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HOOVER COMMISSTION

June 1955

Recommendation No. 3 - pags 33

Contract cost principles. - Current efforts to revises the contract
cost principles of Section XV, Armed Services Frocurement Regulation, are
commendable. The final products of this effort should result in a set of
cost prineiples for cost reimburs=ment type contracts in keseping with
recognized commercial accounting standards. These principles should be
supplemented by guidelines for auditors in gathering cost information on fixed
price contracts, inecluding terminated contracts.
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These 12 companies have widely varying policies on the compensation for
executives. Air Force and the Navy have differant policies on allowances for
salaries, bonuses, and incentivs payments.

We 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 general 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, bonuses, and incentives as cost allowances on a company-by-company basis, with
no partiecular formula for =any company.

There has not been forthcoming, from the Depariment of Defense, any statement of a
unified policy.

Air Force FProcurement 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 dstermination of acceptance of costs
resulting from such schedules for allocation to Air Force contracts."

Faragraph 5/-904 provides that when salaries "appear as a part of a negotiated
Ayarhead rate" they must agaln be reviawed for acceptability.

Section 54-905(b) (1) covering salaries "in excess of $25,000" provides for
consultation and approval by Headquarters AMC "unless an agreement and mpproval
had been reached prior to January 4, 1956," or the "contractor's proposals were
not in axcess of those previously approved" or if the administrative contracting
officer "determines that prior approvals and authorizations ought to be reviewed,
the matter should be referred to Headquarters AMC Tor final determination.”

All of this means the same welter of confusion which has heretofore existad.

The subcommittee recognizes the importance of an adsquate reward for the skilled
management and executive competence. However, the subcommittee 1s not persuaded by
company statements on thes impcortance of salaries, or of incentive bonuses for doing
a job for which a basic salary is paid and of the other devices which have besen set
out in the presentation of the several companies to us. We find thers is no
pattern among industrial concerns gensrally in this ragard., (Sea axhibit A (pp.

3129 to 3139) on industrywide salaries, bonuses, atc.)

We think, in short, that the propossl to charge all executive salaries and
bonuses, incentive or othesrwise, as cost allowances on Government contracts, is

unwarranted.

The position of the subcommittee is this:

There should be set up among 211 services a salary allowance schedule for

—
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such a level, which we think should be reaaon&bly conservative, we believe that
dditiopnal compensati be it bonus, incentive psymepnt, or the

lika, is a subject for payment out of the profit earned on Government contracts.
It is a matter between executive officers and their board of dirsctors to determine
the use a company makes of its profits.

The Government has not stinted in supplying plant and working capital through
the medium of advance cpaital, and balance sheets indicate that they are adsquately
rewarded for capital and management supplied, and are financially sound, even though
almost entirely dependent upon Government business. The public has assessed that
soundness in stock quotations of outstanding sharss.

Earnings are clearly set Torth in the foregoing tables and we think it
unnecessary, in these circumstances, that excesaive executive compensation should
be made a part of the cost or overhead for performing Govermment contracts.

Contrasted with executive salaries are the salaries of thesir opposites in
the military service who are expected to he qualifisd to contract in the name of
the United States. We think a wage scale, which is genarally GS-11, and in a
few instances reashes GS-16, for men who are sxpected to match wits and wisdom with
the representatives of the contracting companiss, is grossly inadequate.

The Air Force, in testifying before the House Appropriations Committee, said
“nt 95 percent of its procurement personnel are civilians with a tremendous
.alue znd a great responsibility resting upon them.

We recommend a resppraisal of qualifications and salaries of Government
civilian procurement personnel and a prompt adjustment of salaries commensurate
with responsibilities.
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
Washington 25, D. C.

RB March 23, 1956

MEMORANDUM FOR THE DEPUTY ASSISTANT SECRETARY OF DEFENSE.(S&L)
DFPUTY ASSISTANT SECRETARY OF DEFENSE (COMP.)

SUBJECT: Approach to development of 'one! set of cost principles

In order to avoid wasted effort, to the extent possible, in de-
veloping principles for the handling of individual elements of cost, we
consider initial avproval of our conteuplated general aporoach to be
desirable., It is set forth below:

1. Cost treatient should be equalized as much as possible between
the several tyvpes of contrects so that one type of contract will be
neither less nor more attractive to a coniractor or to tiie Government,
by reason only of the cost treatment. Thus, the selection of contract
type cen be based upon the merits of the negotiation, i. 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 of a contingency principle ought to be
recognized in those instances in which there is risk exposure.

3. Our objective ought to be fairness and equity in the develop-
ment of "one'" set of cost principles. 'ie should not deny nor restrict
allowability of a cost otherwise fair because it would be costly to
the Govermient, or because reasonableness of amount is difficult to
assure.

. Ve should seek to allow legitimate costs of doing business to
the extent that such allowance is reasonable and is allocable to the
contract in question.

/signed/ /signed/
T. A. PILSON K. K. KILGORE
Chief, Policies Branch Assistant Director
Purchasing & Contracting Accounting Policy Uivision
Policies Division OASD (Comp.)

0ASD (Sé&lL)



CFFICE COF THE ASSISTANT SECRETARY OF DEFENSE
Washington 25, D. C.

November 5, 1956

MEMORANDUM FOR THE DEPUTY ASSISTANT SECRETARY OF DEFENSE (S&L)
THE DEPUTY ASSISTANT SECRETARY OF DEFENSE (COMP.)

SUBJECT: Industry Proposals - “"One Set" of Cost Prineiples

Attached (TAB A) is our appraisal of the five industrial proposals con~
cerning "One Set". While there are some points upon which there is agreement,
some upon which there is partial agreement, the industry proposals are not
acceptable in the really important points made. We believe that industry has
viewed this problem with something less than real objectivity, has been largely
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 of our conclusions:

(a) There is nothing really new in the proposals. We have read the
same things as criticisms of previous Section XV drafts.

(b) We believe that uniformity of treatment as between the several
types of contracts is a MUST. Industry says "not necessarily",

(c) We believe we must define "reasonableness" and "allocability". The
words alone will not secure the needed uniformity - additional
guidance must be found for some of the elements of cost.

(d) We must reject the notion that the cost principles ought not be
Yexplicit" or "specific"., Reasonable uniformity is otherwise unob-
tainable.

(e) We must establish reasonable accoumting standards. "Generally
accepted accounting principles and practices'" is not enough.

(f) NSIA is very close when they indicate that the principles ought -
to be applied in "negotiated contracts in which costs constitute
to some degree a factor for consideration in contract negotiation.'

(g) If there is such a thing as an "unreasonable" or "unallocable"
cost, we must state unallowability somehow. Industry must make the
argument against the words to support consistently the ALL costs
contention.

(h) 1Indirect costs represent an important aspect of the "one set"
problem, We believe that in the interest of "across-the~board"
application, we must state our policies in generalized languags.
Furthermore, we do not believe that we can stress indirect expenses,
and disregard direct - which may have been the industry goal.



(i) Whether all "gains" obtained by industry in suits in the courts
and the ASBCA ought to be considered allowable is dependent upon
many circumstances. Rather than to allow the "gains" automatically,
we ought to consider the items on their merits.

Where do we go from here? We suggest that the nature of the comment be
revealed to industry through use of the DUD Procurement & Production Industry
Advisory Committes. In light of the personal responsibility of the DASD (S&L)
and the DASD (Comp.), it is our suggestion that both attend the meeting for
the purpose of hearing industry present their point of 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
may be useful for the purpose. (TAB B)

It is our recommendation that Messrs. Pilson and Kilgore, at a minimum,
be present for the purpose of 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
of the positions developed.

The above approach seems to be consistent with the revised modus operandi
of the PPIAC.
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T. A. PILSON K. K, KILGORE -/
Chief, Policies Branch Assistant Director
Purchasing & Contracting Accounting Policy Division
Policies Division 0ASD (Comp.)
OASD (S&L)
2 Incls.

l. TAB A

2. TAB B



. . 11/5/56
GENERAL EVALUATION OF INDUSTRY COMMENT

All Associatinns joln in a criticism of all of the drafts of Section XV that
they have seen, and their proposal for "One Set" largely represents these
criticisms stated as suggestions. We do not believe that there is included
in the proposals anything new,

CRITICISMS CQF SECTION XV

As indicated above, there are universal industrial complaints that all editions
of Section XV have been less than just and equitable. NSIA says that '"the
principles embody unduly 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 speci-
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
organizations, interest and other financial expenses, and depreciation and
contingency reserves'", In so doing, they say affirmatively and strongly urge

that "one set! should recognize ALL of the legitimate costs of doing business

without restriction,

UNIFORMITY IN COST TREATMENT

Several associations have inferred that there are cost differences which should
be recognized as between the several types of contracts and particularly as
between the cost-reimbursement contracts as a class and the so-called fixed
price contracts as a class, BUT THEY DID NOT SAY WHAT THE DIFFERENCES WERE.
They said only that cost reimbursement and pricing were not the same thing.
AMA and NSTA seemed to recognize the "universal application" concept of the
comprehensive set, although the latter preferred a contract clause for cost

reimbursement purposes., NSIA came closest to expressing uniformity when it

TAB A



said, ".;. in contract negotiations some sort of rules or philosophies are
logically required" and indicates that industries' apprehensions grow from
the "severe restrictions" of Section XV. This raises the problem of viewing
each cost element and ascertaining wherein there should be any cost difference.
COMMENT: At this time, we can see only contingencies as a possible area for
dif ferent treatment, and then only where pricing judgments are future in their
operation. If there are differences, industry must support them.

Since industry's "one set" proposals are the same as their criticisms
heretofore levelled at Section XV, we must presume that if Section XV were
to be modified to their satisfaction, uniformity would be well. Therefore,
we conclude that industry believes that it is not possible at this time to
get their ALL COSTS view accepted in Section XV and therefore, seek to estab-
lish the ALL COSTS basis in "one set". To do 8o, they must contend that there
is a difference between it and cost reimbursement.

INDUSTRY ADVOCATED CONCEPTS

ae. The basic objective should be one of fairness and justice to both parties
to the negotiation, recognizing ALL COSTS OF DOING BUSINESS to the extent that
they are (i) allocable and (il) reasonable. Allocability and reasonableness
are not further defined and, as to Section XV, industry has said that further
definition 1s unnecessary.

COMMENT: The concepts of allocability and reasonableness are difficult.
There are several possible bases for allocation, several of which are men-
tioned by industry. For example, NAM says, "... we recognize that there may
be unusual situations wherein certain items of cost may apply in less degree
to Govermment than to commercial business. There may be cases where none of
a particular cost would apply--or perhaps 100% in other cases."

Again, reasonableness is not defined by industry, except that they

TAB A



say that the expensaes ought to be in accord with "good" and "sound" business
practices. AMA says that whatever it is, it does not include second guessing
by the Governmen*., They say, "The principles should be based on the philoso-
phy that the contractor has been selected because of reputation, ability and
organization. Among other things, this means that 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 roughly
the same thing. They say, "The Government should have the opportunity to
review the accounting system of the contractor...and once approved..s.the
results of consistent application of that system 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 NOT EXPLICIT OR SPECIFIC. AIA
suggests that the principles be stated in “"broad terms". NAM says that
accounting is not an exact science and precise determinations of all costs is
not possible and therefore one set should not be '"detailed treatment of the
various cost elements...or cover peculiar circumstances or special cases."
NSIA says that the principles ought to be '"broad in scope, rather than detailed".
COMMENT: The DOD has always thought that its drafts provided the necessary
flexibility both as to system and as to range of allowances in those expenses
in which there ought to be a range of allowances. Our problem is that we
can't see how we can act within any reasonable degree of uniformity of policy
or practice, operating as we do in 100 plus principal purchasing offices and
using some 6,000 audit personnel without some specific guidance. Furthermore,
we believe that UNIFORMITY IS A MUST. In commenting on a previous Section XV

draft, NSIA seemed to recognize this when they said: "the development of

TAB A



uniformiiy of 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,

¢. Industry reiterates that the test of a valid accounting system should be
GENERAILY ACCEPTED ACCOUNTING PRINCIPLES AND PRACTICES, consistently applied.
NAM speaks of "flexibility with respect to allowability" and "flexibility as
to (accounting) systems", Only NSIA recognizes a government interest in the
system. They say that the Govermnment "should have the opportunity to REVIEW
the accounting system and, where...(the) accounting system provides an equit~-
able basis for the allocation of expenses, it should approve it. Once this

is done, the results of consistent application of that system SHOULD NOT BE
QUESTIONED." NSIA also speaks against "arbitrary allocation'.

COMMENT: The Department of Defense is unable to fully accept either of the
two above-mentioned philosophies as stated. Our experience is that a system
can be developed and maintained "in accordance with generally accepted
accounting principles and practices" and yet not necessarily yield costs re-
lated to the contract performance to the extent required for cost reimbursement
or to support pricing judgments. Thus, we have accepted the concept in its
correct sense by adding "applicable in the circumstance." The related point
on "consistency" we view in the same way. Consistency is essential only so
long as conditions remain static, When conditions change, a system change may
be required also. Additionally, rather than BLIND TRUST as suggested, we must
monitor the application of standards to a reasonable degree.

de Industry stated that whatever principles are developed ought to be limited
in their application to "COST RELATED AREAS," But the views were not unanimous

as to what the cost related areas were., MAPI says that it "sees no reason for

TAB A



tﬁe appiication of cost prineiples in any form to FIRM, FIXED-PRICE CON-
TRACTS". AMA says the same thing and adds that they ought not be applied in
"instances of standard commercial product" nor to "a substantially similar
modified version thereof'" at least in instances in which pricing ought to be
by "customary competitive factors such as quality, quantity, time of deliveny{~.
etc." NSIA states that the set ought to be applied in those "negotiated con-
tracts..s.in which costs constitute to some degree a factor for consideration
in contract negotiations". NSIA c¢arves out formal advertising and competitive
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 often be the one in which competition
would tell the pricing story, we cannot see that that should be the basis for
the exclusion. In the negotiated firm fixed-price contract area, estimated
costs are often a very important consideration in pricing and ought to be
evaluated on a consistent basis.
6. There were other ideas expressed upon which there ought to be some dis-
cussion:
l. We ought to rid ourselves of the concept of reimbursability and non-

reimbursability and allowability and non-allowability.
COMMENT: Under whatever description, we can perceive of no way of expressing
yes or no which the observer would accept. He actually is saying that there
is no such thing as an unallowable cost. We don't agree.

2. Incorporation by reference should not occur at all, was expressed by

one association. Another said that it should only be incorporated

in cost reimbursement type contracts.
COMMENT: We ought to study this point carefully and to determine precisely

when it ought to be incorporated by reference. In any event, we XNOW that

TAB A
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it shoula be incorporated into cost-type contractse.

3. One Associatlion observes that direct costs do not represent a serious
problem area--but notes that indirect costs do and, therefore, we
should give much attention to the indirect cost area.

COMMENT: Industry, by and large, has been extremely critical of past efforts
in clarifying the indirect cost area on the basis that it necessarily involves
arbitrary allocation of these expenses. Accordingly, in one set we have tried
to be rather general in our approach. On the basis of the present evidence,

I believe that our approach is probably correct.

4o In the matter of the cost treatment of one set, one Association
suggests that it ought to recognize as legitimate costs all gains
for which industry has fought so hard in the ASBCA, and although not
stated, they must logically say, the gains made in the courts.

COMMENT ¢ W; believe that these '"gains' 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, they should be disallowed. ASBCA and court
cases are determinations of existing facts only, which facts sometimes call
for remedial action,

f+. There were several other ideas expressed by industry which are generally
acceptable to the DOD, These are:

1. We ought not to let this project interfere with the current emphasis
ypon firm fixed~price contracting.

2. Since the total price is important in fixed-price contracting, we ought
not to become so preoccupied with the elements of coats to miss our fundamental
target--price. Specifically, we ought not to become"profit-happy".

3+ The concept of allowability may not be made dependent upon a negotia-
tion--policy coverage must be found.

Le In pricing, the audit and price analysis aids must be made advisory if
the one set target is not to result in "formula pricing",

6 TAB A



11/5/56
PROPOSED PPIAC AGENDA ITEM ON "“ONE SET"
We have received the proposals of five associations presenting their
views as to the problem of one set of contract cost principles for application
to all types of contracts and all contract situations. As we could expect,
there are some similarities and some dissimilarities of views, and some pro-
posals which do not now appear appropriate for application by the DOD. For
this reason, I am dedicating our next meeting to this subjeot believing that
fram it will result uniformity of purpose. If so, the development work will
be greatly facilitated.
Our appraisal of the industry comment brings into view the following
areas for consideration:
a. Standards of Cost. The observation is made that one set should
recognize ALL COSTS OF DOING BUSINESS to the extent that they are
(i) ALLOCABLE and (ii) REASONABLE. The question arises as to the
meaning of allocable and reasonable. Onc¢e we reach a conclusion
on this question, we will be in a position to apply it in the de~
termination of standards of cost.
be To what extent should there be uniformity of cost treatment under
the cost aspects of the several kinds of contracts and the several
uses within the contracts?
c. What are the specific COST REIATED AREAS in which an application of
one set should be made?
de Ought this department specify accounting standards which may be more
specific than GENERALIY ACCEPTED ACCOUNTING PRINCIPLES AND PRACTICES?
Having determmined the standard, to what extent should performance
under the standard be subject to appraisal by the DOD, particularly

as to Allocability and Reasonableness,

TAB B
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Is uniformity of treatment a valid objective? If so, how can we
achieve it if our principles are FLEXIBLE, NOT EXPLICIT OR SPECIFIC,
and STATED IN BROAD TERMS?

How can one set be cast in terms of yes and no in relation to ele-
ments of cost if we do not do it in terms of reimbursability and
non~-reimbursability and allowability and non-allowability?

In what situations should one set be incorporated by reference?

How should we cover the difficult area of indirect cost? In terms
of importance, should it be stressed in comparison with direct costs?
Should the items determined allowable by the ASBCA and the courts
be consldered allowable without reappraisal?

How can we best prevent the publication of one set from interfering
with the current emphasis on firm fixed-price contracting?

How can we best prevent a preoccupation with costs in negotiation

resulting in failure to negotiate price?

TAB B



June 11, 1957

THE PROBLEM OF ADGPTING A NEW SET OF COST PRINCIPLES

Background

In the summer of 1953, Mr, Bordner, of Mr, McNeil's staff, submitted
for consideration of the militgry 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 would ﬁﬂi’hggdig{negws in negotiating the prices
of risk contracts, would subJect all pricing to after-the-fact cost and profit
reviews and would require a . justification of negotlated forward pricing in
terms of which projected costs were allowed and which were disallowed. It
was felt that this would hamstring bargaLnlng, compromise and ﬁegotlated
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 ASPR subcommittee made up of
audlt a‘__grocurement representatlves oMrwces They were to
use Mr. Bordner's statement as the take-off point for drafting a revised set of
cost principles applicable to cost reimbursement contracts only '(to—re—ylace the
very o’ene?lstatements now in Part 2 of Section XV of ASPR for this purpose),
It was a;g}'_gaithat after completlon of _th_l_s_gffort but before publication, the
product would be reviewed to determine its sultablllty for use as a comprehen-
sive set of cost principles and decision as to how to publish would be reserved

for That time.

The ASPR subcommittee was formed and had exhaustive meetings,
usually two or three a week, through much of 1954 and 1955. Every word was
carefully considered. Departmental positions were formed compromised or
fought out on a wide variety of minor issues. The subcommittee report was
finally submitted to the ASPR Committee with a number of issues remaining.
The ASPR Committee, through part of 1955 and into 1956, considered thess
issues, resolved many and ultimately submitted the package, with a few unre-
solved issues to the Materiel Secretaries,

v
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During the final ASPR considerations and whilesconsideration by
the Secretaries - through much of 1956 - a pattern in these issues became

R
apparent. The Air Force, because it does such a high percenpage oI 1ts
TTTTe— ===




business with contractors who are almost entirely in government work and
who, thereforMmﬂy subject to the discipline¢imposed by the
necessities of commercial competition, was in favor of disallowing several
elemenis of zostysuch as "profit sharing incentive compensation',which the
other departments favored allowing to the extent such costs were kept within
reasonable limits, These issues along with the whole package were submitted
to } Mr Wllson in December of 1956 and agam in l\/iarch of 1957. His dec151on

tions and donations, general research expense not Spelelcally treated in the
“contract, sales expense other than comsulting engineering and the like, and a
few other Téss important items as wholly unallowable. His decision was
M’c that these principles were applicable only to cost-

reimbursement '""no-risk' contracts,
e——

By agreement between Mr. McNeil and Mr. Lanphier, a member of
each of their staffs, Mr. Kilgore and Mr. Pilsonydid very extensive work
during 1956 and early 1957 in the drafting of a comprehensive set of cost
principles. Thls was completed and submitted for your consideration on

2 Apr11,‘9_L. Thls draft acknowledges and accepts in principle a statement of
" the appllcab111ty and use to be made of tlus comprehensive set o cost prmc1p1es

wai“h in my oplnlon, y_q_u}d now_be acceptable to the military departments. A
Copy of this statement is attached. It is considered very important in a resolu-
tion of this problem. In its content, the comprehensive set of cost prmc1ples
is far less rigid in its disallowances than Part 2 of Section XV. Itis based
mconcept that no legitimate cost of doing b business is automatlcally un-
aHO\vabIMumﬁmwmmng to do with the conduct of

) go verniment buSiness are normally not allocable to us and many costs, though
allowable and allocable to us, may be so unreasonable in amount as to be un-
acceptable. In other words, it substitutes careful and realistic administration
Tor automatic disallowance. The administration will be more difficult in
industries not subject to competitive disciplines and, hence, Air Force ob-
_]ectlons to this comprehensive set of cost principles can b° an t1c1pated

Over this same period of time there have been two, and possible more,
official letters from the Comptroller General of the United States to Mr. Wilson
lirging The rapid adoption by the Department of Defense of a f a single, comprehen-
sive set of cost principles applicable to all types of ¢ contracts __The last of
these letters dated March II, 1957 is still unanswered_____

—

In its reports two years ago and again last year, the Special Investigations
Staff of the House Appropriations Committee (originally the Flatley group)
strongly urged the adoption of a single, comprehensive set of cost principles,
In its report to the House in connection with the current DOD budget, the

A’"‘p‘r‘dprratlons bomn11tFeTe§tat€d—tMrnecd in emphatlc terms.




In its hearings and report on aircraft procurement last year the

Special Investigation Subcommittee of the House Armed Services Committee
(the Hebert Subcommittee) brought out and stressed the fact that the practices
of the Navy and the Air Force with respect to cost allowances in airframe
Jontracts were different. This Committee pointed out that it was the immedi-
ate responsibility of the DepartlnenT of Defense to eliminate these differences.
"On May 15 of this year, the Spec1al Counsel of this Suncommﬁteek__mgil*e_t_ter
6 General Ghormley, has put us on notice that the same issues will again

e
arise in the hearings on procurement of aircraft engines next month. ThlS
Committee talks in terms of Part 2 of Section XV of ASPR and they mwht be

“satisfiedif that Sectionm wWere issued. However, the comtracts they have
_’_‘__,/—'—‘_"_'—0-.—’_‘~ ——————— e
‘investigated have been largely of the incentive type or other negotiated types
Tot directly affecied by Section XV, Part 2,
—_— o - —

In the past, audits in connection with pricing have been conducted in
the light of the present Part 2 of Section XV, Hence, the cost principles which
are contained therein to govern questions of cost allowability under cost reim-
bursement contracts are also used by the auditor in setting out costs for
spec1amm57 the negotiator when preparing advisory audits in
connection with negotiated price contracts. To a very large extent, then, costs
'whlcrra'r"mwed as a matter of regulatiofi undér cost reimbursement con= -
tracts are, in fact, excluded froim pricing in other contracts. Hence, if the
MV were issued with its rather stringent disallowances,
it would inevitably be carried over into the pricing of other titpes of contracts.
This might have the effect of rendering it more difficult to adopt less stringent

e ey s
rules with respect to such ofhér types IO the future.

. T

Summary of Present Situation

We presently have available for issuance to replace Part 2, Section XV
of ASPR a ‘proposed set of cost pr1nc1p1es applicable By its own terms only to
cost reimbursement contracts. This has been fully coordinated within the
"Department 6f Defense. 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 restrictions, have not been coordinated with
industry.

We also have a complete draft of a comprehensive set of cost principles
which has r recelved no coordination, elther with industry or w1th1n the Depart-

ment of Defense o -~
F“—-. I

The present line-up of the parties at interest is believed to be as
follows:



Mr, Wilson has approved Part 2, Section XV and would
have been willing to issue it but for Mr. McNeil's objection.
Mr. Wilson has not seen the comprehensive set and there are
differing guesses as to whether he would approve it,

Mr. McNeil is completely opposed to the issuance of
Part 2, Section XV both because he considers it too restrictive
and because 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 reimbursement,

The Air Force wants Part 2, Section XV issued immediately
and can be expected to oppose the present draft of the comprehen-
sive set either before or after the iss:ince of Part 2 of Section XV,

The Navy and the Army both feel that the present draft of
Section XV, Part 2 is too restrictive, but would vastly prefer to
have it issued to inaction. They point out the real embarrassment
that continued DOD inaction in this field can cause all of us. They
both recognize a continuing need for a comprehensive set of cost
principles and probably, but for the delay factor, would generally
support the new draft,

Industry can be expected to react violently if Section XV, Part 2
is issued in its present form. They will object beth to its restrictions
and to the fact that they were not consulted as to those which were most

. recently 1ncm‘porated

-~

Arguments Concerning the Immediate Issuance of Part 2 of Section XV

In favor of immediate issuance

1. It is finished, coordinated and agreed to in detail
by Sec/Def.

2, It is the culmination of a vast amount of committee
work. It will pin down, for the record, a large number
of agreements on principle and language which were
reached only after much effort and compromise.

3. It will probably satisfy the Hebert Subcommittee in
connection with its July hearings.



4. It 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 immediately.

Opposed to issuance

1. We have presently in ASPR, a set of cost principles
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.

2. 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 oA the moSt recent changes.

[ — —

3. Part 2, Section XV will not satisfy the GAO or the House
Appropriations Committee since, by its terms, it is only
applicable to cost reimbursement contracts. They specifi-

cally want a comprehensive set,

4. Party,Section XV, which will probably be used to some
extent in connection with all pricing, is unsuited for such
use. It treats as unallowable or requires special contractudal
treatment of costs which most parties would agree should be
allowed if incurred subject to the disciplines of commercial
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 comﬁ_éw__*

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.

un



3. If we were to proceed on this basis immediately, we
co'.ld probably satisfy the Hebert Subcommittee in July
and satisfy the Appropriations Committee and GAO
quicker than any other course.

Opposed to proceeding

1. The Air Force will immediately oppose it and, hence, a
delay is inevitable.

2. The Air Force will probably bring the proposed treatment
of such factors as ''profit sharing incentive payments",
"advertising'', '"contributions and donations'', '‘general
research', et al to Mr. Wilson's attention immediately.
While Mr. Shannon thinks that Mr. Wilson will agree to

y 2 different treatment of such costs in cost principles used
predominantly for negotiating risk contracts, as coyatrasted
with principles used in cost reimbursement, this is not
clear. In any event, the comprehensive set cannot be

issued without joining this issue before Mr. Wilson.
Conclusion

In view of Mr. McNeil's opposition to issuing Part 2, Section XV in
its present form and the Air Force insistence on this issuance, coupled with
the predictable Air Force opposition to the presently drafted comprehensive
set it is clear that another decision by Mr. Wilson is inevitable. It would be
very desirable if such a decision were a comprehensive onz that resolves all
of the issues that appear in this paper. The parties principally at interest
should be able to present their arguments to Mr. Wilson., This could not be
done as matters now stand, since neither the Air Force nor the other military
departments has yet seen the comprehensive set of cost principles. ence if
we were to seek a final decision on all issues from Mr. Wilson, we would first
need a briefing session with the military departments and we would have to
allow them emnough time to marshal their arguments on these issues.

