------~I 

~·~~~~,~----------~--~---------------------l~5-~2o~s~.2~--------------------------------------~x 

Bidding Costss , 
Incurred in ~ent acc!)unting peri;a:ogd::s-----------1~5-~2:;0~5~..:·'~-----......:I!II. 

• • past · • periods l5-20S.J I 
(Notes Alternative methods permis:~si~b~l~e') --------:lr-;5-~20~5~.~)-------....... -------------~ 

Bardin~ Costss 
Botid.ing required by contr~ac!'-lt'-:-:-'""""'!"-----....:..~-----~11~::;22::o0~5:L•.~;:;<~bc~)------~I Required 1A general cotfluct of businell:.:siLis'---------~•~==:..~~~~~~!~----~I 

Civil Defense Costsa • 
On contractor'' s p:esises pursuant to suggestions or 

requirements of civilldetenae au.thorities l5-20,,5(a) I 
(Notei Costs of capital assets allovab~le:=.o-nl¥-:---a-a ____ .:.c;:;:::~Q.:~-------_:_ 

depreciation) I l5-205o5(b) 
Contributions to local civil defense tunda and projec:.:t::.::::S:..--=l•5-;:;:2:.:::0.t.5!...5"-ll{.:::.cL) ____________________ ~I 

Compensation tor Personal Servicesa 
To. extent the total compensation of inc11vic1ual e~~~Ployees 
is r~eonable tor ~erfn..ce~ rendered and not in excess 
ot amounts.aAovable Unci~r Internal Revenue Co<ie 15-205,6(a)(1) X 

In Ueu ot .~rr tor ,'services rendered bf partn:=-:e:..r.-s_ancl_:--....,.=-'==""-L:::.lr.:::Ll.::.&..----------A 
sole proprietors pro~ded such compensation does not 
eonsti tute a ciistribu,tion of proti~t~s~-----------~115-~22~0o"fs •• ~66~(~baf-Hli..J41):.._ ___ ;._.-=------..A.I 

Salaries and wages to~ current services · ~ ~ ~ ~ I 
Premiwu for overtime,! extra pq shi!~t~s~and.~~lllll~lt~i:""'sbi.t'~~t~-~=~~-:.1.-.--..;...-~ 
work I 
ash .bonuses and incentive compensation · 

nuaes ~ ~entive jcom:pensation paid in stock 
c 
Bo 
s tock options . 

I Dete~ed co~sation; f~r services rendered during cur-

1~20 6b l: 
1 >-20 ,6 c X 
1 -20 ,b• d I 
l ~20 ,6• e 

rent period and tor past service pension and retirellent 
C03h I ~20,S,6{f} I 
r~ebenet~it~·~--r:----------~---------~i~~~2~0~5.~6~(~g)~----------------~I~ 

r 

Contingencies& · I 
In historical costing~ except certain minor itema 1}:205.Z(b} I 
In esti.lllating future eostsa ·=s-----$l!-5-::;20*5.~Y7;;{7cf-J -----------~------------~ 

Where re~lated to kni:Nn and existing conditions vbich 
can be llleUUJ'ed vi~h reasonable accura?:cy~~~· ~~-------------~I 

Where related to lcnCvn or Wlknovn conditions which 
cannot be meaSured' closel.J enough to provide equitable 
re~t I I 

Contributions and Donations 15-205.8 I 
~-----------~--~~~~---------~-------------~ 
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Item 

Oeprec:iationr 

Paragm.ph 
!lumber 

Allowable 
Subject to 
Usual Tests 

· Allowable 
i£ it Meets 
Special Tests 
or has 
Special 
Approval 

Nonnal l5-205.9(b) 
Emergency £acilit . .::i.;:.e:::.s~7:-~~':7'~~~"L""i'----::--~~=---..;l:.:5:.;;-~2=-0~5·:..:9:..l~..::d~) ___________ ;:.. 
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Allowable 
only i.t' 
Provided 
tor in Onallow-
Contract able 

on idle or excess facilit-ies not reasonably necessary 
tor ~udby·~~se~s~~~-----------------------l~~~20~5~·~9(~e~)----------~--~--------------------~~ 

Full1 depreciated assetsa 
Where substantial portion vas recovered as a charge 
to Government contracts or subcontra:::c::.:t~s=--------~~~~~-----------=----------~ 

Ot er 

Employee Morale, Health, and Welfare Costs and Credi~· t:.:s=----..:1:.:::~.;;:2::0::..5~·~10=--------=:. 

Ente~ent Cos::.:t:.:s=-------------~-------1~5~-~2~0~5~.11~-------------------------------~ 

Excess Facility Costss 1~205.12 
Wher& reasonably necessary £or standby purpo:::.se::.:s:::,_ _________________ ~ 
Other 

Fines and Penalties& 15-205.13 
Incurred in compliance with contract or written in-
~ructions £rom contracting o£!ic::.:e::.:r.__ _____________________ ~ 

Other 

Fo)d Service and Dol'lllitory Costs and Creditsa 15-205.14 
Allocation o! reasonable losses to all activities serv::.:ed=-------------....... A-. 

Profits to be credited, unless used tor employee welf'a:::,:r:.,::e~------------~~~:::::::.~ 

Insurance and Indemni!icationa 
Insurance .required or approved pursuant to contract~----.~~_:-'£-:::2::.:0::..5~·~1~6~( a:..>uC..:l:4) ___ __,::,. 
Other insurance maintained for general conduct o! 
business 

Actual~lo~s~se~s~v~hi•c~h~co~u"ld~ha~v~e~b~e~en~~co~v~e~r~ed~~------~~~~~~~--------------..:~ 
permissible insurances l5-205.l6(a)(J) 
ResUlt o! nominal deductible insurance covera~se~----------------=~ 
Minor losses such as spoilage, breakage, and dis-

appeai'Mee o! small hand too;:;.::;ls=-----------------------------=:.. 
Other such los IndsmU!icationa~~------------------------------------------------~----------------------~ 

ReSult o! nominal deductible coverage 
Minor losses such as spoilage, bre·~aJ<agE:-::e~a:na=:r-:ar:rr::s-~---__;,-----------------=-

appearance o! small hand tools · 
Other indemni!ication ==-------------------------~ 

Interest and Other Financial Costsa 1~205.17 

Interest on borrovi.o.;;liLs~------------------------------------------T 
Bond discounts 
Co~s o! !Uwn~=-c~ing--and~~r~e~£i~nan~~c~ing--~o-pe~ra~t~i-o~n-s------------------------------------~ 
Legal and professional fees paid !or preparation of 
pros~tu~se~s~~---~~~~~-:-:-------------------------------------~ 

Preparation ami issuance o! ~ock rigbts 
Interest assessed by State or local tax1ng5r::-:~au~trth:-::o~n:r· -rtrre~s=------------------------------=;.. 
because o! non-payment or· tax at the dir&etion of con-
tracting officer or because o! failure o! contracting 
officer to assure timelT direction after prompt request 
theraf~o~r._ __________ ~~-------~~~~~~~~~--~ 

Labor Relations Co.::~.:;s::._ ____________ ..,._. ____ ...:.:::;:;:.~:.::...... _____ _:_ 

Losses on Other Contra::.ct:=.:s=--;....---------------=.c:~:.:.:.'----....... -------------....;.----_..;~ 
Maintenance and Repair Costaa 

Ho 
&n7r'·aa~~~---co-st~s-,-~--vid~-ed~su-c~h-a-re--a~UD~c-a~t-ed~to..,._.---------~--------~ 

periods to which appllcab:.l=e~------------------------------=~ 

Manutactur1.ng and Production Bngineering Co=,st;;.;a;_ ______ ~~.::.:.::::::... ______ _.::. 
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Allowable 
if it Meets Allowable 
Special Tests only if 

Allowable or ha.s Provided 
Paragraph su~ject to Special for in Unallow-

Item Number Usual Tests Aeeroval ~ ~ 

Material Costs 
12-202.22{a} I Reasonable overruns, spoilage, or defective work 

Cash discounts .not taken because of reasonable 
·12:202.22(b} circumstances X 

Adjustments for differences between physical and 
book' inventories related to period o! contract 

l2-202.22(cl X performance · 
Interplant, interdivision or intraorganization transfers1 

Ordinaril1 allowable at lower of cost to transferor 

t~~g~:~~~=~ X or market 
On a price basis ·I 

Organization Costs1 
Incorporation fees, attorneys' fees, accountants' fees, 
brokers' fees and fees to promoters and organizers, for 
organization, reorganization or raising capital 12-20,2.22 X 

Other Business Expensesl 
Registry and transfer charges resulting from changes in 

ownership of securities issued by contractor 12:20~.24 I 
Cost o~ shareholders' meetings · 15-205.24 X 
Normal prciJ~;Y solicitations r:;::~<:>;.~ I 
Preparation and publication of reports to shareholders I~~o~.2~ X 
Preparation and "submission of required reports and forms 

15-205.24 to taxing and other reg11latoey bodies X 
Incidental costs of directors and collllllittee meetings 15-205.2~ I 

Overtime, Extra-Pay. Shi!t and ~lti-Shift Premi.WDS 15-202.22 I 

Patent Costs1 • Preparing disclosures, reports and other documents 
required ey the contract . 12-205.26 I 

Searching the art as necessaey to make invention 
disclOsures· 15-205.26 X 

Preparing documents and other costs in connection with 
tHing patent applications where title is conveyed to 

12:20,2.26 Government in accordance with contract clauses X 

Plant Protection Costsl 
Wages, unii'onas and equipment o! personnel 1~202.28 X 
Depreciation on plant protection capital assets 12:202:2B X 
Necessary compliance with military security requirements 12:202.28 X 

Plant Reconversion Costs1 
Cost o! re!JIOving Government property and related 

restoration or rehabilitation costs 12-202.22 I 
Additional costs to extent agreed upon.before· incurrence 12:20~.22 I 
ill other reconversion costs 1~205.29 X 

Precontract Costs a 
To extent allowable i! incurred after date o! contract l2:20,2.JQ I 

Pro!essional Service Costs- Legal,' Accounting, ~neering, 
and Others 
Rendered by' members o! a profession vbo are not employees 
of the contractor · l2:202•2l(a). I 

Retainer fees supported 'by evidence of bona fide services 
available or rendered l5-205.3l(b) I 

Legal, accounting, and consulting services, and related 
costs, in connection with organizations and. reorgani-
zati.ons, defense of anti-trust suits and the prosecu.-

15-20 s. Jl( c) ti.on al ·cJ.aims against the Government I 
Legal, accounting, and. consulting services,- and related 
costs, incurred in connection with patent infringement 
litigation 12:20 ~- Jl( c l I 

Profits and Losses on Disposition o! Plant, Equipment or 
Other Capital·Assets 15-205.)2 I 

Recruiting Costas 
HelP-wanted advertising 15-205.33 I 
Operating costs of employment office r:;::~o3.,3 i 

• Operating and aptitude and educational testing program I3=~il3.,j l 
Travel costs of employees vbile engaged in recruiting 

personnel 15-205.:33 I 
Travel costs o! applicants !or interviews for prospective 

emplo)'lll!nt 15-205.32 I 



Item 

Recruiting Costsa (Cont'd.) 
Employment agency charges at not in excess of standArd 

Paragraph 
NU:llber 

Allowable 
Subject. to 
Usual Tests 

Allowable 
·it it Meets 
Special Tests 
or has 
Special 
Approval 
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Allowable 
onl,y it 
Provided 
!or in 
Contract 

Unal.low-
~ 

commercial rat~e~s~--~--~~----~~----~~------~1~5-~2~0~5~·~JJ~----------~~~ 
Special benefits or emoluments beyond the. standard 

practice in the ind.ust:;.;ry~------------.......;1;;::5-~20;;.::5:.:•.;:.;3J~--------------------.;;_I 
Rental Costs (Including Sale and Lea:seback o! Facilities) a 

Land, buil.d.ing and equipnent and other personal propert I 
Intel"l)lant, interdivisional and interorganization char::...::.f..-~~i;.:;~~+-----------~I 
Sale il.nd leaseback agreeme.!.!n~ts~--:--:---""!"":":--~--:---:~----:~~~~~..-----------------.....=I~• 
Under unexpired leases in connection with terminations 

I 

Research and. Developnent Costsa 
Costs of independent research 1~20~ J~(d} I 
Costs of independent develo=-p!l!~~n~t--~--------~l~S-:.;2:;:0~5.!..:3~5~(.::e~)-----------;.I 
Incurred in accounting periods prior to ·the award. of 
· c~ntracts 

Where allivable as precontract co::!st~s~--------...:?!~~~:+A.f-----...:I~ 
Allot~h~er~----------------------------------~~~~~~~--------------------------------------~~~ 

Royalties and Other Costs tor Use or Patentsa 
Royalties or amortization. of patent purchase co:::.st.;.;s::;,_ ___ ,:l~5-;::2:::0:...:5~·"J6:::.:(~a:L)~---------~X 
In case -,f patents tormerl,y awned b;y contractor -
aDOunta not in excess of costs which would have 
been allowed had. the contractor retained ti . .:.t.:.:le::-___ _.l~S-c.:::20~5L!.i.ooi36~(~c:..t).-... __ ....,.. _____ ~I~ 

Sel.l.inl Costal · 
To extent reasonable and allocable to Govemment 
busin~es~s~~~~~~==~~~~~~~~~~-~1~5-~20~5~-~JZQ(~b~) _________________ ~I~ 

Salesmen's or agents' compensation, tees, commissions, 
percentages l)r brokerage tees contingent upon award of 
contracts- paid to bona tide employees:or eommercial 
or sel.JJ.ng agencies maintain«! to secure busin . .::;e-ss=-----.::.l5-~2::.0"-5.:..3u?~(.:::.cL.) ---------------....;I~ 

Service and W'arranty Co;;;.st ... s.._ ___ -:---------__;1:;::5:...-.;;.20;.:5~·:.:::38~-------------=X:... 

Severance P~a 
f{.)rmal turnover severance payme::.:.nt=.,:s::.__ __________ ,:l5-,c:20~5·~3'-'9~(b::.)t..:.(.:iL.) -----,--------...:X~ 
Abmrmal :>r mass severance pa;ya 
ic~~~AA~~~~~~~~~~~~~~~~~~l~5=-2~0~5.~3~9~(b~)~(i~iL)--------~------------~--------~X 
Rec?gnition of Govemment's obligation to pay its !air 

sbare on a case-by-case ba.=.:Si::.:s::.__ ______________ __:l:..:S-:;:2::0:..5::.:.•..t..39~(~~.:b~)~(i==i:.t.) ___________ ..:X:... 

Special Too~ Co~st~s~----------------------------~1~5-~20~5~.40~--------------------~~~ 

Taxes a 
Federal i.nc-~u and excess pro!its taxes l5-205.4l(a) X 
Taxes in connection with financing, =re:.:f:-:inan~-ci:-ng--o-r ___ __::.:.;;::::..~:.:.~o:L---------------------=-
ret~ operati.¥on~s~~---~~~-:-~~------~l~5-=2~0~5~.4~l~(~a~)~---------------------------~X~ 

Taxes trom vhi.ch exemptions are available to the 
contractor · 15-205.4l(a) X 

Special assessments on land vbi.ch represent capital 
illlprovements X 

Where c~~~o~f~ill~e~g&l~~or~~~~n~eo~u~s~a~ss~e~s~sm~en~t~e~~srs~-~~~~~~-------------------.------------------~~ 
Reasonable coats of action undertaken b;y contractor, 
in cooperation with the contracting o!ticer, to de-
terMine legality of tax assessment or secure a refund 
in' cases where c~ of illegal or erroneous assess-
ment exists 15-205.4-l(b) I 

Interest.and~~-~pe~nal~t~i~e-s-in~c~urr~ed~~s-eca~u-s_e __ o~r-no--n~paym---e-n~t-----=~~~~~--------~~ 
of ~ tax at the direction of the contracting ot!icer 
or by reason of failure of contracting officer to 
asslire tilllel,y direction atter prompt request there""t"'o:...r--.:.l,.5-;;:2:::0.,.5UL,4.;:;;l:::l(~o:b:J:) _____ ..:I~ 
~ refund of taxes, interest, or penalties and any ~-

ment to the contractor ot interest thereon attributable 
. to items allowed as contract co-.st_s;._ _________ ..:;.l5-;......2..;.0.:;.5..:;.•4...;l;;,:(..:;.c.;..) _______ _.!;;(I;;.:).....:;..Cr;;..edi...;;.;....;;..t 

Termination Costsa 
Co1111110n itemsa 

Reasonabl,y usable on contractor's other wo.t.or~--------~~~~~-------~---------------------..!I~ 
Hot usable on other wo:""r~k'-:-~~------~---=--......---.=::...;;.::;~~~:.__------=I:. 

Costs cont~ after termination except where due to 
negligent or wiltul failure to discontinue such co::.st.;.;s::;,__...;l::.5-=2:::.0,5.:..4:..:2:.:o(..:b~)-----.:..I 

Initial costs, includ.ing starting load and preparatory 
costs 15-205.42(c) I 

(f 

. ~ \._ 

• UJ.ovance without e~ntract provision limited to amount which the contractor would. have received had. it retained title to the 
_facilities · 

____ ._· __ 

•• 

._ .. :.--..;:.:.:. 

.: 

• 
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termination Costsa (Cont'd,) 
Loss o! 11seiUl value o! special tooling, special 

Paragraph 
Humber 

!l.lovable 
Subject to 
Usual Tests 

A.l.l.ovable 
it it Meets 
Special Tests 
or has 
Special 
Approval 

machiner7 ud ~pm~~------------------~------~~~~~~------------------~ Rental costs under une%pired lea.g:se=.:s!_ _________ -?~~L?.:+:=-f------------..4L> 
Cost o! alterations ot leased prope.:..rt:::L..,..--....---.-...-----=~::=.::.:..:.::Jr,.;:L-----------~I-. 
Reasonable restoration to leased property required b7 
provisions ot lea!!.s2:e~....,.......,,...--~..,--":""':"~--~~--~==-=:.c:::::..~:.Jo.::..t..----~:... 

