










OOVER COMMISSION

June 1955

Reoommendation No. J - page JJ

Contr at cost principles. - Current efforts to revise the contract
cost princip es of Section XV, Armed Services Procurement Regulation, are
commendable. The final products of this effort shoul result jn a set of
cost principles for cost reimbursement type contracts n keeping with
reco 'zed comme cial accounting standards. These principles 5 ould be
supplemented by . elines for auditors in gathering cost inform tion on fixed
price contracts, including terminated contracts.
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VI. SAL IES, BONUSES, AND INCENTIVE PAYMENTS

These 12 companies have widely varying policies on the compensation for
executives. AJr Force and the Navy have diff rent policies on allowances for
salar'es, bonuses, and incentive payments.

e were told dur'ng ur hearings in March that the Defense Department had under
consideration a defin't've policy for both ervices. But, on January 4, 1956, and
again on June 4, 1956, Air Force procurement circulars were isgued, the general purport
of which was that the ir Force would undertake to approve salaries 'n xcess of 25,000.

The Navy, on the othe hand, has ha no regulation and has handled executive
salaries, bonuses, and 'ncen ives as cost allowances on a com any-by-company bas's, with
no particular formula for any com any.

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

Air Force ocurement Circular No. 19 of June 4, 1956, closely parallels Navy
practice, as we view it. aragraph 54-900 says that "any acceptance" of w ge and
salary schedules 'should be considered as a determination of acceptance of costs
resulting from such schedules for allocation to A'r Force contracts."

aragraph 54-904 provides that when salaries "appear as a part of a negotiated
head rate" they must again be reviewed for acceptability.

Section 54-90S(b) (1) covering salaries "in excess of 25,000 11 provides for
consultation and approval by Headquarters AMC lIunless an a eement and approval
had been reached prior to January 4, 1956," or the "contrac or's ropo sal s ere
not in excess of those previously approved ll or if the administrative contracting
officer "determines th t prior approvals and authorization~ ough to be reviewed,
the matter should be re erred to Hea quarters AMC for final determination."

All or this means the same welter of con usion which has heretofore existed.

The 5ubcomm5ttee recognizes th importance of an adequate reward for the skilled
management and executive competence. Ho ver, the subcommittee is not persuaded by
company statements on the importance of salaries, or of ncentive bonuses for doing
a job for which a basic salary is pai and of the other devices which have been set
out in the pres ntation of the everal companies to us. find there is no
pattern among industrial concerns generally in this regard. (See exhibit A (pp.
3129 to 3139) on industrywide salaries, bonuses, etc.)

e t'ink, in short, that the proposal to charge all executive salaries and
bonuses, incentive or othe~v se, as cost allowances on Government contracts, i
um.rarranted.

The position of the subcommittee is this:

T ere should be se up among all services a salary allowance schedule for



The Governmen hae not stinted in supplying plant and working capital through
the medium of advance cpaital, and balance sheets i dicate that they are adequately
rewar ed for cap·tal and management supplie , and are financially sound, even though
almost entirely dependent upon Government business. The public has aseeesed hat
s undness in stoc quotations of outstand " g shares.

Earnings are clearl set orth"n the forego'ng tables and we think it
unnecessary, in these circumstances, that excessive executive com ensation should
be mad a part of the cost or overhead for performing Government contracts.

Can rasted with executive salaries are he salaries of their opposjtes in
the mi itary service who are expected to be qUalified to contract in the name of
the Un"ted States. e think a wage scale, which is generally GS-lI, and in a
few instances reashes GS-16, or men who are expected 0 match wits and wisdom with
the representatives of the contracting camp es, is oesly inadequate.

The Air Force, in testifyi g be are the House Appropriations Committee, said
"~t 95 percent of its proc ement personnel are civjljans with a remendous
,dlue and a grea- res ons'bili y restin upon them.

We recommend reappraisal of qualifications and salaries of Government
civilian procurement ersonnel and a prompt adjustment of salaries commensurate
with responsibil'ties.
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OFFICE OF THE ASSISTANT SECRETARY OF DEFUISE
Washington 25, D. c.

March 23, 1956

11ErmRAl\mmi FOR TI-!""E DEPUTY ASSISTANT SECRETARY OF DEFENSE (S&1)
DEPUTY ASSISTANT SECRETARY OF DEFENSE (COMP.)

SUBJECT: Approach to development of 1I0nell 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, 101e
consider initial approval of our conte"lplated general apDroach to be
desirable. It is set forth below:

1. Cost treatillent should be equalized as much as possible between
the several t;ypes of contrects so that one type of contract will be
neither less nor more attractive to a contractor or to the Governii1ent,
by reason only of the cost treatroont. Thus, the selection of contract
type can be based upon the merits of the negotiation, 1. e., conditions
surrounding the required product or services and the extent of any
contingencies covering risks rather than external influences arising
out of cost treatment.

2. Risk in the form of a contingency principle ought to be
2~cognized in those instances in which there is risk exposure.

3. Our objective ought to be fairness and equity in the develop­
ment of "one ll set of cost principles. ~je should not denjr nor restrict
all01~abj~ity of a cost othen-lise fair because it lrlould be costly to
the Goverru~ent, or because reasonableness of amount is difficult to
assure.

4. \rIe 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/

T. A. PILSON
Chief, Policies Branch
Purchasing &Contracting

Policies Division
OASD (S&L)

/signed/

K. K. KIlGORE
Assistant Director
Accounting Policy Division
OASD (Comp.)



OFFICE OF THE ASSISTANr SECRETARY OF DEFENSE
Washington 25, D. C.