It is my opinion that we should support the comprehensive set in
substantially its present form.

If Mr, Wilson will not approve this set I think we should proceed with
the issuance of Part 2, Section XV.

G. /. BANNERMAN
Djfector for Procurement Policy






15204l (b) The extent of allowability of selected costs covered in
ASPR 15-20L,e2 has been stated so as to apply broadly to many accounting
systems in varying contract situations. Thus as to any glven contract the
reasonableness and allovability of certain of the items of cost identified
below in this paragraph (b) may be difficult to determine, particularly in
the case of contractors whose business is predominantly or substantially
with the Govermment, In order to avoid subsequent disallowance based on
unreasonableness or nomeallocability, the extent of allowability of such
costs should be specifically negotiated and agreed to in advance of the
contractorts incurring such costs under cost=reimbursement type contracts,
fixed pI'iCé incentive contracts, and fixed price contracts subject to
retroactive price redeterminations 4ny such agreement should be incorporated
in cogt=reimbursement type contracts or made a part of the contract file in
the case of negotiated fixed-price type contracts, and should govern the

cost determinations covered thereby throughout the performance of the related

contracte



(f) Compensation for Personal Services.

(1) General.

a. Compensation for personal services includes all
remuneration paid or accrued, in whatever form and whether paid immediately
or deferred, for services rendered by employees to the contractor during
the period of contract performance. It includes, but is not limited to,
salaries, wages, directors' and executive committee members' fees, ppnnses,
incentive awards, employee stock options, fri?ge benefit%p and contributions
to pension, amuity, gzycg-bonus and profit-ég;;;ﬁéaﬁiégé; Subject to the
limitations set forth in this paragraph (F), such costs are allowable to the
extent that the total compensation of individual employees, in whatever form
paid, is reasonable for the services rendered.

b. Compensation is reasonable to tne extent that the
total amount paid or accrued, in whatever form, im commensurate with compensation
under the contractor's established policy and conforms generally to compensation
paid by other comtractors of the same size, in the same industry, or in the
same geographic area, for similar services. Compensation will be particularly
scrutinized to determine whether the compensation is reasonable in amount
and is for actuzlly personal services rather than a distribution of profits
when paid (i) to owners of closely-held corporations, (ii) to partners
and sole proprietors, (iii) to members of the immediate families of persons
included in (i) and (ii) above or (iv) to persons who are committed to acquire
a substantial financial imterest in the contractor's enterprise. In addition,
compensation expenses must be particularly scrutinized in light of the presence

or absence of the restraints occurring in the conduct of competitive business.



¢ Compensation for services rendered paid to partners
and sole proprietors in lieu of salary will be aliowed to the extent that
it is reasonable and does not constitube a distribution of profits.

d 1In addition to the generalrequirements set forth
in a through ¢ above, certain forms of compensation are subject to further
requirements as specified in (2) through (10) below.

(2) Salaries and Wages. Salaries and wages for curremt services

include gross compensation paid to employees in the form of cash, products, or
services, and may include payroll taxes, workmen's compensation insurance, and
the cost of supplemental unemployment benefit plans, and are allowable subject
to the qualifications of (8) below. lgéferred wages and salaries are allowable
to the extent authorized in (6) below.
(3) Cash Bonuses and Incentive Compensation. Cash bonuses
— AT ;

and incentive compensationzgﬂmther or not| dependent upon or meagured by profi@s}

m—

based on production, cost reduction, or efficient management or performance,
Vol
and suggestion awards and safety awards, ar%iallowable to the extent paid or

accrued pursuvant to an agreement entered into in good faith between the

e

contractor and the enployees before the services were rendered, or pursuant to

\ an established plan followed by the contractor so consistently as to imply,
Deferred bonuses and incentive compensation are allowable to the extent
authorized in (&) below.

e
(L) Bonuses and Incentive Compensation Paid in Stock.

Costs of bonuses and incemtive compensation paid in the stock of the contractor
or of an affiliate, are allowable to the extent set forth in (3) above (in-

L0\
\ in effect, an agreement to make such payment.(But see ASPR 15-20h.1 (b)). ' 44
‘ cluding the incorporation of the principles of paragraph (6) below for deferred
|

| bonuses and incentive compensation), subject to the following additional require-

2



ments:

(1) valuation placed on the stock shall be the
fair market value, determined upon the moBt
objective basis available; and

(ii) accruals for stock prior to acquisition by

the employees shall be subject to adjustment

according to the possibilities what the

employees will not acquire such stock and

their interest in the accruals will be forfeited.
Such costs otherwise allowable are subject to adjustment according to the
principles set forth in (6) ¢ and d below. ( But see ASFR 15-204.1 (b)).

(5) Stock Options. The cost of options to employees to

purchase stock of the contractor or of an affiliate, shall be allowed to the
extent that the market value of the stock exceeds the option price at the

date the option is granted. If employees are given the opportunity to purchase
stock of the contractor at a certain time or during a certain period (other

than through a stock option) the excess of the market value of the stock over tne
cost to the empioyee shall be allowed as a cost. The current market value of the
stock shall be determined according to the criteria set forth in () above.

If the exercise of an option is conditioned upon future contingencies, the cost
shall be amortized rateably over the period commencing from the issuance of the
option to the eeriiest date (other than death of the employee) when the contingencies
can be fulfilled. Allowable costs for options that may not be exercised shall be

adjusted according to the principles set forth in (6) c below.

-

(6f Deferred Compensation

Y,

"Jg As used herein, deferred compensation includes all

remuneration, in whatever form, for services currently rendered, for which the employee



is not paid until after the completion of the year in which the services are
rendered, except that it does not include normal end of accounmting period
accruals. It includes (i) contributions to pension, annuity, stock bonus, and
profit sharing plans; (ii) disability, withdrawal, insurance, survivorship, and
similar benefits, and (iii) other deferred compensation, such as salaries and
wages and bonuses and incentive awards, whether paid in casn or in stock.

b Deferred compensation is allowable to the extent
that (1) it is for services rendered during the comtract perioed; (ii) it is,
together with all other compensation paid to the employee, reasonable in
amourt; and (iii) it is paid pursuant to an agreement entered into in good
faith between the contractor and employees before the services are rendered,
or pursuant to an established plan followed by the contractor so consistently
as to imply, which constitutes, in effect, an agreemenmt to make such payments.
(But see ASFR 15-20L4.1(6).

¢ In determining the cost of deferred compensation
allowable under the contract, appropriate gdjustments shall be made for
credits or gains arising out of both normal and abnormal employee turnover,
or any other contingencies that can result in a forfeiture by employees
of such deferred compensation. Adjustments shall be made only for forfeitures
which directly or indirectly inure to the benefit of the contractor; forfeitures
which inure to the benefit of other employees covered by a deferred compensation
plan with no reduction in the contractor's costs will not normally give rise to
adjustment in contract costs. Adjustments for normal employees turnover shall
be based on the contractor's experience and on foreseeable prospects, and shall
be reflected in the amount of cost currently allowable., Such adjustments
will be unnecessary to the extent that the contractor can demonstrate that its
contributions take into account normal forf¥ itures. Adjustments for possible

b



future abnormal forBeitures shall be effected according to the following rules:
(1) abnormal forfeitures that are f oreseeable and
which canbe currenmtly evaluated with
reasonable accuracy, by actuarial or other
sound computation, shall be reflected by
an adjustment of current costs otherwise
allowable; and
(1i) abnormal forfeitures, not within (i) above,
may be made the subject of agreement between
the Govermment and the contractor either
as to an equitable adjustment or a method
of determining such adjustment.
d In determining whether deferred compensation
is for services rendered during the contract period, or is for future
services, consideration shall be given to conditions imposed upon evemtual
payment, sush as, requirements of continued employment, consultation after
retirement, and covenants not to compete. Similar consideration should be
given to the cost of past service credits of pension and annuity plans.

(7) Fringe Benefits. See (o).

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

See (y).

(9) Training and Education Expenses. See (gq).

(10) Insurance and Indemnification. See (p).
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(h) Contributions and Donations.

(1) Reasonable oontributions and donations to established
nonprofit charitable, scientific, and educational organizations are allow-
able if they (i) may reasonably be expeoted to result in future benefits
to the contractor through advancing, direotly or imdirectly, the technology
of his industry of ‘rmreasing the supply of trained manrower available to 1it,
(11) are in lieu of the cost of similar facilitles which the ocontractor would
have to provide, such as employes mediocal or reoreational facilities, (iii)
‘:are expeoted of the contractor by the community and 1t oan reasonably be
expeated that the prestige of the oontractor in the community would suffer
through the lack of such contributions; or (iv) are contributions to local civil

defense fumds, or to local 0171} dsfense _projects for use in the oommnnity in

B J

whioch the contractor operates. (?ut see ASPR 16-204.1(b)). | A )

(2) The reasonableness of the smount of partioular ocontri-
butions and the aggregate thereof for each fiscal period must ordinarily be
judged in the light of the pattern of past contributions, partioularly those
made prior to the placing of Governmeant oontraots,-and should also be judged
in the light of the presence or absence of restraints occurring in the conduoct
of oompetitive business, The amount of each allowable oontribution must be

deductible for purposes of Federal income tax, but this condition does not,

in itself, justify allowability as & contraot ocost.
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" STANDARD FORM NO, 84 —~—

“0]%66 Memor WAUT7I? » UNITED STATES GOVERNMENT

o ; ¥r. G, C, Bamersan oarg, LB July 1957
Director for Procurement Folicy e
FROM T. Ae

Procurement Foliciss & Regulations Div.

SUBJECT: wu~mmmyummm-s

w’-wﬁ,mwmmwummm
recast., In so doing, we have accepted two basic concepts, strongly wrged by
industry in the industry proposals.

(1) !b.ttfthl;mo payment to the employes for services
rendered A COST %o the contractor, and

(11) If it is a cost to the cuitractor, the DOD has the fundamental
obligation to allow it, insofar as tlie compensstion is reasomable
in amount in light of the services rendered.

The above results in the conclusion that the DOD should not concern itself
with the compemsation technique employed, but should dedicate its attemtion to
mmmwmmﬂmmmmmhm individual ,

whatever technigue or combination of techniques is employed, is reasonable in
uﬁammm

We believe that the trestmemt provided in the "cosprebensive” set results
mmnmmmumm nmﬁma’-ﬂ

expend itures
defense products. nmmm,mnmumm
principles adopted at the outset of the "comprehensive" effort, wherein it is stated:

Wmmuummmh
mmd'mm*um

In any event, we belisve that difficult fairmess is to be preferred over
simplified inequity.

| mmmu-uummemdmmm-mnu




uflll."
contribut forts in making the operatiom of the company gucce
:nniud tas.::;s.:immaaw. In the suit for taxes on ths gain,
ontended that:

tion or
"The said ions were not intended by the Corporw
the petitioner t:l“ constitute additional compensstion but unu gthmt.d
to permit the petitioner to scquire a propristary interest

ion and to provide him with the interest in the successful

operation of the Corparation deriving from an ownership interest.”

E5R
§EE

The Tax Court stated the lssue this way:

nded as compansation
'hﬂuhdntmhhumumqtmmm

but not uthnopfbiommduign-dtoprormnilvith Ya propristary
interest in the business'®.

The Supreme court ruled that the option gain was compensation. The syllabus
of tie case stating:

"When assets are transferred by -n'wlomt‘:-; :n employee to
ter services, they are 'compsnsa e w e e
“n:du:.tb:hl no differenteif the compensation is paid in stock

rather than in money.”

mic and financial
"here employee received very substantial ecomo
benefit, consisting of stogk options, from his employer because
of employer's desire to got better work from a:plnyu, this
was 'compensation for personal gservice /s « o+ o

Since, as the Court observed, the stock option technique was a method of
providing "compensation for personal services) and sinee 1t is the fundamental
prenige of this paper that the total amount of the compensation is the eritical
congideration as to the allowmbility of the eoste, we believe that a proper use
of the technique must be "allowable."

The one possible argument against allowability of the technique is to conmtend
that the item relates to the capital of the company and ls therefore not a cost
wiich can be allocated to the contract by reason of the definition of allocable cost
(15-201.2) as follows:

(i1i) Thus, a cost allocable to the Govermment contract is ome whiche

d, does not ilnvolve transactions relating to the capital of the
business, . . "

The Lo boe case did not, of course, cover specifically the problem of propsr treatment
of the expense by the contractor. It did, however, say thisi

"Thus, st the end of these tramsactions, Lo tue's employer was worth
$8,230 less to its stockholders and Lo Due was worth 8,230 more than before,”

1t mugt be poimted out thst the "capital" srgument applies in equal force to
stock bonuses (parsgreph iii), as both relate equally to capital of the Company. As to
2



stock bonuses, =0 far as we have been able to determine, the technique is
presently allowable, hag been allowable in all recent drafts of Sectlion
XV, st least not disapproved by the Materiel Secretaries Council in its
many considerations of the Compensation principle.



DEPARTMENT OF DEFENSE
OFF ICE OF GENERAL COUNSEL
WASHINGTON 25, D. C.

August 6, 1957

MEMORANDUM FOR MR, G. C. BANNFRMAN ‘
DMrector for Procurement Poliey
Office of the Asaistant Secrctary of Defense

(Supply end logistics)
SUBJECT: Treatment of Stock Option Arrangements as Costs by Contractors

Reference is made to your memorandum dated July 25, 1957, in which
you ask the question whether it is legally proper for the Govermment to
pay as part of the cost of a contract the amount that represents the
difference in the fair market value of stock in the company and the price
at which the stock is offered an employees under an employee stock option
plan,

While it is techniecally legal for the Govermment to compensate a
contractor for anmy legal expense, the question arises whether or not the
Government should compensate & conmtractor for an expense not permitted as
a business expense under Section 162 of the Internal Revenue Code of 1354.

Section 421 of the Internal Revenue Code provides that if an
employee purchases stock under a restricted stock option, mo income shall
result to the individual at the time of trunsfer of such share upon his
exercise of the option and that no deduction is allowable to anmy time to
the employer under Section 162 (relating to trade and business expenmses).

A restricted stock option is defined as an option granted to an
individual for any reason comnected with his employment by a eorporation,
if granted by the employer corporation or its parent or subsidiary
corporation, to purchase stock of any such corporations, but only if —

e, the option price is at least 85 per cent of the fair
market valus at such time of the stock subject to the

option,

b. the option by its terms 8 @Bt!thbdrerable by such
individual enupt by will or laws of deecent and
g.:;;r:.':u:ii:, 1.3l Zé'ﬁ" -@hlﬁ,‘}%lﬂa lifetime



10 per
classes o
cisable after the expiration of

te the option is granted.

It would appear anomslous for the Department of
This area is

Dafense to be more generous than the Internal Revenue Service.

It is understood that a preponderance of the employee stock options
are novw of the restricted type in order to permit the employee to avoid
Although your memorandum did not raise the question, this office

We would like to look further into this proposed section
and desire to comment on the subject at a later date,

expresses an interest in item (oo), Taxes, on page 26.

cwrrently under consideration by this office as a result of litigation

an increased income tax,

in California,

flw

S
Assistant General Counsel (logistics)
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ASSISTANT SECRETARY OF DEFENSE A —

F “ ’ WASHINGTON 25, D. C. R}‘:

SEF 2 71857

BUFPLY AND LOGISTICS

cCD
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 commercial organizations. These principles will be
used for accumulating, reporting and evaluating costs and cost estimates in
connection with fixed price negotiations, price redetermination negotiations,
cost allowances in cost reimbursement contracts and in the settlement of
terminated contracts, Thus they will be used in connection with contracis
having a high element of risk as well as in contracts with relatively little
= risk. Subject to the resolution of one remaining issue, which is described
below, it is proposed that this set of cost principles be furnished immediate-
ly to the industrial associations for comment and, after full consideration of
such comments and appropriate modifications of the principles, that they be
lncorporated in the Armed Services Procurement Regulation.

; This set of cost principles is the result of an immense amount of
work by many people. A large number of controversial issues have been re-
. § solved and the resultant principles, subject to one unresolved issue, have
the full support of all interested elements within the Department.
g The remaining issue is concerned with the treatment of cash bonuses
and incentive compensation which are dependent upon or measured by profits.
‘? The Secretary of the Air Force is of the opinion that this portion of compensa-
- tion should never be allowed or treated as a cost., The other Departiments,
e Mr. McNeil and I are of the opinion that, where a contractor's income is pre-
dominantly derived from nonegovernmental work or from governmental work
Q obtained as a result of price competition or from a combination of the two,
the payment of bonuses or incentive compensation dependent upon or measured

by profits should be allowed or treated as a cost provided the total compensation
é is reagonable., There are attached statements in support of each of these

i\;:m.-iticmn.
Godiaizs St 5es

Inclogures ERKINS McGUIRE
Asnistant Secretary of Defense
(Supply and Logistics)

QSR PLES | L5 PG el VA 5 16 LR S SR (T R A e S e K i e e = -




&5
EELEANDUY Fos TEE ASCICTART SECAZTALY OF DRFENSE (Sal)
STASLCTI  Shert History ef the Cost Priasiples Problam

BAl. Ju U0ty Within the ASPa there are two sets of oset principies,

TT Section iV, directed for use Gl for the relmbwresment of ecsts wnder
cost~reinurseseil type eontrects, sad (41) Part L, Seotion VIIi, Dermin-
stian, a est slightly different frem XV, for the uss &5 4 baxis for
Termination Jettlezants. Both sets ars similar in fermat, but as iadicated
above are sligitly differsct {n trestmsnt o« the elements of cost. The
foraui if one of merely meain: the iteme of cost wndier Shres headimgs:

(1) examples of ftems of allowable cost,
{41) examplos of 1tema of woallowsble cact, and
(133 ) exazpler of subjects requiring spesial scasideration.

The s, oartsin Cengrescisoal grocps sad the Comptrellers (GSD and the
mllitesy decartamts;, a8 vell sr the procurement slements of the Jeperi-~ -
mant of xfense havs bedm oritisel eof this fomal, smtending that the
princirles ehould be omnyiderably amplified By (1) previdin,; e definitien
ol sac: af the eclements of ecsl end (11) suech sdditional guidance as will
miniziro (e oeed for devartasctel isplemantstisa.

In adiition to these, thers was & genersl feelin; that the extisting
prigeioles ouglt o be reviewed and perhaps sdjusted to provide a more
|uitarlie eoveruge of oertsin items of ecst inguwrred by tim contrastor.

K¥ITTo o7 ELTIVE XV: Ower s pericd of several ysars, ssveral drafte
heve begr. subxitted to the TE: indusirial associations with whom we sus-
tomarily ococrdiaate our activiiles. As smight be axpocted, ths varicus
elemenis of indusiry rescied differently. In Usneral, the Sational
becurity ludurterial association, the Katlonal Associstion ef Nenufasturers,
Hagding~y and illled Products Inytitmte, the indie-ilaglraaios-Television
ramfaciurers Association and the iutomobile NManufacturers Assscistion
have provided veeful philosophical guidanee, which they desire ibat we
subztitute for that ecatained ia the draft baing oriticised and oon-
structive word changes ebodying their propesed plhilssopiies. The Air-
eraft Industries Asspcistion INTASTINGLY XD BUF GFFICIALLY KLASFOND

AT ALL G5 THD HeaAdTS O Gl BUCK DxaFZ. THuln RESFASKE wWaAs A BDLE

UK. Fag LETTSH SHICH SAID IH EPPSCT THAT ALL OF TH: PRILOSOPAIS IR
Lol IN TH. DhaFT wikdh WMBONHG AKD THAT COBBUEXTLY THEY WOULD Puilik




(11) a full evaluation, insluding in more precisc Serms the in-
dustrial cooment and mere fully sur appruisal, aad

{111} & proposed Procurement and Produstien Industryy Advisery
Comuittee Agendia Item, reporting s preposed method of
godng abhead with She preblem,

Since Kovember 5, 1956, KETA has provided additional semmsnt, which,
%0 sk extent, supparia the staff appraieal but is meieial waEpecis
sxphacises tw points of view alresly expressed iy ths ovher assseistisns.

1l Incl.
lems for Depetseteloc,Dal, (Sal)
and Ui.ehnst.SoceDul, (Comp, )
witi: Tabs 4 and B

\

Prepared byiTAPilson/lsh/1-18-57
BB 3=-D=77) x72026
Coordinated with:
RB, GOIQAQMO'i



NUMBER 4105, 49
DATE  April 8, 1958

. ASD(S&L)
Departmenl of Defense Instruction

SUBJECT Contractors' Costs for the Recruitment of Engineering
and Scientific Personnel

I. PURPOSE

The purpose of this Instruction is %o prescribe the basio

polioy to be followed and the basic oriterie to be used in deter-
mining reasonablensss of costs inourred by comtractors in conneo-
tion with the recruitment of enginesering and scientifio personnel.

IT. APPLICABILITY

The provisions of this Instruction apply in all cases where the
determination of reasonableness of subjeot costs is a necessary
adjunct to proper contract pricinge.

I11. GENERAL

There exists a strong nationwide demand for engineering and

scientific persomnel creatsed by the rapid pace of techunologiocal
developments This, together with the fact that the supply of such
personnel is limited, has brought about an intense competition to
reoruit and hold qualified personnel and has led to costly recruit-
ment programs and praotices. This in turn has pointed up the need

for assuring that contraotors' recruitment costs are maintained at

a reasonable level, Statistical data compiled with respect to seleoted
contraators reveal extremely wide differences in such important
oonditions affecting recruitment as the nature of operatlons, the

size of engineering and soientific staffs maintained, the amount

end nature of recruitment costs incurred, the number of new employees
hired, and the rate of employee turnovere. In view of these diffserences,
it is clear that the establishment of fixed quentitative standards

to measure reasonablensss 1s not practiocable and that reassonasbleness
must be judged on a case-by-ocase basis.

Iv. POLICY

Reasonableness of reoruitment costs will be determinaed on a
ocasa-by-~-oage basis, taking into oconsideration all of the conditions
bearing on the partioular case, inoluding the magnitude of the
recruitment problem, the effectiveness of the control and administra-
tion exercised with respect to the formulation, direstion and cost

of recruitment programs and practices, and the effectiveness of the
recruitment progrems and practices themselves.



v, CRITERIA

In determining reesonableness of reoruitment costs, due weight
shall be given to the following oriteria:

(1) Evidence of effective budgetary control of reoruitment costs,

(2) Bvidence of effeotive administrative control and direotion in
the formulation and operation of recruitment programs.

(3) Evidence of other effective oontrols and reviews to deteot
and prevent indiscriminate, imprudent, and costly recruitment
practioes,

(4) BEvidenoce that the size of the engineering and scientifio staffs
reoruited and meintained is in keeping with workload requirements.

(8) Evidence of effective analysis to determine the cause and efiect
of the rate of employee turnover.

(6) Evidence that payments of allowances to new and prospective
employees are reasonable and governmed by established polioy.

(7) BEvidenoce that salaries and fringe benefits, inoluding educational
benefits, offered to new employees are reesonsble and governed
by established policy.

(8) Evidence of violations of reoruiting ethiocs in the form of
proselyting.

VI, IMPLEMENTATION

Each military department shall take appropriate aotion to assure that
ite existing instruotions are conmsiamtent with this instruotion. Four
coples of existing or additional Instruotions necessary to implement
this Instruotion will be submitted to the Assistant Secretary of De-
fense (Supply and Logistios) within 30 days from the date hereof.

VII. EFFECTIVE DATE

This Instruotion is effeotive upon publloation.

Asgistant Seoretary of Defense Assistant Becretary of Defense
Supply and Logistios Comptroller

D5056524
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Cost prineiples for use in commection with cost-relabuwreement type
contracts have existed in cne fom or another since 1040, Nowever, there
has existed no guidence with respect to the handling of coste in connec-
tion with other types of negotinted contrects. These "other types,”
constituting scme (7 of cur procuresent over the past 8ix years, include
redetesmineble, incentive, and negotisted flmm flxed-price contructs in
wvhich costs are often a major fuctor in detemmining price.

Ve have lomg recogilsed the need for cost prineiples for use in con-
nection with the various types of so-called fixed-price contimcts. More
recently constderable pressure hap beem brought to beer by the Congress,
the Camptrolier Generul, and other outside organisations for sdoption of
cost principles of Lroadsr application.

AIA's major point in this commection 1s that cost prinmeiples should
@ply caly 10 cost-reimbursement type contructs and that o separte set
of guidelines should be established fur use by auditors in gathering dete
with respect to fized-price comtrmcte. This viev has recelived little
support, either within or without Guvernment. Costs are coste vhatever
the satwe of the comtrect. dGaly the influmnce of those costs oa pricing
differs according to the type of comtimet and the iadividual conditiome
surtounding & perticular procurement.

Under the existing condition in which there is no guldance relstive

,\'ﬂ**“““ﬂ“d“

o3 betwesn militery Gepartments, within departments, end betwoen



contrmetons. Ao & result, whother certaln costs, such os advertising,
rofit-staring, ead certain resesrch, are considered in estallisblag e
price depends wpon policy of the negotisting agecy, oF bargsining josi-
tion or nagotisting ebility of the contractor. Our position is that we
must establish cost principles on o tesis that will egualize cost treat-
meutl botveen the seversl types of comtruets so that ane type of coatrect
vill be seither less nor more attmmetive to either party by resson only
of the cost trestaent.

The other speeific criticisms of the proposed princizles by AIA
will be covered in more detail in conmection with owr asalysis of com-
ments received from all of ladustry.



ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS JUN 8 185

CD
MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Since 1949, the Armed Services Procurement Regulation nas contained
a very brief statement of the principles relating to the allowability of manu~
facturers' costs for use in connection with payments under contracts which are
on a cost reimbursement 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
only to the extent specially treated in the contract, The regulations have con-
tained no principles or policy guidance with respect to the method of dealing
with costs or cost estimates in contracts of types other than cost reimbursement

=== _ contracts,

For nearly five years there has been increasingly intensive pressure
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 treatment 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 has been strongly advocated by the House
Appropriations Committee, the Comptroller General of the United States, and
the Hoover Commission.