J.ccounting, legal, clerical, and similar costs reasonab~ 
necessar.r tor preparation and presentation ot settleaent 
claims, ani the tendnation and. settlement ot sub-

contra~ct~s----~~~--~~~-~~~-~~--~---:~~~~~----~ 
Storage9 transportation, protection and disposition ot 

property acquired or produced !or the contra~c:.!t~..,...,..--.....,-...:!:.o=::::~~.l.:.~----..A.. 
Subcontractor cl.a.ims, including the allocable portion ot 

claims which are common to the contract and to ouher 
work o! the contrac.l::to~r!.------------------=-~~~:J.III"'--------L 

Trade, Business, Technical and Professional J.ctivii:.7 Costsa 
Memberships in trade, business, t~hnical, ani pro
fessional organizations 

Subscriptions to trad><-a.:.:;bu:r-s"':"in-es-s-,-pro-!=-e-s-s-:-io-na--::1:-,--or------==.t:;;.;;:::..o~.c.::L------~ 
technical periodicals · 

Meetings ani conferences, including cost o! meals, 
transportation, rental o! facilities tor meetings, and. 
costs incidental ther:::,eto:,. ________________ ..:;:.,c::::::::~:::.J&.~-----,;._----..£.1 

Training and Educational Costal 
Programs ot instruction at noneollege leYel designed to 
increase the vocational ettecti veness ot bona !ide 
8lllployees l5=205,44<a) 

Part-time education at an under-graduate or post-
I 

graduate college laval relating to the job require-
ments o! bona !ide employeesa 
Training materials, text books, and. tees charged b7 

education institutions l
1

5-.2
20
os •• 44(bb) I 

Tuition charged bT educational institutions ~ ~ ~ ~ I 
In lift o! tuition, instnctors' salarie·.::.s::.::and.:::....,:--r-ala::--:t-ecl~-....:::.::;.::;:...:.l~Jo..:...t..------=-

share ot incU.rect cost ot the institution not in 
excess o! the tuition which volilii have been ~d 15-205,44{b) 

Straight time compensation to employees tor time spent 
attending classes during voddng hours not in excess 
ot 1.56 hours per 7ear 15-205,44(b) 

Tuition, tees, ~raining ll&terials · anli textbooks in con
nection will .tl1ll. time scientific and. engineering ~ 
cation at. a· post-graduate level related to job 
requirements o! bona tide emplo,.ees - not to exceed one . 
7ear tor each 8111ployee trained 15-20S.44(c) 

Subsistence, salar:r or other emoluments in connection with 
tull tiJu sciantitic and engineering educ..tion at post-
graduate level 15-205,44(c) 

Tuition, tees, traLiilii ~~&tena!S, teXt bOOiis, subSiStence. 
salar,r or other ..,lwaents in connection with .tl1ll. time 
education at an under-graduate level 15-2o5,44(c) 

Kaint.enance expense and. nonial depreciation or fair 
rental on facilities ovnecl or leased b7 the. contractor 
!or training purposes 15-205.44(d) 

Grants to educational or training institutions incl.w11nc 
tile donation of facilities or other properties, 
scholarships or !ellovships . 1.5-205.~e) 

Transportation Costal 
Freight, express, cartace and postage charges on goocia 

I 

I 

I 

I 

I 

Page .5o! 5 

A.llovable 
onl.T it 
Provided . 
for in !Jnallov-
~ ~ 

I 

I 

I 

puchased, in procesa, or delivered 1
1

5-205.,1,5 
Out~!rei~&hct~------------------------~----~~~==~~~~~~~------------------------~----~~~i~s~a~~~~~co~~~ 

Travel Costal ~ 
On art actual baaia or on a per diem or lli.leace basis l5-205,46(b) I 
Incurred in the noral course o! over-&ll. adlliniatn-
tion o! the business · 15-20 5,46{ c) ~ is an indirect coat 
Direct~ attributable to performance ot a spect!ic 
contract l5-205,46(d) I 

11ecesNr7, reasonable costs o.t taai.)¥ 1110vements aDl 
personnel 1110vement.s ot a speci&l. or 111&81!1 nature::.:=------:.15-.:;;:2:.:::0""5.:..•46;:;.:.l{..::e:.L) _____ I::-=-:S~pec=1=:a;:l:r;alloea~~~tio~n~reguir~~~ed~vh=are::..:. 

appropnate 
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S. Contributions and Donations. 

• !pdustry Positiop 

Industry objects strenuousl7 to our proposed 
'disallowance or contributions and donations 
Industry claims that eJq)enditures for con- • 
tributions and donations are normal and 
legitimate costs which they must incur. 
Industry reels that the possible probleu~ 
excessive gU'ts can be solved by' the esl l 
ment or certain teats ot reasonableness ... · 
are. acceptable to both industry. and government. 

10 Sept 1957 - 8/21/58 Dratt 

(h) Coptr{butiops AD4 Donations. Contributions and donations are unallowable. 

9. Interest 

liB. 

. l'O. 'frainin& and Education. 

Iu!a 
ll. Plant Reconvar aion Cost. 

12. OvertiJDe. 

Jpduotry Pgoitign 

Induetry argued strongl7 that int.ereet on 
borrowings made necessar.r b1 our contr~cta 
should be· allowed aa a co at against our con
tracts. Industry contends that the nuctu-
atinl nature ot govertl1Unt business precludes 
availability ot equity capital in DWI1 instances. 

lgdugtry Pggitign 

Industry did not make a strong case against our 
proposed cost principle at the 15 October 
1118eting. Subsequent written c~nts tailed to 

•ntion this item. 

Ipd»ett! Pgtitigp 

Industry contends that there are circumstances 
wherein equity requires the pqment ot plant . 
reconvarsion cost on a mutuall1 acceptable basis. 
Industry contends that our prior draft precluded 
s:tr1 such negotiation on a caee by' case batis. 

. l,gdustry PositiQA 

Industry's recollllll8ndations here are li.zDin 
to requesting a clari!ication between ov" , · 
time premiUIIl pay and fixed premium pq, b'" 
11\ ASPR Section XII and the proposed Coat 
Principles. 



\-

We do not reel that all contributions and do
nations should be allowable. However, we pro
pose an extensive change in this principle 
to allow the costs of reasonable contributions 
to establi~~non-profit charitable organizations. 
The Air Force representative does not concur in 
this change from the 21 August draft. The follow
ing add! tion to the 21 August dratt is proposed s 

"Reasonable contributions and donations to es
tablished non-profit charitable organizations are 
allowable provided they are expected ot the con
tractor by the community and 1 t can reasonabl3' be 
expected that the prestige of the contractor in t~ 
community would sutter through the lack of such -
contributions. 

"The propriety of the amount of particular con- -
tributions and the aggregate thereof tor each 
fiscal period must ordinari.J.7 be judged 1n the 
light of the pattern of past contributions, parti
cularlT those made prior to the placing of Govern
ment contracts. - The aJnount ot each allowable 
contribution must be deductible for purposes of 
Federal income tax, but this condition does not, 
in itself, justir,i allowability aa a contract cost." 

Latest Suggested Revision 

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

The propriety of the amount of particular contributions and the aggregate thereof tor 
each fiscal period must ordinarily be judged 1n the light ot the pattern or past 
contributions, particularly those made prior to the placing of Government contracts. 
The amount of each allowable contribution must be deduQtible for purposes ot Federal 
income tax, but this dondition does not, in itaelt, just11)- allovability as a contract 
cost. 

qoyyramtns Pee&ttep 

We do not f'eel that Indust17 has made a case 
tor allowance ot interest as a cost. We reel 
that such allowance would provide a preference _ 
tor one method of obtaining capital requirements 
over other methods, .and therefore w~uld provide 
an incentive f'or borrowing for the performance of 
our contracts. 

gpyernment Position 

In view or the lack of f'urther industr1 comment 
on this item, we f'eel that our proposal, as 
contained in the 2l August draft, 1s correct. 

Qoverpmept Positiop 

Vhile retaining the substance of our previous draf't 
ot this principle, ·•e recognize the indust17 argument 
thst the payment of' reconversion cost on a case by 
case basis should not be precluded by the cost princi-
ples. · 

qoyerpmopt Po;itign 

We do not reel that any fUrther clarification 
1a required on this subject. 

Qurrept ftopos\1 : -

While we propose that interest remain ail~ 
cost we are recommending a revision in our profit 
poli~ appearing in ASPR ,3-SOS .4 by adding a new 
sub are.graph (d) -which would reads 

p"d. -Extent of tho Cgntrggtgr'; Investmopt. 
The extent or the contractor I 8 total investlilenin~ 
the performance ot the contract will be tak~n the ~ee 
consideration in the f'ixing ot the amount 0 

o~ profit." 

Current froposa1 

No change from the 2l August draf't. 

Current frgpoaa.l 

We propose-that the following provision be added to 
the principles& "However, in special circumstances 
where equity so 'dictates, additional costa 'IA81 be 
allowed to the extent mutuall7- agreed upon." 

eurrent ptgposa.l 

No change from our 2l August draft. 

/v 
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9UEST.ION AND AN3WER SHEET - COST PRINCIPLES 

' -
1. Q. How do these new cost principles change what the Department or Defense 

has been doing in the past? 

A. The Department of Defense has prescribed cost principles for 
cost reimbursement type Ct)ntra·c~s fo.r. many years. These 
·principles have been prescribed for use only for cost 
reimbursement contracts. As to this type or contract, the 
new principles will not materially change our operations 
although they provide more definite.rules and to some 
extent c~ver c~st elements not previously defined. The new 
principles will eliminate separate cost principles which we 
now have for use in negotiating termination settlements. 
The most significant ne~ feature .o.f the regulation is its 
use with fixed price contracts. We have not had cost 
principles for this purpose in the past. The new regulation 
will be used as a guide in the negotiati~n of prices under 
fixed price negotiated contracts te the extent that the 
evaluation or costs is necessary for the setting or fair and 
reasonable prices. __ 

2. Q. What will be the affect of the new cast principles with respect to 
cost recovery be a contractor for (a) cost reimbursement contracts 
and (b) fixed price contracts? 

A. As to ·cost reimbursement type contracts, contractors generally 
·can expect about the same result under the revised cost rules 
as they are experiencing under present practices·. A definitive 
answer cannot be given to the question of contractor recovery 
in the fixed price area since the range or situations here is 
too complex for generalization. Since we have not provided 
specific guidance in the past, these new principles will, at 
least in some instances, result in reduced recover,y by 
·contractors for certain particular items of expense. For 
example, interest.has previously been an allowable cost in 
termination situations. In the future, interest will not be 
all~wed. 

3. Q. How much money will these new cost pri'nciples cost the Department of 
Defense or how much will be saved? . 

A'.· As indicated previously) .. about the same reSlll t will be el'Perienced 
in connection with cost reimbursement contracts. In the fixed 
price area, we eXpect that ·the new.principles will ultimately 
result in more effic~ent procurement and, hence, savings will 
accrue in the long run. It is not possible to put a dollar sign 
en any such savings at this time • 



• 
. 

4. Q. ~ has the Department of Defense not pr~mulgated cost principles for 
general use in the past? Wb7 has it taken you so l~ng to do this job? 

A. The Department of Defense has had cest principles for cost 
type c~ntracts and fer termination settlements. The extension 
of cost pr_inciples te the fixed price· area is a very complicated 
and controvers.ial subject. It has been necessary to take into 
consideration the strongly held views of.the many parties at 
interest, including those of industr,y. The resolution of these 
areas of controvers,r has been difficult and, hence, progress has 
been somewhat slow. 

5. Q. What are the more important areas of c~st disallowance: 

A. These would include most advertising costs, bad debts, entertain
ment, contributions and donations, and interest on borrowings. 

6. Q. How do the new cost principles treat research and development expenses? 

A. A contractor's independent research costs are allowable. 
Independent development costs are allowable to the extent that 
they are related to the product lines for which the Government 

!\ . 

has contracts. We have provided for ·certain administrative ~ 
controls and limitations te insure that these costs are· reasonable.!\ 

~ 7. Q. Are executive profit. sharing plans allewable? 

A. We regard compensatien measured by profit sharing plans as a portion 
of an individual's over~all compensation. Such compensation is 
allow!!.ble to the extent that an individual's total compensation is 
reasonable in amount. 

8. Q. What affec~ d• these cost principles have on profit? 

A. The cost principles do not cover the subject of profit.· Our 
profit policies are covered fUlly _in Section II~, Part 8 of 
the Armed Services Procurement Regulation. 

9. Q •. Will this new regulation lead te "formula pricing?" 

A. Formula pricing means the resolution of each item of cost 
by unilateral acceunting decision·s. We do not anticipate 
that the new regulation will have this result. Our over-all 
pricing philosophy remains in.effect. 

2 /"'\ 
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10. Q •. What. application will these cost principles have to contracts awarded 
by f'o.rmal adver.tis ing'l 

A. The evaluation of costs is not appropriate under contracts 
awarded by formal advertising. The cost principles will, 
however,·continue to be used as a guide for terminated 
contracts, including terminated. contract~ originally 
awarded after formal advertising. ·. · 

u. Q. What do you mean by the statement that the cost principles ~11 be 
used "as a guide" in negotiating· fixed price contracts? 

A. We realize ·that hard and fast rules with respect to costs 
are not appropriate for many pricing situations encountered 
under fixed price contracts, particularly in those instances 
.where prices are being established for a future period. 
·Government personnel will be expected to be· guided by these 
principles· to the extent appropriate in conducting negotiations 
1n the fixed price contract area to the extent that the pricing 
action requires the evaluation of costs~ Any departure from 
the basic policies now established will require adequate 
explanation and justifi~tion. · 

12. Q. Is this new. regulation agreeable to industry? 

A. Industry bas traditionally opposed any ot our regulations 
which set forth specific costs as unallowable. Industry 
contends that the Government should allow all norma!. costs 
of doing business. For this reason, industrJ is opposed 
generally ~o most of the disallowances we have prescribed. 
Industry is also opposed to the utilization of cost principles 
in the fixed price area. . . 

13. Q. Have the Military Departments concurred in this new regulation? 

A. Yes. 

14 •. Q. Bas the ne~ regulation been approved by the Secretary at Defense? 

A. Yes •. 

15. Q. B'as the Ccmptro~er General approved this· regulation? · 

A. The Canptroller General has been in favor of a. single 
comprehensive set of cost principles for same ttme. He has 

·concUrred in the desirability of publishing the new regulation 
w1 thau.1; camni tting himself as to agreement on all details • 

3 
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• 16·. . Q. What Congressional reaction do you expect'? 

A. We expect tbat our new regulation wi~ be well received by 
the Congress. · 

17. Q. Hov does the new regulation affect Small Business? 

A. We believe it will assist :many Small Business concerns in that 
it is designed to foster an atmosphere of mutual understanding 
among contractors and contracting ofticers.as well as provide 
guidance on the handling of many items not previously covered. 

18. Q. Why is the. new regulation not mandatorily effective until July 1, 1960? 

A. There are many ·details in this new regulation which will require 
study for both contractors and Government personnel. A longer 
period than usual was established in this instance to afford ample 
opportunity for familiarization with the new rules. 

19. Q. Are these c~st principles going to be used on a Government-wide basis? 

A. We expect that cost .principles substantiall.7 similar to our new 
regulation.will be adopted on a Government-wide basis. 

20. Q. Will these cost principles mean more negotiated contracts? 

A. No. 

Q. Will the new cost principles require contractors to establish new 
accounting systems? 

A. l,'fo. The revised cost principles are not an accounting 
blueprint which will require any appreciable change in the 
accounting systems of most Government contractors. 
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Ottice of the ·Assistant Secretar,y ot· 
Defense (SUpply and Logistics) 

·26 October 1959 
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ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25, D. C. 

November Z4, 1959 . 

.···.·.~ 

eJ\. ~JJ~ . 
----- u 

SUPPLY AND LOGISTICS 

• · .... 
. . 

Dea~ Dan: 

I met with your boy• yesterday and wa• YeJT. 

appreciatJ.ve o£ theu attitude. I am not ao aura-~ 
'· 

-c~ accoinpli•h thia as of December llr1t, but we · · ·· 

are 1trivin1 to work it Out to theh' 1atlafacti01l ~ :·: ;'· ·- . 
.::.... ... . . . , 

•· . . •. ~ · .. : 

Mr. Daa A. Kimball
Prealdent, 
Aerojet•Oeneral Col'pOJ-&tloli· . · 
·6351 North Irwindale Avenue · 
Azuaa, Calilonda · · 
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AEROJET- GENERAL CORPORATION 
;:·,,~ ,, , ;-:~3l52 ~?)R1~ ~~~~·~;~~~'N,:t:.~ta! .. 

AZUSA,CALIFOR~ 
".;. , ' ~; ' • ' ..... ';" ~~ 1 ', ~ - ': • ..,. ( 

.,.. November 17, 1959 
l• ,"', ,;;_··, 

Hon. E. Perkin§..M~Gui~~ "'·~I· . at.:.·;f~,.. .... 1 ,,. ;;, . :..- , , .'·'' ¥ill'"---~~·~'!:,! '-~o~;'· ... ~:~, .... ), , ...... l .... < •• 

Assistant Secretary (Supply and Logistics) 

Office of the sa-ir!Miry pf.~P~fe~.,~~·,:J~ki·,· .,: ~' ··t~.L:t:\~n'C' :7:" '\ri: 
Washington 25, D. C. 

_'t ,: .. 

Dear Perk, 

. . . -~-~t~~~.,.':~' ~"1 
I would like to have E. S. Reichard, Jr., our Director of Contracts 
come in t? chat with you about app~ying the new Cost Principles to 
all of our contracts beginning' December 1, 1959 . 

.. · 

I hope it. will be convenient for Mr. Reichard to meet with you early 
in the week of November 23. .t.~l'~\·~! ~ J~ ft~(· ., ~,. :'~ 

·' 

" Po~!. ~ttu~~,~ .~ 

Si.n,G e p.eJ.y,- ,,, · :\ } " 1: ~ ;:; n t , ·~ ~· £! :: • .r.: .. ~: ~ ~~~. 
\..,;~"' .;· ••• .,~ ,.,..,.. ··- ,. • :,I ' 

I (~ 
;•:..:.~1".f'I ~i·'-;' 



•-· •• 

. •· . 

---~--

E. Perkins McGuire· .c~: 

DAN A KIMBALL: 
PreaideJlt.. _:·-:-:· ·:, .· 

Nonmbe•·lT._-1959'-·- ··-

· .... 
Hoa.. nemaa ~~- Gate1, 1-,~_. __ , 
The Depety S.cztetal')' of Def•••• .-.. ·. -· '· · 

· · .Waaldapoa ~s, .. _D. c. · ... -- · 
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...A.EROJET- GENERAL CORPORATION 
63:52 ~ORTH IRWnaJALE AVENu~ 

AZUSA, CALIFORNIA 
DAN A. • .KIMBALL 

PREsmENT 

Hon. Thomas S. Gates, Jr. 
The Deputy Secretary of Defense 
Washington 25, D. C. 

Dear Tom. 

November 17, 19S9 

Aerojet-General Corporation believes the recently revised Contract 
Cost Principles, Section XV, could be applied to all of our Defense 
work b~ginning with :ou~ fiscal year -~t~rti~g Decembe~ 1, 1959. 

In this connection, we would like our people to discuss our thoughts 
with M:r. Perkins McGuire in the very near future . 

~· ' t~.~:~: . ·; '' ,·);1 I. ' • 

We think beginning the'\~riiform application of the revised Cost 
Principles to ,all of .. o~r contracts will provide .the Oove rnment 

• 1-1 >lot ,1, ' ·1. • 

consistent meth:ods ·of, handling costs throughout our opera.tions, 
rather than g:raduall~ incorporating the new regulations when new 
procurements take place. 