November 5, 1956

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

SUBJECT: Industry Proposals - "One Set ll of Cost Principles

Attached (TAB A) is our appraisal of the five industrial proposals con­
cerning "One Set ll • 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 real..ly important points made. We believe that industry has
viewed this problem "''lith 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) He believe that uniformity of treatment as between the several
types of contracts is a MUST. Industry says IInot necessarily".

(c) We believe we must define "reasonableness" and "allocabUityll. The
words alone will not secure the needed uniformit,r - 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
"explicit" or "specific". Reasonable uniformity is otherwise unob­
tainable.

(e) We must establish reasonable accounting 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 IInegotiated contracts in which costs constitute
to some degree a factor for consideration in contract negotiation. tr

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

(h) Indirect costs represent an important aspect of the 1I0ne set ll
problem. We believe that in the interest o.f "across-the-board"
application, we must state our policies in generalized language.
Furthermore, we do not believe that "1019 can stress indirect expenses,
and disregard direct - which may have been the industry goal.



(i) Whether all Ilgains" 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 llgains" automatically,
we ought to consider the items on their merits.

Where do we go from here? We suggest that the nature of the cOllllllent be
revealed to industry through use of the DOD Procurement & Production Industry
Advisory Committee. In light of the personal responsibility of the DASD (8&1)
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 inconsistencr,r 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.

,. /, /.-,

I 'vi j .-l.k/)

T. A. PILSON
Chief, Policies Branch
Purchasing &Contracting
Policies Division
OASD (S&L)

2 Incls.
1. TAB A
2. TAB B
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K. K. KILGORE (/
.~

Assistant Director
Accounting Polic,y Division
OASD (Camp.)



· .
GENERAL EVALUATION OF INDUSTRY CQrJJHENT

11/5/56

All Associati0ns join in a criticism of all of the drafts of Section X!/ that

they have seen, and their proposal for "One Set ll large1¥ represents these

criticisms stated as suggestions. We do not believe that there is included

in the proposals anything new.

CRITICIS~5 OF SECTION XV

As indicated above, there are universal industrial complaints that all editions

of Section rv have been less than just and equitable. NSIA says that "the

principles embody undu1¥ severe restrictions". NMI1 expresses the eame feeling

in almost identical words. MAPI says that we talk of reas onableness 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 affinnatively and strongly urge

that 1I0ne set ll 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.

ANA and NSIA seemed to recognize the "universal application ll 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 "f)/. 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

different treatment, and then only where pricing judgments are future in their

operation. If there are dilferences, 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 U 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 U and therefore, seek to estab­

lish the ALL COSTS basis in "one set". To do 80, they must contend that there

is a difference between it and cost reimbursement.

INDUSTRY ADVOCATED CONCEPTS

a. 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 (ii) reasonable. Allocability and reasonableness

are not further defined and, as to Section rv, industry has said that further

definition is 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, II ••• we recognize that there may

be unusual situations wherein certain items of cost may apply in less degree

to Government 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

2
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say that the expens\~s 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 Governme!.lt. They say, liThe 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. II NSIA says roughly

the same thing. They say, liThe Government should have the opportunity to

review the accounting system of the contractor••• and once approved•••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 FLElCIBLE 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 i8

not possible and therefore one set should not be IIdetailed treatment of the

various cost e1ements •••or cover peculiar circumstances or special cases. 1I

NSIA says that the principles ought to be "broad in scope, rather than detailedll •

COMMENT: The DOD has a1~s thought that its drafts provided the necessary

f1exibi1ity both as to sYstem and as to range of allowances in those expenses

in which there ought to be a range of allo,"rances. Our problem is that we

can't see how we can act within any reasonable degree of unifonnity 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 Beemed to recognize this when they said: "the development of

3
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uniformity of treatment by working level personnel in the application of cost

principles ll should be one of our objectives. We cannot see that this proper

uniformity objective is achievable without guidance which is, to a proper

extent, EXPLICIT AND SPECIFIC.

c. Industry reiterates that the test of a valid accounting system should be

GENERAILY ACCEPTED ACCOUNTING PRINCIPLES AND PRACTICES, consistently applied.

NAM speaks of IIflexibility with respect to allowability" and "flexibility as

to '(accounting) systems II • Only NSIA recognizes a government interest in the

system. They say that the Government "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. II NSIA also speaks against Ilarbitrary allocation".

COMMENTs The Department of Defense is unable to fully accept either of the

two above-mentioned philosophies as stated. Our experience is that a s,ystem

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 senae by adding lIapplicable in the circumstance." The related point

on "consistency" we view in the same way. Consistency is essential only so

long as conditions remain static. 1-1hen 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.

d. Industry stated that whatever principles are developed ought to be limited

in their application to "COST RELATED AREAS, II But the views ,vere not unanimous

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

4
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the application of cost principles in any form to FIRM, FIXED-PRICE CON­

TRACTS". AM! 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 delivery,

etc." NSIA states that the set ought to be applied in those "negotiated con­

tracts •••in which costs constitute to some degree a factor for consideration

in contract negotiations". NSIA carves 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.

e. There were other ideas expressed upon which there ought to be some dis­

cussion:

1. We ought to rid ourselves of the concept of reimburaability and non-

reimbursability and allowability and non-allowability.

COMMENT: Under whatever description, 1'le can perceive of no way of expressing

yes or no which the observer would accept. He actually is saying that there

is no su~h thing as an unallowable cost. We don't agree.

2. Incorporation b,y 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 preciseJ¥

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

5
TAB A



--

·it should be incorporated into cost-type contracts.