We have been in the process of developing such a comprehensive set
ol cost principles for several years, However, as I am sure you will recognize,
this is a highly complicated and controversial subject and one which generates
a wide variety of different views as to the treatment 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 Department
of Defense to be able to issue a draft of the proposed principles to various indus-
trial groups for their comment. These comments, which for the most part were
guite 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 departrnents preparatory to our undertaking discussions
with industry groups in an effort to resolve our differences to the extent practical,



Prior to our discussions with industry I believe that you should be
aware of the policy approaches that we propose to take,

The industry comment was critical with re spect to each element of
cost, such as the cost of institutional and product advertising, which we had
felt should not be charged to the government but which industry considered a
normal cost of doing business. In other words they considered that all norg_%r )
and proper costs of doing business should be allowed by the government to th:

extent they were reasonable and allocable under the contractor 's accounting
syé;tem even though seme of such costs clearly. have nothmg to do with the
conduct of government business. We feel that there are some costs, such as
advertising or allowances for bad debts, which & ‘liough necessary in the
conduct of the business should not be allocated to government contracts,

The industry comment also made it clear that, so long as there were
to be unallowable items of cost, _industry did not favor the extension of the use
of cost prmc1ples to mcentlve contracts, price redeterminable contracts and
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omegotlated "fixed pnce" type of contracts or to negotlated settlements
that the use of cost prmc1p1es in these situations will lead to formula pricing
rather than true negotiation. f'We believe that the descnphon which we have
included in the cost principles themgelves of the methods of use of these
principles in the pricing or settlement of these contracts is adequate to
assure that they will not damage the negotiation process. ‘

In our meetings with Mr, McNeil and the Materiel Asgsistant
Secretaries consideration has been given to some twenty igssues which were
raised by industry. We have come to agreement among ourselves on all
but one. On several of these issues we have agreed to accept the industry
viewpoint whereas in a number of others we believe that we should not
accept that viewpoint.

Tab A, attached, is a summary of the one remaining issue on which
we do not have internal agreement and on which we seek your advice, This
has to do with the allowability, as a part of total compensation to employees,
primarily involving executive compensation, of that portion which is dependent
upon or measured by profits. The Air Force is opposed to allowance whereas
the Army, Navy, ASD(Comptroller) and ASD(Supply and Logistics) favor
allowing. This problem has been with us for several years and it was previously
decided by Mr, Wilson that such expenses should not be allowed as costs. The
question is again raised by the industry comment and there is again a lack of
agreement, The arguments on this subject are included in Tab A.



Tab B, attached, represents an identification and evaluation of
the significant remaining issues with industry. Internally we are in com-
plete agreement that these industry views should not be accepted in the
proposed regulation,

Tab C, attached, is an identification of the principal changes to
which we have agreed as a result of the industry comments.

Tab D, attached, is our tirmetable for the completion of this
project and the issuance of this section of the regulation.
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“PERKINS McGUIRE

Assistant Secretary of Defense
(Supply and Logistics)
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4 Inclosures
Tabs A, B, Cand D
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Issues Between the Air Force and Industry, (ASD(S&L), (COMP), Army and Navy)

COMPENSATION

INDUSTRY VIEW
(concurred in by ASD(S&L), (Comp), Army and Navy)
Basic Contention: The critically important considera-
tion underlying the compensation principle ought to
be the reasonableness of the total compensation paid
using any and all methods. The methods of compen-
sation usable ought to be that determined by the
contractor so long as the methods utilized are in
keeping with sound accounting practices and the
results achieved are reasonable in light of the
services rendered, -

A. COMPENSATION PLANS BASED UPON, MEASURED

BY PROFITS.

Specifically, industry'contends that cozjripensation
plans based upon and measured by profits:

1. Are becoining increasingly more widely used as
a means of compensating employees and officers
for services rendered,- A

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.

4, Are not logically separable into deferred or
immediate distribution plans, The Air Force

AIR FORCE POSITION

Contentions: The Air Force position is that

payments under profit-sharing plans should not
be recognized as a cost of performing defense
contracts.

1. Since January 1, 1955, the Air Force,
in its negotiations with contractors, has taken
the position that payments to management under
profit-sharing plans are not allowable, The Air
Force has no objection to profit-sharing plans
as such. We do reject the philosophy that pay-
ments under such plans should be treated as a
cost of performing the contract.

2. Profit-sharing is a method of distribu-
tion of profits realized. This is implicit in
both the label and the conditions attached to
this particular method of distributing corpo-
rate earnings, Distribution of profits under

the various plans are, in general, determined
in accordance with the profit position of a

company at the end of the fiscal year, In a
profit-sharing plan the contractor purports

to be sharing his calculated profits with
certain of his employees, If profit distribu-~
tions are treated as costs in determining
contract prices, the so-called "profit-
sharing'" is an illusion. For, while the con-
tractor would be publicizing a program as
"profit-sharing, ' the Government would, in
fact, be bearing directly the cost of such vplan,



position makes it clear that their opposition
is only to '"immediate distribution' plans
and not to "deferred distribution' or
"retirement'' plans. Where each ie based
upon or measured by profits, it is difficult
to see how one type can be considered a
cost and the other not, The Air Force
pasition does not explain this point,

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

Were considered "essential to the ultimate
maintenance of the Capitalistic System' in
the one Congressional inquiry into such
plans in 1939.

3. Under our contracting techniques we
negotiate, contract by contract, a price based
upon what the job is worth, This estimated
profit is an incentive to the contractor and we
allow him an opportunity, by reducing costs, to
earn more profit, If, 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 achieved such profit or
more and distributed a portion thereof to
certain of its employees as "profit-sharing",
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 measured by, efficiency. Net
profits available for distribution may be the result
of higher volume of business, sharp negotiations,
or the peculiar tax situation of the contractor,

In fact, a manufacturer who has not produced
efficiently during a particular year could still,

out of profits earned distribute bonuses measured
by profits. The Government would not bave derived
any benefits from the operation of the profit-sharing
plan.

5. Normally, management is confronted
with conflicting interests of stockholders and



employees in the distribution of profits in

the form of dividends for the former and
profit-sharing plans, if any, for the latter,

The normal pressures exerted by stockholders

to prevent the indiscriminate distribution of
profits under the profit-sharing plan disappears
if the Government accepts payments under profit-
sharing plans 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 plans in
effect for a number-of years, have never sought
reimbursement for p-ayments under such plans,

~The effect of a formal policy allowing payments
under such plans would cause these companies to
request reimbursement therefor and would stimulate
interest in other companies to inaugurate.such
plans, The Air Force estimates existing profit-
sharing plans could involve, for the Air Force
alone, approximately $25 million a year., Any
general policy in favor of allowing payments

under these plans could cause this amount to be
increased significantly.

7. Our po.sition is primarily addressed to
profit-sharing plans of the "immediate" distribu-
tion type, We would not object to allowability
of payments under profit-sharing ''retirement"
plans as presently contained in the latest DOD
draft of the proposed cost principles, if such
plans meet the requirements of the Internal
Revenue Code and the regulations thereunder,



TAB B

Identification and Evaluation of the Significant Remaining Issues
with Industry

ISSUE 1

Should there be an attempt to get uniformity of cost treatment in all of
the various types of -contractual situations where costs are a factor in pricing?

Industry Position

With very slight exception industry agrees with the objective of uniformity
of cost treatiment but is seriously concerned lest the application of these prin-
ciples lead government contracting personnel to resolve controversial points of
negotiation by unilateral accounting solutions rather than by overall bargaining.
Specifically they fear that the description, contained in the document itself,
of the "applicability' of these cost principles to fixed price types of contracts
may lead to formula pricing rather than to negotiation based upon factors other
than estimated costs.,

Government Position

The ''applicability" section of these cost principles makes it clear that
they are for use only when costs are a factor in pricing. They do not enlarge,
or even affect, the number of types of transactions where costs are to be con-
sidered nor do they suggest that a specific treatment of costs shall be paramount
to other considerations in cases where estimated costs are one of several factors
affecting the negotiation. The present guidance, contained elsewhere in ASPR,
with respect to negotiation and pricing techniques and methods (which has the
solid support of industry) remains in effect and is the basis for judgment as to
when costs or cost estimates should be importantly considered in pricing. It is
only when costs are considered that these cost principles apply. Hence it is not
felt that the danger of formula pricing would be increased by the adoption of
these principles. Rather, they would encourage a consistent treatment of costs
where costs are dealt with at all, However, we have agreed to revised language
to make these points completely clear (See Tab C, Item 1).

ISSUE 2
Should the cost principles provide for the non-acceptance by the govern-

ment of any cost which is normal, legal, and reasonably necessary in the
conduct of the contractor's business?

o



Industry Position '

In general the industry view was that the government should accept its
pro rata allocation of all normal and necessary costs of doing business, This
view was very generally stated by all industry's groups as well as by the
Comptrollers Institute,

Government Position

This is probably the most difficult issue to resolve to the satisfaction of
all parties, .As a generality we agree that we should accept our share of the
normal expenses of doing business. Nevertheless the difference between com-
mercial business and government business is such that certain types of expense
should not be allocated to us no matter what the accounting system of the contractor
normally provides, Examples of such expenses are entertainment expense and
reserves for commercial bad debts. We have also considered that certain other
individual expense items such as product and institutional 'advertising and contri-

butions and donations, should not be accepted by the government,
e I Y

ISSUE 3

Related to Issue 2'is the additional gquestion as to whether the government
should gquestion the ''reasonableness' or '"allocability' to goverrment work of a
cost which is -handled consistently under the contractor's norma. accounting
system in accordance with ''‘generally accepted accounting principles', Stated
differently,. this question is whether the cost principles should contain rules or
guidelines for determining the "reasonableness' or "allocability' of various
cost elements or whether we should accept, as the criterion, 'generally accepted
accounting practices',

Industry Position

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



Government Po s;i%&on

"Generally accepted accounting principles' are broad standards for the
evaluation of the financial position of an enterprise and for the measurement of
income and expense over a given period of time, Thus a system may be main-
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 pricing judgments without
some adjustments. Accordingly what may be "good accounting practice, " for
the purpose of determining the company's overall income and expense may be
inappropriate when determining the price to be charged a particular customer
or c.ass of customers,

ISSUE 4

The proposed cost principles point out that when we are buying from
companies or industries actively engaged in commercial competition, we can
normally rely on the restraints of competition to assure that certain items of
expense, such as general research, are kept by management decision within
reasonable bounds. However, where we are dealing with firms whose work is
exclusively or predominantly with the government such competitive restraints do
not exist. To provide appropriate control in such instances and to avoid unex-
pected disallowances of costs by the government, the cost principles suggest that,
with respect to elements of cost where reasonableness is hard to determine,
particularly with contractors whose work is predominantly with the government,
there should be advance agreement as to the extent of allowability of such costs
and that such agreements should be incorporated in the contracts. The issue
is whether this provision is sound.

Industry Position

The industry comment generally objected to this provision on the ground
(a) that it favored companies in a strong negotiating position, (b) promoted lack
of uniformity of treatment and (c) limited management's discretion to make sound
business decisions by requiring approval in advance of incurring legitimate
business expenses,

Government Position

The industry comments seemed to assume that a failure to negotiate and
agree on such costs would render them unallowable. This is erroneous. They

would 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

up by a clearer rewrite of this section of the principles. Nevertheless, the basic
issue will to some degree remain, We consider it highly desirable that there be
an advance agreement on the ground rules when we are dealing with traditionally
difficult questions of cost particularly where there is no motivation through .the -
needs of competition to keep such costs within normal and reasonable limits,
This will not lead to any less uniformity of treatment, probably to more, than

we would have by complete reliance on the concept of '"reasonableness' advocated
in the industry comments., .As to the infringement on management decisions we
are simply telling management that, if they want reimbursement from us for
exceptional or unusual expenses in these troublesome fields, they should get our
concurrence, The only way we could avoid such infringement would be to allow
whatever they spend without regard to our judgment as to reasonableness,

ISSUE 5

The subissues which follow have to do with our treatment of specific
elements of cost. There are a number of minor points which are not considered
in this paper, The following are the significant points which were commented on
adversely by several or most industry groups.

5a, Advertising Costs

Industry Position

"The industry comment strongly urged the allowability of institutional
advertising in all media on the ground that it stimulates interest and the pursuit
of careers in engineering and science, affects employee relations and, by keeping
the company before the public assists the company in other ways which are of
indirect advantage to the government, as in making it easier to attract investment
capital. To a lesser extent industry urged the allowance of the costs of product
advertising on the ground that the government benefits through cheaper prices
for defense work from the creation of mass markets for commercial products.

Governmert Position

Product and institutional advertising are essentially selling expense
and are designed to influence the general public. The costs thereof should be
allocated to that portion of the contractor's business which is conducted with
the general public. We have consistently held to this position for many years.
We have, however, allowed advertising in trade and technical journals, provided
products are not offered for sale. This we propose to continue,

AL



5 b. Compensation for Personal Services

(i) Compensation dependent upon of measured by profits. See Tab A.

{ii} Stock Options.

Industry Position

Stock options are a proper means of compensating employees, they
are recognized as costs by generally accepted accounting principles and, under
some circumstances, are deductible for tax purposes.,

Government Position

Stock options are not a cost of doing business in that they do not get
on the contractors' statements of income and expense, In the form in which they
are currently used by industry they are not deductible by the employer as a cost
for tax purposes. They should not be allowed as a cost for pricing purposes.

5 c. Contributions and Donations

Industry Position

The making of contributions is essential to the conduct of a business
and the failure to do so adversely affects the contractor's standing in the com-
munity and, hence, his employee relations, Such contributions aid in the
development of technical education and scientific researeh. These costs are
deductible for tax purposes.

Government Position

The'allowance of contributions and donations would put contractors
in the position of being able to give away the government's money. They bear
no relation to the conduct of government work, .As a matter of governmental
policy these costs have never been allowed under any prior cost principles
and we feel that we should not change this policy,

A



5 d. Interest

Industry Position

All industry comment indicates the belief that the interest 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 2 cost would provide a
preference for one method of obtaining capital requirements over other methods
and therefore would provide an incentive for borrowing for the performance of
our contracts even where our cash requirements could be met out of available
capital. The extent of capital requirements of our contracts should be con- )/
sidered in the fixing of fees or profits (See Tab C, Issue 2). 4

5 e, Plant Reconversion Costs

Industry Position

Reconversion from defense work to civilian work may be very
costly, Where unusually heavy expense is involved, allowability should not
be precluded by the cost principles,

Government Position

The government does allow all initial set-up expense as a charge
to its work, In addition it allqws the cost of removal of special government
furnished machinery when special installations, such as large concrete founda-
tions, are involved. This is considered equitable and it is felt that we should
continue the policy of requiring that, upon completion of government work,
set-up or make-ready expense for commercial work be charged against
ensuing production,

5 f, Research and Developmen

Industry Position

bl o 1o HR ST
Under the p¥. inei pure research is allowed on a
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- pro-rated basis as a charge against any contracts, Product research-or
development is allowed only as a charge against the product or product line
which is benefited. Product research or development is not allowed as a
charge against government research contracts. Some industry comment
opposed the distinction between pure research and product research,
claiming that this would requirc a difficult segregation. Others felt that
product research should be allocable to government research contracts.
Others, pxincipally-the. Aircraft Industries—Associatian, objected to the
requirement for negotiation to predetermine reasonableness of R&D expense,
theoe wes gean fee /s i o 14t Cop Aeliradien of dewalepmet £ypessas
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Government Position

The allowance of pure research to the extent of reasonableness
is new, Previously it was not allowed unless specially agreed on. Product
research has been allowable as part of the price of products which are
benefited. We feel that this is a reasonably clear and uncomplex segre-
gation and that, for instance, the sale of an atomic reactor should not bear
any part of the cost of developing a new line of refrigerators. Recent dis-
cussions with various industry groups seem to indicate a better understanding
and more willing acceptance of this principle than the initial written comments
showed, The point raised by the AIA with respect to the necessity for pre-
.agreement on reasonableness is covered under Issue 4 above.

5 g. Training and Educational Costs

Industry Position

The proposed cost principles:

(i) allow in-training and out-training at vocational and
non-college levels.

(ii) allow part-time technical, engineering and scientific
education, including materials, textbooks, fees, tuition,
and, if necessary, straight time compensation for
attendance of classes during working hours for 2 hours
a week for the year (1 course).

(iii) allow post-graduate tuition, fees, materials for full-time
scientific and engineering education (BUT NO SALARY OR
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SUBSISTENCE), for bona fide employees for one school
year for each employee so trained.

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

In connection with (ii), industry objects to the limitation of 2 hours a
week for the study during working hours

In connection with (iii), industry objects to the non-allowability of salary

and subsistence, Finally, industry objects to the non-allowance of grants
in (iv).

Government Position

The above policy was developed cooperatively by the procurement,
manpower and research interests of OSD and the military departments.
During the development every aspect of the problem was reconsidered and
the above was adopted as being a reasonable treatment under today's cir-
cumstances.,

It was felt, in conmection with (ii), that this sort of activity
ought to be accomplished outside of working hours, but instances were found
in which this was not possible, Two hours per work week appeared to be a
reasonable solution. In connection with (iii) above, allocability of this
expense against Government contracts is a tight question. As a matter of
policy, therefore, we sought a reasonable solution and one in which a
discipline to reasonableness would be provided., Sharing of the expenses
provides this incentive. Grants, in (iv) above, were disallowed on the
basis that grants are in fact donations and should be allowed only if con-
tributions generally are allowable (See Item  #4).

Ve



TAB C

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

1. Industry Position

Industry strongly approves the existing section of ASPR that describes
our negotiation and pricing policies. These policies emphasize negotiated
bargaining toward reasonable overall pricing. The industry comments express
the fear that the proposed new cost principles would undermine this policy
and lead to formula pricing based solely on audit reports,

Government Position

Since the intent of the proposed draft was to continue our existing
pricing policies and since this intent was not understood from a reading of
the draft, the "Applicability' section of the draft is being rewritten to make
this intent clear and, hence, to accommodate the industry views,

2. Industry Position

Industry strongly urges that interest on borrowings be allowed as
a cost,

Government Position

While we do not feel that we should accede to this position (See Tab B,
Issue 5 d}, we have emphasized, elsewhere in ASPR, that the extent of the
contractor's capital investment in the performance of the contract shall be
taken into account in negotiating the amount of fee or profit,- |

3. Industry Position

Industry felt that the treattment of overtime pay, extra pa§? shift pre-
miums and multi-shift premiums was unnecessarily complicated and would
lead to. confusion among the services to the disadvantage of industry.

Government Position

Since the original submission of the draft for industry comrnents, the
policy with respect to overtime, extra pay shifts and multi-shifts has been
greatly simplified in its administration and this simplification, carried into
the cost principles, satisfies the industry objection.
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TAB D -

Timetable for Completion

Meetings with industry associations

Completion of revisions stemming from
-meetings with industry

Coordination of final proposal internally
and with General Accounting Office

- Publication
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

BUPPLY AND LOGISTICS JUN 1 § 1958

CD o
MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Since 1949, the Armed Services Procurement Regulation has contained
a very brief statement of the principles relating to the allowability of manu~
facturers! costs for use in connection with payments under contracts which are
on a cost reimbursement basis. This statement has contained principally three
listings, first, thoee types of costs which are regularly allowable, second,
those which are regularly unallowable and, third, those which are allowable
only to the extent specially treated in the contract., The regulations have con-
tained no principles or policy guidance with respect to the method of dealing
with costs or cost estimates in contracts of types other than cost reimbursement

contracts,

For nearly five years there has been increasingly intensive pressure
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 treatment 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 has been strongly advocated by the House
Appropriations Committee, the Comptroller General of the United States, and
the Hoover Commission,

We have been in the process of developing such a comprehensive set
of cost principles for severzl years, However, as I am sure you will recognize,
this is 2 highly complicated and controversial subject and one which generates
a wide variety of different views as to the treztment 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 Department
of Defense to be able to issue a draft of the proposed principles to various indus-
trial groups for their comment. These comments, which for the most part were
guite 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 undertaking discussions
with industry groups in an effort to resclve our differences to the extent practical.
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Prior to our discussions with industry I believe that you should be

- aware of the policy approaches that we propose to take.

The industry comment was critical with respect to each element of
cost, such as the cost of institutional and product advertising, which we had
felt should not be charged to the government but which industry considered a
normal cost of doing business. In other words they considered that all no .
and proper costs of doing business should be allowed by the government to |
extmeré reasonable and allocable under the contractor's accounhn_g
system even though seme of such cests ciearly have nothmg to do with the
conduct of government business. We feel that there are some costs, such as
advertising or allowances for bad debts, which & ‘hough necessary in the
conduct of the business should not be allocated to government contracts,

The industry comment also made it clear that, 8o long as there were
to be u.nallowa.ble items of cost,_mdustry did not favor, the extension of the use
of cost pr1nc1ples to mcentwe contracts, price redeterminable contracts and

e e

other negotiated ”flxed pnce” ty-pe of contracts or to negot1ated settlements
c:?—féf}nmated contracts., The basis for this opposition seems to be a belief
that the use of cost principles in these situations will lead to formula pricing
rather than true negotiation. fWe believe that the descnptmn which we have
included in the cost principles themgelves of the methods of use of these
principles in the pricing or settlement of these contracts is adequate to

assure that they will not darnage the negotiation process.

In our meetings with Mr, McNeil and the Materiel Assistant
Secretaries consideration has been given to some twenty issues which were
raised by industry., We have come to agreement among ourselves on all
but one. On several of these issues we have agreed to accept the industry-
viewpoint whereas in a number of others we believe that we should not
accept that viewpoint,

Tab A, attached, is a suanmary of the one remaining issue on which
we do not have internal agreement and on which we seek your advice, This
has to do with the allowability, as a part of total commpensation to emplbyeeé,
primarily involving executive compensation, of that portion which is dependent
upon or measured by profits. The Air Force is opposed to allowance whereas
the Army, Navy, ASD(Comptroller) and ASD(Supply and Logistics) favor
allowing. This problem has been with us for several years and it was previously
decided by Mr. Wilson that such expenses should not be allowed as costs. The
question is again raised by the industry comment and there is again a lack of
agreement. The arguments on this subject are included in Tab A.
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; Tab B, attached, represents an identification and evaluation of
the significant remaining issues with industry. Internally we are in com-
plete agreement that these industry views should not be accepted in the
proposed regulation.,

Tab C, attached, is an identification of the principal changes to
which we have agreed as a result of the industry comments.

Tab D, attached, is our timetable for the completion of this
project and the issuance of this section of the regulation.
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“PERKINS McGU
Assgistant Secretary of Defense
(Supply and Logistics)

4 Inclosures
Tabs A, B, C and D



Issues Between the Air Force and Industry, (ASD(S&L), (COMP), Army and Navy)

COMPENSATION

INDUSTRY VIEW
(conciurred in by ASD(S&L), (Comp), Army and Navy)
Basic Contention: The critically important considera-
tion underlying the compensation principle ought to
be the reasonableness of the total compensation paid
using any and all methods. The methods of compen-
sation usable ought to be that determined by the
contractor so long as the methods utilized are in
keeping with sound accounting practices and the
results achieved are reasonable in light of the
services rendered, '

A. COMPENSATION PLANS BASED UPON, MEASURED,

BY PROFITS.

Specifically, industry:contends that corr;pensatiOn
plans based upon and measured by profits:

1. Are becoming increasingly more widely used as
a means of compensating 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.

4, Are not logically separable into deferred or
immediate distribution plans, The Air Force

AIR FORCE POSITION

Contentions: The Air Force position is that

payments under profit-sharing plans should not
be recognized as a cost of performing defense
contracts.

1. Since January 1, 1955, the Air Force,
in its negotiations with contractors, has taken
the position that payments to management under
profit-sharing plans are not allowable, The Air
Force has no objection to profit-sharing plans
as such. We do reject the philosophy that pay-
ments under such plans should be treated as a
cost of performing the contract.

2, Profit-sharing is a method of distribu-
tion of profits realized, This is implic¢it in
both the label and the conditions attached to
this particular method of distributing corpo-
rate earnings. Distribution of profits under

the various plans are, in general, determined
in accordance with the profit position of a

company at the end of the fiscal year, Ina
profit-sharing plan the contractor purports

to be sharing his calculated profits with
certain of his employees, If profit distribu-
tions are treated as costs in determining
contract prices, the so-called "profit-
sharing' is an illusion, For, while the con-
tractor would be publicizing a program as
""profit-sharing, ' the Government would, in
fact, be bearing directly the cost of such plan.



position makes it clear that their opposition
is only to 'immediate distribution' plans
and not to "deferred distribution' or
"retirement' plans. Where each is based
upon or measured by profits, it is difficult
to see how one type can be considered a
cost and the other not. The Air Force
position does not explain this point,

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

Were considered "essential to the ultimate
maintenance of the Capitalistic System!' in
the one Congressional inquiry into such
plans in 1939,

3. Under our contracting techniques we
negotiate, contract by contract, a price based
upon what the job is worth, This estimated
profit is an incentive to the contractor and we
allow him an opportunity, by reducing costs, to
earn more profit, If, 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 achieved such profit or
more and distributed a portion thereof to
certain of its employees as ''profit-sharing",
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 measured by, efficiency, Net
profits available for distribution may be the result
of higher volume of business, sharp negotiations,
or the peculiar tax situation of the contractor,

In fact, a manufacturer who has 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 the operation of the profit-sharing
plan.

5, Normally, management is confronted
with conflicting interests of stockholders and



employees in the distribution of profits in

the form of dividends for the former and
profit-sharing plans, if any, for the latter.

The normal pressures exerted by stockholders

to prevent the indiscriminate distribution of
profits under the profit-sharing plan disappears
if the Government accepte payments under profit-
sharing plans 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 plans in
effect for @ number-of years, have never sought
reimbursement for payments under such plans.

~The effect of a formal policy allowing payments
under such plans would cause these companies to
request reimbursement therefor and would stimulate
interest in other companies to inaugurate.such
plans, The Air Force estimates existing profit-
sharing plans could involve, for the Air Force
alone, approximately $25 million a year, Any
general policy in favor of allowing payments

under these plans could cause this amount to be
‘ihcreased significantly.

7. Our poéition is primarily addressed to
profit-sharing plans of the "immediate'' distribu-
tion type. We would not object to allowability
of payments under profit-sharing "retirement"
plans as presently contained in the latest DOD
draft of the proposed cost principles, if such
plans meet the requirements of the Internal
Revenue Code and the regulations thereunder,



TAB B

Identification and Evaluation of the Significant Remaining Issues
with Industry

ISSUE 1

Should there be an attempt to get uniformity of cost treatment in all of
the various types of -contractual situations where costs are a factor in pricing?

Industry Position

With very slight exception industry agrees with the objective of uniformity
of cost treatment but is seriously concerned lest the application of these prin-
ciples lead government contracting personnel to resolve controvereial points of
negotiation by unilateral accounting solutions rather than by overall bargaining.
Specifically they fear that the description, contained in the document itself,
of the "applicability' of these cost principles to fixed price types of contracts
may lead to formula pricing rather than to negotiation based upon factors other
than estimated costs.

Government Position

The "applicability' section of these cost principles makes it clear that
they are for use only when costs are a factor in pricing. They do not enlarge,
or even affect, the number of types of transactions where costs are to be con-
sidered nor do they suggest that a specific treatment of costs shall be paramount
to other considerations in cases where estimated costs are one of several factors
affecting the negotiation. The present guidance, contained elsewhere in ASPR,
with respect to negotiation and pricing techniques and methods {which has the
solid support of industry) remains in effect and is the basis for judgment as to
when costs or cost estimates should be importantly considered in pricing. It is
only when costs are considered that these cost principles apply. Hence it is not
felt that the danger of formula pricing would be increased by the adoption of
these principles. Rather, they would encourage a consistent treatment of costs
where costs are dealt with at all, However, we have agreed to revised language
to make these points completely clear (See Tab C, Item 1).

ISSUE 2
Should the cost principles provide for the non-acceptance by the govern-

ment of any cost which is normal, legal, and reasonably necessary in the
conduct of the contractor's business?