~ ·~~ (' 

Sincerely, 
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~'. AeoJet..aeaeHl Corporaticis. Azwla, C~zma-- Reftev ~ contrlle'tor'a_ . 
request tor a~ ~- edat1Ds· con reillbunellell-. tn• ccmtracta · 

·. tG 1=orporate iMnr eozrtrsc\ coe' »riD:i:pl.ee . · · 
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U.S. NAVY AREA. AUDIT OFFICE 

WASHINGTON 25. 0. C. 
so 
A6-7 

IN R£Pl.Y RE:n::a TO 

Aerojet Gen. Corp. 
Atlantic Div1l'sion ' 
2:':frJA~I-lS~·J: 

Officer in Charge, U.S. Navy Area Audit Offict!, Washington, o~. c .. 
Comptroller of the ~avy (NCT) 

Aeroje~-(;~neral ,C.orporC\tion ·- .:\tlantic. Division, Frederick, Ma~y:tahd 
.. Review} of C9ntrae,tot: 'a R~t:iues t for .-ndment .of Existing Cost 
····Reimbura~ent"'Type Contracts to Incorp,ol:'at·e· :Ne.w C:ontrac.t Cost· 
Pritlciplea 

(a) N•vC~-~, (Ncr) ltr NCTll,. Ll0-4, Ser~02958 dated. 28 Decemberil959 
w/~nc~ ' 

1. In accordance with the reference, a review has been made of the sub~Je~t
contractor' at · bOQka and rec.Q.rds for the purpose of evaluating the Coritraertor0 ~ 
contenti.on that the. diJf~rence would be negligible between c·o_sts rein1butsabl·e 
under the· new .sost .:P~i.nciples,. (as published in ASPR aevi•ion No. 50) as ·. :j· 

compared ·~,~th those ~~~urrent;ly incorpora.ted in contracts. 

2. the operati?~• ~f the Atlru1tic Di~i3ion Aercij~t·G~rt~~al Corporation are 
limited t.o rese~~ch and de·,elopment wo~ki and tn.volvu ont~~ five ~ost~typ·e;· 
contracts with the Department of D.efense,_. ,\nnuaJ.c~· ·sales ·f0r <the fiscal ·ye·ar' 
ended 30 Uovembel· 1959, of $588,8/0.02, are ~lassified as follows: 

Cost Rcit.lbursable-!ype Contracts 

Department of Defense 
U.S. Post Office Department 

Total Coat-Type 
Fixed Price 

Total Salea 

r· · .. 

$185,378.14 
321,047.66 

$506,425.~0 
_82,444. 22 
S588.870.Q4 

3. · Revie111 of the.Atlanti~ l>iviaion claim, as presented under each set of 
costs principle~. cii~closed no differences in tht: amounts claimed, based on 
the Contrat.:tor 'a interpretation of reimbursable costs under Revision No. 50 
to ASPR. Til~ Contractor has also expressed an opinion that no change or 
advantage ia to b~ found in th~ application of the revised cost principles. · 

4. Based on tne foregoing review and audit of the Atlant:c Division's books 
and recorda, the Auditor concurs with the opinion of the Contractor. 

Copy to: 
OinC, NAAO, Los Angeles 

ACTING 
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AZUSA, CALIFORNIA • TELEPHONES: LOS ANGELES, CUMBERLAND 3-6111 • AZUSA, EDGEWOOD 4-6211 

A SUBSIDIARY OF THE GENERAL TIRE & RUBBER COMPANY 

The Honorable Philip LeBo~tillier, Jr. 
Deputy Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon· 
Washington 25 1 D. C. 

IN REPLY REFER TO: 

920:3005 

Subject: Amending Contracts to Incorporate New Contract 
Cost Principles Issued.November 21 1959 

Reference: (a) Letter from Deputy Assistant Secretary of 
Defense to.Aerojet-General Corporation, 
dated April 1 1 1960.;, Serial: CR · 

My dear·Mr. LeBoutillier: 

On behalf of Aerojet-General. Corporation, I wish to thank you and your staff 
for the effort and consideration given to our offer to serve as a pilot company 
in establishing a procedure for amending contracts to . incorporate the new 
·contract Cost Principles. · 

. While we share your regret that the new Cost Principles cannot be incorporated 
in . all cost-reimbursement type contracts simultaneously 1 we appreciate the 
difficulties which you may have encountered in applying such a procedure to 
the multi tude of contractors within the industry. Viewed in this light 1 the 
strength of the policy adopted seems evident since it is sufficiently broad 
to allow inclusion of the Cost Principles in existing contracts when pre
cautionary conditions are met. We are still hopeful of completing the change
over to the new Cost Principles at an early date, for it appears desirable, 
in light of the fact that the old principles· will phase out . eventually 1 to 
establish uniform operations-under current .regulations at the earliest possible 
time. 

You may be interested that Aerojet-General Corporation is presently availing 
itself of the important provision in the new Cost Principles covering advance 
understandings. We are currently in the process of reaching ·an advance under
standing concerning allowability of independent research and development costs, 

AZUSA, CALIFORNIA •. · SACRAMENTO, CALIFORNIA • DOWNEY, CALIFORNIA • FREDERICK, MARYLAND 

-:.---.-:--: ;-. 
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The Honorable Philip LeBoutillier 1 Jr. 920:3005 

~ an area which has provided a fruitful. source of' diSsension in the past. 
Our program for the current year is presently under consideration by the 
Tri-Departmental.Committee 1 established to review such programs as a 
result of the provisions contained in the new.Cost Principles. 

• 

Your letter, referenced in (b) above, indicated that a review of the· present 
policy on incorporating the _new Cost Principles into existing contracts is . 
planned in about a yea:r. If this company can assist you at that time, we 
w~ be· pleased to do so.. Of course 1 in the interim, if we can be of service 
to you or your staff 1 please call upon us. 

Very truly yours, 

B. A. Kvis 
Director of Contracts 

I 
I 

I 

t 
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U.S. NAVY AR.EA. AUDIT OFFICE 

WASHINGTON 2!5. D. C. 
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so 
A6-7 

IN REPLY REFER TO 

Aerojet Gen. Corp. 
Atlantic Division 
2 8 JA~l19C-J 

Officer in Char~e; U.S. Navy Area Audit Offic.~, Washington, D. c. 
Comptroller of the Navy (NCT) 

Aerojet-General Corporation ·- Atlantic Division, Frederick, Maryland 
Review of Contractor'• Request for Amendment of Existing Cost 
Reimburaament Type Contracts to Incorporate New Contract Cost 
Principles 

(a) NavCompt (NCT) ltr NCTll, Ll0-4, Ser:02958 dated 28 December 1959 
w/encl 

1. In accordance with the reference, a review has been made of the subject 
Contractor's book• and records for the purpose of ~valuating the Contractor's 
contention that the difference would be negligible between costs reintbursable 
under the new cost principles (as publiahed in ASPR Revision t:o. SO) as 
compared with those currently incorporated in contracts. 

2. The operations of the. Atlantic Division Aeroj~t-G~ncral Corporation are 
limited to research and development work and involve only five ~ost--type 
contracta with the Department of Defens~. Annual sales fvr the fiscal year 
ended 30 Novembe1· 1959, of $588,8/0,02, are c.;lassified as follows: 

cost Rciubursable-Type Contracts 

Department of Defense 
u.s. Post Office Department 

· Total Cost-Type 
Fixed Price 

Total Sales 

$185,378.14 
321,047.66 

$506,425.&0 
_82,444.22 
S588,870.Q4 

3. Review of the Atlantic Division claim, as presented under each set of 
costs principles, disclosed no differences in th~ amounts claimed, based on 
the Contractor's interpretation of reimbursable costs under Revision No. 50 
to ASPK. Tn~ Contractor bas also expreased ·an opinion that no ~hange or 
advantage is to be found in th~ application of the revised cost principles.· 

· 4. Based on the foregoing review and audit of the Atlant~c Division's books 
and records, the Auditor concurs with the opinion of the Contractor. 

Copy to: 
OinC, NAAO, Los Angeles 





·~D. nB eaiSia IICD:fat OJ Jlidm ($1m.r RD ·~ICS) 
All.l.illlrl '~ C:Oa\ Jid~pl .. ,<~ ·.· .•. ·. 

!be pro&roa tor ~ ~ ~net, ooet prlacdplM vu · 
tirried cut ·Oft ~. · !be pNu r.etaaot •• •tstributarl ea · 
Mocdq ~ ·~\ 14)0. we·MU • PHU.~ev&t 1500.et c.s.• 

. t~ J1r,e f.cl'Vq1 . CccDeo1er MaU.o7 ~fa'! ·Mr. IJ.ltoN ~ phSS ia
quir1Ga end tq~ed a(!dlt.iODGJ. ~ b..~t!oa for owr ODe 
~. W. &leo 41str1W IIOplea or·011r cptSUola ud ...,_ abM\. 

~ pNBI ~W ·«aW.Ceo4 Ol\ .. a .. t of a 80'ar llt1\.e U i.bd 
J!zt. ·~ d~ to kDOv .... ~·-·--' ~.· • the 
~ .. as to 11rq· Mr. ~ ,.. aot e. MD4• "' H'\lW6l Aa&e#. · 
Mr. fq;t.be tnterJ•~ 8ft~1~ ~a or .~ lo~ questtou 
S\leb .Ls ~. ·~· ··2:1 \bat t.bt .IJe,"'i&~t. ot xa.r.,.. v1ll ~ 
to.ap.w ~.h!t;h.ooat ot ..abcr~pa ta .. ~ or~.lou auch 

. u Alt. 1f !hi que~!~ trara t.be JltDiiftd4tr of t.bt .p;Peea torpl (olaost. 
uel\Ui1ftl7 l'rcD u. lius{au•• pnu) waH ~\Sate &a4 to the po!Jit. 

· tbq. wre ~icul.&-rlJ' ~~ ~ t.boae .purttcular eo.t element• 
· vbich wen aov • vh1eh ~.JeatC • oboD£e hai the purt prlaciplea. 

tly.oD .. the ~,.toe~ .•. latcn1ev, it.· appea-4td \c u \hat the proas 
wa ·vo11 •t!~~ v1th tJle ~-ttoaa cl~. .t obMk VS\11 Mr. t4a 
of our office· ot llablle Utdr• W.•~~oraSAg 8Ua!t.4 tile ocWIIMIDt that. 
the p!'Ca& tateniev .at Ott . ...., wU. 

I laeft a~ tbat oar~ 414 110\ ~ aa eSther 
tbe' g 01' 1lr vJ.n. We ... aot. .... .., '" ......... - u..--' 
prJoaS~· todq. .· 

*: . : ~ ~ . ·~·:. 
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SCHEOOLE OF AO!'ION - COST PRINCIPLES 

Action 

1. Issue Revision 50 ot ASPR (Cost Principl:es) . 

2. Issue Press Release 

3· Press Interview by DOD Spokesman . 

4. Advise Secretary of Defense and Deputy 
·· Secretary of Defense· 

5· Advise White House 

6. Provide Advance. Copy .ot new regulation to 
Congressman Hebert. and Congressman Mahon 

. 
1· Advise Departmental Assistant Secretaries 

(Materiel) of complete ·schedule 

8. Distribute Advance Copies to key offices in 
each Military Department 

9· Provide Advance Copy to GSA, AEC 1 and NASA 

10. Advise Industry Consultants 

11. Advise Trade Associations 

Timing 

·2Nov59 

2 Nov 59 

2 Nov 59 

28 Oct 59 

28 Oct 59 

29 Oct 59 

28 Oct 59 

30 Oct 59· 

30 Oct 59 

Res;2onsibilitz 

ASD (S&L) 

ASD (PA) · 

ASD ( S&L) and 
ASD (PA) 

ASD (S&L) 

ASD (S&L) 

ASD (S&L) 

A8n (S&L) 

Mill tary Depts. 

ASD (S&L) 

ASD (~) 

ASD (S&L) 
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. We are __ DOW 1n the ftJa1 tl't;apa ot publi~lon ot our.., procure-
.. =nt zoegu.l&tion 4eal1ng with cost pr1Dc1plee which. ve ·recemq 41aeuased 
With yOu.. It VUl be pub~ ~ e 1!bve1l1ber 19591 at Which t111e ve 
also. plan to 1asUe a ra~ ~ive press release. I haYe 
eeparateJ¥ torwarQed a aeQaz•nlhzm to Mr. ~ (~ A attached) to 
atert b1m to our plaDs aDd ·to provide h1m With a Cow of tbe preaa 
r.e:tease. A ·caw of the press release (!'ab B) 1e attached tor JOUr 

. illtormation. In aildition, ·I em ~ ,.ou vith a eon ~ our 
Action Schedule (Tab C) which :5Ddicates tbe '1m;partaut carol.laey act1cms 
vhich we are tak1Dg. 

Atta.clmaents 
~bA 
!lab B 
Tab c 

Prepared by: JMMal.loy / jm/23 Oct 59 
3rrr74 X-72026 . ·· 

Coordinated ·vith: Mr. Bannerman 
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ASSISTANT SECR~ARY OF DEFENSE. 'r 1 
· WASHINGTON 25, D. C. _ ,f' ) . o~ 

~ 

CR 
,! 

SUPPLY AND LOGISTICS 
- ·:- -

MEMORANDUMFOR.~ ~.· .. ~oF~ AlMl (LOGIBriCS) , 
. .. . ·. T~ ~ ~y OF ~ BI\VY (~TERIAL) ~ .. 

.. · · THE ASSISrAm SECRErARY OF THE AIR FORCE (MlTERIEL) 

SUBJECT: Contract Cost Principles 

As I indicated at one ot our recen:t meetings, I am anxious that each 
of you_be closely informed ·of Qur act.iVit:i.es in· connection vJ.th publication 
of the new ~ost principles •. t'··am attachillS a schedule of the various 
actions which we contemplate i.n w s conn~.ction. There. i.s also attached 
a copy of a pre~s release which We expec;t to issue on 2 November 1959· 
In addition. to the ·actions ii.Sted on· tl,le attached schedule, I have 
'instructed ComiQahder Malley of :rrq staff. to be in close touch with his 
counterpart in each of the services so as to keep him fully informed of 
our activities. 

I am sure that you wi]J. agree that the pub]J..c relations aspects and 
the timing ~of our ·various acti.o.ns is very important to this· exercise. 
I solicit your ~ssistance. in assuring that we will .lla.ve no breakdown in 
this regard 'nor any premature disclosUre of either· the cost principles or 
our specific plans in connection w1 th their issuance. 

Attachments 
l. Action Schedule 
2. ·Press Release 

ft.-

' . 
~.·. . 

Prepared_ by: JMllall.oy I Jm/22 . 9ct 59. 
· 3ITT74 X-72026 .. : ... 

Coordinated w1 th: Mr. Bannerman ----
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DEPARTMENT OF THE NAVY 

BUAEAU OF AERONAUTICS 

WASHIN~TON 2!5, D.C. IN REPLY REFER TO 

Aer-CT-2 

Dear Pete: · 

I thought you might be interested in seeing your 
words in print. Enclosed are a couple of copies of 
a transcript of your speech taken by a BuAe~ court 
reporter at the O:NM-sponsored Procurement Lecture 
Conference on 12 October 1959. 

3 November 1959 

Needless to sey, because of the natur~ of the subject, 
there has_ been a very limited and discriminating 
distribution consistir~ of several of our procurement 
people and the BuAer Counsel. 

~J11d4~· ---" 
CDR, usrr 
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Probl.e=: .. 1J!o·p.roric1e u a4vaDee Can Ot- -~Colt Priaci»l
to tbc liBtioDal Aeraaautic.a eDi f.lle,ce ~taD ,.. ... ·. 
1Dfar'li&t10D. 

Discussion: Ve l1ave been providiDg ~With a CCIJ!:I of ~ DCV 
- ~ of tbs Cori P.r~lplee 88 they 'Were beine 4eYelDped.. 

KASA.bas ~n \laitiDS ·tor liS to take the lead 1D. tbJ.a etfart. 
,'!bey t~l th4t our P.rlDcipl.ea' ... ~~ dev~d V1ll be 
ccqple~e~ sa.t~faetar)t' ~ ~. We have had ODe aeetillg With 

. lW3A represeJl't&.~vea ·&t · vhieh time theY l'ecCJI!IMDC1ed tbat ve 
chaDge · wr reaea:rcb &.24 develolBent priDCiple to "11m1 D'te the 
dcfim:UQD. ¢ bca1c: rceoo..rch. aDd applied reaea.rch. .1'lle affect 
Of thiS _rev1~1on·VO\ild DOt ~-the tnlbst&Ace of Wr . 
rcseii.rch and aevelopme».t priae1ple. 1'hey were caacerae4 JllQre 

. Vith. the pre~lit · tbat Our defi.a1t.iQDS voUld bave 111 tields 
·beyond ~et cost prir.lc1p1aa, After a ·tUU 41ecusa1cm1 it 
vas' st;reed that the detiDit~ vere Deeessary to eDB.ble 
1Xm perscmuel to ~ly ~~- tb1a cost pr1DC1pla;. 
~ ~~~t1veo Udica.ted tll&t their eussestion vas, frOm 

. their point of rtev, ·aes~})l.o ~though DOt eaaent1al. \Je 
feel. tbat our preseut JU-oPosal V1ll 'be ~let~ aatisfactory 
to JiASA aDd vU1 - uso4 b7 tbem \JPOD p&bUeation. 

ReCODDeD&lticm: !bat JOll sip the attaehe4 lette. 

Cbnoun-ence : M&Utaat 8ecret&17 ot J)efezlae (Cal;)) (Mr.. xt lanre) _ 





. ~--

. . - . 

a.rJtr.·~·:: . . : 
... :'-·: .. % .. ~loaJ.Ds .n ~·con.o!a a·Beria!on ot·tbe 

.. kJaed -Bervicea. ~- Begu'at1<* :¢11 tie .wbJect ot . 
· ·. ~~ C:O.t Prl.Dc1jtlea.· lie expect· *-t 'th18 .Rev1sioa vJ.U.· . 
· be 41atril:uted ottic1&'1ly b.r. the~ PnlltiD£ Oft1ce· · ·· 
cm2~r-~. · · · 

. . ~ . 

. I. em Gare ot t.be··taet that our ~tive ~a have 
been wor~ · ~t.ber .em ~ .ot the earlier 4ratta ot w.e 

. ~t1®.· 1 em. at\v1ae4 .that. the ..v a.t ~1.Dd.,pl.H 
vb.1ch we··have adOpted, after u extenaed period ot review 
amd consultation Vith tbe amy tntere&ta ilrvolvec11 are, Vith 
tew exceptioilS,. asx ee&ble to the Atooic · ibersY" · Commiaa1cm. 