3. One Association 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 extreme4' critical of past efforts

in clarifying the indirect cost area on the basis that it necessari.J¥ involves

arbitrary allocation of these expenses. According4', 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 probab4' correct.

4. In the matter of the cost treatment of one set, one Association

suggests that it ought to reoognize 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: We believe that these II gains II 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. VIe ought not to let this project interfere with the current emphasis

'JPon firm fixed-price contracting.

2. Since the total price is important in fixed-price contracting, we ought

not to becane so preoccupied with the elements of coats to miss our fundamental

target-price. 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.

4. In pricing, the audit and price analysis aids must be made advisory if

the one set target is not to result in "formula pricing".
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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 s1D1J.arities 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

fran it will result uniformi.ty 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 DODJG BUSINESS to the extent that they are

(i) ALLOCABLE and (li) REASONABLE. The question arises as to the

meaning of allocable and reasonable. Once we reach a conclusion

on this question, we will be in a position to apply it in the de­

termination of standards of cost.

b. 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 RELATED AREAS in which an application of

one Bet should be made?

d. Ought this department specify accounting standards which may be more

speci.fic than GENERA.LIX ACCEPTED ACCOUNTING PRINCIPLES AND PRACTICES?

Having detenn1ned 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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e.

f.

g.

h.

j.

. -
Is uniformity of treatment a valid objective? If so. how can we

achieve it if our principles are FLEXIBLE, NOT EXPLICIT OR SPEClFIC,

and STATED IN BROAD TERMS?

How can one set be cast in terms of yes and no in relation to ele­

ments of cost i£ we do not do it in terms of reimbursability and

non-reimbursability and allowability and non-allowability?

In what situations should one set be inoorporated 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 considered allowable without reappr~Bal?

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?

2
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June 11, 1957

THE PROBLEM OF ADOPTING A NEW SET OF COST PRINCIPL S

Background

In the summer of 1953, r. Bordner, of Mr. McNeil's staff, submitted
for conside ration of the mili\.Clry departments a set of cost principle s which h
had drafted which were intended to be applicable to all types of co tracts.
These were immediately op osed by the military departments for a variety of
reasons, principally because it was believed that the "Applica ility'l section
of the se principle s would tie the ha ds of negotiators in ne 0 ' e s
of risk contracts, would subject all prici g to after-the-fact cost and rofit-reviews and would re Ulre a jusb ication. of negotiated forward pricing'
termsof which prOJec e cos s were allowed and which were disallowe . It
was en-: t t s would hamstring bargaining, co~promise and negotiated
conclusions.

As a result a meeting was held i the sununer of 1953 attended by
r. McNeil and N r. Bordner and by Mr. Webster of S&L, with procurem nt

representatives of the three military departments. It was concluded at this
meeting that the problem would be given to an ASPR su committee made up of
,audit and rocurement representatives of the three services. They were to
use Mr. BordrierrsBtatement as the take-off point for drafting a revised set of
cost principles applicable to cost reimbursement contracts only (to replace the
'very general statements now in Part 2 of Section XV of ASPR for this ur ose .
It was a reed that after completion of this effort, but before pu licatio~ the
product would be r Vlewe to det rmine its suitability for use as a co prehen­
s/_ve set of cost principle s and decision as' to how to publish would be re served
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 co sidered. Departmental positions were formed, compromised or
fought out on a wide variety of minor issues. The subconunittee report was
finally subm.itted to the ASPR Committee with a number of issues remainin .
The ASPR Committee, through part of 1955 and into 1956, considered these
issues, resolved m.any and ultimately submitted the package, with a few re­
solved issue s to the Materiel Secretarie s.

During the final ASPR considerations and while~fonsideration by
the Secretaries - through much of 1956 - a tern in iliese issues became
apparent. The Air Force, because it does such a 'gh percentage of its--



business wit contractors who are ahnost entirely in govenunent work and
~~:;-:h-=e--::r:-:e~f;-:o:-:r::-e=-,-a::-::r-=e--=-::o:-r--=s':::u-'::-:s=-=a:-:n::-:tL!l:::a:-;I'ly=--:s-:::;::-':j:-::e:-:c::-:;t~t-=o-t~h;:-:-e-d~i'="s-=c7i p=J..~lll;-::·=-et=-l:-:-'m:-:-=p::-o::-7s ":"e""S"d y the

necessities of commercial competition, was in favor of disallowing sev ral
eleme t8 of ~os; such as "profit sharing incentive com ensation'~which the
other departments favored allowing to the extent such costs were kept within
reasonable limits. T ese issues along with the whole package were su mitted
to Mr. Wilson in December of 1956 and again in arch of 1957. His decision
as been to rea pro 1 sharing costs, mos a verhsing exp~nse, all contribu­

tions and donations, ge eral re search expense not specifically treated in the
~ontract, sales expense otherthan consUltIng engineerin and the like and a
few other ess important items as wholl unal owa e. s ecision was
Clear y ase on the concept that these principles were applica Ie only to cost­
reimbursement "no-risk" contracts.
----------

~-------~------------------

In its reports two years ago an again last year, the Special Investigations
Staff of the House Appropriations Com.mittee (originally the Flatley grou )
strongly ged the adoption of a single, comprehensive set of cost principle s.
In its report to the House in connection with the curre t DOD udget, the