Industry Position

In general the industry view was that the government should accept its
pro rata allocation of all normal and necessary costs of doing business. This
view was very generally stated by all industry's groups as well as by the
Comptrollers Institute,

Government Position

This is probably the most difficult issue to resolve to the satisfaction of
all parties. .As a generality we agree that we should accept our share of the
normal expenses of doing business., Nevertheless the difference between com-
mercial business and government business is such that certain types of expense
should not be allocated to us no matter what the accounting system of the contractor
normally provides, Examples of such expenses are entertainment expense and
reserves for commercial bad debts. We have also considered that certain other
individual expense items such as product and institutional ‘advertising and contri-
Wnations, should not be accepted by the government,

ISSUE 3

Related to Issue 2 is the additional question as to whether the government
should question the '"reasonableness' or '‘allocability' to goverrment work of a
cost which is handled consistently under the contractor's norma. accounting
system in accordance with '"generally accepted accounting principles', Stated
differently,. this question is whether the cost principles should contain rules or
guidelines for determining the "reasonableness' or ""allocability'" of various
cost elements or whether we should accept, as the criterion, ''generally accepted
accounting practices''. ‘

Industry Position

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



Government Position

"Generally accepted accounting principles'' are broad standards for the
evaluation of the financial position of an enterprise and for the measurement of
income and expense over a given period of timme, Thus a system may be main-
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 pricing judgments without
some adjustments. Accordingly what may be "good accounting practice," for
the purpose of determining the company's overall incomme and expense may be
inappropriate when determining the price to be charged a particular customer
or c.ass of customers,

ISSUE 4

The proposed cost principles point out that when we are buying from
companies or industries actively engaged in commercial competition, we can
normally rely on the restraints of competition to assure that certain items of
expense, such as general research, are kept by management decision within
reasonable bounds., However, where we are dealing with firms whose work is
exclusively or predominantly with the government such competitive restraints do
not exist., To provide appropriate control in such instances and to avoid unex-
pected disallowances of costs by the government, the cost principles suggest that,
with respect to elements of cost where reasonableness is hard to determine,
particularly with contractors whose work is predominantly with the government,
there should be advance agreement as to the extent of allowability of such costs
and that such agreements should be incorporated in the contracts, The issue
is whether this provision is sound.

Industry Position

The industry comment generally objected to this provision on the ground
(a) that it favored companies in a strong negotiating position, (b) promoted lack
of uniformity of treatment and (c) limited management's discretion to make sound
business decisions by requiring approval in advance of incurring legitimate
business expenses.

Government Position

The industry comments seemed to assume that a failure to negotiate and
agree on such costs would render them unallowable. This is erroneous. They

would be unallowable only if subsequently found unreasonable which would not
3



happen if there had been an agreement. This point can undoubtedly be cleared

up by a clearer rewrite of this section of the principles. Nevertheless, the basic
issue’'will to some degree remain., We consider it highly desirable that there be
an advance agreement on the ground rules when we are dealing with traditionally
difficult questions of cost particularly where there is no motivation through the -
needs of competition to keep such costs within normal and reasonable limits.
This will not lead to any less uniformity of treatment, probably to more, than

we would have by complete reliance on the concept of ""reasonableness' advocated
in the industry comments. As to the infringement on management decisions we
are simply telling management that, if they want reimbursement from us for
exceptional or unusual expenses in these troublesome fields, they should get out
concurrence, The only way we could avoid such infringement would be to allow
whatever they spend without regard to our judgment as to reasonableness.

ISSUE 5

The subissues which follow have to do with our treatment of specific
elements of cost. There are a number of minor points which are not considered
in this paper., The following are the significant points which were commented on
adversely by several or most industry groups,

5a, Advertising Costs

Industry Position

"The industry comment strongly urged the allowability of institutional
advertising in all media on the ground that it stimulates interest and the pursuit
of careers in engineering and science, affects employee relations and, by keeping
the company before the public assists the company in other ways which are of
indirect advantage to the government, as in making it easier to attract investment
capital. To a lesser extent industry urged the allowance of the costs of product
advertising on the ground that the government benefits through cheaper prices
for defense work from the creation of mass markets for commercial products.

Governmert Position

Product and institutional advertising are essentially selling expense
and are designed to influence the general public. The costs thereof should be
allocated to that portion of the contractor's business which is conducted with

the general public. We have consistently held to this position for many years..
We have, however, allowed advertising in trade and technical journals, provided
products are not offered for sale. This we propose to continue,

AT



5 b. Compensation for Personal Services

" (i) Compensation dependent upon or measured by profits. See Tab A.

(i) Stock Options.

Industry Position

Stock options are a proper means of compensating employees, they
are recognized as costs by generally accepted accounting principles and, under
some circumstances, are deductible for tax purposes.

Government Position

Stock options are not a cost of doing business in that they do not get

on the contractors' statements of income and expense. In the form in which they

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

5 ¢. Contributions and Donations

Industry Position

The making of contributions is essential to the conduct of a business
and the failure to do so adversely affects the contractor's standing in the com-
munity and, hence, his employee relations., Such contributions aid in the
development of technical education and scientific researeh. These costs are
deductible for tax purposes.

Government Position

The allowance of contributions and donations would put contractors
in the position of being able to give away the government's money. They bear
no relation to the conduct of government work. As a matter of governmental
policy these costs have never been allowed under any prior cost principles
and we feel that we should not change this policy.

4



5 d, Interest

Industry Position

All industry comment indicates the belief that the interest 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 method of obtaining capital requirements over other methods
and therefore would provide an incentive for borrowing for the performance of
our contracts even where our cash requirements could be met out of available
capital. The extent of capital requirements of our contracts should be con- /
sidered in the fixing of fees or profits (See Tab C, Issue 2). é

5 e, FPlant Reconversion Costs

Industry Position

Reconversi‘gn" from defense work to civilian work may be very
costly. Where unusually heavy expense is involved, allowability should not
be precluded by the cost principles.,

Government Position

The government does allow all initial set-up expense as a charge
to its work, In addition it allqwe the cost of removal of special government
furnished machinery when special installations, such as large concrete founda-
tions, are involved. This is considered equitable and it is felt that we should
continue the policy of requiring that, upon completion of government work,
set-up or make~ready expense for cornmercial work be charged against
ensuing production.

5 f, Research and Developmen

Industry Position

4 f" DL lo 50 ”‘Aﬁ 5’V
Under the pi% inci pure research is allowed on a
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pro-rated basis as a charge against any contracts, Product research-or
develppment is allowed only as a charge against the product or product line
‘which is benefited. Product research or development is not allowed as a
charge against government research contracts. Some industry comment
opposed the dietinction between pure research and product research,
claiming that this would requirc a difficult segregation. Others felt that
product research should be allocable to government research contracts.
Others, pwincipally-the. Aircraft Industries-Association, objected to the
requirement for negotiation to predetermine reasonableness of R&D expense.
1,"('&? Wel G '\040 l'(j ‘{Z, v {p_ 4 lx'bdé(ll-\ nf d/waAJ wr'f"‘-)’Ph—‘.yos
with ﬁbe‘i‘lﬂj’ﬁw N [rl‘a Se.-v/://( F"""‘( A——// /D-& PI#‘&”,’M}

Government Position

The allowance of pure research to the extent of reasonableness

is new., Previously it was not allowed unless specially agreed on, Product
research has been allowable as part of the price of products which are
benefited, We feel that this is a reasonably clear and uncomplex segre-
gation and that, for instance, the sale of an atomic reactor should not bear
any part of the cost of developing a new line of refrigerators, Recent dis-
cussions with various industry groups seem to indicate a better understanding
and more willing acceptance of this principle than the initial written comments
showed, The point raised by the AIA with respect to the necessity for pre-

agreement on reasonableness is covered under Issue 4 above,

5 g. Training and Educational Costs

Industry Position

The proposed cost principles:

(i) allow in-training and out-training at vocational and
non-college levels,

(ii) allow part-time technical, engineering and scientific
education, including materials, textbooks, fees, tuition,
and, if necessary, straight time compensation for
attendance of classes during working hours for 2 hours
a week for the year {1 course).

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

N
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SUBSISTENCE), for bona fide employees for one school
year for each employee so trained,

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

In connection with (ii), industry objects to the limitation of 2 hours a
week for the study during working hours

In connection with (iii), industry objects to the non-allowability of salary

and subsistence, Finally, industry objects to the non-allowance of grants
in {iv).

Government Position

The above policy was developed cooperatively by the procurement,
manpower and research interests of OSD and the military departments,
During the development every aspect of the problem was reconsidered and
the above was adopted as being a reasonable treatment under today's cir-
cumstances,

It was felt, in connection with (ii), that this sort of activity
ought to be accomplished outside of working hours, but instances were found
in which this was not possible, Two hours per work week appeared to be a
reasonable solution. In connection with (iii) above, allocability of this
expense against Government contracts is a tight question. As a matter of
policy, therefore, we sought a reasonable solution and one in which a
discipline to reasonableness would be provided. Sharing of the expenses
provides this incentive., Grants, in (iv) above, were disallowed on the
basis that grants are in fact donations and should be allowed only if con-
tributions generally are allowable (See Item #4).
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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 policies emphasize negotiated
bargaining toward reasonable overall pricing. The industry comments express
the fear that the proposed new cost principles would undermine this policy
and lead to formula pricing based solely on audit reports,

Government Position

Since the intent of the proposed draft was to continue our existing
pricing policies and since this intent was not understood from a reading of
the draft, the "Applicability" section of the draft is being rewritten to make
this intent clear and, hence, to accommodate the industry views.

Industry Position

Industry strongly urges that interest on borrowings be allowed as
a cost,

Government Position

While we do not feel that we should accede to this position (See Tab B,
Issue 5 d}, we have emphasized, elsewhere in ASPR, that the extent of the
contractor's capital investment in the performance of the contract shall be
taken into account in negotiating the amount of fee or profit,-

Industry Position

Industry felt that the treatment of overtime pay, extra pay.r' shift pre-
miums and multi-shift premiums was unnecessarily complicated and would
lead to. confusion among the services to the disadvantage of industry.

Government Position

Since the original submission of the draft for industry comrnents, the
policy with respect to overtime, extra pay shifts and multi-shifts has been
greatly simplified in its administration and this simplification, carried into
the cost principles, satisfies the industry objection.
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At the moeting ia your affise, on the cantrast oot princigles, on
L
sharing payments a: allowable part of compen-

;
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reascaable Lo the exient thal the total amosal pald or ascreed,

is commensurate with compsasation paid undes the comtractor's
established policy aad couforms gonerally lo compensation paid
by ather contractors of the samme sise, i the same industry, or
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The refevence to ABPR 15-204. Mb) is 1o that section of the cost
principles widch we discussed with you, which stales that where contractors
are predomisanily cangaged in govesamen! work aad whera the reasonablences
of & cost may bs difficuls o detersmine, the contractor should arvive at an

~ agresmeui with the goverament 48 to such costs in advance of incurving them.

I is recommended that you approve the above language fo: inclesion

in the cost princigles.
SIGigp
SIG""'ED
W, J. MelElL Prrnling McQUIAL
Assisiant secretacy ol Jeleass Assisiant lecretary of Defense
(Supply and Logisuics)
Prepared by: GCBannerman and



McELROY MEETING ON COST PRINCIPLES -- 8/6/58

1. Approved concept of including incentive compensation of the profit
sharing type as part of total compensation, subject to reasonableness.

2. Include a cavéat that we do not allow any part of compensation not
allowed for tax purposes.

3. Delete parentheses (whether or not dependent upon or measured by
profits) from suggested treatment in 8/4 memo.

L4, Consider if we can beef-up definition of "reasonableness" as
applied to compensation.

5. Provide procedure for joint conslderation of determination of
reasongbleness by three departments when compensation is large end business
is predominately with the Govermment. This may best be handled separately
through an administrative instruction.

6. Provide for some type of control of total compensation during
transition perlod so as to preclude increases in total compensation,
above that heretofore allowed, merely as a result of our policy change.

— 7. Develop, as best we can, additional guidelines or standards
to measure reasonableness of total compensation.

8. Submit entire package to Hebert Comnmittee after issuance.












OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SCAF LT Ave. (48

SUPPLY AND LOGISTICS

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS)
SUBJECT : Contract Cost Principles

We are in the process of changing the 10 September 1957 draft of the
Contract Cost Principles to give effect to the recent decisions made by
Mr. McElroy as well as certain other changes which were indicated by
industry comments. I estimate that we will have a new draft available for
forwarding to industry in about two weeks. We are plamning to set up our
industry meeting for early October. I will provide you with a specific
proposal for the conduct of this meeting im the near future.

It is my understanding that the following decisions were made by the
Secretary of Defense with respect to the compensation prineciple at the
6 August 1958 meeting:

1. Incentive compensation of the profit sharing type would
be an allowasble cost to be considered as a portion of total compensation.
Total compensstion would, of course, be subject to the overall test of
reasonebleness.

2. Include a provision in the compensation principle to the
effect that we would not allow amy part of compensation not deductible for
tax purposes.

3. Delete the words "(whether or not dependent upon or measured
by profits)" from the paragraph entitled "Cash Bonuses and Incentive
Compensation” in your memorandum of 4 August 1958 to the Secretary of Defense.

4. Endeavor, as best we can, to expand our treatment of "reason-
ableness" as applied to compensation. Additional guidelines or standards to
measure the reasonableness of total compensation should be dewveloped to the
extent practicable.

5. Provide for joint action by the Departments in those situations
where there is a mutual interest and where the determination as to the reason-
sbleness of compensation is difficult.

6. Provide for some type of control over total compensation during
the transition period so as to preclude the allowance of increased ocompensa-
tion over that previously paid by the company merely by reason of our action
in allowing profit sharing plans as part of total compensation.



7. Submit the new cost principles to the Hébert Committee

after we have issued them.

/G. C. BANNERMAN
Direttor for Procurement Policy
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MEMORANDUM FOR THE ASSISTANT SECEETARY OF DEFENSE (SUPFLY AND LOGISTICS)
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THE NUMBERS GAME

In presenting its statistical argument about the number of costs
disallowed, industry is playing the numbers game, They can (as did NSIA
who cited 52 items) list a number of "areas in which there 1s failure to
recognize true costs in whole or in part," and make it appear that we are
being more restrictive rather than more liberal. There are several reasons:

(1) We explain the treatment of costs in more detail in the present
proposel, Thus whereas "general research unless specifically provided for in
the contract” was classed as one wmallowable in Sec. XV, NSIA listed several
elements of R&D costs as accounting for four items of unallowables. Yet we
have llberalized this element substantielly. Likewise NSIA lists five such
items under compensation, three under depreciation, four wmder insurance,
three under materiel, three under rental, three under royalties, and four
under training. In none of these ltems is allowability more restricted,
end in several i1t is liberallzed.

(2) We provide policy guidance on many items now included in
ASPR XV, Part 5, where they are classed as for "Special Consideration."”

(3) Many of the items have had to be covered more specifically
and their sllowabllity restricted because of abuse by some contractors in the
absence of prescribed handling (e.g., sale and leaseback, recruiting, and
training).

No doubt the source of much of the attack on this score is the fact
that they have been reimbursed in the past for many of the "wnalloweble" costs
through the mechanism of pricing under several of the types of so-called

fixed price contracts.
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Prepared by: GCBaanerman/kh
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Rewritten by: GCBannermaa/ jb/17 June 58
(8ee attached coordination)



(concurred ia by Army and Navy)
The critically importast considera-

be the -

using any Compen~

sation asable cught 10 bo that dete raained by the
comtractor oo long a8 the methods stilised aic ia

L. Are bescoming increasiagly mere widely used as
a4 means of componsating employees and officers
for services readered.

2. Are gosta, as distiagulshed from a distribu-
tion of profits, by generally accepted account-
isg priaciples and practices.

3, Are allowabie as coste for tax purpeses and
for remsgotiation.

4. Are not logically separable tute defarred or
immediate distribution placs, Ths /ir Force

in accordaace with the profit pesition of a

|
|
|



position makes it clear that their opposition
is culy to “immediate distribution” plans
and not to “defarred distribulion” or
“retirement” plans, Where cach is based
upon or measured by profits, 2 is dilficult
o see how ons type can be considered &
cost and the other not. The Alr Force

position does oot csplain this poiat.

Cannot logically be separated from beauses
{which are allowable), since both are treated
alike by contractors for most purposes.

Were considered "essential to the ultimate
mainienance of the Capitalistic System” in

the one Congressional inguiry into such
plans in 1939.

)
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employses in the distribution of profits in
the form of dividends for the former and

7. Cur position is primarily addressed to
profit-sharing plans of the "immediate” distribu=
tion type. We would not object to allowability
of payments under profit-sharing ”
placs 59 presently contaiaed in the
draft of the propesed cost principles, if such
plans mest the requirements of the Internal
Revenue Code and the regulations thereunder,
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In gemeral the industry view was that the goverament should sccept i3
pro rata allocation of all normal and costs of doing business. This
view was very geserally stated by all groups as wall as by the
Comptrollers Institute.

Severament Positien

This is probably the mest difficult lssue to rescive to the satisiaction of
all parties, Asa we agroe that we should accept our share of the
normal expenses of doing business, Neve thelsss the diiference between come-
mercial business and government business is such that certain types of expense
should aot be allecated to us uo matlter what the accounting system of the costracter
normally provides, Lxamples of such expenses are eatertainment expense and
resarves for comumercial bad debts. We have also considered that certain other
individual expease items such as product and institutional advertisiog aad coatri-
butions and donations, should aot be acceptsd by the goverament,

~ BSUE)

Related to issue 2 is the additional guestion as to whether the goverament
should question the "reasonsblensss” or “allocability” te government work of a
cost which is handled consisteanlly under the contracior's normel accounting

mh“ﬂ%“
differently, this guestios is whether the cost rules or
guidelines for determining the "reasonableness” or "allocability” of varicus
cost clements or whether we should accept, & the criterion, “generally accepted
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as general regearch, are kept by management decision within
bounds, However, where we are dealing with firms whose work is

The propesed cost priaciples poiat out that whea we are buyiag from
:nhmd*hmumm-l

companies or indusiries sctively eagaged io commaercial competition, we can

oo rumally

J

with the government such competitive rostraints do

jacorporated in the contracts. The iseus

contrel in such instances and to avoid unexe
by the goverament, the cost principles suggest that,

whare reasonsblensss is hard to determine,

whase work I8 predominantly with the government,
agreement as to the extent of allowabllity of such costs

should be
is sound,
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(i) Compensation dependent upen or measured by profits. See Tab A,
(ii) Seack Optioans.
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the belief that the intarest on bor-

should be allowed aa a cost agaiast
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Usder the proposed cost priaciples pure research is allowed o a
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year for sach smployes so

(iv) disallows grants to educstional institutions since such
grants are considerved donations.

SUBSISTENGL), mmwmmm

In connsction with (i), industry shjects to the Mmitation of 2 hours a
week for the study during working hours.

in connection with (iil), industry objects to the non-allowability of salary
and subsistence. Fisally, industry objects to the non-allowance of grants

in {iv).
M
The above policy was developed cooperatively by the procurement,
maapower aad research interests of OSD and the military departments,
During the development every aspect of the problem was reconsidered and



4. lndusiry Fositien

Industry strongly urges that interest on borrowings be allowed as

- & cudt.

While we do not foel that we should accede to this position (See Tab B,

Industry folt that the treatment of overtime pay, extra pay shift pre-

miums and multi-shift premiume was unnecessarily complicated and would
lead 19 confusion amoang the services to the disadvaatage of industry,

Since the origiaal submission of the draft for industry comments, the
policy with respoct to overtime, extra pay shifte and multi-ghifts has been
reatly simplified in its sdministration and this simplilication, carried into
satisfies the industry objection,

|
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July 1958

Meotings with indusiry associations

Campletion of revisions stemming from

Coordisation of final proposal internally
and with Gensral Accounting Gffice



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C,

SUPPLY AND LOGISTICS

CR

0CT 1 4 1958

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS)

SUBJECT: Comparison of Proposed Cost Principles with Current Practices

Messrs. Kilgore and Pilson have undertaken another review of the
present cost practices and those proposed under the current draft. The
nature of the present ASPR in brevity of the coverage makes it difficult
to know precisely what the present coverage is, when subjected to the
additional tests of UYreasonableness'" and "allocability,!

The industry statistics presume that reasonableness and allocability
are not applied at present and that any specific provision thereof included
in the comprehensive set represents a retrogression from current practice,
Needless to say this is spurious.

As a matter of fact, we can see only three prineciples in which thers
are slight facets which may be less generous than present practices, as
follows:

1. Plant reconversion costs. The draft does not allow plant
reconversion costs, while at present such costs may be negotiated.

2, Pre-contract costs are narrowly allowable under the current
draft, while it is possible that greater allowability may be
negotiated under current practices.

3. The Sale and Leaseback aspects of Rental Costs are restricted
under the current draft, while greater allowability may be
negotiated under current practices,

At the same time, the fgllowing costs are MOEE GENEROUS:
1. Bidding costs

2, Compensation

3. Food services and dormitory

L. Insurance



5.
6.
Te
8.
9.
10,
11.
12,

Interest (allowable in profit or fee)
Materials cost

QOvertime

Research and development

Selling costs (Govermment sales aspects)
Service and warranty

Severance pay

Training and education

The remainder of the costs represent no change from current practices,

??W\ 0

A\\ . . M&lloy
ODR, SC, USN v
Staff Director, ASPR Division
Office of Procurement Policy
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COPY
ASSTSTANT SECRETARY OF DEFENSE
Washington 25, D.C.

Supply and logistics

CR
21 July 1959

MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Approximately one year ago, Assistant Secretary McNeil, the
Materiel Assistant Secretaries of the Military Depertments, and I
discussed with you certaln issues within Department of Defense and
with industry concerning the proposed comprehensive cost principles
applicable to all types of negotiated contracts in which costs are a
factor in pricing.

Due to the inherently controversial nature of these cost princi-
ples, achieving even reasonably close agreement between all parties
concerned has been a slow process. We have given industry more then
the customary opportunities to present their views. These have included
written comment on the 10 September 1957 draft, an open discussion meet-
ing on 15 October 1958 followed by & second written comment, and finally
a detailed discussion withfour industry representatives on 1l-3April

1959.

Our current proposal is the result of thorough consideration of
industry and militery department views. Outlined below are its most
significant provisions, primerily from the standpoint that they repre-
sent a change from present policy or prectice, or are opposed by industry.

1. Applicability -- The principles will be incorporated by refer-
ence in cost-reimbursement type contracts and will form the basis for de-
termination of costs thereunder. They will also serve as guidance in the
evalugtion of costs in pricing negotiated fixed-price type contracts where
such evaluation is required in the establishment of prices.

2. Advence Agreements -- In order to avoid disagreements with
respect to costs during or after performance of a contract, the principles
encourage the negotiation of advance agreements as to the handling and
the degree of allowability of certain items of cost, particularly in
connection with firms or separate divisions thereof whose work is primarily
with the Govermment. Industry has some reservations concerning this pro-
vision, but we believe it is entirely reasonable 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, unallowable.

4, Research and Development Costs -~ In line with national policy
of encouraging research and development, we propose to provide for
acceptance as allowable costs, our share of a contractor's independent
research. We will treat his independent development costs similarly to
the extent that they relate to product lines for which the Govermnment
has contracts. Restrictions are provided, however, to limit these costs
to reasonable amounts and to prevent unwarranted duplicatlon of efforts
in the same area by different contractors. In return for our support
of current research programs, we will not accept similar costs incurred
by the contractor in the past, even though we may receive some of the
benefits thereof,

5. Minor Costs Disallowed -- Industry 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 Govermment, we should
disallow certain costs. Among these are contributions and donations, in-
terest, had debts, and product and institutional advertising.

We belleve that to try further to resolve the remaining differences
with industry would serve only to delasy this much needed guidance and de-
prive us of the benefits which are expected to flow from it. We antici-
pate that the issuance of these cost principles will result in greater
uniformity of treatment of contrectors, more effective and economicel audit
of contractors' costs, and a more orderly procurement process.

One possible 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 Accounting Office, we recognize its interest. Based upon comments
of the Comptroller General on earlier drafts and informal staff discussion,
we know that he favors a much more riglid epplication of the principles to
all contract pricing =-- an approach which industry and meny of us fear will
remove bargaining from the negotiation process and result in formula pricing.
The possibility exists that he may be critical of our effort. However,

Mr. McNeil and I plan to discuss the matter with him on 23 July to point
out the reasons why we believe we are proposing the best possible solution
at this time.

My position, concurred in by Mr. McNeil and the military Departments,



is that the principles should be published in the Armed Services
Procurement Regulation immediately, to become effective on 1 January
1960. Barring objection from you, or insurmountable opposition from
the Comptroller General, I propose to do so.

(Signed)

PERKINS McGUIRE
ASSTISTANT SECRETARY OF DEFENSE
(Supply and Logistics)

Prepared by: KK Kilgore 7/8/59
30885 X76321

Concurrence:
Mr. McNeil
Cdr Melloy




September 30, 1959

Jim:

I am very opposed to the lssuance of a press release on
Cost Principles now, My reasons are, in part:

i, It would reduce our flexibility to make changes in the next
2 weeks.

2. It would or could open up old arguments or pressures which
might be effective if the werds are aot frozen in print,

3. It would induce a flock of ioquiries and requests for copies.

I could probably think up others, but my overall feeling is that
it would be a tactical bluader. I had planued to get out a press release
some time before they hit the street, may be a week before. At that
time, I would have copies available for all, includiag DOD people.

Another point just occured to me., We must treat Cong. Hebert
carefully here. I plan to transmit him a copy over Mr. McGuire's
signature prior to actual publication and prior to any press release. Ca
the other hand, we should aot let him know until the package is [rozen,
i,e. in about Z weeks.

Fending your consideration of thase views I will sit tight. I have
discussed this with Kea Kilgore who feels as stroangly as I do.

Pete



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25,D. C.

SUPPLY AND LOGISTICS

5 QOctober 1959

MEMORANDUM FOR THE RECORD

SUBJECT: 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, Jemes P, Falvey Deputy Assistant Secretary of Defense

(Supply and Logistics)

Mr, G. C, Bannerman - Director for Procurement Folicy
0ffice of the Secretary of Defense
(Supply and Logistics)

Cdr. J. M. Malloy Staff Director, ASPFR Division, Office

of Procurement Policy

Dr. Raymond Saulnier

Chairman, Committee on Govermment Activitises
Affecting Costs and Prices

Mr. John Hamlin - Staff Assistant, Committee on Govermment
Activities Affecting Costs and Prices

This meeting was held in response to a request from Dr. Saulniler
which was transmitted to Assistant Secretary Perkins McGuire by memorandum
dated 24 February 1959. Dr. Saulnler had expressed a desire to be advised
concerning the Department of Defense efforts in revising the contract cost
principles applicable to cost-reimbursement type contracts.

The Department of Defense representatives presented the background
of the development of the current set of cost principles and elaborated
on the current need within the Department of Defense for the issuance of
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 economy. In fact,
it was stated that the principles, particularly when used in the area
of fixed-price contracts, might well have a deflationary tendency.



Dr, Saulnier expressed appreciation for the background briefing
and indicated that no further action need be taken by the Department
of Defense in comnnection with his memorandum of 24 February 1959,

The Defense representatives 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.