· ·1 thiDk it ·very_ Clea1rable tbat the JaaQy·Govermlel\t agencles 
· Y1 th · a pr1.mari :I.J%terest 1n this ProJect be 8Ubstalltiall.y ill 
~nt ·as to the. tree.tment of coats Wlder Govenaent 
contracts. 

Incloeure 
ASm Reviaicm 
Contract Cost Principles 

Kr. A. B. taeaec:U 
Oezleral. lhnager 
Atoalc I:Derg' Owr!HSOD 

COpyh to: · ·. 
·- Jlr. .Pllscm 
.JJr.l::ll.sOre 

Prepared bl': JMMall.oy I jm/19 ect 59 
· . 3Im4 X-72026 

'OoorcliDated ¥1th: 
.· Hr. l!a.J:merail.__ __ 

. Jlr. nlgore ___ _ 

" 
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~151• .. 'I& ascat·at or.,... 
AI&DI I Cutne\. Cod tdMiplet 

..•.. ·. !-... re- ..,, ~ .... ,.,........a ..... -· .. 
~ ·~ ..... ~ ot u. KU.ltc7 ~ .. .... . . 
41Msa. 1dtJi JOta. Ul'biD li ·. _,. wl\ld.a -~ et ..,... ... 
-sth-~17 ~~ ~ ~~ OMtr prJ.aet;t .. 
·~·liable \o .U \J,.,.. ot ...,tW ~· ta *Ia .a. *" • 
taotor Ia prte11c. 

Due to t.be 1Ueetl7 ~· ... ot .......... Jrilaol
~~6. ee~ ..-r.~ el~a qn ··. at~ ell ,.U.• 
~ kS Ha • ldo1r Ff'Diei&. u.· -~ p-.._ bl!f&AJ7 10J1e thAft 
tba ~~UN "o ~t 'Uae!t ·flwa. ta.. lane laal.Wiod 
vnt-teA ~ .m·u. .lii a.e:t.._l9n ~ o .,_ 4i...,Se -~ 
Ut 011 l5 tcrklber 1.<)5!: tonoa.t Ill' •. Mocm. wrltto 10 . tat •. ea4 111Ml.q 
• et•Ued 41-.ac• vti.ta lev t""'Ntq ~.U•• oa 1-.) A:Pdl 
19:59. 

tw. ea;r~ ~- S.• u. ~t et ·~~or 
!~q _Nld .U!t.q -~ ~. owtltJ!ll4 ~ ... it.-
•1£N.!l~ proYUJes. ;rlDt.ril¥ .t.nari 1Jie ·-~fAt U.\ tbq ~n-
eetrt • ~ ~ ,... ... , JiOl.!v • ,...,U.. • .,. ~- tv la!ar.i17• 

1. filttlkfli2lliz ~ n. ~-~. ~ "' .. r.
-- Sa ~A-n1lii~Rar....- \76* ~ 84 1!dl.1 tors Ue .,,, for .... 
k~loa ot .u.\t Urr'Rtl)t.r. ~ vU1 at.; . ..._.u a1111M !A the 
naluU• ot ...u la ;net-. .-pl .... Ltaa.,_s. .,. ~ vtaa• 
..a ••utld:kulla ncpdN4 Ja_U. Mleltl'fl ••' .r pS... 

a. .MzrMe ~~·· ... Jia .._ te ewU-·111.\la · 
ft.at-"." ..-. ~ .. ,.. ......... ot • ........ u. ~ .. 
~-u. ~.ua .t .. , •• ._........ .. to u. ltD41UC _. 
tilt ...,... ~ ~\1 at ~-~-· ot .... .-rf.l.a..P]¥ Ja 
..._et.tva .s.~ t&Jaa • ..,_...-.. audeu ~ttt •t .._ .n t. ,..s..rtq 

' .tiltli ... Cowr; ··.·. 4. IDiut.q ........ ~ ~ t!&l• ,.. 

fi~-- ..... HUew " Sa tliUnlf ··-·1·· ... .ul. ..n - "'* ••• ftt ot 41 ......... . . 
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'· Cmpengttga - b ~ la OV •bow NSlt!oMcl 4J.a ... J.oa, 
· eompea_sat1on ot eoid,r~ ett1cer• .a cpl.Dfeee Ia el.l.oue.Ue U 
naDOAable. · · !bus• c !1'\Aftaa\loa dqenullt 11poJi or ........ 1»1 protl\e 
1e aot, pe:r .. , ~. 

4. Bead iDd Jkml§!iJBIS. GPa.\1.-- s. 1s.. tdt.h aattODal poU...r 
ot ~ina ~aearda 1114 tleftl.o~, ... propo• to pnm4e tor 
aecept.-· aa ~ -~·• -our ~!tare ·.r a ~ctor'• lDiepalat. 
n~. We .VW. V.t ~ SD!epad-~ e»at• ~ 
t.o \be ~ tba\ thq_ tela\e_, to ~ ·u.· ~ vbl. tM ......... 
bae eoD~a. ~lotlou .n ~. ~.,.., to .UJd\ \he• eoata 
to MS-=oble aiDun~ .... to ~..._, . ....rz.aated 4!aplleiat1Ga ot ettorte 
.!Jl the .... ~- 4ltt .. ~~ -- fttu.nl.'tOJ'· .... ~, 
ot ~.at neeareb ~ ,.. 1d11 lliD\ _..,, ,,.,1 .. eoeta I.Aaa•il4 
tw lba ecmtraotor Sa the put, .... tJitittd' w _·.q neelw - ot tile . 
1atmatlt..a thereof. . . . . . : . . . 

s. maar ~stl tagllQlltil ~ IDauttt ~ .~ ob3eot«l \o ... 
4issll~ce of ~ S.te:aa which l\ ---~· tp 111 DOftl&1. ad pJtOper 
eoats ·or _dofn£ lmslM_aa. We~~ ·l)Je poatUOD that, tar ree.ae ot 

-pUblic pcUC$, ~t,,. en- •b8aDca o:·~t to_t.be Goftlmreat, w 8bol114 
diNllov ~ oo.t... ~ thea ere ~tou a4 dout.lona, !D
tereat, bed debts." .. po4uot ana taatl~ .m.rtl.S...C. 

~e \eUeW \bd ~ trt ~ -~ ~Bol.,. U. Nw.Sa!t~~ 41tteNDODa 
with iodwitl')' WUl-4 ...ne ·oi\17 to Ul.tQ" \hie -.ch aeea.ct p14eace aad ·4e
~o~1w us of \he ~t• Wh1ch. u.· ~-to ·tl.o1t trca l\. lie et!d• 
pete t~t \]le 1.~ o~ UJQa eott. Pzijld.pl.- .v111 ,..:Lt lD creater 
\m!lbm.1.Q" cf t.reat&elit. ot fOJI\~ctore,. mre etteoUw aD4 MOD'Y&teal aadlt
ot coatractora• «»at., ad a •n Cll'dorl7 ~ pnoeu~ 

One pcns1hle burdle, J..t. to.bl. ·cmns_., ·le .,_..., .. soa ot ·u. prtaol
plea vith ~- Ccaptrou..r·~.· lndle_t.t, s. v1UWa the auttaortv ot 
hpar\ment of $le~ ~ .l..U. 8Uh ~ vtthout ntceaoe to the ae.ra1 ~iB&. Ott!"•. W nOoPl• 1\1 ~ •.. kled 1lpOII .- . 111ta 

. ot tlie 'Comptro~ ~ oa ~ v.Aa u4 ~ .t.att 4i~CUUJ&m, 
ve ·bcw that. be ta~• a ae1l wnw 1'1P4. IJ'Iplloa.Uoa ot ~ pr!fte!plea to . 
all eoni.rad. .. plciD£--•:-~ ~ Sll4\w\rr U. 8UT ot u t.ar v111 
t;eOW.b&rp1nJn& ~\be ~loa Pftee• .,S nii(Lt la tosala p&'J.a!.rac. 
!be JM)aai~\7 utata tllra\ ._. aill ·'- .SUO&\ et ...,. ~ ...... 
Hr. McleU arK! 1 plu. to 41 .... U. .. u.z. w1\h ld1a a 1J ~ to ~ 
out. .tbll ........ 1dv' w latUew w .... ~ tM tint poN1ble .IOl'IUa 
atut.~ . . .· . ·'··· . . 

·. . . . . . . .. , . ·.. ,· . . 

._,pod~, --:-c•NI Ia lo'-~·· •••Jl·-' "'- Jdllta¥ "'»-t'ata, 

I 



~\ 

(\, 



-:. ;· 

.:.·~· 

....... 

, 

- - 1 • 
d) -oerkinS KcGu r . -

(Signe ~ RE 
?ERKlNS },~cGUI f Defense 

5 cretarY 0 -, . 
A!lsistant e d LogisticS)- - . 

lSupplY an- ~-

Prepared b71 IJC Dl.gore 7/8/¥1 
· ~ass %76321 

Coaaurrcoea Mr. Helen--. ___ _ 
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KIH'IWIIQI .aa DB~ ar .,,.. ::. -~~ .. 
... · ··.;._ . .. 

liiJBJ!ma ·.JVb11catia:a of Qat ... -detfca GD Oclatrac:t Cbft ~ 
•. ~' . ~·. i. •' .· .. ~·:··: · •. :·: ... : .'· ,;. 

. . . .· . -~ 

,:;·'~.,.,~OLD' ~d·~· ~ ~th tlae. p;blt~b . 
. ~ a.l'e'ria1on to the.Anlecl $enieea. ~ BesJletiaD .,.,,,.With 
ccmtract cost ~i,plee· .!'he·~uo.n ~-ius pr1Dteclb¥ tba 
0ovenamt PriDt1Qg otnce ·~.11'1ll·be c1:1str1bute4 to the Plbllc OD 
2 ~ 1959,· et Which time·- »laD to 1u\ae a J1NU rel••· ~ 
·caw or tbe tRess zrelea8e 1a attacbed ~ )'OUr 1D1Wuat1oo.·. 

You 11111 reeaU ~t w 4Ueuaee4 tJl1s ae11t ~iozl at 8CIJB 

J.ene;tb ·~ • J8U' -au; nriDs 701Zr· ncem; abaeme,· I 
provided Hr. Cates with .i11tomatian as to our CUZTeDt »lus· we C8D 
expect 8CZie aavez.ae tD4ustr.r OCf!l!eDt. ~aioDal. nac:t'ion ebonJa 
be favorable. 

AttacbneDt 
P.rea& Beleaee 

Copy to: 
Mr. Gates . 

-· ... 

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

. - . . . .· ....... } ;· 

. Coordinated With: Mr. .Bannerlian · · 
.. -~ .. ------

. ~-.; .· 
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.ornx::E OP 5I ~ or IEPJ!IIBE 
Jl1m1 t1oM Doar4 

e - " 
0 15 Jb'Wiilber 1~ 
p ..... 

7 
__ .......... . 

mHO~·roa t'D. ~OJ' ts AIJir ... · 
· .. :- ;:..-·:: ·_ sm1Ji. · tt. ~'sec~-~ tM ._, 

~FOB~--~ OF mE avr .. 
. · URU: ~!be' An1ate.Dt ~of '\be .Q 

tcrcA>BA.IIU4 lOll ~BE ~~ Of. !.BE. AD .I'Ola5 . 
· . . DRUa Dle ~ ~ ot_V. Atr_ h~e. 

&UBJECTt Contract Con PrmclJla. 
. . . 

Reference&: (a) Sectiots XV, .bDo4 8en1cea ~rocu.reent BegnlatJ.oD. 
(b) Joint~ l\l. 12 Atct $ A~·~~g n Ole ot CoDtmet 

Coat Prlnc1P}M,_ a.. r1, .AS!'il, 1J)t At.KU:t PentoJmel.. 

1. Your attention Sa inv1Ud to tbe PJ!'O"'laioDa of~ 15-101 of 
reference (a), vhe~ it S.S prodded ~t ·t.be ~tract Cost Pr1Dc1p]M 
"'abcl.l be fol.l.owed 1n CCDDeet1ell With .-u,· cost-rdmbur&eent t,n\8 eontrac:ta ..... 

2. During the ~t. of these. prlfteipl.ea, IDAl.W'tr)r teak 1ibe . 
stroJl8 poa1t1on that they .-t DOt be applled to .contraet.a ot.ber than Uloee 
of the cost~rdmbursement ~"P81 8124 ....... Ul'84 'that-~ wou14 uot be .,_ 
applied. . 

3. However, 1n \he &beenee ot .,re 8\d.ta.bl.e cost priDclples, and 1D 
orcler to provide uniformity .boa aD audiUDg Yiewpolnt, aU &u41tore 
\mdcr t.hc! jurisdiction ot the ~ AuM.t ~~ ·at tbe BaT¥ Con 
Inspection Service, mid or tbe.A.lr tore._ Offl.ee of tbe Auditor OeMr&l 
have been 1Datructed_.b)' rer~· {b) to·· we, ·ezc:ept 1n certaiD ~1al 
etre\11\Steneea •et fOrth tberell\, · ~ Ccmtract ·Coat Pri=iplea u coat 
standards tor 1.he ~t~ ot · a4V1.aor:f rePorts to CootracUDg 01't1cen 
m eonnect1an ¥1-th tlxed·price t.7.Pe COAtncta. 

t.. All Cozrt.ntctiDS ot~ aD4 othera illvolve& ·ll!l:nd4 be ~ 
adv1ae4 •t tJlere :bas Men _, cbMp Sa \he _QP].icat.10n ot tbe cad 
·pr~ne1pl.IJa tor purpOBea . of lete=11dq •' l aa\l].e OOISta t'raa that ee\ . .. 
!brth :ln -~'15-101 t)f ~ _(&), .a 'tba"' tbuefcn-e, the Conrad 
CO.at ~-··sh&Uao~ '- ...,_ tD JleSOt.!&UDa PriCes a4ar .ftxe4-Jtdce 
contract. "'their .. ~ (l)_.ror __ tbe ~ ot ~ e4rlao~ nport. u 
reterrect to ID. ~b. 3.~ IID4 (2) 117 the. CootractSq Otticml to 
tbe atezl~ trhe7 ..... l~ a4v1Nltl•, .... -~ pS4e ~. . 

.c 
Ol'f 
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Problemt. ~ proyide .. e4vuacct cow ot 'tb8 -Cos\ PnaeipliJI '\o . 
· Coagreaaman Mshon.·f• ·iafonat~· 

Dil!cUS$1on: · n. attached letter to ·~etiBD.lehon $.e d.eaigDed 
to a.uora him v.lth an adVaaee. cow.· ot tl1e aw Cost PrS.Dciples • 

. We ·bave· ao. ec:maitment to cle&r oUi- pr1Dc1plee with the Bouse 
Appr~t1oaa ~tteo prior to tbeir p.lblieatioa. We feel, 
hawevct~ ·~t we 1&hOtil4 pve .the ~ttec an a4vance cow 

· as a -.tter of C01.irtc.cy 1D viev ot 1ta austa1Ded taterest 1D 
thiS 8\lb.ject. 

,!teC:,C!ll21ellda.t1on: t'h&.t 70\1 lisl the attaetaed lette. 

Concurrence:. AasiGtant Se~ of ~nae (Camp) ().kt. ~) 
General Cottmael 

.. 
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•, ... 

I em Snclosina.81l.~ Cf1ir ~·a·arii,.!oD·of·ibe b4·.~-
~ BeSU]atioD.OA·~ ~J~ Of·~ Col;t Pri.D.cip~.···: Ve 
expect that •. th1a Beviaion v1.l.l be ~ ottici&l.q b¥·. tbe ~ 
P.rintiDa Oftlee on 2 lfoveaber 1$5.9.·. · ... ·. · · · 

.. ~ . . -

~ ))epartmeD.t t4 ~ baa bee~ ~1Da • reviaioD to •. -. · 
Procurement. 1te~t1aDa Vith J-ea»edi to ~r.ct t0at PrtDe1ple8 ·rear •. 
eonsiderabl.e .per1()6. ot t~ •. · ~ver# u I ea .8Ul'ie .~ will recop!se1 
WS ie · a· Mgbll ceiD.plleated. aDd· contn..'Wel:-81&1 aub~cct . &Dd one Which 
sene~s·· a viae 'Var'i~tr ot 41tterGnt -vit!n a. to t.be treatment VhiCh 
ahoul.d be ~~ ·aacli Cle~ila4. eoet eleal:rt.· · As. a Nault, tbe obtaill
ins of a degree of &greement on th18 eet ·ot Coat Principles baa been a 
slav proceaa. 

. 
The Department of.;.llet~ baa ·been UDder CODS14erable presaure frall 

several Ccmgreiusi9na.l Oc:ICDittee.a tO ~ a canpreheD81ve · aet ~ 
CoSt Principles Without fUrlher aelay. J'or 11\Y own .J)&rt, I am convinced 
thB.t it is mm-e illportant for us to pramul.gate our current propoaals 
VitbO'~t ~r r.etibeJDe~. We ·v1U1 o1'. cOurse, loak ~ to tmy 
cbanges wh1ch may be Decessary after ve have Mel expU!.ence Vith these 
Prineipl.es. 

We have affo~ am;pl.e· opportunity ~or Irldu.stry t.o provide connenta 
and· ~stiona vi~ respect to tlde mv Refp.ll.a~1~. ·llhiJ.e ·ve expect 
that Xnduatry 11-uJ.. tema1n qu1te cr1t1cal of the .new Cost. Principles, it · 
1s iirJ feel..ing tbat .our pre•nt ettort. is ~ proper course or action for 
ua to ·take. · I f~l sure ·that )'Q1 Y1ll c1es1re to .1Dcarparate these 
Co~et Cost Jlrineiples into· ~be. Feaeral bocurement Begul.atlon. · In 
thiS eotmect1on1 we have been ·ill COZHJU.itat10n at. tbe' 8tatt level with 
the Ata!lic &JerQ tmm'uiem and the .Rational. Aenmaut1cs and IJjaee 
Mair:dstration 1fbo have laoth 1D41cate4 11Ubat&Dt1al ageeilent 111th our . 
Dew JieSU]ati«m. . . 

· ... -·. 

llu:lOSID'e .. 
Contract Cost Pri.Detplea 

Honorable J'r.lnltli D Q. J'loRe 
~ 
General Servlcu Ami n1 atratiOD. 

Copy to: Mr. Pilaon 
Mr. ICilgore 

~··:i-: . 

Prepa.rea · b¥: JMMaU.o7 I 3ia/19 . act 59 
317174 X-'12026 

Coordiilated Yith: 
Mr. :Bannerman......_ __ _ 

Mr-~----

:~ 
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. Problem: . !.'0 p-ovic1e &11 .avuce COli ot. ~ Coat Pri.Delpllta to .tile 
Geuera.t SerV1c&a ~lall tOl.' 11ator2:aticD aD! rar JOSS1ble 
use· ia CODilectsan 1r'1th the 'J'e4eral ~ Regulatlca. 