A: propriatIons Corom! ee terms.
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In its hearing s and report on aircraft procurement last year the
Special Investigation Su committee of the House Armed Services Com.m.ittee
(the Hebert Su committee) brought out and stressed the fact that the practices
of the Navy and the Air Force with respect to cost allowances in ajrframe
ctjnfi'aet~e dl,fferent~ This Committee pointed out that it was the im:medi­
ite r sibilit of the Departrnen 0 Defense to eliminate these differences.
,on May 15 of t': y or r, the Special Counsel of this ubcotnm.ittee, in a letter
to eneral Ghormley, has ut us on otice t at th same issues will again
arne In the hearings on procurement of aircraft en!lines next nl.Onth. This
Com.m.ittee talks in terms of Part 2 of Section XV of ASPR and they mig t be

"satiSTIed if tlrat Sectto- re Issued. However, the c tracts e have
'iIlVesligated hay oeenra:rgely of the incentive t e or other negotiatedt es
'not duectly affected by echon V, Part 2._
----~---_....:--------~

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 principle s hich
are contained therein to govern questions of co'st all w . ility under cost reim.­

l:iu:rSe:ment contracts are also used by the auditor in setting out co sts for
speclar-cmisideration by the negohator when preparing advisory audits i

I connectio with negotiated prlce contracts. To a very large exte t, t
'\VhIcli~ disallowed as a matter of regulatio un er cost rellnb"lIT"SlenmfrtC"im=­
tracts are, in fact, excluded fro:m prlcmg In other contracts. Hence, if the
proposed Part 2 of Sechon XV were issued with its rather stringent disallowance s,
it would inevitably be carried over into the pricing of other 1"p es of contracts.
This :might have the effect of rendering it :more difficult tJ 3.1 pt less stringent
rules with respect to such 0 er ty es In e u ure.
""""""'-----------~-------

Summary of Pre sent Situation

We, presently have available for issuance to replace Part 2, Section XV
of ASPR a propose se 0 cos principles applicableoy Its own terms only to
cost rei:mbursemep.t contracts. This has been fully' coordinated within the
Department of Defense. When coordinated with industry there was considerable
objection to its restrictions. T e changes :made as a result of discussions with
Nir. Wilson, all of which added restrictions, have not been coordinated with
industry .

•We also hay . ~ complete draft of a comprehensive set of cost principles
whi ~eivedno coordination,clther with industry or within the Depart~

:ment of Defense.
r------

The present line-up of the parties at interest is believed to be as
follo ......o1s:
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Mr. Wilson has ap roved Part 2, Section XV and wo d
have bee willing to issue it ut for Mr. 1IlcNeil's objection.

r. WHson has not seen the compre ensive 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 beca se he feels that the real need is for a set of cost
principle s for comprehensive application and not for a new set
of principles for cost reimbursement.

The Air Force wants Part 2, Section XV is sued immediately
and can be expected to oppose the present draft of the comprehen­
sive set either before or after the ls~~·_u.nce 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 embarras sment
that continued DOD inaction in this field can cause all of us. They
both recognize a conti uing need for a comprehensive set of cost
principles and proba ly, 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. The will ob'ect oth to its restrictions
and to t e fact t th were not consulted as to t ose which wer~t
recently inc porated. ---

Argmnents Concerning the lInmediate Issuance of Part 2 of Section XV

In favor of immediate issuance

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

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 lang age which were
reached only after much effort and compromise.

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

4
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4. It is likely that the principles will be used in connection
with all pricing and, therefore, the effects of a cOITlpre­
hensive set can be achieved irn.ITlediately.

Opposed to issuance

1. We have presently in ASPR, a set of cost es
applicable to cost reiITlburse-· nt.x.a.G-ts. There is
no particula;needfor 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
possi Ie. This opposition is likely to lead to firITl in us­
try opposition to any cOITlprehensive set for fear that this,
also, would reflect his pattern of disallowance s. Ind s­
try opposition will be particularly strong because they
~not coMUIted on fne ITlost recent c anges.-

3. Part 2, Section XV will not satisfy the GAO or t e House
Appropriations COITl~1ttee since "1B r "t is onl
~lca e to cost reo 1" e t contracts. They specifi-
cally want a com.prehensive set _

4. Partl)Section XV, which will probably be used to SOITle
extent in connection with all pricing, is unsuited for such
use It treats as unallowable or requIre s specIal contractu,lal
treatITlent of costs which ITlost parties would agree sho d e
allowed if incurred subject to the discipli es cornITlercial
cOITlpetitlon. The allocation of such costs to gove rnITlent
work should be controlled as to reasonableness ut they
should not be uniformly disallowed. This is the wron way
to arri e ultiITlatel at as 'table cOITlprehensive set.

Special Arguments Related to Proceeding with the Pre~sently Drafted Compre­
hensive Set

In favor of proceeding

1. Such a set now appears feasible since we can apparently
now agree with the COITlptroller on our "applica ility"
section.

2. If there were not extended internal disagreeITlents, it
could probably be coordinated quickly.
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3. If we were to proceed on this asis iInmediately, we
co"ld pro ably satisfy the Hebert S committee in July
and satisfy the Appropriations Committee and AO
quicker than any other course.

o posed to proceeding

Conclusion

1.

2.

(

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

The Air Force will probably ri g the proposed treatment
of such factor s as "profit sharing incentive payments",
"advertising", "contributions and donations " , "general
r.esearch", et al to Mr. Wilson'~tionirnmediately-:

"Ie Mr. Shannon thinks that Mr. ilson will agre to
a differe~nt treatment of such costs in cost principles used
predominantly for negotiating risk contracts, as .::::..... trast d
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.

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 pre sently drafted comprehensive
set it is clear that another decision y Mr. Wilson is inevitable. It would be
very desirable if such a decision were a comprehensive 01 hat resolves all
of the issues that appear in this paper. The parties principally at interest
s ould be able to pre sent their arg ments to Mr. Wilson. This could not e
done as matters now stand, since neither the Air Force nor the other military
departments has yet seen the comprehensive set of cost principles. Hence 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 enough 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.