J. M, MALLCY
Cdr., SC, SN
Staff Director, ASPR Division

Gffice of Procurement Policy

1l Incl.
Ltr. to Dr.Saulnier

dtd Sept 25, 1959



COPY

February 2L, 1959

MEMORANDUM FOR: Mr. Perkins McGuire
Assistant Secretary of Defense

It has come to my attention that certain revisions in
the cost principles of ASPR sre under consideration in the
Department of Defense, that such revisions are sbout to be
made, and that they are likely to have a significant effect
on costs under cost-reimbursement type contracts.

I would appreciste an opportunity to have this matter
discussed before the Commilttee on Govermment Activities
Affecting Costs and Prices, naturally, in advance of the
issuance of such revisions. Would you be good enough to
suggest an appropriate date for such a discussion? I
would appreciate it if you would notify John Hamlin, Executive
Secretary of the Committee, of the date you would find agreeable.

(Signed)

Raymond J. Saulnier



CorY ASSISTANT SECRETARY OF DEFENSE
Washington 25, D.C.

Supply and lLogistics
CR

September 25, 1959

Dear Dr. Saulnier:

In Mr. McGuire's absence, I am responding to your memorandum of
24 February 1959, in which you expressed a desire to be advised con-
cerning 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 Govermment Activities Affecting Costs and Prices. Your memorandum
indicates a belief that our new cost principles "are likely to have a
significant effect on costs under cost-reimbursement type contracts.”

The Department of Defense has been working on a revision of
Section XV of the Armed Services Procurement Regulation with respect
to contract cost principles for a considerable period of time. This
task has been difficult because of the widely divergent views of all
the interests so vitally concerned. We have received the views of
industry on numerous occasions and, for the most part, the industry
view is that our proposals (now incorporated in the new 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, we do not feel that our revised cost
principles are significantly different from our present practices with
respect to the allowability of costs under cost-reimbursement type con-
tracts. Our revised principles provide more detailed guidelines for
both procurement and audit personnel with the end in view of achieving
greater uniformity of current practices throughout the Department of
Defense. We have, however, provided for the use of these cost princi-
ples as & guide in the negotiation of the various types of fixed-type
price contracts where costs are an importent 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 Affecting Costs and Prices would be helpful.



These are the considerstions which have prompted me to present
this matter to you personally and to explain the urgency which compels
us to proceed with publication of our revised regulation at the
earliest possible time.

Sincerely yours,
(Signed)
J. P. FAIVEY

Deputy Assistant Secretery of Defense
(Supply and Iogistics)

Honorable Reymond J. Saulnier, Chairman
Council of Economic Advisers

Prepared by: JMa.lloy/rbsQSSep’c59
3D7Th  X72026
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Sincerely yours,

_

Prepared by: JMMalloy/jm/EO Oct 59

30774 X-72026
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Honorable George J

Mr. Bannerman

Mr. Kilgore

Coordinated with:
IC
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Mr. Kilgore
Mr. Pilson
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Coordinated with:

Mr. Kilgore

Mr. Bannerman

Prepared by:
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Mr. Kilgore

Mr. Pilson
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FROM: Director for Procwrement Palicy




OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS)

SUBJECT: Request for Appro#al of the Press Release to be Issued on
the New Contract Cost Principles

I am attaching a draft of the press release which we propose to
1ssue on 2 November 1959 in connection with the 1ssuance of the new
Contract Cost Principles. Thls draft was developed by Commander Malloy
and Mr. Kilgore and has been reviewed by staff members of the Office of
Public Informstion.

Our plens now contemplate the lssuance of thls press release on
2 November 1959, which is the date that we expect the ASPR Revision
to be available at the Govermment Printing Offlice. The Office of
Public Information has recommended that a press interview be granted
by & DOD spokesman when the press release is issued. Subject to your
approvel, I have directed that Commander Malloy underteke this task.

We have several letters prepered to interested Congressional
Committees and to other Government Depertments which will be released
in about one week. These letters will provide the recipients with
advance coples of the Regulation. In addition, we are preparing letters
to each of the Industrlal Assoclations which have commented on the cost
principles. These letters will be released concurrently with the publi-
cation of our press release.

A copy of the attached press release 1s belng submitted to the
ASD(Comp) for his review and approval concurrently with the forwarding
of this memorandum to you.

6. C. BANNERMAN
Director for Procurement Policy

Incl
Draft - Press Release

et b, = £/
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TO: The Assistant Secretary of Defense (Pupply and logisties)
FROM: DPivector for Procurement Folicy
To advise the Materiel Secretaries of owr specific plame
publishing the cost primciples.
m It is Lportant that the Militery Departments be avare
specific plans in commsction with the publication of the
. The attached memorendum sets farth our plans
a timetable for each actionm.

Recomsendation: That you sign the attached memorandum.

Ly
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TO:  The Assistant Secretary of Dafemse (Supply and logistics)
FRQM: Director for Procurement Folicy

Wt. Gates of the specific actiomne vhich we
in comection with the issuance of ouwr cost
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The Assistant Gecretary of Defemse (Swpply and Logistics)



1.

3.

Q.

Q.

Q.

QUESTION AND ANSWER SHEET - COST PRINCIPLES

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 contracts 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 cover cost 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 new feature of the regulation is its
use with fixed price contracts. We have not had cost
principles fer this purpose in the past. The new regulation
will be used as a guide in the negotiation of prices under
fixed price negotiated contracts te the extent that the
evaluation of costs is necessary for the setting of fair and
reasonable prices.

What will be the affect of the new cost 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 of situations here is
too cemplex for generalizatien. OSince we have not provided
specific guidance in the past, these new principles will, at
least in some instances, result in reduced recovery by
contracstors for certain particular items of expense. For
example, interest has pre=iously been an 3llowable cost in
termination situations. In the Iuture, interest will not be
allowed.

How much money will these new cost principles cost the Department of
Defense or how muzh will be saved?

A. As indicated previously, about the same result will be experienced
in connection with cost reimbursement contracts. In the fixed
price area, we expect that the new principles will ultimately
result in more efflcient procurement and, hence, asavings will
accrue in the long run. It is not possible to put a dollar sign
on any such savings at this time.



4. Q. Why has the Department of Defense not premulgated cost principles for

general use in the past? Why has it taken you so leng to do this job?

A. The Department of Defense has had cest principles for cost
type contracts and fer terminatien settlements. The extension
of cost principles te the fixed price area is a very complicated
and contreoversial subject. It has been necessary to take into
censideration the strongly held views of the many parties at
interest, including those of industry. The resolution of these
areas of controversy has been difficult and, hence, progress has
been somewhat slow.

What are the more important areas of cest disallowance:

A, These would include meost advertising costs, bad debts, entertain-
ment, centributions and donations, and interest on borrowings.

How do the new cost principles treat research and development expenses?

A. A contracter's independent research costs are allowable,
Independent develepment cests are allewable to the extent that
they are related to the product lines for which the Govermment
has coentracts. We have provided for certain administrative
controls and limitations te insure that these cests are reasonable.

Are executive prefit sharing plans allowable?

A, We regard compensatien measured by prefit sharing plans as a peortion
of an individual's over-all cempensation. Such compensation is
allowable to the extert that an individual's total compensation is
reasonable in amount,

What affect do these cest principles have on profit?

A. The cost principles do not cever the subject of profit. Our
profit policies are covered fully in Section III, Part 8 of
the Armed Services Procurement Regulation.

Will this new regulation lead te "formula pricing?"

A. TFormula pricing means the resolution of each item of cost
by unilateral acceunting decisiens. We do not anticipate
that the new regulation will have this result. Our over-all
pricing philosophy remains in effect.



lo.

11.

13.

1k,

15.

Q.

What application will these cost principles have to contracts awarded
by formel advertising?

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 contracts originally
awarded after formal advertising.

What do you mean by the statement that the cost principles will be
used "as a guide" in negotiating fixed price contracts?

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.
Govermment personnel will be expected to be guided by these
principles to the extent appropriate in conducting negotiations
in 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 Jjustification.

Is this new regulation agreeable to industry?

Industry has traditionally opposed any of our regulations
which set forth specific costs as unallowable. Industry
contends that the Govermment should allow all normal coshs

of doing business. For this reason, industry is opposed
generally to most of the disallowances we have prescribed.
Industry 1is also opposed to the utilization of cost primciples
in the fixed price ares.

Have the Military Departwents concurred in this new regnalation?
Yes.

Has the new regulation been approved by the Secretary of Defense?
Yes.

Has the Comptrolier General approved this regulation?

The Comptroller General has been in favor of a single
comprehensive set of cost principles for some time. He heas

concurred in the desirability of publishing the new regulation
without committing himself as to agreement on all details.



16.

17.

18.

19.

20.

21‘

What Congressional reaction do you expect?

We expect that our new regulation will be well received by
the Congress.

How does the new regulation affect Small Business?

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 officers as well as provide

guidance on the handling of many items not previously covered.

Why is the new regulation not mendatorily effective until July 1, 1960?
There are many details in this new regulation which will require

study for both contractors and Govermment personnel. A longer

period than usual was established in this instence to afford ample
opportunity for femiliarization with the new rules.

Are these cost principles going to be used on a Government-wide basis?

We expect that cost principles substantially similar to our new
regulation will be adopted on a Govermment-wide bhasis.

Will these cost principles mean more negotiated contracts?
No.

Will the new cost principles require contractors to estsblish new
accounting systems?

No. The revised cost principles sre not an accountinag
blueprint which will require any appreciabls change in the
sccounting systems of most Govermment contractors.

Office of the Assistant Secretary of
Defense (Supply end Logistics)
26 October 1959



e pArTnge” of eiense Instruction

SUBJECT Price Revision Negotiationas

I1x

PURPOSE

The purposs of thia instruction is to provide uniform policy
guldance in the negotiation in price revision procecdings
undar fixed-price contracts providing f'or the redetermination
of price,

CANCELLATION

This instruction cancels that portion of Munitions Board memo-
randum datad 15 Wovember 1949 to the Secretaries of Lhe Army,

Navy and Air Force, wherein it is provided that in negotiaiing
prices under fixed-price contracts, the contract cost principles,
as set forth in Section XV of ASPH, may be used "by the contracting
officers tc the extent that they deem it advisable as a working

gulde anly',
APPLICABILITY

The pcolicies set forth below shall be applicable to all orice
revision proceedings under fixed-price contracts providing for
the redstermipation of price. This instruction is not applicable
to fixed-pricse incentivs-type contracts,

A. In price revislon negjotiatlons, the objective of the Con-
tracting Ufficer shall be to negotiate a fair and reasonable
revised price in which due wei _ht is yiven to all relevant
factors, including those taken into account when the initial
contract price was negotiated, By way of illustration, but
pot limitation, full consideration shall ve given Lo such
matters as the coantractor's general cerformance, efficiency,
sconomy and inkenuity displayed in meeting contract require-
ments, including the delivery schocdules, guality of the rvod-
uck, the character and extent oI the sutcontracling, cost dalas
ingluding quastioned costs angd the allocability and reasaiable-
ness of zosts, changes in market sunditions, competibive aspects
nf tha original negotiatien, as well as the compefitive rrices



for the same or similar items, extent of contractor's
technical, production and financial risk, and Government
asgistance in the form of facilities, equipment, or
financing. All of the above factors shall be considered
t¢ the axtent pertinent to the specific negotiation and
no price revision negotiation shall be based solely on a
si:igle factor. The record of the negotiations should be
in sufficient detail to reflect the most signifirant
considerations controlling the establishment of the ra-
vised price.

Cempliance with the pslley atated in paragra,h A requlres
that Contracting Officers rely on educatad Jjurdgment and net
on mechanical rules or mathematical formulas. Compliance
further reyuires that pricing decisions shall n:t be madse
solely on the nasis nf a determination of cost snd profit.
It follows that ths Contraciing Officer need not nagatiate
agreements with contractors as to the individual elements
of cost,.

In order that the positiosns of the rovernment and the
f.ontractor will not be prejudiced in .. rice revision osro-
caedings, such negotiations shall be conducted promptly.

E.T.CTIVE DATE

nis instruction is efrfective Urom the date of ils raceipt.

L PL2ENCA LT LW

The Military Departments shall prorplzate this rnstruction

as soon as ;ossible. Coples of the Departmental imnlementations
~ertaining te this instruction will be (orwarded Lo the Assist-
ant Secretary of Derense (Supply and Lo,istics) for inforpation
within thirty (1)) days of th~ date »f its issuance.

il

F SIS
Asgistant Bearetaxyy of Defanse
(Bupply & Logistien)

4305238



STANQARD'FORM NO. 64

' Oﬁ‘ice Memorandum: - UNITED STATES GOVERNMENT

T TO : CDR J. M. Malloy, OSD DATE: 27 November 1959

FroM : E. T. Cook, CAD, NavCompt

SUBJECT:
Dear Pete:
Enclosed for your information is a copy of the article as sent to the

Journal on the new cost principles. I will let you know when I hear whether
they are interested in publishing it.

BSincerely,

S0P
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THE HAVY P | ER
UDiT obtdlstod

WASHINGTON 25 0 €

Page 1 of 5
Analysis of Treatment Accorded Specific Categories, Items, or Subitems in
Revised Part 2, Section EV, ASPR, dated 2 November 1959
Allowable
if it Meets Allowable
Special Tests only if
Allowable or has Provided
Paragraph  Subject to Special for in Unallow-
Item Number Usual Tests Approval Contract able
Advertising:
In trade and technical journals valuable for dissemi-
nation of technical information within the con-
tractor's industry, provided ads do not offer
products or services for sale 15-205.1(a){1) X
Help-wanted _ 15-205.1(a){i1) X
Gosts of participation in exhibits upon invitation of
Government or where exhibits are for purpose of dis-
seminating technical information within the contrac-
tor's industry and provided specific products or
services are not offered for sale _15.209.,1(a)(ii1) X
To obtain scarce materials, plant or equipment or dis-
posing of scrap or surplus materials 15-205.2(a)(1v) X
All other 15-205.1(b) ) o - X
Bad Debts 15-209,2 = X
Bidding Costs:
Incurred in current accounting period 15-205.3 X
" ® past " periods 15-205,3 X
(Note: Alternative methods permissible) 15-205,3
Bonding Costs:
Bonding required by contract 15-205.4(b) X
Required in general conduct of busingss 15-205.4(c) X
Civil Defense Costs:
On contractocr's p-emises pursuant to suggestions or
requirements of civil defense authorities 15-205,5(a) X
(¥ote1 Costs of capital assetg allowable only as N
depreciation) 15-205.5(b)
Contributions to local civil defense funds and projects 15-20545(¢) X
Compensati-n for Personal Services:
To extent the total compensation of individual employees
is reasonable for gervices rendered and not in excess
of amounts allowable under Internal Revenue Code 15-205.6(a)(1) X
In lieu of salary for services rendered by partners and
sole proprietors provided such compensation does not
constitute a distribution of profits 15-205,6(a)(3) X
Salaries and wages for current services 15-205,6(b) X
Premiums for overtime, extra pay shifts and multishift
work _ 15-205.6(b X
Cash bonuses and incentive compensation _15-205.6(c X
Bonuses and incentive compensation paid in stock __15-205.8(d X
Stock options i 15-205,6(e) X
Deferred compensation for services rendered during cur-
rent period and for past service pension and retirement
costg 15-205,6(f) X
Fringe benefits - _15-205.6(g) X
Contingencles:
In historical costing, except certain minor items 15.205,7(b) X
In estimating future costst 15-205.7(c)
Where related to known and existing conditions which
can be measured with reasonable accuracy X
Where related to known or unknown conditions which
cannot be measured closely enough to provide equitable
results X

Contributions and Donations 15-205.8 X




Page 3 of 5

Allowable
if it Meets Allowable
Special Tests only if
Allowable or has Provided
Parpgraph  Subject to Special for in Unallow-
Item Number Usual Tests Approval Contract able
Material Costs
Reasonable overruns, spoilaga, or defective work 15-205.22(a) )4
Cash discounts not’taken because of reasonsble ,
clrcumstances 15-205.22(b) X
Adjustments for differences between physlcal and
book inventories related to period of contract
performance 15-205.22(c) X
Interplant, interdivision or intraorganization transfers:
Ordinarily allowable at lower of cost to transferor
or market 15.205,22(e) X
On a price basis 15-205.22(e) b4
Organization Costa:
Incorporation fees, attorneys' faes, accountants' fees,
brokers' fees and fees to promoters and organisers, for
organization, reorganization or raising capital 15-205.23 . X
Other Business Expanses:
Registry and transfer charges resulting from changes in
ownership of securities issuad by contractor 15-205,24 X
Cost of shareholders' meetings 15-205.2% X
Normal proxy solicitations 15w200.% X
Preparation and publication of reporte to sharsholdsrs 15209205 b A
Preparation and submission of required reports end forms
te taxing and other regulatory bodies ) X
Incidental costs of directors and committes meetings X
Overtime, Extra-Pay Shift and Malti-Shift Premiums X
Patent Costs:
Preparing disclosures, reports and other documents
required by the contract 15-204,2 X
Searching the art as necessary to make invention j
disclosures 15-205,26 X
Preparing documents and other costs in connectlon with
filing patent applications where title is conveyed to
Government in accordance with contract clauses . X
Plant Protection Costs:
Wages, uniforms and equipment of persormel X
Depreciation on plant protesction capital assets X
Necessury complianca with military security requirements X
Plant Recornversion Gosta:
Cost of remaving Goverument property and related
restoration rehabilitation costs X
Additional costs to extent agreed upon before incurrence X
A1l other reconversion costs X
Precontract Costs:
To extent allowable if incurred after date of t ~205. 30 X
Professional Service Costs - Legal, Acceunting, Engincering,
and Other:
Rendered by members of a profession who are not employ=e:
of the contractor 15-205.31(a) X
Retainer feess supported by evidence of tona [ide servicea
available or rendered 15-205,31(b) b4

Lagal, accounting, and consulting service
costs, in connection with organizations a
zations, defense of anti-trust suits and the prosecu
tion of claims against the Govermmant 15-205,31(e) X

Legal, accounting, and consulting services, and related
costs, incurred in connection with patent infringement
litigation

Profits and Losses on Disposition of Plant, Equipmant or
Other Capital Assets

Recruiting Costsz

Help-wanted advertising

Operating costs of smployment office

Operating and aptitude and educational teasting progras

Travel costs of employess while engaged in recruiting
personnel

Travel costs of applicants for interviews for prospective
employment, 15-205.33 X

e i)




Paragraph
Item Number

Page 50f 5
Allowable
1f 1t Meets Allowable
Special Tests only if
Allowable or has Provided
Subjeot to Speotal for in Unellow-
Usual Tests Approval Contract able

Termination Costs: (Cont'd.)
Loss of useful value of special tooling, speoial

machinery and equipmept 15-205.42(d)
Rental costs under unexpired leases 15-205,42(e)

Cost of alterations of leased property 15-205.42(e)

lalal gl

Reasonable restoration to leased property required by
provisions of leaae 15-205.42(e)

Accounting, legal, clerical, and similar costs reasonably

necessary for preparation and preaentation of settlement

¢claims, and the termination and settlement of sub-

contracts 15-205.42(f)

Storage, transportation, protection and disposition of
property acquired or produced for the contract 15-205.42(f)

Subcontractor claims, including the allooable portion of
claimg which are common to the contract and to obher
work of the contractor 15-205,42(g)

Trade, Business, Technical and Professional Activity Costs:
Memberships in trade, business, technical, and pro-
fessional organizations 15-205.43(a)

Subscriptions to trade, business, professional, or B
technical periodicals 15-205.43(b)

Meetings and conferences, including cost of meals,
transportation, rental of facilities for meetings, and
costs incidental thereto 15-205.43(¢)

Training and Educational Costss
Programs of instruction at noncollege level designed to
increase the vocational effectiveness of bona fide
employees 15-205,44(a)

Part-time education at an under-graduate or post-
graduate college level relating to the jJob require-
ments of bona fide employees:
Training materials, text books, and fees charged by
education institutions 15-205.44(b)

Tultion charged by educational institutions 15-205.44{b)

In lieu of tuition, instructors' salaries and related
share of indirect cost of the institution not in
excess of the tuition which would have been paid 15-205.44(b)

Straight time compensation to employees for time spent
attending classes during working hours not in excess
of 156 hours per year 15-205.44(b)

Tuition, fees, 4raining materials and textbooks in con-

nection will full time scientific and engineering edu-

cation at a post-graduate level related to job

requirements of bona fide employees - not to exceed one

year for each employee trained 15-205,44(c)

Subsistence, salary or other emoluments in connection with
full time scientific and engineering educ.tion at post-
graduate level 15-205.44(c)

Tuition, fees, training materials, text bocks, subsislience,
salary or other emoluments in connection with full time
education at an under-grsduate level 15-205.44(c )

Maintenance expense and normal depreciation or fair
rental on facilities owned or leased by the contractor
for training purposes 15-205.44(d)

Grants to educational or training institutions including
the donation of facilities or other properties,
scholarships or fellowships 15-205.44(e)

Transportation Costst
Freight, express, cartage and postage charges on goods
purchased, in process, or delivered 15-205.45

Qutbound freight ] 15-205.45

I- As a direct cogt

Travel Costs:
On an actual basis or on a per diem or mileage basls 15-205.46(b)

only
X

Incurred in the normal course of over-all administra-
tion of the business 15-205.46(c)

X- Ag an indirect cost

Directly attributable to performarice of a specific
contract 15-205.46(d)

) 4

Necessary, reasonsble costs of family movements and

X- Special allocation required where

personnel movements of a special or mass nature 15-205.46(0)

approprialie
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AZUSA, CALIFORNIA « TELEPHONES: LOS ANGELES, CUMBERLAND 3-6111 - AZUSA, EDGEWOOD 4-6211

A SUBSIDIARY OF THE GENERAL TIRE & RUBBER COMPANY

IN REPLY REFER TO:

920: 3005

The Honorable Philip LeBoutillier, Jr.

Deputy Assistant Secretary of Defense
(Supply and Logistics)

The Pentagon

Washington 25, D. C,

Sub ject: Anmending Contracts to Incorporate New Contract
Cost Principles Issued November 2, 1959

Reference: (a) Letter from Deputy Assistant Secretary of
Defense to Aerojet-General Corporation,
dated April 1, 1960, Serial: CR

My dear Mr., LeBoutillier:

On behalf of Aerojet-General Corporation, I wish to thank you end 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~relmbursement type contracts simultaneously, we appreciate the
difficultles which you may have encountered in applying such a procedure to
the multitude of contractors within the industry. Viewed in this light, the
strength of the policy adopted seems evident since it 1s sufficiently broad

to allow inclusion of the Cost Principles in existing contracts when pre-
cautionary conditlons are met. We are still hopeful of completing the change-
over to the new Cost Principles at an early date, for it appesars desirable,

in 1light of the fact that the old principles will phase out eventually, 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
understendings. 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



The Honoreble Philip LeBoutillier, 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, established to review such programs as a
result of the provisions contained in the new Cost Principles.

Your letter, referenced in (b) &bove, indicated that a review of the present
policy on incorporating the new Cost Principles into existing contracts is
planned in about & year. If this company can assist you at that time, we
will be pleased to do so. Of course, in the interim, if we can be of service
to you or your staff, please call upon us.

Very truly yours,
AEROJEngENERAL-SS§PORATION

Ce ) g
o> Vel
B, A, Kvis

Director of Contracts
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AZUSA, CALIFORNIA « TELEPHONES: LOS ANGELES, CUMBERLAND 3-6111 « AZUSA, EDGEWOOD 4-6211 GEHERAI’
TR Rz

A SUBSIDIARY OF THE GENERAL TIRE & RUBBER COMPANY

IN REPLY REFER TO:

920:2290
MAR ~'7 1560
The Hemovable FPhilip LeBoutillier, Jr.
Acting Assistant Secretary of Defease
(supply and Logistics)
Ibe Uentagon
Washington 25, D. C.
Subject: /mending Contracts to lacorporate New Contract
Cost Principles Issued November 2, 1959
Refereace: (a) Letter from Aerojet-General Corporation to
the Assistant mdlﬁnw
ulm-mm ¥
. Serial ESR:Ik
(b) Loetter from Assistant Secretary of Defense
to Asrojet-General Corporation, dated

AZUSA, CALIFORNIA = SACRAMENTO, CALIFORNIA = DOWNEY, CALIFORNIA + FREDERICK, MARYLAND



The MHonorable Philip LeBoutillier, Jr.

”v m

Director of Contract Administration

AERQJET-GENERAL CORPORATION

Very truly yours,
L5 4L

Aerojet-General Corporation appreciastes the opportunity to report this
information for your comsiderstion and we are hopeful of rendering further
aseistance in your efforts to establish a procedure for amending existing
contracts to include the new Contract Cost Principles.

B. A, Kvimt



o0/
Aerojet-Gen'l
mmmgt

From: Officer in Charge, U. 8. Ares Andit Office, Los Angeles
To: Comptroller of the Havy (

Subj: Aercjet-General Corporation, Azusa, California - Review of contractor's
request for smendment of existing cost reimbursement type contracts
to lincorporate new contract cost principles

Ref: g}mmvm,m , Ser: 02958 of 28 Dec 1959
Aero jet-General ltr 920: ESR:1k of 17 Dec 1959 to
Asst.Secy.Def. (S&L)

1. nmuﬁmmmm ‘@ reviev has been made of
' hrdl-

il
|
E
i

type
mmﬂﬁmmmﬂwwumm'a
Sacramento divisilons.

2, In reference (b) the contractor presenmted considersble detall concerning
the contracts and subcontracts under which it is performing work for the
Government. Besed on the year ended 30 November 1959 the comtractor's

Alr Force { ,ﬁ“ &9 1539 >
Army 951 asﬂ Ts455
Other Government 75196 793 7,989
Bubcontracts under Covermmentd
primes 116,533 12,233 128, 766
Total Government $321, 592 $ 23,563 $345,155
Commercial 203 —_—=03
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Less -~ sppliceble to prime contracts with

the applicetion of the new principles - ell CFFF

work performed by Aerojet
Increese spplicdble to prime contrects with the

Incresse in reisburssble overhesd resunlting from
Department of Defense
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DEPARTMENT OF THE NAVY
OFFICE OF THE COMPTROLLER
WASHINGTON 25, D. C. ' FER TO

~Gen'l.

[ 8 FEB 190v

Bacl: (1) Two copies of NAAO, IA ltr, OC1, 7560/Aexojet-Gen'l of
12 Feb 1960

(2) Two copies of NAAD, Wash. lty, 80, AG-7, Aerojet Gen. Corp., At-
lantic Div. of 28 Jen 1960

1. 'The enclosures are forwardasd

]

response t0 the addressee's reguest
for a report on the subject contractor's proposal to amend its existing
cost- type contracts to incarporate the new contract Cost

Principies (ASPR, Sect. XV, Purt 2, as rovised by ASPR Revision No. 50).

J B RACKLEY



U.S. NAVY AREA AUDIT OFFICE

WASHINGTON 25, D. C. {n REPLY REFER TO
S0
Ab=7
Aerojet Gen., Corp.
Atlantic Division
58 JA 156

¥From: OQfficer in Charge, U.S. Navy Area Audit Qffice, Washingtom, D. C.
To : Comptroller of the Navy (NCT)

Subj: Aerojet-General Corporation - Atlantic Division, Frederick, Maryland -
Review of Contractor's ieyuest for Amendment of Existing Cost
Reimbursement Type Contracts Co lncorporate New Contract Cost
Principles

Ref : (a) NavCompt (NCT) ltr NCTL1l, L10-4, Ser:02958 dated 28 December 1959
w/encl

1, In sccordance with the reference, a review has been made of the subject
Contractor's books and records for the purpose of vvaluating the Contractor's
contention that the difference would be negligible between costs reimbursable
under the new cost principles (as published in ASPR Revision {jo. 50) ay
compared with those currently incorporated in contracts.