J)l.Seuso101'J.: _!.'he·~ ~ces ~ion~ been.-re ot· 
our· CQDt1md ns. ettorts over ~ pust. ~ jeers to reso1ve 
the. problems whiCh ~ et:CC"'prded our ~a to prama1pte a 
~hemiive eet Ot Cost PriDc:Sp~. !beT lave DOt takeD u 
active pari;.~ th:18 pro.1ect, preferrSDs ~ await the wtCCDe of 
our ettarts. -~ -~Dt ot Jet~ 1e tbe Irilat7 .user ot 
~ Pri.Dciplas ~ -~ tl.tbcNGb bOth AEC aid IW3A 1dll · 
haVe use tar Cost' Pria:!ple.a. ~ bJr other OoverDDeAt agenetes' 
1nel\.1d.111S GSA.· W111 - ·t.Ae1gn1t1aaut •. ·!'he p1rp0ee of tbia letter 
s.s to adri8e Mr. F1oete ot the ~ta ot our ettarta. 

Beconne!ldation: 1bat JW •tan the attached letter. 

Ocmc:urrence: 

: .• 





~:·;. :_ ~ . 
.,:. 

.. ~ 

.. . . 

-.·. : • I 

3.\ ~--.. 1 am l!leloau,g an a4Yai1ce ·COFI' of • Jtevia1cm of._ · ,._._ · 
~d Serv!cee ~ Jleeulat~ em tbe eubject-Ot ··=· 
Oontraet CoSt Prl.nei~. ·11e expect that tlt1a Berts1on 

· Yill _be! ·_41stribtlted otticia''Y ··by tbe GoveJ nwent Prilltilla · 
Oftice · ·on 2 liovember 1959· 

I am adviecd ~t Rmber8 ~ the M.SA. Raft have 
reviewd ·earli~ ~ of our aew Begulat1on 8Dd have 
expressed ~ viev tlvit 'these ·aost Pd,.oc!pl,ea cou.l.d be uaed 
"U.t ·l'IAM. _In v1ev or: the taet that bOth -- AD4 tho Depart
m.e.nt ot Defense have. ·Dariy· c_•_m,!Qn contraetora, p1rl)088&1 aD4 
interests, ·x t.h1nk it vei:y dc~irable t.llat our ll&'prcQeh to 
coats under Oovemme.nt coirw-acts be pa.rallel to the -x1mm 
}n'acrtiioe.ble extent • 

.Inclosure 
A.~ F.evieion 
Contract C:O.t l'rl.Dc.lpla• . . 

Hr~---Jobn A. JolmeaD 
Gelleral ~ 
llaticmal Aeroaauttca e4 · 

. ~ jtb1n:J stratiae 
l.S2D Jl Street~ Ill 

.. ~ r. 

eow to: 
Mr. Pilson 
Mr. Kilgore 

.···.: 
. '-'"' .io.:' 

Prep&red by: . .. . --~ . 
JMMalloy/ jm/19 Oct . 59 -

3D774 X-72026 · 
.. . . ~ .. 

_. Co0rcl1nated vith: .. ": ~ . . . 

Mr. Ba.mlerman ···"'"· :·-----Mr. Kilgore 0 •• • -------

~ . 
' 
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ARTICLE Ql{ mE DEPA.R'litlENT OF IJEF£im: 

~-viSION OF !1'HE COI1lRACT COST PRmCil'US CON'l!AIHED 

. n~ TliE ARHE:D SER'ncm PROCUP.m~~ ROOUIATION 

SECTION rv, PAm'S 1, 2 AND 6 

B1 Ed\Jard T. Cook 
Contract .Audit D1TisiaD 
otn.ce ot tbe Ccm;ptnl11er 

at the 1av 
VaahiDgtc:m1 D. C •. 



-; .. 
. r.· 

Jl7 tbe plb11cat1CD ot Beria1aD Jlo. 50 c1ate4. 2 llovadw 19~ to the 

Armed Serricea ~ ~"atlca, tbe ~ ot Deteue ia8 

issued a IIIJW eet ot eaatniCt oost pi.Dc1plea rar uae m OC'WDfiC'!t1CD WS.th 

~ aD1 zresean:b ecatmcta V1th CCIUlA:Sal ~. !be ..., · 

pr1Dc1ples v111 ~ tboDe IIOW iD the Amo4 ~ Procureaeat Be8'1· 

latioa and Wile they JJB:t be. tecmdca''Y 4eacr1bed aa a nviaicD ot tbe 

fonoor cost pr.tne1ples, they are, for all pract1ca1 p.trpOSea, a new aZid 

qu1 te diftcrent c1.ocuzreJXt. However, iDaofar as applicatiaD to cost reim-
J$ 

bursarx!nt typ! ccmtraets..-. caDCeraed, the3 appear to reflect seue~ 

past practices :rather tbml rxzq exteDaiw c:hanBe in pol1.ey. \be or.lg1Dal 

Ec!cause or their use 1n cwnocticm with fixed price type caatracts, 

even within the lJ.m:lts specified tbere1D, tbe Jle1l priucipl.ea v111 have 

a J:UCh broader Sz:p.ct em tbe buG1ae8B C<Jm'Dm'tl' 'thaD the old pr1Dc1ples 

W1ch vere ~ tar use ~ SA -ecanect1cm vlth COIJt z-e~ 

type Ctmt:Ni.-ta. Die De¥ pi.DcS.plea 11111 be used b7 .both ..Utore IIJd 
·,. 

CCil'traet1lls atncers ot the a1l.ital7 ~ u P'"• ill t.be pre-
... 

paat1aD ot 84Y1aor7 ~ l'eJX'I"';a 8111 ia tile aegotSaUcallllll 84-

~tiGD or tt1zcd price tn- owt:taa--te 1dlexwver ~·or 

ccmtractors• cost data are Sln'al.Wd. Allals tbe 81tua.t1caa 1tbe1'e these 

principles .v111 'moub~ 1xt 80 used are redetcmdDaticma ot pr1ees, 
~,(, ;i= 

JtrtciDG ot 1acent1ve ccmtracta, tezm1mt1c:11 118'ttlemlmta1em)Dit1&1 



··~ :. 

o:. ..... r;._ 

n~ ~,,J,ell 
pricinG actians,A•••••• the 8IDOUDW to be pdd to the ccatractors are to 

be ~ted to. a 8UbstaDt1al. clegree ca the baa18 ot etateraeDta ot CQBt. 

!he Dew pr1Dc1Ja].e8 V111 a1.eo be used, SD the - M'D"''I' .. the . o14 

cmea, 1D reap.ct to ooat ~ tne ocatractaJ u.t u, t.be7 11'111 

costs •.. Aa to cast-~ tne--~~, ~ ~-) 

11m1ta tbS amDUISt8 that ~ be Jld4 w pile e~, ca .cCIUilt at 

41&b~ by tbel:1 to subcCZltractors, to tboae aaurt8 1ih1ch aft 

a.l.lovahle UDder the appUcable part of Secticm XV. It v111 t.baretare 

be prudent for p:dme ccmtractara to ioaOlJlO'lSte the cost pr1Dc1pl.cs in 

aiz:! cost-re1JriJursamexrt tne 8Ubcarrtracts eutered into b7 tbem. 

~ 1mportance ot the nev primipl.ea abonJtl BOt be c:werlooked b)' arq 

certified plbl1c I&CCCNDtant \ilo baa cl.ierrt8 eD€AlJld in ccutract work tor 

any of tbe mil1t&s7 deparbacJlts. It is ~ by the writer tbat 8Z13 

such CPAs carefUlly~ these pr1Dc1ples 1n or&!r tbat they~ be able 

to 1Df'orm their cl.1enta or tbe ~le 1mplct 011 tlm.r ccmtract Dego

tiatians and~. 

!Ihe et'f'ective elate of the DeW p1.Dc1Jdee 1 that 18, tbe time Wen 1t 

. 1a mnlatal7 tbat t.bey be used SA C•!t•e:tlca1. v1th D\"N cost tne CCD

tracta, ~ ~ 1, 1960. Bwev8r, .. -- tbe- tit other~ 
s-egula~, the ue ot tbe prillc1:plee 18 ~ e(w;; eo:S.S at ..-. 

~, eaaa1aerat1cD v111 be Si'Vm Sa the -.r 1\ltun. to 1twtt1e:r or 

DOt· e.d.8t1liS oon-mJihtlaeaaGt ine ocatn1crte OIUl 1ae MI J"eCI Ia ..a8r 

to peveaL a ld.t\Bticm 1lbera two 4Utereat etrta ot cost priDCiJ'H V111 

be ill ettect. lD1er 41fteftDt ecmtnc1ia vltb t.be ... C't6fCDY tar the 

e 



aazne period of time. 'lbe DeCeasiq for cleterm1D1Da costs \Dler two 

ditf'erent eats ot rules could lead to CCD8idembl.e 41ft1cultiee1 J*rt1Cu

~ m the cwerbmtd u.. 

It aq be ot. iDte:est to DOte t.bat the 11tV piDc1plee 4o aot fttlU;1z.e 

that ecutractors ar prospct1w CCiltnctor8 8Ulmllt their eoat pzewta

Ucas 1D ctmran4't7 t.hel-evit.b. Bowvw, .~ Wo. p-epare oon _ 
prescmtaticms 1u accor41mce With the DeW pr1Dc1pl.es vU1 be ''tel7 ~ 

benefit fran a reduct1cm ~ awlit time aDd 1Dtertenmce, u well as ex

perience fever tequests tor accouzrt ~s ad data breakd.owns as ccm

tecpla:tod by ~ph 15-bo3(d). ~ pr1Dc1plea do, as above iDdicated, 

require tllat contractors' coat presentatiaDs be eva.l.uated by a111ta.17 

de~t auditors ani contracting atricers UD1er the rule8 aet out in 

the docl.Zlellt, but in reopect to tixod price caatracts they are clearly f'\ 
1D:lieated to be GUidelines. 1bere 1a 11011 VOli1ed covera.se or this latter 

point 1n Part G of the pr1Dc1ples. 

~e relaUve pros and coru; ot ·requ.iring the uoo or cost principles 

own as A £U1de 1D cca:mecti.Cil v1 th tixod price. t1PeS ot contracts can be, 

DDl bas bcan1 debated at lm1E;th v1th1Jl both the nepa.rtuent ot DefeDse and 

1D:1ustx7. t1111e Q>Od ar~ can be ~ an both ld4es of this quesUcm, 

the ve1Lj1t ot ev1deoce. jJ'd1catos tbat -a real Deed ex1ated tor 1hele _uw 

pr1Dc1plee. :r.c~, tbe7 are·''bll' to pon or~ bel» 

to cartractor8 in INl:sd:ttJDS tbe1r pr!ce Pf0l10GQ1 • SJa tbat tbeJ vU1 Jmow 

SA 84vaDCe, ill ft&p!ICt to • zatber oaa;at1thlm81w ·u.t ot oon tte. 

treated m Jl&l'&G1'lil 15-205, UJe atU:Qde ot the Depu1Be.at ot J)etaaae. 

Sane people have touD1 it han\ to lmderstaM ~ tbere aholll.d 'be a 

Deed for a eet at coutmct cost pr1De1pl.ea J'Ub].1ched by the DepB.rtmeut 

3 
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of Dcfonso, except JX)Gc1h~ tar cost tnn ccmtracta aD1 tor 8C'ttl.eslrmts 

of term1mtlCDS Uoaer ftmd price tne eCDtracts. '.!bey bave pWrted 

out ma:r t.1meG t1aat after au 8CCCQlt1Da pi.Dclpl.ea ue rather·ve11 ... 

. tabl~&Md b7 pab1Jcat1cD8 ot the ~ IUti~ ot Certlt1od Jlub1S.a 

AccCQZtazi~~ eccOUiltS.Ds text booka, t.be llrter.aa1 ~eveaue eoae, ftl'i'-

UCDJ. ot tbe a:, eta. AJ.so, SA t.b8 ts.m1 p-ice ana it u a pr1c8 *1ch 

is to be-~ aD!, *Sla 008t ~ aq, ..t ~ 4o, 

pl.o.y an 1aportaDt part, tho nal obJective is a lll'tual.l1' aat1afactor¥ 

total. price ntber tbzm the 4eterm1Dat1CD ot ·tbe accepta.bS.UtJ ot Ur11-

v1dual itc=s or t;nes ot costa. 1rlrat tb1s 11De ot a.reunxmt overlooks is 

tbe vital tact that bfl11QlS of "o1 lara at dcteDse expe.u:U.turea 8ft 

under types of CODtTacts \tlexe, 11\ the last ~18, the p1.ce S.S 4e

penicot chie~ up lkDlCQO•a evaluaticm of a iaet ot cost ftsUre8 lNb

mittad by the ccatractor. 

'Wbat tbon are the 'bas1a reasaas tor ~ ot a 8taD1ard aet 

of rules, even as a oWlo m tbe ccmsidcrat1aa. ot costs leaf11ng to tbc 

DCr;otiaUCXl ot fixed piccst Bo Cb1bt 41ftwwt Ud1vs&n1• vaul4 9ve 

~t diftel't!Dt aoswro to tb1s questicD. But the ch1et nascms, SA 

the vr1ter'e JdDl, an: tint, to t1U the 1Jdtlazace ftlC\8• :JWIJcated ~ 

tho .~.csaams ~~ ~eecai, • 88CNft ~ ~v sa~ OCD-
.. 

814eratlcm ot. eoet ~ t.be 'war1ou8 8114 a't:JJer aumuoua ••~wntD 

IIDd ecbelnDe at t.be ~ at Deteue; _aat t.ldJd, tbe ~- ot 

cost tTactzieat weans .. ~ tnea ar·· .Ctcatncta 80 tbat 110 ciie ~ 
ot ctmtract vW. be ..-e ar 1aaa attracttft to either the ocatzw:tar or 

tbe Govermart eole~ becanoe ot a cUftereat ~ to the acceptabW.ty 

of costs. 



•· 

ID tb1nHns over this -probl.sm1 :lt 18 1m,portant that 'the nader 

nm'J1ze. that w are DOt ta'k1nc about fixed Jrice oaatracta Were tbe 

picea ue eGtabl Sabed u .the zesult ot tcmal. a1"ve11 t aiDS• !ba uae ot 

cost JlriDCi»le8 1JD!e1- tbeae eoaLNcta Ia ~ Umltod to temf.zatlaaa 

V1th occaldcmal iDstwM*J at uae Sa -~ nv18ed picea beoau• 

ot ch:mGe& iD wrk oz QCC!tscaticma ar&tr - t.b8 Govezia&lt;. 
. . . 

Aa j;o the prov181cma or tbe IM!W priw=iplee, tbe ~can aa4 AoH, 

to a lo.r(J! exteut, BP3Qk tar ltaelt. !be· ftnt tbiDG 1ib1cb v1U be DOticed 

by enycoe capriDs tbe oev FfDc1ples w1 ~ t.be al4 18 the sreater lezab-th 

of tho documaat. As w1l1 be seen trcm a ,eNSal. ot tbe text, this 1a clue 

princi~ tQ tbe ccq;arat1vel;y exteDDive trce:tzelt af' each or tba ae

locted coot itams 1D place of mere l.1st1DGB or examples at •''ovable 8Di 

uaall..awnbl.e cost ·items 1lb1ch were used in t.be ~ ·vers1cm. 

ot pu-t1cul.a.r a1G11f1csDce to e;ay prospective ccotmctor 18 tbe tact 

· that advance - are augseatod. m ~ 15-107 t.n respect 

to a:r:r.~ cost 1tems Wich 843 be cU.tt1cu1t or ca1trov'crllial 111 tbe case ot 

neGOtiated fixed price tne cantractG, ao wll as 'UIIler cost re~t 

~ caatracta. 

!l!le diacuasicm in - 15-201.2, 15-3ll..3 aDd 15-2Q1.4 is 

~ tor cazeful ~ adzlce it 18 SD t.heoe ~ tlat the 

t1cc ot z-"CC..Pb1eae88, Sa ~ u-an.3, lbonlcJ fttCeift ~ 

1ar attatiaD because tb18 Sa JSJcel7 to be tlae lre7 to aoat ocat1Vnndal. 

81tuat1cas. !be .w p-1Dc1ples laziJas cut ~ eeJ1a1a &S.PDCta 

which have beeD berotafOte ~ but *1ch lave IIDt beaD a pa.rt; ot 

' 
J ~ 
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the witten re£Ulet1ansl such as, lack of am•a l.eDctll bnrsa1n1ng, lack 

of canpet1 t1ve restl1i1Dts, 8D1 aubstaDt1a1 Szlcreaaes iD such 1 teas u 

caatracta. .. 

9le CQ4iil"'t1ftl.Y ezteasiw tt•tuaat ot 41rect costa 8111 ~ · 

costs, Sa~~ ID115-203 :res,pectiftl.Y1 ntlect8 au ettort 

A brief }l1cture or the treatment of tbe selected. cost 1tesDI covered 

:sn ~lh- 15-205 or tho ncv Jlr1Dc1Jlles is proso.utad 1D the tom or a 

item by 1tem chart Wich 1s JriDtecl (11 ~ -- aad --· 

A d.iscussicm ot tbe ChaDSeS 1n detail as betveen the DeV pr1Dciple& 

aDd tbe older versicm m1{#lt becCD:! ratller 1eDetll;r. ~ 1s because of 

the crea~ cxpa.1Jded c~ at the selected cost s.tema. JlaileYer, 

t.bcrQ 1s ~ncl~ed below' a brief d.1scuss1oa or the JD01:Ie &1011f1cazlt 

~G: 

M-vcrtiDinr;: (pa.rap;a.nll 12;-al5 .1): 

~ tcmJm- pr:1Dc1ples UQited. all.owab1e advertis'ne 1n trade &D1 

technical ·Joumala to ads placed tar the p.u::pose ot orterma timmcial. 

su;pp:rt to Ule ~· ~ 8JC'C1ftc ~ .. to t:JDi'J'CSa] 

azpp:u t;. bfdDs tba JIZ11I08G of t.be .S. 1a liD 1m\sAr Jm],_,., J !lowe feZ 1 · .. · 

this 4oe8 110t ~ to wpzoamt a o1MPar m J01ie7• !be IV'I1aa4 var4-

ills abaul" e11'"'mte tbe OCDtzvnmdell 1d:dch ltaw llCIIIJU.. ar18aa m 
tbe p.st 14JeD oaatmcton vent ooafla:ted v1t.b the 118Cei81V tar~ 

tbat pn-t1cul.ar advert1.semeDt8 wre ;plaeed ~ tor the pzrpose or 

6 



affcrine fiDtmeial support of tm pib11caticD SA qwJatiCil. It v111 be 

noted that .a.. 'ib1ch otter p.-oducta ~ 8erY1ce8 tor aa1e are ugal 1 owabl e. 