• BANNER~IiAN

ector for Procurement Policy
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OFFICE OF THB ASSISTA 1 SBCRBTARY OF DEF SB

August 21, 1957

MEMORANDUM FOR R.

There are attache e sections of the cost
principles which remain in dispute. These are1Jt"
section on contributions and donations and the
sections, within the compensation artic1e)on stoc~

option and rofit sharin bo uses.

In the attached~these elements of cost are
all shown as allowable subject to limitation. In
each case the Air Force wants them shown as un­
allowable. Our compromise proposal has been to
treat contributions and donations and stock 0 tion
as unallowable with rofit sharin
bonuses as allowable •

.All other elements of the cost principles
has been agreed to by all three services in
principle and the issues listed above are all that
remain.

G. C. BA ERMAN

Attaclunents

A 9407



15-204.1 (b) The extent of allowability of selected costs covered in

ASFB. 15-204.2 has been stated so as to apply broadly to ma.ny accoun.ting

sys tems in varying contract si tuationa. Thus as to any given contract the

reasonableness a'1.d allocability 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

witil the Government. In order to avoid subsequent disallowance based on

unreasonableness or nOIP-allocabili ty, the extent of allowability of such

costs should be specifically negotiated a.l'ld agreed to in advance of the

contractor's incurri~ such costs un:ler cost-reimburs nt type contracts,

fixed price incentive contracts, and fixed price contracts subject to

retroactive price redetermination. Any such agreement should be incorporated

in cost--reimbursement type contracts or made a part of the contract file in

the case of negotiated fixed-price type contracts, and should govern the

cost detenninations covered thereby throughout the performance of the related

contract.

/



(f) Compensation for Personal Services.

(1) GeneraL

a. Compensation for personal services includes all

remuneration paid or accrued, in 'Whatever form and whether paid· I ediately

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 r:lembers' fees, bonuses,

incentive awards, employee stock options, fringe benefit~,

) 1 ,

to pension, annuity, ~tock-bonus and profit-sharing plans.-
and contribut ions

Subject to the

limitations set forth in this paragraph (t), 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 tue extent t t the

total amount paid or accrued, in whatever form, is co ensurate uith compensation

under the contractor's established policy and conforms generall~r t.o compensation

paid by other contractors of the same size, in the same industry, or in t e

same geographic area, for similar services. Compensation will be particularly

scrutinized to deterM.ine whether the compensation is reasonable in amount

and is for actually personal services rat:.her 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 . diate families of persons

included in (i) and (ii) above or (iv) to persons who are committed to acquir

a substantial financial interest in the contra tor's en erprise. In addit· on,

compensation expenses !:lust 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 ~lill be allowed to the extent that

it is reasonable and does not constitute a distribution of profits.

d In addition to the general :requirements set forth

in _ through .£ above, certain forms of compensat~.on are subject to further

requirements as specified in (2) through (10) belO\oI.

(2) Salaries and ages. Salaries and wages for current services

ferred wages and salaries are 11owable

include gross compensation paid to employees in t" e form of cash, products, or

services, and may include paJToll taxes, workLlen' 5 compensat ion insurance, and

the cost of supplemental unemployment benefit plans, and are al101'laol subject

to the qualifications of (8) below.

to the extent authorized in (6) below.

(3) Casb Bonuses and Incentive Compensation. Cash bonuses

II: "r:-and incentive compensat,i.on~betheror not dependent upon or measured by profits)

based on production, cost reduction, or efficient nanagement or performar~e,

(VI
and suggestion awards and safety awards, are allowable to the extent paid or

accrued pursuant to an agreement entered into in good faith betvleen the

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

an established plan followed by the contractor so consistently as to imply,

in effect, an agreement to make such payment. (But see ASPR 15-204.1 (b».

Deferred bonuses and incentive compensation are allowable to the extent

authorized in (6) below.
,r

(4) Bonuses and Incentive Compensation Faid in Stock.

Costs of bonuses and incentive compensation paid in the stock of the contr ctor

or of an affiliate, are allowable to the extent set forth in (3) above (in­

cluding the incorporation of the principles of paragraph (6) below for deferred

bonuses am incentive compensation), subject to the follc>lo1ing additional require-
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ments:

(i) valuation placed on the stock shall be the

fair market value, deterlflined upon the t

objective basis available; and

(ii) accruals for stock prj.or to accp.isition by

the employees snail 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 othe:niise allowable are subject to adjustment according to the

principles set fortb in (6) .£ and 9:. below. ( But see P.R 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 narket 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 rket value of the stock over the

cost to the employee shall be alloried as a cost. The current market value of the

E:tock shall be determined according to the criteria set forth in (4) above.

If the exercise of an option is conditioned upon future contingencies, the cost

shall be amortized rateably ovez' the period commencing from the issuance of the

option to the es.rliest 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 pr.:..nciples set. forth in (6) c below.

(6 Deferred,Compensation

X As used herein, deferred cOll:q:lensation includes all

remuneration, in whatever form, for services currentl.y rendered, for which the employee

3



is not paid until after the completion of the year in which the services are

rerxiered, except that it does not include normal end of accounting period

accruals. It includes (i) contributions to pension, annuity, stock bonus, and

profit sharing plans; (ii) disability, witlldrawal, insurance, survivorship" and

similar benefits, and (iii) other deferred compensation, such as salaries and

wages and bonuses and incentive awards, whether paid in cash or in stock.

b Deferred compensation is allowable to the extent

that (i) it is for services rendered during the contract period; (ii) it is,

togeti1er with all other compensation paid to the employee, reasonable in

amount; and (iii) it is paid pursuant to an agreement entered into in good

faith betueen 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 agreement to make such payments.