2. The operations of the Atlauti< Division Aerojet-Gencral Corporation are
limited to rvesearch and development work and inveolve only five cost-type
contracts with the Departwment of Defense. Annual sules for the fiscal year
ended 30 MNovember 1959, of 5588,8/0,02, are classified as follows:

Lost Kelubursable-Type Contracts

Department of Defense $185,378.14

U.§. TFost Office Department 321 ,047.66

Total Cost-Type $506,425. 80

Fixed Price __B82,444,22

Total Sales ST NI

3. Heview of the Atlantic Division claim, as presented under each set of
costs principles, disclosed no differences in the amounts claimed, based on
the Contractor's interpretation of reimbursable costs under Revision No. 50
to ASPH. The Contractor has alsoc expressed an opinion that no change or
advantage is to be found in the application of the revised cost principles,

4, Based on the foregoing review and audit of the Atlantic Division's books
and records, the Auditor concurs with the copinion of the Contractor.

Copy to:

Te Vi i skl
0inC, NAAO, Los Angeles Aczf}:su -

EnNC/ AJ
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ARTICLE ON THE DEPARTMENT OF DEFENSE
REVISION OF THE CONTRACT COBT PRINCIFLES CONTATNED
IN THE ARMED SERVICES PROCUREMENT REGULATION
SECTIOR XV, PARTS 1, 2 AMD 6

By Bward T. Cock
Contract Audit Divisian
: Sovesber e the Navy
i 19% Fashingtm, D. C.

e e 4
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DEPARDMENT OF DEFENSE NISLISHES REVIBED CONTRACT COBT PRINCIPLES

Ry the pblication of Bevisiam No. 50 dated £ Novesbasr 1959 ¢o the
Arped Services Proowrenamt Regulaticn, the Department of Defense das
1smnl a 2oy st of ecatract ecet principles fur wpe in comectism with
spply anl ressarch ecntracts with comercial srgmisations. The aev
principles will replace those now in the Armsd fervices Procuremsmt Begu-
lation and whils they may be teschnically described as a revision of the
former cost principles, they are, for all practisal purposes, & nev and
quite 4ifferent documsnt. Rowever, insofar as applicatiom to cost reime
bureement type comtracts alie concermed, they appoar to reflect gencrally
past practices rather than any extemsive change in policy. The original
Ssction XV, Tart 2 has rexained in effect pewctically wehanged for more
than ten years. The text of the mev mwrinciples is included in the of-
ficial relesses department of this Sszue.

Bacause of their use in comeetion vith fized price type emtracts,
even within the limits specified therein, the new poinciples will have
& mach broader fzpact an the business comamity than the ell principles
vhich were designed for use only in eamwetion with eost reisbursement
type scmtracts. The nev principles will be used by both maliters and
omtracting officers of the military departaonts as pitdes in the pre-
parstion of advisary ascomting reports and ia the megotistion sad ad-
ministration of fixed price Iye emtracts Yherever considerutions of
emtractars® cost data are imvolved. Amcng the situations where Yhese
Frinciples vil) wndoudbtedly be 80 used are redeterminations of prices,

e €

pricing of incentive contrects, Wexmination settlements sod initial



'«,‘_1\,{,/rci[
pricing actions, viewe the smounts %0 be pail 4o the comtractors are to

be pagotiated t0 & mbstantial degres an the tasis of statements of oost.

T™he mov princizies will also be used, Sn the o mumer as the ald
coas, in Xespect %0 oost relsbuwrsemsnt type samtrasts; that is, they will
be incorposeted in such agrommmts as the basis for detersining allowsble
costs. As $0 cost-relsbursmmet type suboomtrasts, paraswph 15-204(b)
1imits the amomts that mxy be paild $o yrise somtractors, em ascomt of
dshurgement vy thex 0 mibcamtrectors, to those smoumts which are
allowmble wder the applicable part of Sectiam XV. It will therefore
be prudat for prime ecotractors to incorporste the cost prineiples in
any cost-reimbursement tyye mbcantracts anterad imto by them.

The importance of the new principles should mot be overlooked by any
certified public sccoumtant who has slients sugaged in eomtract work for
ay af the military departments. It 4o suggested by the writer that any
such CPAs carefully stuly these rinciples in order that they may be able
to inform their elients of the probable fmpact n their samtract mego-
tistions anl reishureements.

The affective date of the mov principles, that is, the time vhen it
1s mndatary that they de woed fn eomsestion with mev oost Wyye oo~
tracts, Ao July 1, 1960. Howvewer, 68 ia the ease of other procurement
m,&m«umupmmn,m.
wmmum-uummuwu
2ot existing sost-relsbursemat \ye coutyacts oo be amumded ta ewder
to prevent a situstion vhere two @iffurent sets of cost primcijies will
be in effect der different coutructs with the seme capuny for the

2




ssme period of time. The mecessity for detersining eosts under two
different sets of riles cauld lead 0 comsideruble 41fficulties, particu-
lsxrly in the overbead aresa.

It sy be of tnterest %o Bote that ¥ Bev prisciles o mot Fequire
that emtractes or Jrospective emtrwstors sdmit their cost presente~
ticns 1a omformity therewith. Nowever, eomatractors W Jrepare sest
prepantations in ecoordance with the mav principles will de likely to
benefit from a reduction of smadit time and interfersmce, as wvell as ex-
perience fever requests for sccount amlysec and data breakiowns as con-
templatod by paragrsph 15-603(2). The primciples do, as sbove imlicated,
require that comtractors’ cost presentatioms be evealunted by military

departpent sulitors anl comtrecting officers under the rules set out in
the document, but in respect to fixed price camtracts they are clearly
inlicated to be guidelines. There 13 well wurded coverage of this latter
yoint 4n Part 6 of the priaciples.

The relative prog and come of reguirian: the use of cost principles
even as & guide in commection with fixed grice types of camtracts ean be,
and has becn, deteted st length within doth the Depariment of Defensc and
Intustry. While good srgments ¢can be made an both sidss of this guestion,
the wveight of evidemce indicatss thet & real 2eed oxisted for these nev
principles. Imcidemtally, they are 1ilely 40 grove of considersile belp
S0 omtracthors fn subaitting thelir prics yroposals ia that they will Jmov
hm,hm‘bh“mml‘ht‘m&w
treated in parsgrazh 15-805, e attitude of the Departmsat of Defense.

Sane paople have found it hard to wderstand why there should be a
Beed for & set of comtract cost principles publiched by the Department
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of Dafense, except possidbly for soet type omtrects and for sstilements
of terminatioms under fimed prioe iype sontraots. They have yolmted
out mmy times that after all ssosmting princijles are wmtlwr wll -
talilished Yy pmbiioxtions of the Awerisen Institute of Certified NMiblic
Accoustants, scommting Sext becks, he Istermal Nevemue Code, Pasula-
tims of the SEC, etc. Also, ia the flmd price ares it 15 & yrice shich
13 to de megotiated and, While cost oonsilarstioms my, sl freqmmtly 4o,
play an fmpartant part, the real chjective is a mtumlly sstisfactory
total prioe rather thean the determinmtion of the aoceptadbility of imdi-
vituml itoms or types of eosts. What this line of argment overlooks is
the vital fact that billioms of dollars of dsfense expenditures are
under types of contrects where, in the iast amlysis, the price 1is de-
pondent chiefly upon somsones svaluation of a set of cost figwmres mib-
mtted by the samtractor.

What then are the basis ressons for pumlgtim of a standard set
of rules, even as a guide in the emmsiderstion of costs leading to the
segotiation of fixed prices? o doubt 4iffwremt fndividuals would glive
somchat different mmswers to this question. IPut the ehilsf reasons, in
the writer's xind, sye: f£irst, % fill e guidanss watiam tafilioated in
the prisafiizg mragrwgh; escond, @9 seeure grester wniforwmity ia the oon-
sideration f oost througdhout the warieus sl rather mmerous oempments
- ethelans of the Dapartment of Pefemse; sl thixl, the egumlisation of
sogt trentasat smong the different {Yres of sextoucts 50 et N0 ene )
of omttwct will be more or 1ess sttractive %0 sither the eomtrastor or
the Covermment salely because of 8 Gifferent appocoach to the acceptability
of eosts.




In thinking over this Jdblem, 1t is twportant that the reader
realizc that we are aot talking about fixed yrice eontrects where the
yrices are esteblished as the yemilt of furwml advertising. The wee of
cost principles wder thase comttacts 1s largely limited 40 texwmiastions
with oocasiconl instamees of wee in megotisting Jevised prices Decsuse
of changes in work or specifications order Ly the Govermmmwt.

As t0 the provigions of the now principles, the wording csn ani does,
0 & large extant, speak for itaslf. The first thing which will be moticed
by anycne casparing the new principles with the eld is the greater lemgth
of the document. As will be sean from & perusal of the text, this s due
Eincipally to the emparatively extensive treataent of each of the se-
lected cost itams in place of mere listings of exmgles of alloweble mnd
unalloweble eoet ftems which were wsed fn the 1940 versiom.

Of particular significance o axy yoepective eomtractor is the fact
tmt advance understanlings are sugpested in parmgxph 15-107 in respect
0 any cost items wvhich mmy be 4ifficult or emmtroversial inm the ease of
negotinted fixed price type contmmets, as wll as wmder ¢ost reinbursemsnt
type contracts.

The Gisoussion in mbjaragrephs 15<801.2, 15-201.3 and 15-802.% is
sugoested for esreful study stmoe 1t &5 in these miparagrophs that the
gmaral eritaria for detexwining alloability sre set furth. The defini-
tiom of reasamebleness, in WAPCAGNGA 15-3GL.3, sheuld Feceive partieu-
lar sttextion becsuse this 4s Ailmly to be the hey to most sutroversial
Htmtims. The pov princiyies Wring out mpseifically sertain aspocts
shich have been heretofore comsidered tut which bave mot been a yart of
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the written repulations; smuch as, lack of am's lencth bargainiag, lack
of empetitive restruints, and mbstantial incrweases in such items as
salaries oasourrent with the coamecenst of gpersticns wader Govermment
soxtrects.

e soagaratively axtensive trastnent of dsrect costs and ftadirest
oouts, in paragraghs 15-302 amd 15-203 respectively, »eflects sa effort
0 deal with thess fundemental aspects of eantract eosting in a more
dafinitive mamer than heretalore.

A bricf picture of the treatment of the seleetal ecost items coverel
i peragraph 15-205 of the pev principles is presemtoed in the form of an
iten by itex chart shich is printed am pages and .

A discussion of the ebanges in detail as betwoen the mev principles
sl the alder versiom might beccme mther lemgthy. This 1s becavwse of

the greatly expandad coverage of the mleocted cost items. However,
there is includoed below & brief discusasion of the mowe significant
chanoc:

The former principles limitad allowmble atvertising in trade and
sochnical juomals € als Kacel for the purposs af effering financial
mpport Yo the Joxomls. mwmuhm
mmhmdmﬁhnMMW,
this doss ROt agpear to remosent & thange fu policy. T revised word-
tng thald slixinate the smtroversies which deve somrtimes arismm in
the pust whan comtaactors were eanfrunted with the mecessity for proving
that particular sdvertisements wvere ylaced only for the purpose of

6




offering financial support of the pblication in gwstimm. Xt will be
acted that ads which offer wolucts or srvises for sels &re umallowsdble.
Bpecific grovisiom $3 also malde fer allowemwe of the costs of partisiye-
$imn in ehibits, again with the groviso that these expmses will mot be
alloved 4f yroducts ave sffered for mals.

Copmpstion for Pervom Serviees (paragrgh 13-205.6):

This mdJject has bocn treated sxtamsively dut from the stamdpoint
of sctual prectice there are fov changes of sigeificaace. It may be af
interest to mote the Limitation in (2)(1) which restricts amounts allow-
able to those which are permissidblo under the Imternal Revemue Code, the
provigion for allowance of caxpensation to partaers and sale gwoprietors
shere services are remiered by tham fa (a)(3), and the wallowmbility of
the ¢cost of stock optians in (e). Allowence of maoagmment employee in-
centive ocapensation; i.e., "yeofit sharing plans”, 1s aow dafinitely
povided for dn suibparegregh (8).

Depreciation (perecragh 15-205.9):

Sbperacregh (£) yermdts allovance, wnder the eireumstences
described therein, of a use charge for fully deprociated assets without
@ specific oontryect gaovision.

ol Other Soots <17t |

Yo dtssllownce of ixterest follows the treditiomal putterm bBut
1t 1s naw extented %0 texminations ¥y Seasen of the applisability ef 4he
mev principles to these sttustiems. "

&gmmwgmw&):
The wordinge an this itenm bas Deen mglified snd gtrangthenad in
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arder to make 1t wmxistakably elaar that a loss under sy Other eamtract,
regardless of its fype or purpose, is wmallowable.
Material Costs (paragrazh 15-805.22):

(b) The last sentence of Hils sdyaragragh cmtains mpeeific
m-rmmmmmbﬁbmw
because of circunstamces umder whish it would mot be reascalhle S0
wpect such discamtis $0 de taken sl Jrovides that these lost discoumts
neod not be eredited t0 costs. This has deen a santroversial point on

occasion in the pust.

(c) The wording of this mbparagragh 4oes not eomtain the proviso,
shich vas in the ald principles, to the effect that inventory adjustments
eould not inclule “write-dowms” of value. This inclusion was not caused
by & change in viewpoint, But simply to0 recognize the fact that the in-
ventay sdjhustosnts being discussed relste mmly to the differences be-
tween physical imventories snl dook invemtories amd therefare "write-ups”
anl “write-dums” of value are ot invalved.

(e) There 4: now specific provisicm for acceptance of charges for
inter and intracomgeny transactions on a price basis under the eircwr-
stances outlined in the mov principles. In the old rinmciples, the yricin;
of such transfers was pns the ftant suggested for specific emmtractusl
consilerasion in Part 5.

Prosattract Coste (parasragh 15-805.30):

Specific provisicn has Asw Dosn mode fer Allovance of prasomixsct

costs to the extent they would bave been sllowsble 4f isewrred after the

datec of the camtract. It will be dheerved that this ftenm is also on the
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1ist in paragragh 15-107 af ftems regnrding which atvance wrierstaniings
are suggested. Freviougly, precamtract ocsts reguired a specific som-
tract provision %o be sllowmble.

She sov privnciglas provide et retainer fees may be sllowed 1f
supported Ly evidence of bons fide mervices availsbhle or renfered.
Formerly, 1t had been generally held that retainer fees were xllowshle
only vhere services wvere sctuelly rendered.

Rental Costs (paragraph 35-205.34):

By smbparacrsrh {b) runtals on sn tuterommpany or interdivision:)

mmmmmﬁmmmwmmp.

The lidtation au salc and lsascboack agreements in sbpermgrapt (c)
should be notod. Thir now requires g comtract povision for sy sllowemce
t0 be made in exesss of noroal ownershiyp cocts.

Besoarch and Development Costs (paregreph 15-205.35):

This {mportant subject has been treated st emsidergdhle length.

First of all, definitins have bemn yrovided for dasic researeh, spplied
rescarch an! development. Far cesting purposes, however, anly two
omtogories are establimwd: mamely, coxtrestors® Snfependiewt research
and cantractors' indapenient deveiepmmt. Both estegories wre allowdle
within the lixitsticns anl mbject t© e criteria stxted.

Gne effect of the nev principles W1l be 40 allov saxtrastors
indapenient resesrch vithort the specific eartrart provision which was
required wnfler the old priaciples. In additimm, there is provision in
subparasreph () for costing the contractor's resesach and development
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expanditures, frae the stanipoint of sgplicatim of indirect mnd adminis-

. trative expomses 0 such costs, 1n comfomity with the sccamting prec-

tices astdlished by the emtractor. A limitation das deen facludeld in
nbpareprah (g) wiich mkes vesesroh anldl development sests jacuryed in
Mwuum«u@mmm»
peniftures are a poper put of precomirect scsts. The taxt of mbpars-
eregh (h) includes administrative guidelines snd Jrocedural suggesiions
with particulor esghosis om advance agroements.

Taken together, all of these Frovisicns should be of greei
sssistance in eliminating: sae of the eamtroversies of the past.

Bellin. Coste {pevacroph 15-205.37):

Subparagaph (¢) perits the allovaace of salosaen's or agents'

fees and commigcions $0 bone fide esployees or selling sgencies mein-

toinel by the copiracticr for the popose of securing busimess. In the
eld principles, paragraps 15-205(4) grovided that commissions ead bopuses
in camectiom with ebtalning or mepgotisting for government contracts were
walimmble. However, it is Loportant 0 aote the last sentence of sub-
goragraph (b) vhere the factors upan which alloesbility of selling evets
will be dependent are set cut. The saghasis 15 en the shoving of
readmalls benafit to ths Goveroment.
Zermination Costs (paragrgh 15-805.42):

™e items covered in this paragogh 3dus ths eovarage of ebhar
mbjects in the aev ocost principles will sperseds the primciples which
have previously been applicable to terximmtions in ASH: Sectiom VIiI.
T™he change in the treatment of interest as memtionod abowe i important.
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Tratntn; e Bucetions Costs (puragraph 15-205.bk):

This sbparegreph has bosn given ruther extensive trentammt.
Whmdm(ﬁﬂmmm)
e vominier of the ttms metimed are sllowble. Navever, covtain
Linttutions dave bem tnclmisd, aimed At sliieving reascmsblonces s
theve my, in smr coucs, have & osst sharing aspect.
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ASSISTANT SECRETARY OF DEFENSE /L \ '( %,1 f A
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WASHINGTON 25, D. C.

November 24, 1959

SUPPLY AND LOGISTICS

Dear Dan:

I met with your boys yesterday and was very
appreciative of their attitude. I am not so sure we
can accomplish this as of December first, but we
are striving to work it out to their satisfaction.

Best regards,

Mr. Dan A. Kimball

President,

Aerojet-General Corporation
6352 North Irwindale Avenue
Azusa, California




AEROIET- GENERAL CORPORATION
68352 NORTH IRWINDALE AVENUE

AZUSA, CALIFORNIA
DAN A. KXIMBALL

PRESIDENT

November 17, 1959

Hon. E. Perkins McGuire

Assistant Secretary (Supply and Logistics)
Office of the Secretary of Defense
Washington 25, D, C.

Dear Perk,
I would like to have E. S. Reichard, Jr., our Director of Contracts
come in to chat with you about applying 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,

Sincerely,

FasiliE= - SN



b

AEROIJET~ GENERAL CORPORATION
68352 NORTH IRWINDALE AVENUE
AZUSA, CALIFORNIA

DAN A. KIMBALL
PRESIDENT

g L~
OrN

November 17, 1959

Hon. Thomas S. Gates, Jr.
The Deputy Secretary of Defense
Washington 25, D. C.

Dear Tom.

Aerojet-General Corporation believes the recently revised Contract
Cost Principles, Section XV, could be applied to all of our Defense
work beginning with our fiscal year starting December 1, 1959.

In this connection, we would like our people to discuss our thoughts
with Mr. Perkins McGuire in the very near future.

We think beginning the uniform application of the revised Cost
Principles to all of our contracts will provide the Government
consistent methods of handling costs throughout our operations,
rather than gradually incorporating the new regulations when new
procurements take place.

Sincerely,

e
.

%P
]



Munitions Boerd

15 Bovember 1949

:_
._n—u‘ mm .aa

,m .:

_a

__

.m_

8y

*

”_

&.-

w__ m_._

] i

f

i

....

___ m_



3 Fovender 1999

muum*.--m._-)

FJJSR \W\M

5_

_
__ u
_ _=. i

_:__._.

il
___. il ___ __ /
a ¥ :
i .&.f L
-n—m.mm .u -m

!

ﬁ

i

t_

.uu.u



DEPARTMENT OF THE NAVY
BUREAU OF AERONAUTICS
WASHINGTON 25,D.C. IN REPLY REFER TO

Aer-CT-
3 November 1959

Dear Pete:

I thought you might be interested in seeing your
words in print. Enclosed are a couple of copies of
g transcript of your speech taken by a Buder court
reporter at the OlM-sponsored Procurement Lecture
Conference on 12 Octcber 1450,

I s to say, because of the nature of the subject
there has been a very limited and discriminating
distribution eoua;Juﬂr“ of several of our procuresment
people and the Buler Counsel.




SCHEDULE OF ACTION - COST PRINCIPLES

Action Timing Responsibility
1. Issue Revision 50 of ASPR (Cost Principles) 2 Nov 59 ASD (S&L)
2. Issue Press Release 2 Nov 59 ASD (PA) -
3. Press Interview by DOD Spokesman 2 Nov 59 ASD (S&L) and
ASD (PA)
4. Advise Secretary of Defense and Deputy 28 Oct 59 ASD (S&L)
Secretary of Defense
5. Advise White House 28 Oct 59 ASD (S&L)
6. Provide Advance Copy of new regulation to 29 Oct 59 ASD (S&L)
Congressman Hebert and Congressman Mahon
7. Advise Departmental Assistant Secretaries 28 Oct 59 ASD (S&L)
(Materiel) of complete schedule
8. Distribute Advance Copies to key offices in 30 Oct 59 - Military Depts.
each Military Department
9. Provide Advance Copy to GSA, AEC, and NASA 30 Oct 59 ASD (S&L)
10. Advise Industry Consultants PRIRY 2 Nov 59 ASD (S&L)
| N~
11. Advise Trade Associations MM 2 Nov 59 ASD (L)
A

A. 50 Copies o f tha (ng'nn'p/rc dsrow‘c/-.! o <l h".l,'l;.,., c/..l.f_

B Protadurss for the Fri- 1«,}0" mente/ Ahmnishralior.  of 14. &« D
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1943
THE WMBERS GAME

In presenting its statistical srgment sbout the mmber of costs
disalloved, industry is playing the wubers game. They can (as 14 NSIA
vho cited 52 items) list & mmber of "areas in vhich there is fallure to
recognize true costs in vhole or in pert,” and meke it sppear thet we are
being more restrictive rather than more libeml. There are severnl reasons:

(1) Ve explain the trestment of costs in wore detail im the present
proposal. Thus vhereas "general research wnless specifically provided for im
the contmet” was classed as one wmallowshle in Sec. XV, NSIA listed several
elements of BAD costs as aceounting for four items of wallowsbles. Yet ve
have liberulized this eclement substantially. Likewise NSIA lists five such
items wnder compensation, three under depreciation, fouwr wnder insurance,
three wnder material, three under remtal, thyee under roynlties, snd four
under training. In none of these itams is allowebility more restricted,
and in several it is liberalised.

(2) We provide policy guidence on many items now included in
ASPR XV, Part 5, vhere they are classed as for "Special Consideretion.”

(3) Meny of the items have had to be covered more specifically
end their allowebility restricted because of sbuse by some comtrmetors in the
shsence of prescribed handling (e.g., sale and lesseback, recruiting, end
training).

Ho doubt the source of much of the attack on this score is the fact
that they bhave been reimbursed in the past for meny of the "wmallowable" costs
tioough the mechanism of pricing wnder severul of the types of so-called
fixed price contructs.



1.

3.

Q.

Q.

QUEST.ION AND ANSWER SHEET - COST PRINCIPLES

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 contracts 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
altheugh they provide more definite rules and to some
extent cover cost elements not previcusly defined. The new
principles will eliminate separate cost principles which we
now have for use in negotiating termination settlements.

The most significant new feature of the regulatien 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 negotiated contracts te the extent that the
evaluation of costs is necessary for the setting of fair and
reasonable prices. .

What will be the affect of the new cost 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 of situations here is
too complex for generalization. Since we have not provided
specific guldance in the past, these new principles will, at
least in some instances;, result in reduced recovery by
contractors for certain particular ltems of expense. For
example, interest has previously been an allowable cost in
termination situation=z., In the future, interest will not be
allowed.

How much money will these new cost principles cost the Department of
Defense or how much will be saved?

A. As indicated previously, about the same result will be experienced
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 pessible to put a dollar sign
en any such savings at this time.



be Q. why has the Department of Defense not premulgated cost principles for

general use in the past? Why has it taken you so leng to do this job?

A, The Department of Defense has had cest principles for cost
type contracts and fer terminatien settlements. The extension
of cost principles te the fixed price area is a very complicated
and controversial subject. It has been necessary to take into
conslderatien the strongly held views of the many parties at
interest, including those of industry. The resolution of these
areas of contreversy has been difficult and, hence, progress has
been somewhat slew,

What are the more important areas of cest disallowance:

A. These would include most advertlsing costs, bad debts, entertain-
ment, centributions and donations, and interest on borrowings.

How do the new cost principles treat research and development expenses?

A, A contracter's independent research costs are allewable.
Independent develepment cests are allewable to the extent that
they are related to the product lines for which the Govermment
has centracts. We have provided for certain administrative
controls and limitations te insure that these cests are reasonable.

Are executive prefit sharing plans allewabla?

A. We regard compensatien measured by profit sharing plans as a portion
of an individual's over-all compensation. Such compensation is
allowable te the extent that an individual's tetal compensation is
reasonable in amount.

What affect de these cost principles have en profit?

A. The cost principles do not cover the subject of profit. Our
profit policies are covered fully in Section III, Part 8 of
the Armed Services Procurement Regulatiorn.

Will this new regulation lead te "formula pricing?"

A. Formula pricing means the reselution of each item of cost
by unilateral acceunting decisiens. We do not anticipate
that the new regulatien will have this result. Our over-all
pricing philosophy remains in effect.



10.

11,

12.

l3t

1k,
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Qe

.-What'application will these cost principles have to contracts awarded

by formael advertising?

The evaluation of costs 1s not appropriate under contracts
awarded by formel advertising. The cost principles will,
however, continue to be used as a guide for terminated
contracts, including terminated contracts originally
awarded after formal advertising.

What do you mean by the statement that the cost principles will be
used "as & guide"” in negotiating fixed price contracts?

We realize that hard and fast rules with respect to costs

are not appropriate for meny pricing situations encountered
under fixed price contracts, particularly in those instances
where prices are being established for a future period.
Govermment personnel will be expected to be guided by these
principles to the extent appropriate in conducting negotiations
in the fixed price contract aree 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 Jjustification.

Is this new regulation agreeable to industry?

Industry has traditionally opposed any of our regulations
which set forth specific costs as unallowable., Industry
contends that the Government should allow all normal costs

of doing business. For this reason, industry is oppozed
generally to most of the disallowances we have prescribed.
Industry is also opposed to the utilizstion of cost principles
in the fixed price area.

Have the Military Departments concurred in this new regulation?
Yes.

Has the new regulation been approved by the Secretary of Tefense?
Yes.

Has the Comptroller General approved this regulation?

The Comptroller General has been in favor of a single
comprehensive set of cost principles for some time. He has

concurred in the desirability of publishing the new regulation
without committing himself as to agreement on all details.



16.

17.

18.

190

20.

21,

What Congressional reaction do you expect?

MWe expect that our new regulation will be well received by

the Congress.
How does the new regulation affect Small Business?