Specific prov1&1cllla also .ae tor all owme ot .a. coste ot ~ 

t1cm m amib1ta, 89*sn with the JlrOVf.80 that. t.be8e 81QJ'PJ1eea ~ ~ .,_ 
a1.l.owac1 s.t Jll'CCluCt8 ue otteN4 tar ea\e. · 

. . 
CczsPE!!!!=tiOD for PoracDL1. 8em.ces (JB!!l?rBlh 15-205.6) I 

!hils subJect Jlu beaD V.te4 ezt.eaa1~ 1att hai the ...,.,pWit 

ot actual pracUce ~ are tw ~ or m snsttrcre. It ~ be fill 

mterest to DOte tbD l.Sm1taticD SD (a)(l). 1ib1c.l1 nstr1cts amauDts allow-

able to those 1ib1c.l1 are p.umiss1blo \ID1er tbe .III.te11la1 Blmmue Code, t.be 

provision tor a.l.1owaDce ot corx;enaticm to pn-t,Ders aD1 ao1e propr1.etora 

\dlcre services are· ren:1ered b7 tham in (a)(3)1 ID1 tbe UDOl.'lawab111V at 

· the cost of stock opt1cllS 1n (e). A], cmnce or ~ ~ :J.D. 

ccntive caapcasatiaDj i.e., •'profit abanDe plaDD", 18 DOW aetiD1~ 

praridcd far 1Zl eub~ (a). 

Depreciation (p:rar;rapb 15-a?S-91: 
SUb~ (f) permits a'' CN'UlCe, lDler the circ:umB'taDces 

dcccribed tbereiD, of a use cbarse far ~ depreciated assets v1thout 

a GpCCific ccatract provi.ld.GD. 

I:aterest and other F1Dmcial Coste (puyralb 15-205.17)1 

... 41ea' 1 OYaDCe of Saterest tollDn the ..Utfczaal sattem Wt 

S.t 11 JlCN' exteD1ied to tem2mts.aa.a- ~BII'Gil ot tbe awpl 1 cabSlt1;J ot tM 

IDsses em other Ccmttw:t8 (J!L1'!Gl!lb 15-@95·19>: 

5he vord1llg GD th18 item bas beeA capl.1t1ad aJ¥1 ~ 1D 

., 

(', 



cmicr to J!mko 1t um:dstakabl¥ clear that a loGs Ul.lder azr:1 other carrtra.ct, 

rea.uUJ,esa or itn type ar papose, a uua]]mmb1e. 

lhtcr1sl. Costa [lBl'BGJi!e'Th 15-!!05 .~)' 

(b) !he las\ eaateace at tb1a ~ ~ qec1tSe 

COV"C:raQ! Ot_ OUGa ~ caatraetora a:re \mable to take caab 41scauata 

because ot c1rcumstaDces UD4er lll'cb 1t woul4 DOt be rouonoblo to 

~ such 41acouats to be takrm aa4 prov1des that tbeae lost Cl'ecCUlta 

n...~ not 'be crcd1tcd to coat&. ~bas been a c011trovers1al po1Dt em 

oceaoion 1D the past. 

(c) !lhe wo.~ 0: this &ub~ doeG not cCil'tnin the proviso, 

-mrl.ch 'WaS 1n the old principl.co, to tbe ertcct t.b.a.t ill:Ytmtor)'" QdJUS't:ments 

could. not :lneludo "wr1 te-dawns.. ot value. ~ 1Dc1us1cm \r.l& DOt causod 

by a clr.ncc in \'Ur.,rp:d.nt1 but ~to l'eCOGQiZe the :tact. t.ba.t the in· . 

ventolj" adJU3"ta:mts bcine d18CUilscd rel&"~ ~to t.he c11tferences be

'tYeell Jily&ical iuvcntorie£ ani book 1l:zvcDtories 8Zld. therefore "write-ups~· 

a.nU ''-mte-downs" of va.1.ue ere nat 111volved. 

(e) ~ 1£ nov specii'ic p:rov1s1clD for acceptance of chn.r~G 'for 

1ntcr and Sntrac~· tx'ansact1C111G em a price bad.s und.er the circt&

stances CN-~1 m the DeW FiDc~a.· In tho al4 priDciJdes, tbt: .pi.cins 

or such tnnaters was 81DlG ~ 1\ema sumeated ~or ~1t1c ccmtftaatual 
·:-: .. ·• 

considera~CIIl SA JVt ,. 

Pl.~Ontraet Costs (~ 1}i05.30): 

lpec1t1c ~ Jau DOW been .me· ~ aUI1&J!mce or pr;\l004"1::1aet 
' 

coats to the edeot tba7 voul4 11ave beeD. all.Dable it 1Dcurrod at'ter tJae 

®to or the caatr&.ct. It Y1U be observed t.ht.lt th1s 11;(!& 1a nll:o an tbc 

8 



- ,• 

list in ~ 15-107 ot items 1-e~ Wh1ch advauce -

are~. ~~precontract costa required a.spec1t1c ocm

tract provia1CI1 to be a1..1owabla. 

Pl-oreasicml &em.ce ·Costa (J&l!:G!!IIl 15-fP5.31)a 

t!le aev p1r1plf!l ~ tbat ft!ta!Der. tees s:~ 'be a11:w4 t.r 
.to,,, • ' 

~ 1r¥ erideDce or 'baa& titJI: aerv1ces ava118ble ar rea!ered. ' . 

FonEer~,··.·,t had been ~bel412nt ~ rees wre ·al.l.oeb1e.· 

~ 1iblW! ~nieea 'Were ~ rea!ered. 

Rcntnl. C<Wvn (lJtllUL~Ih ·15-205.31±): 

D"; ~-ao:apb (b) rentals an a:m ~ cr 1ntcrdiv1s1cml 

bcs1c n.ro limted. to the ~ eostc or ~-n:h!p. 

!the l1Dita.t1m m co.l.c ~ l.eascbnck a~ 1n ~~(c) 

should l:e ncr~. ibis DrN rcqu1reG a cart:ro.et pt'O'Vic1on frr em:~ allov:mec 

to be t:Elt1e 1n excess or I10l"ml. OWDCrSb.ip coats. 

Reoon-~ azn Devclop:eut Coots ('J!l!C,.~ 12-ro5·32z): 

!lllis ~~~t aubjeet bas been t:rc:rtec1 at. cans1d.crablc length. 

PirGt of ell, dcf1Dit1ans btNe been prarl4ed for las!e msee....~, applied 

IID:l contractors' ~ c1eve1ope.tt. Both catep-!ea are al.1owBb1e 

v:ltbin tb! 111:11tat1c:ms ezd sUbject to the erlter!a stated. 

· . ~. errect ot the DeV ~!plea ~ be. to allDw ccmtx&.-tcn 

~ ~ v1thout the qeciftc OCIItraet .Jil'OV181CD Vh!ch_ WlUI 

ftqU1red UDder the cld pr!Dcipl.ea. lll adcUt!al, tb!!rc is prav1s1a1 ill 

~1 (f) rat- costme the cclnt.mctor•a zeoecrch rm4 ~ 



/ 

EC-..'}llmi:itures, f'ra"l the ~ of app1..ic6l,ticm. of imUrect GDti ac1nrln1s

tra.t1V<; ex:pmscs to INCh costa, m CQDfomi'tJ V1th 'tho accouut1D& Jll"BC• 

t~ esta.bl 'sbecl b:l tile ccmtractcr. A Umitat1cm bas beeD Dnl'Wied Ja 
.-··· .. .. 

~ (s) ·14lich ll'koa reaearch 81:11 ~ ooata ~ ta 

par1.cXl8 Ff-or 1;o tbe fDmU at tbt: ecmtrz:.ct VM' 1 OW2?J e mJ ass 8UCA ex-

.pm:Uturc~ .. iro a~ pu.-t. ot p.~ caats. Die text or .8\lbJlUa

srnlfl (b) ~DCllxles cr1zn1ni~tJ.ve E;ddcl1JlCS ad procea:ural ~cm8 

.. 
r~:Llin; Co~~z (tx:,::::..;pph 15·205·31): 

SublXlr'~":.Pl (c) ~ts t.ba e''ow.lee or 5aleamen's or ~ts' 

fees CJ¥l ec:m:.cl.$zio:w to bema.~ ~s or oe''""u ~1ee ma.1n-

to.ir.r.\!'11 by tl~ co:ltJ."a.Ctc.r for th3 ~ Gf ~ buaiDess. lA tbe 

olJ principl~li 1 lXl-~:Pl 15-20~( Q.) prav1.dcd. tba.t ccw;m &t1iQilS aud 't<Gloes 

ill COD.Ui.,~tian with cbtoiui~ or r.cW"..Ja~ far s:wer.ament contracts were 

,ma,lcr.m.bl.e. Howwr1 it is ~t to DOte the last senteuce ot aub

~-crn!b (b) ldlare the fuctors ~ Wh1cll plloc.Jlbility o.f •ctl''ne coots 

Y..ll. be 4ep1Clcnt are Jet <Nt. !be ezWyw1a 18 CD tba ~ ot 

rcsscrable beDefit to tbe ~. 
. ., 

femimtian Costs'~ 15=@35.1&2): 

INb~ts 1D t.be aev oaet priac~lca v.U1 ~ t.be ~ '4r'ch 

have pre-w'i~ been a;wl'CD.,\Je to tcmiDatiaDa 1a AL'm1 SectiaD VIII. 

!rho ~ 1n the traatment or :S.uterezt os ~Enti.wrJd aoove 1o ~t. 

10 



····,otrJ. 

j· 

/ 

fJ:c.1ninc. tmd ~t1cx1a.l costs . (.p::raGram 15:f!?5.1tlJ. >: 
~-~ •. ':· ,,.,_ .......... Ji!l .. -· .... '.• .\! • ..-;.~:;' '* '",.,.,.,,,(~;-\.::~.t~~"'-~~~~~_., -~/ '-l·_-·~ ... ~.,.;' ........ J..~;-~·.-·:1,; :. '" ·- '. 

, ~s SUb~ ms··bcen slveo. rather exteD81ve treatamt • 
.. ··.; ).~.,i -v~- ' \/ ~-:;'""~ :·~;{',, .1~ ~- .·-~· . ~.- if.:~· i :..: . .,:_,11' ·, .)· ~:".':._,:. ·_,:; ~~},:i::;·, ~-- _, f'~ h' ~f ~ ~,, ~ :. : _.: --~ If''··· '_ ._~,. ' < . . '. ~ ~:- -~~~ ;"·· --~;; 

~~ ~.~. ~.~~~,~~f2!8 ('!'_.~~~.:~ !l~_,). ... ·.··-. ·~ . . ·._._..l_ii_: ... . ·,.;... ·-·~·-· ' : ~,-;If.,. '',· j~l •• ~ . ~ ~~4-·~~~r~l~·~~!!"t, ~- • ~;<<fl"~l: 'l"""t'J_:,;~-~-~~: '• ····-~ ,·· r1 ' • :-.: ,..,.. • .,,~;.._ , • •·' • •• , ._',' -~~.t: l 

~~~! .. ;~~li*ll~~~''~~! ~rrJ,}'1 .. ~ ;~~~~ 
~~~;~~,~ .. :~~<J'e ~!'.~''-~~~·":~aspect • .... '· "···~ -~· ·.·f;.t··.;r: ~ . 1-•·-t··~.> .. .,:· ~· .. 1<11'·''~· .• ,-.,, ........ .,,~~-·" ·'lit ·.• "'"'"!; .,. .:. 

........ -~~ .. . 

,,.1 

.•... , .. :";1' '· ~ 

' ··1>,.', 

: ··~ 

'·= ·~ 

.n-~ 







·' 

"~; ..:., ___ _ 
): 

( 

.~·= . 

-::.: ·: 

. -.. ~ ' . 
FRO:ill»>: To turnish uta on recruitment_ ·_costa ot ~1neeritlg '-.ad~--.·_.· . . 

... , ': -:·::· .: ·. ;- ··. :_ ·":· ·-~~ --, . ·.:>~ :,:·:~--~ ·r~~:·.-;~;-~:',{::~??~: .:_.=;~;;::~:· ·:' .. t·r;~i.~:;,:t?.:~ ;x-jf j;.tt:~t;;;~~.--<:?,:,:~~Y;-( .. '.~:~-~;:('/1',··~: c. ~:t.:f-·>':~,:t~:5::\*~t~I~;:~.-~- -~- ·. -.~ ·._ =: 

se1eDtit1e ·pers.o:inel..&e ·requested 'by·_-~ ~~Ccllai~~e on~··:·.!?~,~-~--~: :-·· ··. 
. . . . ·. •. . . /~ · : , . '-.'·>,:.~,.·::. c:~~·\: : : :; _; :·:: ), ~:: :~~; :~ip~i .'' ~-r:J:;;:; ~ '·' · ··; .:·'1l~fJ.;. • · : • 

Util1ut1on ·or the ... BoU.ae Caaittee on Post Ottice &D4 C1Y1l se ce;~~->-.·,:, 
. ·. ~ .::_ < \:. ·-:·~{,. :~.>~- .. ~~:;,(\i. '.~:.'f..<~~L-.:<. ·-~~~-~\- ._-.-.?.i:~~~,;~~~-~ (~::; -·~ ;~·~~-:~·~:;.:;.~~~~~~~~,-~~:~~,~-~~~i);:.:~;._~~~~--~)21-ilt}· .. 
E.A:'IDROUKD: lD a letter.d&ted Ja.naey 20, 19Eie), 'Chaima.A Jailel~··c·\t!r:· 

...... _.... . -.,;~-. . .~: .. . ::- -~·):f;~~:<·.:· j~ :~.~ ~~-~;·~::~/~/r -:~:- ~\:;_j :~:: f'!.: ·. ~~-.-.' ;-~:~: ·<::~<~1~--;~~t ····. 
Daria ot the Sub-Ccsa1~tee "quested. a· ~rt em. ~raat;mel reeruiti.U > · · 

· . ·. .. ,-A~~- . -~· .-· .Y· .: ,. · .. ;: -~ -~~- ;;~~~·?:~~;:::;.-,.i·. '::::;;:::~:-;:~: {-~/:~?~~~' . .-;~· :-:~:;~(~t:.:~;~:F}/' ·:'f:·::.'\?::.~r: {f)tt~~~~~'i\· i:.: p:::=_::),~· :;~~;y~~t~F~ . . .. , ~: . · :. , . ; 
eoets 1n F"! 1959· ot .a .. ~e of DeteDae ccmtracton, 1n order :to ~ :·. ; ·~·· 
. . .. . . ... : : . . . . ·.. . : ·.· .. ·. :<·_ .. : :·:·:.~ :> .:.~ .->~-.--.-, ;_~ :.-'if-.:~::1~.:·:~:,~~=·~~~: .·.).'~:f(•·.:;·r::,:,.:::: .· . . \ ~:~~~i·~t-"?::.~:~:-· . . ~~~ \\~;i~-'· i-:·:>:'~-~~~~ \· . ----. ·. . .. _: . 

t.be ef!ecti·veneae ~f Det~·~---~~-~1~ ~ "~~ns _th~ -~~~t \:·;_~-:~ · 
. . - . . . . . .' ... . . . .- . . . ' . . . \ . 

~1tu:-ea by De~e c~t.neto~~--·; .· 'l'he req.ue•ted .. _•t~ ~ele4:· .. \i~;.,~~t.::\. 

6 r~port tor rt 1956 ~eh. VaS ~~h~.:~- the~ ~~t~·~ l~er; .\~~ .. ,· 
; ·. 

n :1959 et~ vae_lla1t.ed to eagineera aD4 ac1ctiata v1tb 4egreee or: __ .:\_. __ .. +·:·:_..::;_:r{ 

experience equivalent to a de~e, vhlle the earller·.~'au. ~,,,, < \·;!4 
... . •.. •t.: ._ .. -~- \ : __ ··~~:: 

contain Ulie l.1JrJ.tat1<m aDd theretore·alao illcluded e~rtina teclm1cal · 

personnel. • • •.• :·.·~ . .:- <. ~-. =-: .... : . ..:.. : ·: • • ... : •. .. ":.. , .. • .. 
. I"'. • • • • :' ~ 

-~ . -:::-- ·:" ·.:: ... 

· .. · .. ·- . 
. . . . 

DISCUSSIOI: The attaehed lists sulllitted 'b7 tbe A.nq, Ia~ aDd Air Porce 

1n response to tbe CCII&it~ requeet eont&in 4ata tor 102 cmpen1es vDich. 

ban been aee1gned maer1e&l codea to aw14 rnea.l1D&. their 1dent1t1~. 

'~ 
~-

• • :"l', -~ ... ~ • ~ • •• :_: • : ••• • .J . • • .: .. ~·,.. . ·• 

Of the tot&J., 76 bad a pre~nieranee. ot . ...:Les .' (.,re than· ~) too the . . . . .· 

Oovenaent vhlle t.he other 26 ha4 a;pr~eraDce of a.ie~ tc)''~~~-fJ 
.Orpni&a ti~ •. ~ , .• :· •_::_~;·,.~;.~:.':.~i\4~;-·t~~~·:t-drt;~i~l~fr~~&lJJ:§:t~~-~;~~~;~·~;?~!r~;:~;r~· -•-•·- · _ _ ·:i· 

· --ID n 1959 recrt.itb& ·coati .tor -~ u4 ··.c1Cltlata a~ . -·· 

~u·~~~~~~~ ;~~j~ 
- ccapa.re4 to ·$751 tor Cmpen1el ae1J1ni liol:tl.lto·~·Fftriilat&l·~.-:-~:< -~;-g:l 
· . · · _:.:·:;,: -' · -_~:.- .. · · .·.·.·: . . :,-· .·, ·:. -..-_~?.~r .;_··-:tr::_:_;:;~::.-.·:~::;_;:: :·•.,:· .·.-:::· --5,~;_5,.-_~::~.~:;.:_<;r:--");"!:f.::::·· . }-'~-~~:-~<::·\·.-;:=r\~· · . · ··. ·. <{~ 
· In 1-he ·cue ot the tomer · sroUP, .8ucb·. recna1 t11a1 co·ata ·repreacte4 $1..97.".· : :, · i''~··;;j 

per $1,000 of aai~., ..We 1Jl the'~-~ t.e'~tt'er, ~ ";.:~~ .~~- .; 



-., ::. ~~.··.·~-~_i?<r~: P.(-:~-~"h'#' "f?!'::;_:~ .?:...i~.-~ .. J' .... ~- ,.a:x;-t":- ._.4'¢. f . fr= .. ¥.- .!{::,.!• "'S~'Y-~~~.J?-(_ J r .. ···! ..... ocr:::~.-~~··:~ C . - __ .: 

~-,;: ';_~-:<>~-~ "-_;~~ ;_~:· : :-~-·("~'hF :;;:~: >>+:~: ~-{!f~: :~-~ · . ;+_,,.:::;:_~<, ~: :· -:·: =~ • -·~:-
- ~-: -~·:~~ .... ·.:;: :-:.-·.~·,._.-~·.·:.'~---· •. , ';· ··.,:.;-;;_: •'., •'' -·· ' .. ::;-.- :. -I 

H_ ••• ::'·--~ ._,,~ ·:_,..-_,:-: ••• {.~,;·;~:r_:=·:i)i-';;_,::.:~-:~3:·,.:~:'~-v~~-.. :.~--:::- ·_ .~\. :\"~~.:_ · h 

, . . _ . , : .. .. · . ;\·.-: ::-}~- ::·:-~_I,{;"~ }-'~t·I·>~::.';t:. _·it:- - · -. · ·•· .. •·· : :)~ . ·.-I 
/ t b~ail.eaa" gro~. v.nt to; ~elp-~~ ~~ ,as ~1ia: alig!lt.l,y ·- !}. 