(But see ASFR 15-204.1(6).

£- In determining the cost of deferred compensation

allowable under the contract, appropriate adjustments shall be ...ade 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

"1hich 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 for ~ures. Adjustments for possible

4



emiums.ti-Shift

See (qq).

See (p).

future abnormal for!eitures shall be effected according to the following rules:

(1) abnormal forfeitures that are foreseeable and

which Cal be cun-ently evaluated with

reasonable accuracy, by actuarial or other

sound computation, s1".all be reflected by

an adjustment of current costs otherwise

allowable; and

(li) abnormal forfeitures, not 'Withtn (i) above,

may be de the subject of agreement between

the Goverrunent and the contractor either

as to an equitable adjustnent or a method

of determining such adjustment.

dIn determining whether deferred compensation

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

services, consideration shall be given to conditions imposed upon eventual

pa~rment, su.h 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 enefits. See (0).

(8) Overtime, Extra-Pay Shift am

See (y).

(9) Training am Education Expenses.

(10) Insurance and IIXiemnification.







r ---,------ -;-~----,--.,----,....,-------,---...,.....-------:---~---==-=---~-----~----=""-:",,,"---------,;--:;-----

I

(h) Contributions and Donations.

(1) Reasonable oontributions and donations to established

nonprofit oharitable. soientifio. and eduoational organizations are allow­

able if they (i) may reasonably be expeo"hed '\00 result in future benefits

'to the oontraowr through advancing, direo"hl)" or in reo1;ly, "hhe teohnology

of his industry 0 ""!r...c::' ing the supply of t ined ~wer available to "h,

(ii) are in Ii u of oos"h of similar taoil ties ·oh "hhe oontraotor would

have to pro'~de. suoh as employee medioal or reoreational faoilities, (i1 )

are expeoi>ed of "hhe oontraotor by the oaamunity and it oan reasonably be

expeoted that 'the prestige of the oontraotor in the oommunity would suffer
"-

through the laok of suoh oontributions, or (iv) are oontributions to looal oivil

defense funds, or to local oivil defense projeot

(2) The reasonableness of the amount of partioular oontri-- whioh the contraotor operates.

for use in the

(But see ASPR 16-204.l{b». ~

butions and the aggregate thereof for eaoh tisoal period mus"h ordinarily be

jUdged in the light of ·~e pattern of past oontributions, partioularly "hhose

made prior "ho "hhe placing ot Government oontraots, and should also be jUdged

in the light of the presenoe or absenoe of restraints ooourring in the oonduot

of oompe"hit1ve business. The amount ot each allowable oontribution must be

deduotible for purposes of Federal inoome tax, but this oondition does not.

in itself, justify allowability as a oontraot oost.

--
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ASSI ANT SECRETARY OF OEFEN E
WASHINGTO 25. D. C.

EP 2 ( 7
L. JoHI:J L.OG ISTICS

CD

MEMORANDU F THE SECRE Y OF DEFE SE

SUBJEC Contra. t Cost Principles

This set of cost principles is the result of an immense amount of
work by many people. A large nwnber of controversial issues have been re­
solved and the re8ultant principles, subject to one unresolved iasue, have
the full support of ill interested elements within the Department ..

Inclo u

The rem.aining issue is concerned with the treatn1ent of cash bonuses
and incentive compenliJation which are dependent upon or measured by profits.
The Secretary of the Air Force is of the opinion that this portion of compen8 ­

on should never be allowed or treated as a cost. The other Deparbnent •
r. McNeil and I are of the opinion that, where a contra.ctor'. income i8 pre-

do inantly derived from non-goverrunental work or from governmen ork
obtained as a result of price competition or from a combination of the t 0,

the ytnent of bonuses or incentive compensation dependent upon or measured
by profita 8hould b allowed or treated as a cost provided the total compen. tio
h reaaonable. Th re are attached sta em nts in support of each of th e
positions.

Th re i attached a compr ensive set of contract cost princIple ,
de signe for use in all type s of pricing situations where costs are a factor
in our contr&cts with commercial organizations. These principles will e

ed for ac ating, reporting and evaluating costs and cost e sti.rnate s in
co ection with fix d price negotiatio 8, price redeterm.ination negotiatio
coat allowances in cost reimbursement coutracts and in the settlement of
terminated contracts. Thus they will be used in connection with contracts

• h.a.ving a high element of risk a8 well a.s in contracts with relatively little
.. riBk. ubject to the resolution of one rema.ining issue, which is described

below, it iI proposed that this set of cost principles be furnished imm diate­
ly to the industrial associations for comment and, after full consideration of
such comments and app;ropriate modifications of the principle s, that they be
incorporated in the Armed Services procurem.ent Regulation.
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NUMBER 4105.49
DATE April 8" 1958

ASD(S&L)
Departme l of Defense Instruction

SU6JECT Contractors' Costs for the Recruitment of Engineering
and Scientific Personnel

I. PURPOSE

The purpose of this Instruction ~B to presoribe the basic
polioy to be followed and the basic oriteria to be used in deter­
mining reasonablen.ess of costs inourred by oontractors in oonneo­
tion with the reo uitment of engineering and scientifio personnel.

II. APPLIC.~ILITY

The provisions of this Instruotion apply in all oasas where the
determination of reasonableness of subjeot oosts is a neoessary
adjunot to proper contraot prioing.