We believe it will assist many Smell Business concerns in that
it is designed to foster an atmosphere of mutual understanding
among contractors and contracting officers as well as provide

guidance on the handling of many i1tems not previously covered.

Why is the new regulation not mandatorily effective until July 1, 1960?
There are many detalls in this new regulation which will require
study for both contractors and Govermment personnel. A longer

period than usual was established in this instance to afford ample
opportunity for familiarization with the new rules.

Are these cost principles going to be used on a Government-wide basis?

We expect that cost principles substantially similar to our new
regulation will be adopted on a Govermment-wide basis.

Will these cost principles mean more negotiated contracts?
No.

Will the new cost principles require contractors to esteblish new
accounting systems?

No. The revised cost prineciples sre not an accounting
blueprint which will require any appreciable change in the
accounting systems of most Govermment contractors.

Office of the Assistant Secretary of
Defense (Supply end Logistics)
26 October 1959



' The purpose of this puper 43 to provide certain background imformxtion
”""&mmmwmm.nnmwmmnwm
issuance of the nev Bection XV, ASPA,
Beckground
The history of eolt; principles utilized in meXing cost determinations
under éefense contracts revesls a ecntinuing saarch for a wniform,
improved, and consistent body of such principles -- satisfactory alike
{ ‘o the Government nd the contractor. The World War IT period and the
years immedistely following sev the birth of seversl sets, each of which
was spplicable to different dspartments or different phases of contract
adninistretion.

The first of these spplicable %o Norld NWar II contracts wes Treasury
Pecision 5000. adopted in 1G%0, this Becision was promulgated for the
papose of recapturing sxcess profits on certain somntracts for vessels
and aireraft, but in the absence of a more satisfactory statement of
eost principles 1ts wee was extended 90 virtulliy all sost-typs scutrects
extered intc by the Var Departuent (later the Bepartments of Army and
Atr Fores) umtil 1545, The Navy Departasnt utilised 7. B. 5000 watil

—_ 1942 when 1t issusd on "Explanation of Principles for Determination of
Coats Under Govermzent Contrects” (the so-called "Gresn Book"). Thesa
Principles were employed by the Navy in meking cost detemminations wnder




sosti~type contrects wmtil I9¥. BSectica XV, "Contrect Oost Principles,”
Amed Bervices Procurenent Raguistions, ws alopted Wy the Department of
Pefense 13 190 and was agpiicedls snly to eost-fype sontrasts.

Cost principles employed in somtrect terimetions duve 1ihevise
wvaried. Osrtain esst principies sgplissile fn the event of Sexrmimstion
vere tesued mier fhe autharity of the Domtract Settlament Ast of JPML,
and these vars subssgmuily somtimued in use upon the expiratioa of
that Act. YThess were superseled by the adopticn of Section VIII,
“Termination of Comtrwets,” ASPR, Burt b of which containel s statement
of principles applicable to the settiement of Lixed-prics contrwcts.
These principles were also applicable o0 negotiated settlmments wnder
eost-type contracts.

Despite the spparent weslth of eost grimeiples, the situation was
recognised to de wnsatisfactory. Thare was mo set of principies
applicable to the msgotistion and performsnce of fixed-price contracts -« only
to their termination. Secticn AV, ASPR, Mas besn waed to some Segree
"a8 a guids only"” bLut sven this use sant beyond assursnces given Goverzmsut
oontractors at ite afoption and has been a eomstent source of conflict
botussn contrectors and the Goversswmt. BSections YIXI snd XV were not
wmifom in setiing forth which ecsts ware allowsbls or mellowmble, so
tharo existed the ancmolens sitietion of cwrtaln costs being wmllowsble
£f the comtrsct is completed, but allowmhle if termimsted. Purther, &
pattem of “implementing” instruetions YLy &irwstive developed to the
extant tiat the mere valume of rules was forbidding, plus the fast that
such Girectives were inconsistent detveen departments, and they mot
infrequently altered, through change or restriction, the policy adopted
by the Department of Befense. All of these factors pointed to the need
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for and desiradility of a mingle set ¢f sost principles to be syplicadble
%0 all types of omntimcts and all yhases af the eomtrweting process whers
considerntion of sosts s favolived.
mmaquumnuwmmmm
wmmmmmmumm-snmm
yovided by Section XV, ASPE. The Yeegotistion repilations state
specitically that the Ranegotiation Bosxdl will aot recoguise eosd
disallowences prrsuant to Seetion XV or other sontractual provisions in
contraveation of the Renagotiation Act.

Norecver, the statement is freguently made in Tovermmant that the
cost principles wnder the Internal Bevenus Code have no mecessary applicae-
tion to dafanas eontract costs, and no sttexpt »eed De mads %0 roconcile
then. These guneral inconsistenciss betwesn #ifferent yrogrems of the
Govermment are undesirxble.

The philosoply wmfisrlying ths warious sets of coantrect cost prin-
ciples likevise indicated that a change was in ordar. Tressury Becision
5000 in defining allowahle cost stated: “The cost of performing &
particular contrect or subcontrect shall be ths sus of (1) the direct
m..m(e)mmmdmmm...m
_Wbrhmyhmnm
(Sagtasis suppiied) The phress “iscident %0 and necessary for” was
toterpreted by Sovermamt suditers, sacinding those of the Genexel
Accounting Offics, 4o Such manner as $0 Jrecluls refsbursensat to the
contrector of a share of normel businsss cowts whare it eould mot be
danonstrated by the contrector that the facurrence of the cost ws quite
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directly related to the performance of the contrect. The “Gresn Book”
referred to adove contains ths same restrictive langmge. In eonseguece
mmarowus indirect sosts wars disallowed.

mxv,mnmwm wed the phouse ... ineldent
% the perforssncs of the eouiract, ...” ia sb effort to get ewny from the
restrictive Sntarpretation of T.B. ¥00; while Sectiom VIII, ARFR,
&u'...mﬂamummaﬁM‘
Bowever, the ooet principles comtained in esch of these Sections includsd
s list of wmallowsble oosts which, in menty situations, vitiated the
sdvantages gained from the changed langmgs.
Charsctexistice

Flexibility -- Eesed upon pest experiance, It was recognised that the
mere Statemsnt that a cost was allowahls or woallowsbls, or that every

sontrector's syatem and methods for dstammining cost must be “stralt Jacketed”

fnto & common pattern, was mot the snswer. Ihe path chosen was a difficult
cne. It was followed to achisve the objective of providing a ressonably -
carprebansive and complete msis for resching an agresmant or mndsrstanding
betvean the parties on contract costs for pricing paposes. It alec
furnishes restrictive safegumrda sl RMgAlights aress vhere spicial sure
mast be wnreised to assure ity Adeogmte dotalls and explanations
ars incoryorated which, 1t is daliswed, will paovids tntalligmt weers
with sufficient philoscphy wderiying the prineiples o permit their
application %0 the many warying sonfitions and eircunstances whish my

be spcowrtared. Thus, for the most gart, 2o furmulas or ready-mels
decisions are provided.



o,

Mvance Agresments - Slosely related to the precesding subject of
flexibility ia the provision for sdvance agresamts ecatained $n
Par. 15-107. W%hile the yrioeipies do wot givs mpecific dlirections for
handling ensh groblen, good sontrecting regiires that the contrmet
reflects & scmplete mecting of the minds of the catractor end the
coutmoting officer. Thms the adocmition Ss given that specific agres-
meats should be resched s t¢ the handling of any &1fficult problens
before the fact, mther than walting wtil after the eosts have been
incurred. Baving both parties sware of the ground rules befors the
gma s started should alininate maxy disputes and simplify
adainistration and settlement.

Avoidsnce of Forwula Pricing —- The proposed statessnt should be
read with the clear uwnderstanding that it ecnstitutes only ome ssction of
the Amed Services Procuwrenient Repulations ~- that part confined

prisarily to sstablishing cost princiyles aad standards for uwse where
soats are a factor in dstermmining wimt the Goverrmant will pey for

contreactmal suppliss or services. It &2 ot intended that 1t provide all
the necessary guldance, regulations, and yroceéures gs o methods of
Begotiation, pricing, Setermination of pwofit margins, ehoioe of ®w
sppropriate type of contrmet, or suliting. Shexrw 23 $0 be Saferred »o
desire to encourags the greatar we ST somiract forms other than ewt-
right fixed-prics comtracts, or the greater we of sost date in
Begotiating prices om outright fised-price contracte. % fact, the wee
©f othar factors, such as sffective competition or standards estalblished
o the basis of prices of ovthar efficiant producers or production in our
own plants, are to be preferred in pagotisted firm prices. Criteria to
5




sarve these purposes are semtained in other sections of ASFR, though for

saphasis, scae of them are repeated in Section XV. Other rdlated sections

" are $hose soncerned vith taxes, putents, sad Gsvwment furnisded properiy.
The statenmt should #ot be Looked WpeR as someibing which provides

ammmm-nmwum

wmunmnwmﬂm,mw.l

2 yenit. It omstitutes & middle-of-the-rasd spproach. BW

% be sufficimtly sxpiicit to provide guidance £or negotiators and

suditors, but must nscessarily ds borwd smough for agplicstion to the

sxtrenely varisd eonditions sncomtered in the sontiwcting procass.

These varied conditions arise from wide &ifferences in: the mature

of contractors' Businesses and orgaunimxtions, the degres of eriticalness

of nesd for items bdeing procured, suwply af production facilities, and
types of contrects waad.

Becognises Generelly Accepted Accownting Principles -- Basically,
the statement is founded ou gonarally sccepted sccounting principles
and standards (including cost assowsting as well &8 genaral finsncial
sccowmting). Nowever, the meader may be able to cite emmmples in which
dapurtures have Desn: made from this dasis. These infregquent departures
were dictated, in some instanses, By public or mminess yalicy, amd &n
others Yy loag-standing precedmt. The wallowmdility of satertalmmmt,
purely for mmtertaizmant's saks, and restvictions en elvertising are
exmaples of such dmpartures.

Becognizes Normel Business Prastice —- A significant ebarecteristic
which 1s spparent throughout the statement is that the principies will
ot ordinarily alter a contractor's normml Wwiness practices. In fact,
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svery sffort shall be made to follow them. Bafeguards have been providad,
however, against any abuse Of this spprosch, particularly where defeuse
work esonstitutes the major part of a saxtractor's efforts, {a tiat
resscrmblensss of eosts such as esscutive scpansation snd research
aw‘umrmmmm; Likavise, lvumo-af am’s
mmmnmuﬁmmmﬂrvdm
{teas as exscutive sacpensstion, Sonuses, and property rentals. H
Unreascnable dsviations from good aceounting prectices ars axpected to be
corrected by all responsible contractors.

Effoct on Pefense Procuremsnt Gosts -- Scme charges have been made
that use of the nev principles will esmuss procurement eosts to

skyrocket. Though nc reasons have besn sdvanced, it is possible tlat
this impression mey have arissn from the fact that some costs are
specifically alloved on which the priocr Bec. XV was silent or provided for
allowance only as providsd for in the contract.

VWhile only experience will provide s fim answer, it is not delisved
that this charge 4s walid. First, 1t is anticipated tiat the effect on
cost-reinbursenent type contracts will be minor. The minor possible in-
ereases dus to changes fin allowdility of sertain almmmts of eosts,
such as advertising and ressarch and development, are likely %o be offsst
by grestar esphasis on the concepts of ressonableness and allocadility.

Seccnd, and more important, a substantial portion ef procursmsat in
recant years has besn under ineentive or fixed.price-type contrachs
containing price redetermination provisions. It oan Be safely assumed
that part of this incresse has been us to the fact that the rather
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restrictive cost provisions of Section XV do not agply to those types of
eontracts, and in yrectice more liberul allovances have bees made in
pricing such eontrmets. In sddition % sbtaining relsbursement for some
of tuess sthervise wallovelle costs by this means, eost %0 e Govermeent
is often increased becsuse the yeresntegs of profit is wevally higher
on fized-price sontrects coniaining retroactive price-redetaxmination
clauses than on sost-Lype eontracts. Thue the advant and intelligmi
application of the guides poovided in the propossd statement for
appropriate use in fixed-price contracis may wall decrease the oost of
procursmant by the Goverment.

Changes Rglating to Selected Cost Elements

As indicated above, no significant changes in allowability of individual
slenents of cost were mede. However, in Par, 15-805, the approach t
each element has been changsd. Bather than & mere listing as allowsble
or uallowsble, sach cost is dafined, discussed vhere appropriate,
and then generally ¢classified as to allowmbility. Seeondly, instead of
listing certain costs as requiring further considsration as was &one
in the predecessor Regulation, guldance as to their hanfling is providsd.
The folloving paragraphs hizhlight and sumoarise ¢ fov of the mare
fagortant items. |

Mvyertising Gosts ~ €oste sllowshle tnder She present Sec. XAV
sontinue %0 be allowed. In addition vosts are mads sllowmable for
perticipstion in exhibits wnder certain cw, and for obtaining
scarce matariel or &isposing of scrup or surplus.



Bi4ding Cowts — Whils not specifically menticned in the prior
regulation, the Dew provision is sousistent with past practice of making
such costs allowabls.

gwm—&mothnmmm
the contractor's prexises are allowabls, Gomtributions for off-premises
projects are wsallowable for purposes consistency with the ecmtrinvtions
provision. '

~Compensation for Personal Services -« The nev statement 1s not
inconsistent with the old. FHowever the sany forms in which eompensation

ecan be paid are specifically coversd. This should elimingts inconsistencies
in treatment of this cost which have occurred in the past. Generslly the
nev statenent makes sllowsble, campsnsation in any for, so long a8 it
is reasonable for the services rendsred. Special mote is mads of the
nacessity for evamlustion of resscnableness of ocoapunsation and guides
are provided for such evalumtion.
Stock options are not allowed as s form of campensation.
Contingencies -- Bince the nev prineiples relate to forecasting as

well as historical costing, eertain classes of eontingenciss ars
allowahle.
Sontributiom and Donations -- Sontizue 40 be waallowsble.
Beprecistion -~ No substential chmnges have bewn made from past
prectices. 'M,MM” included stressing the
influence of econcmic factors oo dsyreciation rether than eoncern
exclusively with physical life. In sidtion, under certain ccnéitions a

use charge may be alloved in comnection with assets fully dsprecilated
on the books of the contractor.



S

Interest -- Continuss to be unmallowebls.
Naterial Costs - Acceptabls Bases of echarging for materials usad are

set forth.

Pant Reconyersion Gosts -- Generally the ruls follows past practice
of allowing enly thees costs related to the removal of Jovermment property.
Kowever, in special gircumstances whers squity &fictates, adftitions) costs
may be slloved 1f suthorised defore fncurrence of the costs.

Wm-—rmnmmmmrmmmms
of rent. In the case of sole and lesssback arrsigmments, rental allowance |

is mode only to the sxtent that it does not sxceed the smount which the
oantractor would have recoversd as a cost bhad he retained legal title.
BMessaxch and Pevelopment Costs -~ This cost relates %0 those research
mwmiﬁtmmmwwmmtmr,
which are not sponsored by a sontract, grant or other arrangement. The

policy treats research separstaly from dsfelopment. An allocable share

of a eontractor’'s current independsnt mmhndlmbhmmctkdl

contracts. Bevalogment ocosts are allowmble to the extent they are related
to the soantract product line, or in the case of exclusively ressarch and
devalopment contractors, $0 the Fiald of effort of ressarch snd develop-

ment sontracts., )

Mortimstion of such ecosts Incurred in prior psriods are mot
aliowsble, This treatamt is sonsidsred to be eguitable in that ®e
w@mn-m«mmwcmumt
benefit darived, but in exchangs therefor, will not bear any share of
the cost of the contructor's past ressarch sven Shough its contmacts
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benefit therefrom.

Finally, safaguards are povided to assure resscnablensss of oosts
Shrough spprovel of the eontractors ressarch and dsvelopment yrogres
" and eost sharing srrangmsents wndey appropriate siroumstances.

Salling Costs -~ Such costs are sllowable but special ears is
directed to assurs ocmsidsmation of their proper allocakility; %.8.,
rensonable benefit 1s darived to ths Sovennment thersfrom.

Severance Pay -- This represents another of the several difficult

slenents of cost an vhich guidance has ot previounly bssn provided.
Costs arising from severance pay in connection with normal employee
tumover are allowable. Anoraal or mass severance pay is of such a
conjectural aature that any acerual therefor is mot allowable. Nowsver,
the Govermment rroogniszes responsibility for its fair share of such
costs in the event of gocwrrance and will oonsider allowebility on & case
by ease basis.

Termination Costs -~ While the aggregate of principles included in

Part 2 are applicable to termination situstions, such terminations give
rise to the incurrence of costs, or the nsed for special trsatzent of
sosts. Thess specisl Provisicns have besn eliminated from Sec. VIII,
whare they aypeared yreviously, and incorporated in Fart 2.

Tradaing and Béucstional Costs -~ Fosts of routine treining and
slucation relsted to Job requiremsnts are allomble. As & mesns of assuring
reascnablensss of a econtractor's training yrogrem, cest ef extreordinary
programs ars shared with the sontractor through dissllowence of such ftems
a8 salaries and subsistence paid to full time, post-graduate smployee

students.
1.




MEMORANDUM FPOR THE DEPUTY SECRETARY OF DEFENSE
SURJECT: Publication of Our New Regulstion on Contract Cost Principles

Ve are now in the finel stages of publication of ocur new procure-
nent regulation deeling with cost prineiples which we recently discussed
with you. It will be published on 2 Rovember 1959, at which time we
slsc plan to issue s rather comprehensive press release. I have
separately forwarded s memorandum to Mr. MeElray (Ted A attached) to
alert him to our plans and to provide him with a copy of the press
release. A copy of the press relesse (Tadb B) is attached for your
informetion. In asddition, I am providing you with & copy of our
Action Schedule (Tad €) which indicates the important corollary actions
vhich we are taking.

Prepared by: JMMalloy/jm/23 Oct 59
3D77h  X-T72026

Coordinated with: Mr. Bannerman



ASSISTANT SECRETARY OF DEFENSE ‘/ t;
WASHINGTON 25, D. C. A
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SUPPLY AND LOGISTICS

MEMORANDUM FOR THE ASSISTANT SECRETARY OF THE ARMY (LOGISTICS)
THE ASSISTANT SECRETARY OF THE NAVY (MATERIAL)
THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL)

SUBJECT: Contract Cost Principles

As I indicated at one of our recent meetings, I am anxious that each
of you be closely informed of our activities in connection with publication
of the new cost principles. I am attaching a schedule of the various
actions which we contemplate in this connection. There is also attached
a copy of a press release which we expect to issue on 2 November 1959.

In addition to the actions listed on the attached schedule, I have
instructed Commandexr Malloy of my 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 will agree that the public relations aspects and
the timing of our various actions is very important to this exercise.
I solicit your assistance in assuring that we will have no breakdowm in
this regard nor any premature disclosure of either the cost principles or
our specific plans in connection with their issuance.

Attachments
1. Action Schedule
2. Press Release

Prepared by: JMMalloy/jm/22 Oct 59
3D7Th  X-T72026

Coordinated with: Mr. Bannerman



SUBJECD: Publiceation of Our liew Regulation on Contract Cost Primciplss

e have now completed our work in connection with the publicstion
of a revision to the Armed Services Procuresent Hegulstion deeling with
contxact cost principlea. The regulation is being printed by the
Goverpmant Printing Office and will be distributed to the public on
2 November 1959, st which time we plan to issus a press relesse. A
copy of the press release is attached for yowr informstion.

You will recall that we discussed thic new regulstion at scme
length approximately s year ago. Daring your recemt sheence, I
provided Mr. Gstes with informstion as to our current plans. Ve can
expect sone advarse induetry comsent. Congressiomal reaction showld
be favorabla.

Attachment

Copy to:
Mr. Gates

Prepared by: JMMalloy/jm/3E
23 Oct 59 3D77h X-72026

Coordinated with: Mr. Bannerman
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COVERING BRIEF

TO; The Assistant Secretery of Defense (Supply and logistics)
FROM: Pirector for Procwrement Policy

Problem: To provide an sdvamce copy of the new Cost Principles 40

o i eSS

Congressman Mahon for imformamtion.

Disc The sttached letter to Congressman Mghon is designed
tc him with an advamce copy of the nev Cost Principles.
Ve bave Bo commitment to clear our prioeiples with the House
Appropriations Committee prior te their publication. Ve feel,
however, that we should give the Committee an advance copy
as a matter of couwrtesy in view of its sustained interest in
this subject.

Becommendation: That you sign the attached letter.

Concwrrence: Asaistant Secretary of Defense (Comp) (Mr. Kilgore)
Genersl Counsel




Dear ¥r. Floete:

I anm inclosing an advacce copy of a Revision of the Armed Services
Procurement Regulatiocn on the subject of Comtrmct Cost Principles. Ve
expect that this Revision will be distriduted officiaslly by the Goverment
Printing Office on 2 lNovember 1559.

The Department of Defense has been developing & revision to our
Procurement Regulations with respect to Contract Cost Prineciples for a
considerable period of time. However, as I am sure you will recognize,
this is a highly complicated and controversial subject and one which
generates a vide variety of different views as to the tresatment which
should be afforded emch detailed coet element. As a result, the obtasin-
ing of a degree of agresment on this set of Cost Principles has been a

slow process.

The Department of Defense has been under comalderable prmssure from
several Congressional Committees to promulgste a comprehensive set of
Cost Principles without further delay. For my own part, I asm coanvinced
that it is more lmportant for us to promulgate cuxr current proposals
without further refinement. We will, of course, lock forward to any
changes which may be becesssary afier we have had experience with these
Principles.

Ye have afforded ample opportunity for Industry to provide comments
and suggestions with respect to this nev Regulation. While we expect
that Industry will remain gquite critical of the pew Cost Pripciples, it
is my feeling that gur present effort is the proper course of action for
us to take. I feel sure that you will desire to incorparsie these
Contract Cost Princlples intc the Federsl Procurement Regulation. In
this comnection, we have been in consultation st the Stalf level with
the Atomic Energy Comuission and the Kational Aercnautics and Bpace
Adninistration vho have both indleated substantlel agreement with our
new Regulmtion.

Sincerely yours,

Inclosure
Contract Cost Principles Prepared by: JMMalloy/jm/19 Oct 59
3D77h  X-72026
Honorable Franklin G. Floete Coordinated with:
Adnministrator Mr. Bannerman
Generel Services Administrstion Mr. Kilgore

Copy to: Mr. Pilson
Mr. Kilgore



COVERING BRIEF

T0: The Assistant Secretsry of Defense (Supply and logistics)
FROM: Director for Procurement Folicy

Problem: To provide an advance copy of the Cost Principles to the
T Gemeral Services Aduinistration for informeticn sod for possible
use in coamection with the Federal Procuremsnt Regulation.

Discussion: The Genmeral Services Administration has been swure of
our cantinuing efforts over the past several years to resolve
owr efforts to promulgete a
comproebensive set of Cost Principles. Ihey hwve not taken an
active part in this project, preferrimg to awmit the outcome of
o efforts. The Department of Defense is the primsry wser of
Cost Principles in Govermment although both ARC and NASA will
have use for Cost Primefiples. Use by other Govermmant sgencies,
including GSA, will be ineignificant. The purpose of tids letter
is to sdvise Mr. Floote of the results of our efforts.

Becamendation: That you sign the sttached letter.
Conowryence: Assistant Secretery of Defemse (Comp) (Mr. Kilgove)

(o YAWE L
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Dear ¥r. Johnson:

I an inclosing an advance coby of a Revision of the
Armed Services Procurament Regulation on the subject of
Contract Cost Principles. We expect that this Revision
will be distrituted officielly by the Govermment Printing
Uffice on 2 Hovember 105G.

I an advised that members of the BASA staff have
reviewod earlier drafts of our new Regulation and have
exprassed the view ihat these Cost Principles conld be used
by NASA. In view of the fact that both MASA and the Departi-
ment of Defense have many common contrectors, puposes, add
interests, I thimk it very desirable that cur appromch to
coste under Govermment contracts e parsllel to the maximua
practiceble exteat.

Slncerely yours,

Inclosure
ASPR Revision
Contract Cost Principles

Mr. Jomn A. Johnson

General Counsel .
National Asromsutics and Prjﬁﬁo;%m /19 Oct 59
Space Adninistration 3D77h  X-72026

1520 H Street, WW
Coordinated with:

Copy to: . e

Mr. Pilson Mr. Kilgore
Mr. Kilgore



TO: The Assistant Secretary of Defense (Supply and logistics)

FROM: Directar for Procurement Policy

Problem: To provide an advance copy of our Comtract Cost Principles
to the Nationnl Aerconnutics apd Space Administration for
informmtion.

Discussion: We hmve been providing HASA with & copy of each pevw
draft of the Cost Principles as they were being developed.
KASA has been waiting for us to take the lsad in this effort.
Toey feel that o Principles as currently developed will be
coumletely satisfectory to HABA. Ve bave had one meeting with
BASA representatives st which time they recommended Chat we
change our research and development primciple to elimimate the
definttion of msic research and applled resesrch. The affect
of this revision would not change the substance of owr
research and development primciple. They were concerned move
with the precedent that our defimitions wouwld have in fialds
beyond contract cost priunciplss. After s full discussion, it
g agreed that the definitlons were necessary to emable
LOD persemmel to coupletely understand this cost principle.
FASA repressntatives indicated that thelr suggeetion was, from
their point of view, 4esirsble although not essential. Ve
feel that our present proposal will be completely satisfactory
to HASA and will be used by them upown pubtdication.

Hecowmendation: That you sign the atteched letter.
Concurrence: Assistant Secreteary of Defense (Comp) (Mr. Kilgove)




.4
D

Dear Mr. Luedecke:

I am inclosing sn advence copy of & Revigion of the
Armed Services Procurement Begulation on the subject of
Cordbract Cost Principles. We expect that this Revision will
be distributed officially by the Govermment Printing Office
on 2 Rovember 1950.

I a gware of the fact that our respective Staffs bave
been working together on many of the earlier drafts of this
Regulation. 1 am advised tbat the new Cost Principles
which we have adopted, after an extended periocd of review
and consultation with the many interests involved, are, with
few exceptions, agreeable to the Atomic Energy Comuission.

I thigk it very desirable that the many Sovernment agencles
with g primery interest in this project be substantially in
agreepent as to the treatwent of costs under Govermment
contracts.

Sincerely yours,

Inclosure
ASPR Revigion
Contract Cost Principles Prepared by: JMMalloy/jm/19 Oct 59
3077k X~72026
¥r. A. R. luedecke Coordinated with:
Genexral Manager Mr. Bannerman
Atomic Energy Commlssion Mr. Kilgore ~
Copyh to:
Mr. Plilson

Mr. Kilgore
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PROCEEDINGS

[The meeting convened at 8:25 o'clock, &.m.,
Monday, 12 October 1959, GSA Auditorium, Washington, D. C.]

CAPT. FAGAN: Good morning. This 1s the fourth
of our procurement talks, and the first three--the first
two particularly--we have called quite controverslal
subjects. The third one was on auditling, and the use
of auditors,

This morning, we are going to hear about
cost principles. I got exposed to procurement from
BuShips beginning in 1948, and one of the hottest
subjects at that time was cost principles,

I had heard of Sectlon 15 before I got there,
but I had no 1dea what 1t was, I thought 1t was a revenue
code, and then I got to BuShips and found that Section 15
had to do with cost type contracts, and that sort of thing,
but there was considerable debate as to whether or not
1t was theoretical; whether 1t applied to fixed type
contracts as well as cost type contracts.