~-~-n one-fourth for ·the "ea=aerci&J. buaWss'' tinU; ··;:: \ · - '· > ·'" 
,.,._,- ,( • ' • • • .~ • ' : ,. ' ' ; P • • • .> :; •• '·. • • -~·· .r {. ':. ··: ,~•. ·: -\:, : ' 

>~: · · . ·. :- .- ;f.?.:i.. ~;f.:··~:·.~-~, '>·:· · ;J _:-_ :l:'. ;;~·=:0-~=d~i~::::· .. }?;.; ~~·-::: \ ~~~i:~~~~;~~;~~:~,/~-~ .. :~"'~~<{~;.:) ~:;;r:.;_,~,}~;~i1t'/f;_:};~~/.~:-~;~~:~:~Ai~i~;~-'{~N?iif:;.~~;:?.. ·. -< .: : \-. -; · 
bu&illeaa" p-Oup_ .by -~oJ. ·U:i ·t.he other··grotil)~ b7 ~~---_-~hraoime]..--t~i va1 ·:-:-:, ··, 

.·. :->~_,~' ~~>. -·_;:,:.:i ~: _ :. : :·: ~-?{::-~:-~; :;::/.;}:;1-l-~~f.·~ ~-~ :5~-;-·./·c~~:L~:~_>.-;;f~r::_~~::~;;~A:>~~:.:-~.:/:.-~}:)·2;:;;;::·;~:1.~';:~:;~~-j;}~~~t~';_'¥.;.,&,~~4..\-: .. _: ·. ;: :. .. · ;. · 

.. 

-.-_.::_.::~·.:.:_:,:.~_=_·_·_.:· __ :· __ ~_.=~··:·_-~-----_·:·:·-~~-~-~.·_:_._···:•_;:~.;_· ___ .:·~·---.-_:_::~_._::•.·:.:: .. ·;_··.··;_~--·:~-~-~.j-:_.~_~.· ll~~~~~ ~~ -~-Z: _· '·-· ; ·. , .. : :· <--~~:::-·;·<;-l~>;;,_,:_',· .. ~;r .. :::-_:.:>.-.; .. --~~-' .;.~· .. · .. " ·.:·~: --~ . .._ .. :::,~;: :,,_., ::~---~- · ... ;·:f~~-:t/Y_':;;,:, , ·_ -t{ 

F ~~~~~~~, 

::~· 

In tabular tonr. the caf.puat1Te ttr.1rea are ~ toll.ovaa · · ·.·. _ : : ;. -_; p··,·; ~J. 
Reer~tMnt eo.ta ·.:·,"'~~ 

Fiacal Year 

n 1959 
n 1956 
~- Inereue 

Jo .. o~ Cf!!jj!~tes Per lev 11re . ·• _. ~ · ~"·,:::!! ... . ·. ·_ .. ·. . ... · ... - ... ··] 
o - m s; - 100 • o - 50 21,- 1m Il 
.:;:-~ ..... ·--. ·__ .. ·.·. . . ... · .<:·· ··:::':0~~ 

26 . 76' '$751 ,·. $1,022 ~ /1 
56 97 . • 551 . . ~ , ___ :.· __ ·, ·. 36;. . ~ . ;_,, 

.. I· :.:~, i 
... ··· . :.· {I 

Id -, ,. 1114 . , . • II . e:.t1c-~ "'Cillps.!w.el · · · · ~:: ·'·:·~ 

-ne~Fi~i:a 1~ -; :j; : . $~ '<>~,~~~·.'''1 
]j 1:s ~!eq~ ratio o: ~~ '~~-- ,.to.~~~.;;,.:;j.:",r:<t;,,,;;,~~ . . . J 

In tenu ot all c~e• ,in the au;il.e, thoae v1th a ~Dd.eruce _,;· ---j': 1 

:Jt --·· :...;;. - . · - ... · -·-.·-:·:_.,.c.::, .. _,: ___ -;·.1-~~-~----,>-'~·-"f· .::'.';·.-_·:;:~<-.:-{~\I},-~:.;::;>-)-~.-:·~:·::·::-:~;~_~ ... :~.:~'~-;:.-\).~-~,, _ , · ... ~:~~: 
ot GoTeri.ent buainesl 'ahoVed an 'tnere&ae of~ iii · • .;.er&.e ·r.er\d.tMDt'·'' ·. ·_:·-- '\ __ 

. . . _. ,·_> . . · : ... ~ :·7• ~.:.- :·: -~- ;--; ~ • ~~~: .. :c ::.:·:~·=Y,»:i.:~~--:,;-~~:-:~ ~~r--_<::':;:~.;~::*-:.;.;'?:' ::~ <,:,; --~<':::<·:_),·~\f_;jt.~~; ~:: 'c;'7 :-'!.:\:).~i;/~?-~;~~?·{·Utr:·~~\ .· . - ·: · . · '. ·. \:;l 
COlt betveen l'r 1956 &Dd 71·~959, 1fbereaa __ .other ·ccapen1ea ·ahoved .. U .increue ·;_J·~ 

. . -_; /·-· .. · . -: · · .- .: -, : -<· >,/>.:, · ' "· ~ : .. ~-~::: .. '_;!'::/: ., :j ~·>-<~ '· ~-':. --~~: · :,~~;.~i1A~ '. ii:;-,·_ ~~.:? /' -t~:~:~:;~":~:~t·;~: ~~; _.' '·i~~ {J~~,- A:~~~~t:f-i{::'·;{~~:~~( · · · · . -... ~: < . -~ 
of ~. ·_ ·Bowftr1 -~or 14ent1~ CoQe"'" reported ii botb Yeani t.be incre&ae ··-·:_:;_ 

1a . about the same : c ~~)" ::;;:: ;.~ ·::"c:~~~~:\:-~,·:·~-t~t~t~r·;,@;~.~!~~j~¥~fi4~\~~~~7,; ·:, ·_ ~.>:;.;, ··. ; -~;I 
". ;~'~~} P~ICill n.ty~ ~1~ ~·tt.r t~-~!~~~~.~~!~":(~:frt ..... '~~)~ 

~:~~~~ ~~.-~~~ 
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·. 

OCl 
75&>/AeroJet-Oen'l 

_i2 Peb 1~ 

From: 
.fo: 

otti~er 1D Charge, v. S. •8!1 Area. Au41t Ontce, IDa .bplea ·. · 
Comptxoller of the kt7 (JICT) · . . · 

.. . 

Sub.j: Aero.1et-OeD.eral Cor.poraticm, Azusa, Ca.Uto~- llev1ev of ccmtractor'e 
request fo.r ....;ma.-nt t'4 ~- coat reiJibUr&elaeDt 't1Pe contracts 
to 1riCo1p0rate iew eontract cOat tr1Dc1plee · : . 

Bet: . (a) KEnCompt _1tr ICtll.J ~~ . 8er1 02958 of 28 Dec 19~. ~ 
. (b) Jt;eroJet-General.. ltr 920 &l~Jt., JSR:i.k of 17 Dec 1959 tc 

Asst.Sec7.Det. (8&) 

1. In .accordance with request ·!Jl M.f~e (a) a reri.ev has been llade ot 
~e ·contractor's contention& tbat oDq a·negllg1~le ditterence in reia-

.. bliraable co.-ta wuld ~t .tram· tlle ·~ ot. "the new ~t priDcipl.es . 
(ASPR Jteyis~on :lo. · ,) rather .thari those cost priDC_iples currentq !Deor-

. :P-9"-tea. 1n ~t re~urs,.ent 't7,pe conireete.. ~ reri.ew was conducted 
· · 1n · conJmlction with the. Air l'oree IUdltor· copiUDt of the contractor's 

sacramento d1vis10D&. 

2~ In retereDee (b) the contracwr present-'* cou~l.e cleta1l coDCerniD& 
the· con~ta, aDd aubeontr~ts· ~ which _1t 1a pertorml.Dg work tor the 
Gove:rnment. BaSed on the .,ear ended 3) ·Joveal:»er 19~. the coutractor•s 
bUsiness Jia¥ 'be 8umma.rized aa .tollow 1 

~contracts 

kf7 
Air Force 
Mlq 

.. · ~ Gc:rrenllellt 

Bubcontracta UDder Go..,tezn..· ...w. 
pr!JDea 

. fetal Govw1iiii&t 

.Cost-§Pi 

t 29,666 
.163,2~ 

,.,951 
. 7,196 

116,533 

-~~ 

Coat ot Sales 
Fixed-Price l'otal 

(OOQ c;a ttid) 

* 1.~ t 37,2~ 
1169 163,11; 

2,~ 1,'-SS 
193 . 1,989 

1.212~~ 1281166 
$23,563 .. ~5,155 

20~ 20~ 

t· 2~,m !~~~358 
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T;6o/AeroJet~11 

·3· .Bo aound.co~:J..ueiona could be~ as t.o tbe ettect ot tbe nev coat 
·-p$c1plea oli the re1nlnlraellm.lt of· coatf to . Mr03et because (a) it waa DDt 
prac~1eable ~ determine the ettect Qt the 11ft Jr1Dc1plee oil the reiJibureable 
costa of .AeroJet'• aubcontractoni, aDd (b) the ezterlt and eolt ~f the Jnde .. 
pendent ~earch and develOpment program vhich ·AeroJet &sht puraue ill 1960 
8D4 subsequent J8ar& 1a iaot presentq ~ ;, · 

~. . V1 th reSpect to aubccmtractore. coa"ta' . lt vaa .4etem1Decl that '-o~et 
~ )las JlinR7-two •ubcontracta ~suecl to ·~~ll fort7 euboontrac-- . 

. tcirs 1n the assresate 81110\1Dt of t38,831,100· ~· "t.Jae .aev pr!Dcipllle 
. appeez. to be eomevhat .IDre liberal ~ 'the ol-d.pr1Dciplea, .»aniC\Jlaia~ 
in tbe .areaa C)f :research am 4evelopaen~ 11114 ••'''ria co81;a, it WD\114 .. 
appear reeaoDSble .'to uwme that the ·Wbeontract.or.• ~able oo.t 
WUJ.d ~ae·e. ·!he extt!alt ot ·cq· .Uch peten1;18l .in¢reaae coW.4 DOt be 
detemined UDlea• a suney vu ma4e of &11 .Aero3et'a 8\l.bCOA'trac~. 

·. 

5• ·With respect to Aero.1et'e OVD costa, a redev._of the provialOD8 ot 
ASPB ·Revision ·lo. ,_ reveals thai the .cml7 a._ ot JOteDtial eign1t1cmt 

. _cU.ftereilee 1D re~ureable coats llrrOl~ the contractor's tnde;pendeDt 
~eerch and devel.opment costa •. In order to teat the coutrctor•e 
eontention that the ettect of the •e of the ·uv coat priDciplea ·wul4 
be negllgible, a eamPariaon vaa made of· the effect ot the old and nev 

· ·· eost prtnc1ple8 on overbe~ re1JII)ursable · undena . cost-t)rpe contracts tor 
th~ ·nae&l ~ar ended p· Boveuber 19,S. !be ·con~actor•a 19S8 t18cal 
Jear vas ue8d beeauae 1 t 1• the .,.t recent par tor vh1ch all the iil
_tormation ~ to'·mke t1le coq_,arieon vaa avallabie. !be reaulta of 
this comparlaon are 8\UIIIBri&ed ea follDVIIa 

fota1 Aero3et overhead that 1IOUl4 be reid>uraable 
under CPFF eentracta .. and .subcontracts for the 1958 
tiac&l ~ it eoate·. were 4ete.na1ned iD accorclaDce 
vith the new coat principleti t64,6;6,CXJO 

!btal AeroJet ~· ~ to be nilburaeble 
tma.er CP.Ft contracts- 8D.d. Su'beontracta tor the 1958 
fiscal. ,ear··s.n aacord.IDOe vith ~ .01.4 coat pi.Dc1J].ea 64,6241000 

Increase 1n ~uraable cwerhea4 J~ewltiDB ·tz.c. 
the 8p»].icatioil of the aev JriDciplee • ell t:1'l'l 
wrk »Vforll84 'b7 Aero.1~ · · 

tea• .. ttpplical,)le to ,n.e contracta vl'Ua 
CJoTernment apDciea other thaD ~t 
of »efeDae u4 wbcontnctll · - ·· · · 

. IDereue -.pplleable to prime contracta v.lt.h tJae 
Departaent ~ DeteDae · 

.2 

t ' 32,000 

. ./:' . 

. 9,000 

, 23,000 
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AZUSA, CALIFORNIA • TELEPHONES: LOS ANGELES, CUMBERLAND 3-6111 • AZUSA, EDGEWOOD 4-6211 

A S U B S I D I A R Y 0 F T H E G E N E R A L T I R E & R U B B E R ·c 0 M P A N Y 

IN REPLY REFER TO: 

'!.: ·:·, ~·-·. ··. 920:1290 .· 
•( 

.·. 
··:· 

.:. 
·'" 
'·. 

.,~· 
· .. ~.:. 

. ~ ...... :: . . ... 

. · .. ~.:. 

".':/·: .. 

Tbo HoDor~~ Pblll.p LehutWtel', Jw~ 
A~ Aaalstaat. Secretuy ot Defeue 
· (Supply aD4 LoP.Uca) 
The POAtagoD 
\\' aahington ZS, D. C. 

SubJect: 

aefereACo: 

.. 

Ameud'»a CODtr•c:t• to la.corpowate New COAtrac& 
Coct FttlAclplee la•uo4 November Z, 1959 

(a) Letter from Aer~et-Geural Corporatlcm to 
the A-al.wd Secretary of Delea•• (Supplf 
aDd Loalstlca). 4ato4 Decom.ber 17, 1959, 
SerW .9%0:1424 ESR:lk 

. (b) Letter from A•alata.U Secretary of .Defuae 
to AeroJ.et-Gene~al Corporatlola. ·clatecl 
December Z9, 1959, Serlal: Cit 

il.~y clear lv!r. LeBoutUUer: 

:~~ · .. 

In cODDoctloD. wltla l~erojet·Genoral Coaporatloa'• offez-, referGDCe (a), 
to aervo aa a pUot compaily ·Ja ·eat&bUihla.s & ·procedure lor amndtn; 
contract• to J.Dcorporate the ae~ Ccmtrac:t :Co•& ~ .. Jaclple• aD4 lA weapoDae 
to &be requeat contataed ~ a-afer~e (b), we iaf.ve cqat&cted prime COil• 

tractor• to. aacel1a!D tllelr reacdoD to amnd'~•a tbeu aGcosatrach. with 
tb.la compu\y to IDcorporate &be uw Coattact Coat P~laclplea. 

; 

.To date, &1lla .. matter Jau Mea db~ae4. _.. 1M Loddaeecl W.dle 'srnema 
. Divlalo~ u.c!. the Dou;lu .AUuaft compaar. ~ · At Uua J..ockAee4 ~mpu.y, 

lluJ· mi.Uer W&t 4lacuae4 ~ Mr. &or ADler~ Naaaaer of Fiaaace, .-:1 
JM. Harry Kob1. AU.te,.lel Director •. : k wu· tiMh oplaloa t1aat there wo111.d 

. h .0 o~JectloD '' tiie Lo~..CS COJ;Dpallf.IO •mead'al Ita nbcMtraa. ·.o 
IDcorpc.rate &keaew Coatract Colt PJ'Iadplee pn.Wed ao a4nrae collt 

AZUSA, CALIFORNIA • SACRAMENTO, CALIFORNIA • DOWNEY, CALIFORNIA • FREDERICK, MARYLAND 

' 
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impact aroae. AeroJet·G~ae.,at eorP'!ra~ wa1 a4v.lee4 to 1ula~ formal 
wrltteD req\lCsta ·tor auda amezldmer&ta which ·coiJJd he espected to receive 
a favorable actloa tty the Lockbeecl compaay. 

Tbe · DOv.ata• comj)&llJ reJ»reautatlwe wltll. wlaom 11M matter waa dlacueed 
la Mr. J. a. Sheltcm. Ma1111e~ •l:WajOr &lbcoatracta. Thla an.tlemea 
•tahd .$hat t1w Douglu comp&.J.Iaaa ao obJecUoa to l.ecorporatlzla tile aew 
COAtract Cod Prladplee Ia it. au~uacta. hdl ameDdmeab aa 1••1M4 
would 1M 8UbJect to the cutomarr review aa4 approvaJ..•r realdeD.&Pftna• 
meat peraoael uder &he Ierma of~ ,r~e CG~~Uacb IM14 by &he Doqlae 
COmp&af• . . 1:" .... . -

Tb.e elp.lf.lc.,ace of $he Ylewpomt.. of. theae two major prime coatractDra la 
highligbted by the doU.r-mapltude of auhco~acte whl~ Aerojet•:Geaer•l 
Co.rp9raUOD. l• ·perloi'Xnlq lor ~m. ,.. of Ju&uuJ 31, 1960, the told· 
dollar vctlue of a~c~tracta ))elas performed for ~ Loddleed compaaJ •r 
AeroJe,·Gener~~~~'atl~ wa8 '$112.1·.1'4'•1841 ·-While,. au'bcODtractt-la 

. performance for~t&e Dougtaa:·company·by··AeroJet-·Geaeral Corpor&dollat 
that date totaled $14,898,881 •. \\··IUle theae ftpre• lacla4e aome flaecl·prlce 
,aubc:ontractal· ·ihe·vut-p~e~cm4eratic,e· (If t&e &mOullt• etatecl are a a :CPFF 
~aala. Alt~u~fi ~9,·'¥parlibJJer~pre··a~.fo~··.ae }'erlod· ewUn1 Fe~naary. Z9, 
1960 ar• DOt' yet av&U&ble~ :,, any cleYlatiOJi ltoin :lboae 'reporte4 above woald 
be moat likely to i,Jlcreaae the_ amo~t-<mwlve4.· 

" . .. "- ": , .. f ~·. ,""':'·~.;,- "*;. ·:~ .~ ·.. )'I . .. t.~ "-:_; - ~' .: 

Aerojet-~u.er:&l· Cor~r.:A:~ appre~~'tee. the: opportmlity to report We 
ldormadon fOr your Cifnefderatloll ·a4 we are hop·eful of re.clerms further 
aeslatance lD your efforts to eatablllh a procedure for ameDdlna ulatlaa 
contracts to lndude ·the aew Contract Coat Prladplea. 