III. GENERAL

There exists a strong nationwide demand for engineering and
soientifio personnel oreated y the rapid pace of technologioal
development. This l together with the faot that the supply of such
personnel is limited. has brought about an intense oompetition to
reoruit and hold qualified personnel and has led to oostly recruit­
ment programs and praotices. This in turn has pointed up the need
for assuring that contraotors' reoruitment costs are maintained at
a reasonable level. Statistioal data oompiled with respect to seleoted
contraotors reveal extremely wide differenoes in suoh important
oonditions affeoting recruitment as the nature of operations. the
size of engineering and soientific staffs maintained. the amount
and nature of reoruitment costs inourred. the number of new employees
hired l and the rate of employee turnover. In view of these differenoes l

it is olear that the establishment of fixed quantitative standards
t measure reasonableness is not practioable and that reasona.bleness
must be judged on a oase-by-oas basis.

IV. POLICY

Reasona.bleness of reoruitment costs will be determined on a
oase-by-oaae basis. taking into oonsideration all of the oonditions
bearing on the partioular case. inoluding the magnitude of the
recruitment problem l the effectiveness of the oontrol and administra­
tion exeroised with respect to the formulation~ direotion and cost
of recruitment programs and praotioes. and the effeotiveness of the
reoruitment programs and pract·oea themselves.

"-- - 1



v. CRITERIA.-
In determining reasonableness of reoruitment costs, due weight
shall be given to the following oriteriaa

(1) Evidenoe of effeotive budgetary oontrol of reoruitment oosts.

(2) Evidenoe of effeotive administrati'1e oontrol and direotion in
the formulation and operation of reoruitment programs.

(3) Evidenoe of other effeotive oontrols and reviews to deteot
and prevent indisor1.m1.nate, imprudent, and oostly reoruitment
praotioes.

(4) Evidence that the size ot the eugiDeeriDg and soientifio staff's
reoruited and maintained is in. keepiDg with workload requirements.

(5) Evidenoe of effeotive analysis to determine the 08.WJ8 and effect
of the rate of employee turnover.

(6) Evidence that p~ents of allowanoes to n5W and prospective
employees are reasonable and governed by established polioy.

(7) E'ri.denoe that salaries and fringe benefits, inoludiDg eduoatiou.l
benefit8, offered to new employees are reasonable and gov rned
by established policy.

(8) Evidenoe of violations ot r oruit1ng ethios in the form of
proselyting.

VI. DfPLEMENTATION

Eaoh military department shall take appropriate aotion to assure that
its existing instructions are OOJlI1Btent wi'th this instruction. Four
oopies of existing or additional Instruotions neoe88&r1 to implement
this Instruction will be submitted to the Assistant Seoretary of De­
fense (Supply and Logistios) within 30 dqll trail the date hereof.

VII. EFFECTIVE DATE

This Instruotion is effeotive upon publioation.

Assistant Seoret~ of Defenae
Supply and Logistiol

2

~~
W. J. McNEIL

Assistant Seoretary of' Defense
Comptroller
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25. D.C.

SUPPLY AND LOGISTICS

CD
JUN 1 8 19Sfl

MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Since 1949, the Anned Sexvices Procurement Regulation :nas con ined
a very brief statement of the principles relating t the a1lowabill of manu­
facturers' costs for use in connection 'th payment under contracts which are
o a cost reirn rsement basis. This stat Inent has contain d 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 dea11ng
with costs or cost estimates in contracts of types othex than cost reimbur ement
contracts.

For nearly five years there has been increasingly inten ive pressure
on the Department for the development of a new set of cost principl s 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 situatio s. Speciiically, t e adoption of such a uniform,
comprehensive set of cost principles has been stron ly advocated by the House
Appropriations Comm.ittee, the Comptroller General of the United States, and
the Hoover Commission.

We have been in the process of developing such a com.prehensive set
of cost principles for several years. However, as I am sure you w"l recognize,
this is a highly complicated and controversial s bject and one W:hich 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 agreem.ent among the different elements within the Department
of Defense to be able to is sue a draft of the proposed principles to various indus­
trial groups for their conunent. These cOn1....""l1.ents, which ior the most part were
quite critical of the proposed draft, have been reviewed, evaluated and thoroughly
discussed ·with Assistant Secretary McNeil and the Materiel Assistant Secretaries
of the three military departments preparatory to our undertaking discussions
wiih industry groups in an effort to resolve our differences to t e exte:nt practical.
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Prior to our discuss'ons with industry I believe that you should be
aware of the policy approaches that we propos.e to take.

The industry comment was critical with respect to each elem.ent -of
cost, such as the cost of institutional and product advertisiIig, which we had
felt should not be charged to the gove:n:unent but which industry considered a
nOrInal cost of doing business. ~ other word:s they consideredthat ~()rm..aJ.~ I.
and proper costs of doing business sho~dbe ~ow~d~ytE~_8.()Y..«=:.!-.~~~U~
extent .!.h.:y..we:fe-_:I:""ea-s~na.~le -alld--illoca1?l~ und~r t~~_, c()~~:r:.a;~,!()!~S~~s~~~!~?-,g
systeIn even though sem.e -of such c-asti> ~3:"Jy,have nothing to do with the
conduc-t 'Of government business. We feel that there are some costs, such as
advertising or allowances for bad debts~ which ' ough necessary in the
conduCt of the business should not be allocated to gover,mnent contracts.