In 1948, some ten or eleven years ago, cost
principles were quite a discussion, qulite an l1lssue, I
got back in Washington, here, in 1956 and found out that
the subject hasn't changed a bit or had the solution
apparently toward the subject.
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“among other things my boss has told me to keep my mouth

shut and such other direct admonitions.

I would like to take up with you today, and
try to describe, some of 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 of the new
principles themselves.

I think some of the history of this exercise
might be of interest to most of you. I don't think
that too many of you realize the number, the great
number, of people 1n government outside of the Navy
Department--if you will--who are interested in and have
a voice in what kind of contract cost principles we will
have, and I think maybe I can give you a little on that.

I also would like to give you my own personal
evaluation as to these principles as a set of contract
cost principles, and as to the effect they will have
when published for what they are worth, and then after
lunch to the extent we have time I would be glad to
tell you the current status of the project.

First of all, I think that you have to be in
the proper frame of mind to consider obJectively this
very controversial kind of a regulation, and because I
think--and I speak with some actual degree of experilence

with respect to thls--we sonetimes think emotlonally
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Let's get 1nto 1t then, and try to set forth
some of the objectives which we are ‘seeking to obtain
by putting out a comprehensive set of cost principles;
that 1s, a set of principles which will be used 1n one
way or another as the basic groundrules whenever costs

are a factor in procurement, and you will notlice that my

words are rather carefully chosen--whenever costs are a

factor in procurement--and that 1s not to say that costs

always should be a factor. But, first, we have I think
the obligation to up-date the contract cost principles
which we have in the book now.

These were published in 1948. They are rather
sketchy. A lot of new things have come on the horizon
since these were published. We have been 1in the process
of revising them for the past slx years, and so you'd
expect that we would need some up-dating and thls, of
course, has to be one of the obJectlves.

We are also seeking to obtain some uniformity
of treatment of these various elements of cost, and this
uniformity of treatment has to do with uniformity within
the Department of Defense first among the three Services,
and then--if you will--sometimes a little uniformity among
the Navy bureaus doesn't hurt, and that is one of the
things that might be accomplished here with these contract
cost principles,
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Now, a few things that this is not designed
to do. It 1s not designed to be an accounting blueprint.
It has many, many, references in 1t indlcating that
there 18 no need for any major revision of a contractor's
accounting system to accommodate these cost principles.
Now, there wlll be some but not very major
for a contractor who 18 already doing buslness with the
Government. Some of our definltions will cause a kind
of tightening up for some contractors, and for o@hers
who have a very loose arrangement there would be more
practical effects, but -1t was not set out to be an
accounting blueprint and we don't believe that that will
be the effect of these principles we published; that is,
that there willl be any accountlng revo;ution, you might
say, on the part of our contractors.
We are not seeklng here to throw into the
Potomac the pricing philosophy which we hpld so dearly.
You wlill see somewhat later our attempt to emphasize
our pricing phllosophy, and maybe some of the reasons
why we feel that thilis emphasls 18 necessary at this time.
Now, another thing that this 18 not designed
to be 18 1t 1is not designed to be a document which will
guarantee to contractors a certain recovery of costs Just
because we have a list of contract cost princlples that
are listed as allowable. It 18 no guarantee that we
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price contract situatlon depends on a lot of things
including the power and strength of the negotlating
parties and what not.

Now, what should be the Department of Defense
policy on anything like interest, and 1is there any
difference in the situation where you meet the problem
of interest? Now, that 1s one of the things we are
trying to come upon. There are differences in application
of such things as interest and any other cost, individual
costs, research 1f you will, training 1f you will,
contrlbutions and donations. There are differences
existing today as between Navy Bureaus, Army, technilcal
services, 1ndlvidual offices 1n the Alr Force. There
are different philosophles, actually, in the military
departments and I can cite you one specific case which
1s known maybe to a lot of you, and thls was hammered
home to me by Congressman Bates one day when he was then
a member of the Hebert Committee, and he was saylng that
he--and, incidentally, he was one of the greatest friends
we had down there--and I say had because he 1g noAlonger
on the Committee.

He said, "I can't understand for the life of
me, sympathetic as I am with the Department of Defense, I
can't understand for the life of me why the Alr Force
says that a profit sharing plan, or a bonus if you will,
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contractual situations, and that they should be
inecorporated into contracts in all but fixed price
sltuations.

So, what we have in the package today 1s a
rather delicaté balance of the conflicting points of

view and, of course, you have industry who 1llke no

e e e e [

part of anything unallowable. Industry, strangely

enough, if you read thelr material closely, can be sald
to be very much in favor of a comprehensive set of
contract cost principles.

Now, that may cause some ralsed eyebrows on
the part of the more sophlaticated and experienced
with this exercise in the audiencé, but I maintain
that 1t 1s so. Industry would love to have a comprehensive i
set of cost principles. Under certaln condltions, of
course, they have expressed themselves as belng 1n favor
of thils but what they want 1s a set of cost principles
not near as detalled as we have which, 1n effect, would
have everything allowable. They won't like any unallowable.
This 1s almost tantamount to being un-American to have
an unallowable. They would like to have everything
allowable, and industry as a whole with their trained
negotiators they start from up here in order to get here.
They argue for everything belng allowable so that they can
get a better cost recovery, and some pecple think that
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sltuation where we traditionally feel that we should
be very conservative, moving down the line to the re-
determinable contract, redeterminable after the fact.
Now, we don't use many of those in the Navy but I am
rather surprised at the extent of thelr use 1in some of
the other Services partlcularly in the Army.

If you have an after the fact re-dete:minable
gontract of $100,000,000, do you have a siéuation pretty
close to a cost relmbursement type contract? Yes, and
how about the next one down the line our old friend
and incentlve contract, fixed price incentive contract?
The contract clguse, 1tself, says there wlll be a '
negotliation of costs, and thls 1s done after the fact.
This 1s a retrospective application. We know what has
been incurred; whaq is the Department of‘Defense policy
here. You don't have to be guessing, you do have a
negotiation but not something that is out in the wlld
blue yonder, a sitdation that calls for and requires a
certailn degree of precision, not a completely boxed in
type oflpregisien,\ but precision nonetheless, and as you
move down the spectrum you come to the other family--the
other wrinkles in the family--of redetermlnablie contracts
and in many of these you need contract cost principles.

You need something. Anyway, we start off with

that, you need something and we hope that we are providing
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anything further and shouldn't care anything further
about the use of cost principles and that is not
intended to prescribe the use of these principles
when you would not, yourself, even tcday want to look
at the breakdown of costs. S0, to go ons

"When, pursuant to ASPR so

and so costs are to be considered

in the negotiation of fixed price

type contracts, the appropriate

part of this Section 15 shall be

used as a guide in evaluation of

cost data required to establish a

fair and reasonable price in

conjunction with other pertinent

consgiderations as set forth more

fully in ASPR Section 3, part 8."

Again, a throwback to pricing and an abundance of
caution if you will and to go on:
"In the case of negotiated

termination settlements, Seéfion

8 Part 3,

So that, then becomes the punch line for the use of
cost principles in the fixed price contract area. Now,
what do you do; how are you guided in a case where you
are in an argument with the contrastor over a specific
item of cost?

Now, we sometimes talk rather locsely--we
procurement people-~-about how we use costs in negotlating
price and you sometimes get the idea that we really are
not much interested, that we go through no real approach

and get a price that is real tight and close, and that we
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contractually bound.

Well, we tried our hand at expressing this
and thlis 1s some change from earlier drafts, some
loosening up if you will.

"In order to permit the proper

evaluation of cost data submitted

by contractors for use 1n negotiating

prices, 1t may be necessary to obtaln

breakdowns or account analysis in

respect to some cost elements particularly

those whose treatment may be dependent

upon special circumstances as stated

in the principles.

Contractors wlll be expected to be
responsive to reasonable requests for

dat8 of this kind."

It 1s a 1little wedls, I think. W1ill it do any good

at all, that kind of language? I think it will. Will
1t do the most good? You have a difference of opinion.
Some, of course, feel the contractor should be required
to the maximum extent we can, using all of our powers,
to prepare hls account analysis, and cost breakdowns,
strlctly in actordance with the contract cost principles
because this makes the audlit job easier; makes the
congideration of costs and pricing easier, We have mot
adopted, here, the rather stringent approach.

Well, I have spent a great deal of time on
the applicabllity because they are really at the heart
of this whole exercise. I recall speaking with Jim

Bannermann the other day, and he was recalling thls whole
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‘¢eost principles--will serve as a basls for the resolution
of the 1issue. You see the difference?

In the latter instance, you would be pretty
well bound in an argument with a contractor to resolve
1t the way the book says. As here written, there is
obviously a need.to follow the policy laid down by your
bosses. They say you will use these as a gulde. They
didn't say, however, that you will have to use it every
time. They didn't say that you have to throw common
sense out the window. They didn't say that you would
abandon overall bargaining. ¥You can, I think, depart
from these but when you do, when you depart from the
guldance that has been laid down by your superiors, 1t
1s only right that yocu have a pretty good story.

You shouldn't depart on some whim of your own.
You ought to be wllling to stand up and be counted. We
have other language here which will; I hope, not get us
into the straightjacket of having to examine each and
every minor item of cost and where we don't follow the
blueprint exactly have to fill the file with that much
Justification. We don't intend this, and I think that
there is enough flexibility here to prevent it, absent
some bad approach--if you will--by those who might be
looking over your shoulder including the procurement types
who do that sort of work, and the audit types. But, absent
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different from that which I have described to you
this morning.

We have made it more flexible. We have
fixed it up here and there, but in 1its basic elements
it is not too different from that which was developed
about three years ago, and which the majority of
procurement types decided was then a feasible 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 than we have in the book today. I
think the present Section 15 has what, five or six
pages, something like that. I would guess that the
new c¢ost principles in terms of pages--whilch 1s a
rather bad way to measure--but in terms of pages maybe
25 or 30 pages., That g;ves you some ideg. You have
considerably more guidelines in many, many, areas,

We have, for example, tried our hand at
defining reasonableness, .and allocability.. Sort of
foundation words, wouldn't you say? Foundation words
with respect to the current Section 15, and yet not
defined in the ASPR today. They are probably not
susceptible of preclise definltion, particularly the one

on reasonableness. But I think you will find that they
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sit down and do these things in adwvance? Mass
movement of personnel; pre-contract costs; there are
a list of seven or elght areas which are suggestive
in this new set of cost principles, suggestive of
advance understandings and when you have reached
advanced understandings in the cost reimbursement
area they will be incorporated into the contract.

In the fixed ﬁrice area, this willl be put
in the contract file. Now, others would have us put--
others meaning, more specifically, the General Accounting
Office--would have us put these advanced understandings
as a part of the contract regardless of the type of
contract, but as now set up it would be in the contract
file except in cost. reimbursement type sltuations as to
the 1nd1¢id@al items of cost that are, we wlll say, in
the allowable category.

I have indicated that compensation will include
all facets of compensation regardless of how determined,
which really boils down to the real severe argument
within the Department of Defense as to whether bonuses
based on profit sharing plans would. be allowable. That
one reached the level of the Secretary of Defense himself
last year about this time, and he decided that the
total compensation was the key.

Research is a particularly difficult individual
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with the applied following the pattern for development
and we have become rather substantially convinced

that any attempt to draw the line between basic
research and applied research 1s fraught with all

kinds of complications, so we have dropped that concept.

We have, now, lumped applied research
and basic¢ research together and we have saild-~-and we
call this, then, independent research, so independent
contractor's research 1s a relmbursable element of cost
through overhead.

Now, subJect to what? Subject to these advance
agreements that I indilcated thaf we would agree with them
in advance on these things, which provides one check on

. i1t and provided in the princilples themselves also are several
methods by which we can come at the problem of paying
less than what the contractor wants to put into 1t.

Thi§ could be a dollar sharing. For every
dollar he puts, we will put a dollar in. This can take
the form of a review of individual research programs
and decisiona as to which one we will support; things
that we are dolng today for the most part, and we have
an agreement to have a three Services approach to the
research expenses to be reimbursed through overhead
for the major big large contractors.

We have not figured out how to do this yet. I
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fun debating that one if you like. I don't have the
time to develop it here. Let me say only that most
people agree that interest should be unallowable.
Whether they are right or not is another question, but
éven in industry the feeling of the people who have
tried to analyze this concept abstractly differ. We
have 1t as unallowable.

Contributions and donations, another friend,
unallowable; bad debts, unallowable; stock options,
unallowable; just a few. These I don't think are of
any surprise. Now, about the final package wlith respect
to cost reimbursement type contracts. Is i1t more liberal?
Will a fellow get more under these new principles than
under the 0ld? That 1s rather important when we start
worrying about whether we cah amend current contracts
or not.

We can not provide a completely definite
answer on this. I will give you my personal opinion.
Contractors have been giving us the buslness saying
when you publish those terrible new contract cost
principles don't fdrget ﬁhat you have got to provide
a mechanism to give us an equitable adjustment as to
increase in prices, to make these things equal--the
0ld versus the new.

I don't think this 1s factual, however, my
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~ overall result will be advantageous 1in the fixed price

area. I don't think it will make a hoot and a damn's
worth of difference in the termination area.

Sure, the new principles for termination v
contracts may be a little bit tighter in that, for
example, I have indicated interest 1s allowable today
in terminated contracts and not allowable in the new
principles. By and large, I don't think it will have a
very great effect in termination.

We have had slx years! history of thils
exercise. We have met with industry innumerable times.
We had a rather unique meeting in October of last year
where the twelve industry assocliations interested in
this exercise got together and nomlnated a spokesman
who came before a meeting which I am sure a lot of
you attended, which was primarily for the benefit of
the decision making Assistant Secretaries of the military
departmerits, and in the Pentagon, to listen to both
sides of the controverslal items.

The industry spokesman said his plece, anad he
didn't pull any punches, and the Government spokesman
sald his piece, and there was a verbatim transcript of
that. Incidentally, I think there are still a few coples
of that available for any students in the audience, but
subsequent to that meeting we received further written

comments. The written comments on that, and I am not
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"and interest, and these other things, allocated to
our contract. This 1s what really departs us from
industry.

Other people have an interest. The General
Accounting Office, they have been hammering us for years
to get out a set of cost principles applicable across the
board. They have written very strong letters. They are,
as you know, a very potent force. They could well get
the Congress 80 exclted that they would hold hearings,
and try to develop contract cost principles by law. This
has been threatened, but I have never consldered it
to be a very serious matter. It is something, though,
that is on the horizon.

We have met with the Comptroller himself
within the past month, have discussed this with him, and
we have just a few days ago recelved his written comment.
Qur approach to him was that 1t 1s better, we think, to
get out something now than to spend any further time in
refinements and hence we are going to publish his comments.
It was about two and a half pages, but really it was in
the nature of a nit-pick. He says:

"It isn't abundantly clear that

your test of reasonableness which

you have over in the front of your

document, and which you speak of two

or three, or four times elsewhere, it

isn't absolutely clear that the test of

reasonableness applies to each and every

individual element of cost."
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it will undoubtedly appear in the Federal Procurement
Regulations.

Well, as to a personal evaluation of this
whole thing, the following are at least my views for
what they are worth. I think that this whole exercise
is necessary. I think that the present set could be
improved. It isn't the way I would personally write
1t in all respects. I suppose anybody could say that,
however., This is such a controverslal area.

The thing that bothers me 18 that we started
with a good premise, and we varled from 1t. We started
‘with a good premise that we would say all costs are
allowable unless there is a damn good reason why they
shouldn't be, some overriding public policy reason like
entertainment. Wé couldn't have a set of cost principles
that sald entertainment was an allowable cost because
of public reasons, but we shouldn't make certaln costs
across the board unallowable because they are hard to
administer. We have done some of that., I think this
isn't good.

I think that we have, in the package we have
now, the best results that we could hope to get. I think
that, as I have gald, that it is essentlal that we have
a comprehensive set of cost principles. It is management's
duty to provide guldance 1n thils area. I can't, myself,

quarrel with the basic theory that a cost 1s a cost
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"a crutech to avoid criticism rather than doing a good
Jjob of overall bargaining.

We are worrled, slncerely, about the possi-
bilities of misube of these contract cost principles by
certain audit elements and by the General Accounting
Office. I sald certailn audilit 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 basle worry the wuse to which those who have the
Job of criticizing us, of second guessing us, what use
will they put to this document.

You might say, "Sure, it is helpful to me, but
in the long run it isn't going to help me if the other
fellow can 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't think that the dangers inherent here
are insurmountable. I think they can be overcome, and
we will try to insure that they won't take place. I
think that the principles will, at times, give industry
a handle against us. I think that it will be sometimes
more difficult to negotiate an indiwidual 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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I think 1t is the closest that 1t has ever
been. We have in mind that even when it is published
it will not be mandatorily effective until the first
of Jahuary--excuse me-~-until the first of July next
year. We obviously don't want to have something that
has the potentially disruptive effect of these to come
in, we will say, in April or May, or March for that
matter and so we have skipped over 1lnto the first of
July for mandatory use, They will, of course, be for
use as a gulde in the interim period.

We will be 1issuing, when these are published,
there wlll be an offlcial Department of Defense press
release lssued. There will be a lot of ‘yakety-yak about
it. We will attempt to distribute advancgd coples through-
out the military so that you don't first see these
principles in the hands of the contractors, a situation
which sometimes happens.

Well, I have covered a lot of territory here
this morning. I hope that I hawe given you at least some
food for thought, and at least I have exposed some of my
own personal views; whether you like thHem or not 1s beside
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.

[Applause ]
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3. Gompemastion — An deelded iz our ahow-mpationsd disemasion,
wonpsnsation of comtractor officers and exployses 1a allowadbie if

reasoneble. Tims, cospensation dependent upon or weasured by profits
is pot, per se, wnallowebie.

. £ 2Ets ~~ in line with natiomsl poliey
ammumm we prepese to provide for
acoeptance ss sllowdle tosts, outr sdhare of a coutractor's independent
ressorch. s will trest his indepandent dovelopment oosts similarly
to the axtent that they relate to produst lines for virch the Jowermment
has eontrascts. FRestrictions are provided, hovever, to limit thess coste
to ressoneble muounts and to prevant wvarrested duplicetion of elforte
in the ssms ares by 43fferent coctractors. In retura for owr support
of current researeh programs, wo will not seespt eimiler vosts ineurred
Yy the contractor in the past, sven tlough wo may recsive some of the
banefits therect,

Bisallowed ~~ Industry heas long objected to owr
diulhmdm%imm&ltmm:whmmﬂm
coete of doing busingss. e maintein the position thet, for ressons of
mxowuw,mq,wmd’Mththw we should

disallow certaln oosts. Among these are comtributions and donations, in-
terent, bed deds, and product and imstitutional edvertising,

We believe that (o try further to resclw the remeining differences
vith iadustry would serve only ‘o delsy thie much noeded guldance and do-
priw us of the benafits vhich are saxpssted to flow from it, We entiel-
pate that the ifspusnes of thess cost jwinsiples will result in greater
waiformity of treatasnt of contrastors, more effective and coonomiecal wudit

of contractors’ eosts, snd & wore avderly procurensat prooess.

(e possibls lurdls, yet to be overcoms, is dlasuseion of the princi-
plos with the Comptroller Gensral. While it is within the authority of
Separtmant of Defence %o isste such regulstions without refaresce to the
Genarsl scecuntiag Office, we recognies its interest. Dased upsn commmts
of the Comptroller General on eariier drafts and informel stalf discuasion,
ve know that e favors & much mors rigid sppiicstion of the prineiples to
all contrast pricing -~ an approach wviieh industry and many of us fear will
remove bargaining from the negotistion process end resit in formula prising.
The possibility exiets that he uay be eritical of ocur effort. Howwer,
Hr. Hollal) and I plen to discuss the satter with him on 23 Jaly to peint
out the ressons vhiy we belisve we are proposing the best poswible solwtion
at this time.

My position, concurred in by r. Molleil and the military departments,



iz that theus principles should be pubiished in the jrmed Darviess
frosurensnt Regpulation jsmediastely, to beoome effective om 1 Jesuary
1960, Barring objection from you, or insrmountable opposition fvom
the Comptrallar Gensrsl, I proposs to do mo,
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d'sous-ed prior % lrmscnee Befors the Comx’'ties on Goverment
Aot'vitie: Alfecting Cots amd rriesc. I Shimk that !t would be
wost wnfortunzte if we let the sontrsot eost primeliles beoome in-
wi.ved ‘n the smti-imfistion sxereise, 1 sisieot thet ncne of tiw
individuals oft Lhis Comnittes bave $he Beces:ary baskorount to ewvaluste
the ros apd eans of Lhe sroyosed somtragt ot pripei, le:z. ‘e san
only iook forward te smcther delxyiag astioa., 1 strongly resxment
thst v teke whstewsr informal ote, = that mey B appropriete to aliow
us % teke no sotilon om Kr. Esllaier's peque:t.

iz a panisrality, It 1s ny viev thet the vevised coet primciples
are slightly more libersl Shan thoss swrrently apsearing ia Sestiom IV.
The recesrch mni dewvalormmmt prinsipls iz potentially the moet in-
fistionary, bt sven here it is
cur revision sinoe its Ixpeet in setual fedt axy wall be diwinished
by our adninistration eof the nay
follovwing gmotation from the iadustry letter of 7 Fovesber 1958 in any
discussion whish you sight heve with Nr, Ssulaier.

“To vhat satent $s the Gevermmest, ia Shess proposed regule-
tions, refusing to bear ites falr shuare? It would disalliov 2) items
entirely, of which only 16 are dimelloved Yy the provisions of the
prezent Sectiom IV of ASiR. It would pertially dissllow 30 other items,
of which oaly © sre &issllowed Wy She presamt ASrk., It would subject
19 other ttame to specisl Sesta or revievs (aot “principles’) whieh
would, by definltion or Sests spriied, lses to still more partial er
totel édissllounnesa, Of these 19 fhems, ) ae &isnllowed and 7 are
subject to “spesial eomsiderstion wmier the pressst ASFE, The proposed
nev reguistions aleo suggest sdvanes pepotistion of 9 ftems of wieh 7
ere o e list for 'special ssariderction” wnder the present iSiR.
Llsoubsre in the doomment, bowsver, sdvencs negotistion is stated as e
reqiresent of eost allowenoe in 6 adtitional seses. The identificstion
of the above stetistics are imaluded im the sttaciment hereto.
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m. Termination Cosis

As stated in paragraph 2 of this bullctin, the new principles apply to both
advertised and ncgotiated cost-reimbursement type and fixed-priced type contracts
terminated for the convenience of the Government. The separate sct of cost princi-
ples set forth in ASPR Section VIII for terminated contracts is therefore not cffective
with respect to those contracts to which the new cost principles apply. To cover the
special considerations involved in terminations, such as trecatment of common cost
items, initial costs, settlement expenses, etc., a scparate paragraph 15-205, 42
entitled "Termination Costs™ has been included in the new principles to indicate the
extent of allowability of these itcms, The prior provisions in ASPR Scction VIII with
respect to the treatment of interest expense and product advertising as allowable
costs of terminated contracts have been eliminated from the new principles.

n. Training and Educational Costs

The brief mention of training of personnel as an example of allowablc
costs under the old principles has been replaced by an expanded statement to clarify
any questions regarding the allowability 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 effectivencss of
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 fellowships, donations of
facilities or other properties to educational institutions, (ASPR 15-205. 44(c)); (2) straight
time compensation for part-time education during working hours which is in excess
of 156 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 the allowability of certain costs in connection with full -time scientific and
engineering education at a post -graduate level not normally exceeding one ycar.

6. CROSS REFERENCE INDEX TO THE 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.
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termination situations.

Under fixed price type contracts, the
negotiated price 1s the basis for payment to a contractor
whereas allowable costs are the basis for relmbursement
under ¢ost reimbursement contracts. Accordingly, the
poiicies and procedures of ASFR, Section 3, part 8, and
that 1s of course the specific ASPR containing our
pricing policies, are governing and shall be followed
in the negotlation of fixed price type contracts.

Cost and accounting data may provide guldes
for ascertaining falr compensation but are not rigid
measures of 1it. Other types of data or criteria, or
standards, may furnish reliable guides to fair compensation.

The abllity to apply stangdards of business
Judgment as distinct from strict accounting principles
1s at the heart of a negotlated price or settlement.

You see, there, oﬁr attempt to remove ourselves
from any potentlal strailghtjacket which may be forced
on us as a result of publication of a comprehensive
set of contract cost principles. Here, we have specifically
referred back to the policles, our pricing policies. We
have sald they will be controlled, and we have put in some
of the language from the termination section that I at least
thought was pretty good,

Now, we have sti%l'muapmoblem of differentiating
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between retrospective pricilng and prospective pricing,

where you are looking back to a cost that you have lncurred.
It seems to me you have one situation where you are

looking ahead, and guessing that you have another

situation, so we try to get at that kind of a break in

this fashion.

First, as to these two among the different
types of fixed price type contracts, the need for
consideration of course variles considerably as 1ndlcated
below. First, retrospective pricing and settlements
in negotiating firm fixed price or settlements for
work which has been completed at the time of negotiation;
that 1s, final negotiations under fixed price incentive
contracts;, re-determination of prilce at the completion
of work, or negotliation of a settlement under a contract
terminated for the convenlence of the Government.

The treatment of cost is a major factor in
arriving at the amount of the price of settlement.
However, even in these situations the finally agreed
price or settlement may represent something other than
the sum total of acceptable costs plus profit, since the
final price accepted by each party does not necessarily
reflect agreement on the evaluation of each element of
eost but rather a final resolution of all 1lssues in the
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negotiation process.

If you were to sit down, yourself, in all
honesty and try to éttaék that problem I wonder what
you'd write, That is what we wrote. The type of
language was written some three years ago, and I take
no personal credit whatsoever for it. The section on
forward pricing;

"The extent to which costs
influence forward pricing varies
greatly from case to case, In
negotiations covering future
work, actual costs can not be
known and the importance of
cost estimates depends on the
circumstances.

The contracting officer
mast consider all the factors
affecting the reasonableness
of the total proposed price,
such as the techinical production
or financial risk assumed; the
complexity of the work; the extent
of competitive pricing, and the
contractor's record.for efficiency,
economy, and ingenulty.

Avallable cost estimates
must be present to bargin for
total price, to equitably
distribute a risk between the
contractor and the Government
and provide incentive for
effieciency and cost reduction.

In negotiating such a
price, it is not possible to
identify the treatment of
specific cost elements since
bargaining 18 on a total price
basis. Thus, while cost data
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is often a valuable aid it will

not control the negotiatlon of

prices for work to be performed

or a target price under an

incentive contract."
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 1t does.

Now, we come to the punch line of the
document which goes on this way:

"When, pursuant to ASPR 15-6
or 2, costs are to be consldered
in the negotiation of fixed price

type contractg."

If I might stop there, that 1s rather important. "When

costs are to be considered." Now, this doesn't intend

to say, doesn't mean to say, and I hope won't be
construed to say, that costs are always a factor in
negotliating 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 not interested. We
don't want any breakdown. We, I think, all believe
qulte sincerely that the very best price that we can
obtaln 1s one which 1s established in the marked place
under competitive conditions.

That is how the water gets out, and when we
are satlisflied that competitive condlitlions are correct
and that they have taken the water out, we donft care
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