< ··~···. 

Ve~· &RIJ yov. ... , . 
"'{\1 

AEROn:T-CJENERAL CORPOaATJON · · 

•• A. IC.ftd 
· .. ·; "'·JJ)lrectot of· CaRact MmJalatltatlea~ . ·1- -

•·· 
, •• •• ,,Jit 

3, 1 ... -

,, 
,r 

•l· .. ' ,.,. • ~ ... · 

~-· 

~ .. 



QCl 
7560/Ntro~t-Gerl'l 

It 18 belieYed tba~ the 19~ ti8CalJ88Z' 110\llcl Jield CGliJR&reble naulta 
except that a sreater FOJQrtioD ot the 1Dc~aae wou1.4 be epplic&ble 
to fl1me e<mtracta vitb otber Goveruent ecenciea aD4 to 8Ubcontracte 
under GotezXIIDIIlt. ~ · · · 

f. 

6. lfhe to-lrla tebuiauon .... tO ... rt thil contractor'• oOD. .. ' 
, . teJ1t10ZlS, a~e the lDc~e· _iD re1Jsl)ur,a8blJI oftrhea4 eoat UDder »epart-
·.mt of »etenae J%1me ~trecta u·lle&).tgSbJ.e, _t~e. ~;~prox1mat~ .o,·percent. 
In 8.l.l · probab111ti the ·1Dcreaae4 .. .O.t to bOth· tb11 ottiCit 8114 the· eon~tor 
1Dc1dent to eamsnse~ ooil~ ~er twO eeta· of cost pr!Dclplee 
aSJm,iltaneoUa~ ·w\ll4 be sN&ter t'blu1 the ea_tlmawel iDcreue 1n OYehea4 
cost in 1958· ·a,1;ever, ·tt e~t be DOted tbat the iDcreue 18 due 
enttreq ·tO the cU.tt~e in the reiJsi)Ur&abWV. ot !.MepeDdeD.t reeecch 
and ·4eVelopmeiit c~ta ~er the. aev pr1nc1Pl.ea ea ~ to the old 
prine1p1ea. In 1958 the contractor t.Dcurr8d $291,000 ot 41rect coata 
1D itS iDdependent reseai"ch ·8D4 ~t progr&m. · In a aupplement 
to ref'ereilce (b) the eontraetor .baa pi'Opoaed .n .llide!J.)endent research 
~deVelOpment p~- ot oftrr tf,ooo,ooo. !h1a propOsal,.. aubJiltted 

·by- th' contrector tor _the-·purp>ae_ of executUg m adnnce agxeement 1n 
a.eeo~e vith'the Dew ASP1t coat »r1DC1ples, -~ 1'-2)5.35(h). 
Unttl 1 t u lmo1m bow iluch ot th18 progrfllll v1l1 be apprond or What 
COlt_~ &rr&Dsementa- w1ll.l?e .worked _out, Do CODC1U81on CaD be 
· ~ed ~ to probable ettect of the Aev Coilt priDclplee ou Aero.1et • e 

· reid>ur8e.b1e coats tor the.19(Q tiacal ,.ar. · 

1· !he Director, VeaterA D1etr1ct, Au41tor. General·USAr, ccmcuN. 

3 



DEPARTMENT OF THE NAVY 
OFFICE OF THE COMPTROLLER 

WASHINGTON 25, D. C. I~Y.ftEFERTO ;-\ 
d\.i'J.'.il 
7560/Aerojet·-Ge."i' _. 

[t 8 f£8 1:,oLI 

J,m.llBANJXJt~ FOR JC. x:. ICttaaRE, 01'f1ce ot Aaaiatont Secretary ·or Dei'eDae 
. . . :: -~, . .- , . .. , .· (canptroller) . ..·- .. 

. . ~- . . . .. . 

Subj: · Aerojet--General Corporation - Report eettins forth results of' 
.reView of c~ar'a re~ :for amendment en' exiatins coat-. 
re.itibUrsepont type ccmtracts \..o incOrporate new contract ' .. 
Cost Principles 

Enc:l: (1) Tvo copies of liAAO, IA ltr, OCl, "F..)\)0/Aerojet··Gell'l of 
J2 i~eb 1960 

(2) T\lo copies of ltAAO, lla.sh. ltr, SO, M-7, AeroJet Gen •. Corp., At· 
lanti c Di v. of' 23 Jon 1960 

.1. The enclosure~ arc :forwarded in responS.e to the addressee•o request 
1'or a report on the subject contructor'a· proposal to amend its existing 
c:ost ·re:l.tiburc-~nt type cantrnets to incorporate the new- contract Cost 
Principles (I~, Sect. r/, Part 2, as revised by ASPR Revision Uo .. 50). 

JBKA~ 
Assistant Calptroller 

.... 
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!.1, 
.r.;_:. ~-- • . 

r ~.1_-~_-- ._· . -- .. u .. :. 
Dear Hr ... ! ..... 

1 1MW JOQr 1-"tr ot 11 tee ,,. .1959-la -'de ,.. .._ ,.....s4l4 
.. vt\h -~ ... owd .._r....u.· sa .....cuo. .tt.h ~ _· 

. - . ' at te .... aU et . .. ~ elt.e ~ ... eoa\ __.__.~4t .... -.. l'8qUe . . - ·. ~ . . ,.-~ 
ot ,1 .h~ her l9S9. -~lib tar--U., .n1 .. ~ W,p..-.t la .. . . 
etten w nilolw t11a ._ate pro1a1aa· wid& .. lawlwd Sa 1 rdtq · 
~--~ !-~-. . . -~~·~. · .. 

. A\ U.. ......- UM, • ... ..U~ ~\We Jlla\llllli •. :. 
J ~like~ ucept, row- _otter ot Aeto~~al.'• ~~~nina u • 
pUOt ~-~ CNr Octu~ioa ot thb sat\er. _AeeoM~, I ..... 
~atorl __ u. _ JleV, ... flat OOCfdU!dr .Ut. ereaq or row ... ett1ee 
plot, to- ia touoh \dth ,ou_u ~· u posa~itl• tor~ pazpo• ot 
eY4l•t.bg ~ ~ ot U. -..v _,_ pr!M!ple• ea row ~ ..-
tnctra. t~tB Air·toree, tdlS.ch lass eat1t eoeaf...._ ot-~ &aer....mo 
plut, vill u.l.t. U. B&v Sa ·it.• ftal~Soa. 

Aa atftt!oM4 dluilat ,.r reeea.t 't'ldt to U. ~. \he 
~ ~ ~ ell em-_ all.,..t trc=._jcta" __ prlsaa ocatnotor, Ia tJD• 
!JwtabCe• ~ .Aero~al S.. acting aa a .moo~, US 
preewt ~ .Ws\.ull.al. turS.eultle•· lou -- .. ot llarttaar •sa1ft
QC!e ~o ua f.t ~u· Wli1A exJtaa\ __ a tev ot 7CJW p.rl::le eoa\rae\ers to 
aecwtalfi 'Lbelr nacUea to a'P'D''~~g their ~. io ,au., ..,. 
it t.be7 tbfi&el....a wen •t. a\ the U. ·• e-z. to t.he aw •at 
~~-~ . 

l.i.bile ware 1rd.t!t£lq the aet.loD ln41cetacl abo• aa 80GD u 
po~slbla, 1 ~ sure U.\ -~ ~ ~ • an aot pt. Sa • poat
t!CA to pw 7011. postU• -~ u.t _row a18ttag ootztnct• wW 
"- ....-84 •• ot 1 ~ w s..,rp0r~ ~ aov 10ft prlaclplea. 
we vill; ~, -.ek t. ...-l• tdd• ~ter ._t ·u. earU.at. pew~• 
u.. .aaata •. ., l ...... ., ~lea tar',... t.lpM. U81a\eacMI 
Ia t.laU aat'-r. 

-··.;··· . -·~ ..... ... 

. . PHILIP LeBOUTILLIER; JR.· 
Acting Ass1sta.'1t Secretary· of 'Defense 

~ 'ti¥··~7*-' 2SDec JDTIJ. . r72026 a/. S9 
Coord!aat.ed v1 tb 1 

..... lllleriDa.ll ------· .... .,.,_...,.. t 
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noM I ~~:roz.: J'roGar..t POult.·. 'f:. 

·-.:,· .· .. ::-··_· 

~~.;~' : .. ~.:-: 

Prqlllmt J• rupoa4 to a lett,w dated 17 Decaber 1959 trc. U. · ··: ·. _ 
AeroJe~;_Corpor~t,~OD vhlch_.otteft.d .\he ~-· ot Aero.jet.-
Gefteiu ••·: ~ pftot -·~ to -..or~ ~ .u..--~ or. attttsaa Oftr 1' 
«np&Dlea,.croH,·the·~,~.tO u.it·iMN··oOJrtract C:Oat F¥P18•~ ··. 

lliscmeqiszaa · ,.. ~~Jet~ letter J't!Cllil8~ "that ap. ot ita cioatraeta, · ·. 
.. 1nC1Ud1Di; tb)ee 1i vh1cb t&,e ~ 18 a .~raQtor to ·other pn. ~ 

contrac:torJ,t:.1)e ;aut OYV t0 the ,.W C!IOJltract _coSt pr~plea e.s ot l December ~ 
1959 (tbo bec!Dri!ng or • ..v tiacal 7ear). !he ~ ottered its ear- . 
'rice, as a pUot ~ ·ad ~ 1'a 4etaUed llstiDg or' eontracts lddch · ~ 

~!~.~~~~~~t~.~sc1,n!O::~:·~~:r: ~: ~~ 0:.. ~ 
tracts, !'fldicati:Dg ··that •Baaed oa Ulifjire~!Ji& aital7111•t AerOJeW'81181"81 .r-< \ 
Clorporation ccmeura··Jn _tho opbdozs. or:~.De~t ot Defense, u ex- I ,~ 

· pressed in,·~ .c;Qstloila aDd ··azawerl jdu1ahed !:a;~co-zmeot1on Vit.h publ1ca
tion .. ot tb~ &r.l"''.ract cost pr1nc1;Pl:es,:~~ ;~· erteet: that oper4lt1Dg 

· · · und·Ql'. the ')~v _8it"··ot .rules !a Dbt expected to result a hcre&aed costa to 
the Departief1t ot Detenae. • - . . . . 

· . We ~had a £l'OUP rrcn the Milltaey' Departments. at~ the 
ditfi=l. t ·· probimiia· · ilrfOl Ted_. ~111 tbe ametiwn\t ·or, exlstlilg , contract a to 
!Dcoiwporate _tM 8v coat ')riRciplea. ·nda <II'OUP vn+ •at apiA = 

· S Jtu~uar7.: St:ll:lfl· ,or cft!r .. people -haW aat·· !Atonul.l7 v1th Npreeoatstiws 
·or the Generl.l-lceolmt_!lag Cft1ce u.d·:tuttaer di.CU.s!Oiaa- ere CODtcplated. 
W~ 'th1Jik:.-that a ·-Cl'd.ck 1~ it t:be. Aerolet-Geaera]. .eituat!·OD vW. provide 
us with ~uabl• tnr~t.1o•s-··1a ·ollr oY&rall ooaa1derat!.oa ot=thl• problem. 
·we ooateaplate !••"'DB a mpl~ ~ to ·t~~e KtUt.ar, hpartmeDta 
oa tide-. AbJect. •• .00. u poaaS.lale • 

. ·~ ' 

k"C'WWm'et,1API !hat 70'1 dp \Ill attanhec! letter. 
" • ~ ' . •• <.,· •<. ' ,· ' 

((gordSp&t,mu · ~P .. q.ptroller (Mr-. IU&oN). 
,, ' .;:,> '• ~ 

! 
' { 
.t 
f 



.. -.·-~ .. •.· ~.". : .·,:: ~. ·-: ·:~·(' ·.· .:.··.~~- . -· ~.· 

~. ~ec.gn1 t ion of all normal ·~ lert ttmete eoett . :. _·;_· .. -.. . 
. .. . . -~. . . . . . -~ . •. . . < ... - : .. ~ . . . .'. . t • • .:. ' 

·. la!u!trr'e :peaitioD ··n ~hle '.ub.jee·,. b4iea~• .~ ~Pr~r.~i ·.:: ::C_:;~( 
~ee1re fer £UI.ND\eed ooete· aDc1. te ·pcM ~eD' .£U8~Dt~ ~rof1 t· •. · _ _--::,_~~~.·:·~'-·.;:·;:·;~: 
MJch bee bMn •t!• of tbe lacoaei.etenelea .b.tbe ree.aletion where ceria11l.: ·.;;·-.-~~
ecete e.re 4eal \·vi th aeecrdins to t\metieD and· otbe ra aft dealt vl Ul -)_~;-< ·::.:--~>.:-:~;~, 
aeeor~in£ to Ob jeot. ~dYertis1Dr 1a eD eumple ·ctted ~1- lnt.ustl")' •• --~ .. · ..... · ~ 
llluetratin& aD iAecnelt\eD•J. vb1c·h tu7 HJ li o,je.eti~nabl_e·_~-·-::~r• · -~~ 
heve'Yer, ott.er eo .-ta releted .to ob jeetlfta vhieh beeauee ot. pu~llo_. · · _ .. · .. 
poliCJ. ~d ae a •tte_r.·et' equltJ ebeul4 Dot ·~ .ftCOSn1Hd .. fn··.ao1;e·rnment .: :(· ... 
rrleiDI• : JD e%amp1•:·' la pJ"OeeoutloD.· of alatma···a·plJiat .. : ibe- ··ao~~~~t, :;··-.~;?.~:·· ·'·<::·:~~ 
.lterte.tuent exrn.e··or eolltribUt.icua_·· tiO er.n1sat1~ ~--.eek1cig:·:.'~;· -1A~ ~~: ,_,:-, :~.J: 
·a"enoe leglal•'l••• ·_,All •f _tbe .. eo eta,~ _fl-o& 1A4uatry_! a 'a~U.na,{o_1_n'1~ ·.-·_._:.·_·:,, ·. ·.,_-{ 
ma7· be __ -~roper ~tid·_. Q~'Da_I"J_·~~~~-·-~ '-~c·~-••_ .. -~- ~~e:~~'_:-~~¥:JJ~---~;CO,.e~-~-~-~-i __ 1~~: 
rolnt cf Yievi _lt _Wt~ula.--~t _be preper to reeopit.e~th~ae ·:c~-~:~~----:·.-.:~ ·: ::··~---~-:v ···'?._ 
ee.,e1'"nJD(.tJlt aboul4_.zxt~·~•.ln. a_poeit1.~'"-•f eupport.lns.f'•)~ote-·~de.1n -·~:: .·· .. 

- r.ro-eeeutic'a ef: ela ll!i! ap iila't :•it eel_f ~- .. : .. '%Dt!ueti7 n'~f·:~--- r:o=tit·-~~bji'f~-.-~·:_~---~-'):-·,_'. : 
e~ntraetore. iau.t reea.er all . eeste· '1DCu~re4, .. eOcebow ... a·~.: -~ai::evhe·r.·~ ~(- :--~-~:;~.-:~::·-:--





I • ·.~ ..... ... 

· ... ·.· 
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·.·· 

- .. 

. . .. . •:e ·e1ree v1th tb~ l!ld"uatT7 ~oaltioo on th1e I o1Ei~~ ' H J 
~ rtl.er' eoe"~·:rct 8etiU _D.ee ~·aey·_-··.P.tnce :f"-.h1 e .. '4oe a ~·bot· 8f:pe.ar.":.t<? :·~·'::_'~-~:.:z~~~-~~.-· 

·.·· 

. ~-·. . --::~~: ·-:c. - . 

. . . ... -~~::~ :: . -~; -~ . ~ . . . 
. . ,. 

.· 

~= reh end t!nele;.ent C.Oata.-· Ve ·reu~D4 tbl' _tbe ee~rett_C£ ·or •8s1c· · J 
r~tte~rel• e.~ a;pll.., ree.eareh reterenced 1A tbe eo at rrlac1plee be ~iec~ 1-cee. ·:·· .. ~ 
~!tere.l re~eereh ehoultf~·han~ed ae an ent1t)' bicasM the ee;-eretj~a ot -. .-.~.f 
~efiC 8!'l.-' IT"t'l1ed r~ee~reb te art1tlo1aJ e~ izr.praetic&l.e. "lie a.leo_ T~COC·'lfl'~.~·::·:·<~t~ 
t~.et the ;:r1De1ple of ebarillt £8Deral ~eaeereh exr·enee Y{th ttott~ ~cn~racti.;-~ ... · '·. ;:.\ 
•:.:-se }1:.4~:nese 1! tubata:ltiallJ ell tc•~rnment be eetabl1ehec!. TniE · :_-, .. ~.~ 
rc si tt:.r. reccin1zea the z:Litual t-enet it <!er1••d -bJ both the sc•crnn.f.r.~ t.D5·. · ·Y ·,f 
!.ndcwtt"J tro:A [tne"l researeh. It al ~ pleoea • measure c,f ir.eeative · .. , 
~or lt .. oll')' r.o?~1Ub!Dt ecatreetora to .ex·:.rele~ pl\ldeat eont%'Ql ·or t:.e1r .. · .. :.· .. ~~:1 
T'=' ~~ P rc h r rc erace. . ·-..:· . . . ·· · · · ~-<1 ·. . ' .. :~1 

... ·• -.. Thie aharinr. arrengeuaent IP Dc~t ecna14ere~ .necea~ry "1 tr. .,· .. { 
e::-.t~etcr~ ..r~ae liu!1nee~ t1 rr1mr1ly eo:merc1al e1r.ee the et.er~ne 1t- :<·t 
•~to:netic by tbe Dormel metho~ ct allooetic& ot p~nl reeearcb ccst tc /l 
ceiiD!!rdal ant! £11Ye~D-t bui!'1Deea.. · . :~ 

Ve un~era"n~ that tht a eor. eer·' ba"a l>eeD retle et~ in t be <~ 
}eteet dreft co•erin£ reeeereh.and c5e'Ye!opzeD' ~at~ 16 Nc•e::zber l9.SE. ···1 

-~-

. . , ·,· ·, .. ' 

~· · . .. t .,.· 

.: ... 
• ":"r'- ' ·~ 

.. · .. 
; .. 

reiLIP I. !UftAU · · .... 
Colonel, mAr :.;::.;~· · .... · · :, ·~--- <~::~ .. ·.·-~·;' ... ,· · 
·chtet, Prtctna •DCS noazi·e.lai -~?-1~ttoc 
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