The industry comment al~o made it clear that, I ~.9.19.!,).g i!~ 1:l].,e '~c¥;X(!:Ee

to be unallowable items of cost, industry'did not favor the extension of the use

o!.. cost prU;5!.P.~,~~·!.~ ~~~·~~t~:y'~'~_~,~~~~cts.,.P!.~,c,::,_~~de.~~,~~b1.e_~?~~,r~£!~~~""
other negotiated "fixed price" type of contracts or to negoti.ated,.sett,1~zne.p.ts

~ te:r~.i;;tet;Q. co~tra.c;:t.s. The basi"s i~r this opposition seems to be a belief
that the use of cost principles in thea situat~op.;;_:Vill]~ad.~C?.,f2.~W<~..p'ricing
rath~! tJ+a:n ..tr.:q.,~ n~.goti,~~i9..~:)'We'·1:ielie·v·e- that the description which we have
included in the cost p~inciples :th m,selv:es' of the methons of use of these
principles in the pricing or settlement of the se contracts is, adequate to
a sure that they will not dam.age the negotiati,on process.

'In our mee 'gs with Mr. McNeil a d, the .MateJ:iel,Assistant
Secreta "el con ider tion been given to ome'twenty issue. which wer~
rai ed by industry. We have ome to gr ement among ourselves on all
but one. On several of the e i sues we hay agreed to accept the industry
viewpoint whereas in anum. er ofothex we believe that we should not

ccept that viewpoint.

Tab A, attached, is a summ.ary of th 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 employeea,
pril:narily involving executive compensation, of that portion which is dependent
upon or m,easured by profits. The Air Force is opposed to allowance whereat
the .A:rmy, Navy, .ASD(Com.ptroller') and ASD(Supply and Logistics)' favor

owing. This problem has been with us for several years and it was prevfously
decided by Mr. Wilson that such expenses. should not be allowed as CQsts. The
question is again raised by the industry comment and there is again 'a lack of .
agreement. The argu:ments 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 the se 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 co:m.m.ent~.

Tab D, attached, is our ti:metable for the completion of this
project and the issuance of this section of the regulation.

---)

,/ / ) ,/ ,.
, _.'. • I ,', .J'

-'PERKINS McGUIRE
Assistant Secretary of Defense

(Supply and Logistics)

4 Inclosures
Tabs A, B, C and D
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TAB A

'Issues Between the Air Force and fudustry, (ASD(S&L), (COMP), ~Y and Na~)

COMPENSATION

INDUSTR Y VrEW
(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 method,s of .compen­
sation usable. ought to be that determ.inec:. 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 PROFI:TS.

Specifically, industry:c;ontends that compensation
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
im.mediate distribution plans. The Air Force

AIR FORCE POSITION
Contentions: The Air Force position is that

payments u.:nder profit-sharing plans should~
be recognized as a cost of perfonning defense
contracts.

1. Since January I, 1955, the Air Force,
in its negotiations with contractors, has taken
the position that pa)'TIlents to management under
profit~sharingplans are not allowable. The Air
Force 4as no obj~ction to profit-sharing plans
as such. We~o reject the philosophy that pay­
ments .under such plans should be treated as a
cost of performing the contract.

2. PJ,"ofit- sharing is a method of distribu­
tion of profits realized. This is im.plicit 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
tion:s are treated as costs in determining
contract price s, the so-called "profit- .
sharing" is an illusion. For, while the con­
tractor would be publicizing a program as
" profit- sharing, II the Government would, in
fact, .be hearing directly the cost of such plan.



'.

position makes it clear that their opposition
is only to "inunediate 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 exptain this point.

5. 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 wqrth. This estiInated
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 I s employee s 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 IIprofit.i..$haring ll •

the contractor should not confront the military
department with a "voucherll for reirnburselllent
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 busines s, 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
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employees in the distribution of profits in
the form of dividends for the former and
proiit- sharing plans, if any. for the latter.
The normal pressures exerted by stockholders
to prevent the indiscriInw..ate distribution of
profits under the profit-sharing plan disappears
if the Goverrunent accepts payxnents under profit­
sharing plans as an allowable cost, particularly
in the case of cOUlpanies predominantly in defense

.work.

6. It is significant that certain of our con­
tractors-. who have had profit-sharing plans in
effect for a nwnber--<?f years, have never sought
reiInbursem.ent for payments under such plans.

'The effect of a forIna! policy allowing payments
under such plans would cause these com.panies to
request reiInbursem.ent therefor and would stiInulate
interest in other companies .to inaugurate. such
plans. The Air Force estinl.ates existing profit­
sharing plans could ip.volve, for the Air Force
alone, approximately $25 million a year. Any
general policy in favor of allowing paym.ents
un~e r the se plans could cause this am.ount to be

.increased significantly.

7. Our position is prim.arily addressed to
profit- sharing plans of the "im.:rnediate" distribu­
tion type. We would not object to allowability
of paYJTIents under profit-sharing "retirement"
plans as presently contained in the latest DOD
draft of the proposed cost principles, if such
plans m.eet the requirernent~of the Internal

Revenue Code and the regulations thereunder.



TAB B

Identification and Evaluation of the Significant Rem.aining Is sue s
with L1dustry

ISSUE I

Should there be an attem.pt to get unifon:nity of cost treatrnent 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 unifornlity
of cost treatment but is seriously concerned Ie st 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 lIapplicabilityl1 of these cost principles to fixed price types of contracts
:may lead to for:mula pricing rather than to negotiation based upon factor s other
than estimated costs.

Gove rn.m.en t Po sition

The l1 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 treatrnent of costs shall be paramount
to other considerations in cases where estimated costs are one of several factors
affecting the negotiation. The pre sent guidance, contained elsewhere in ASPR,
with respect to negotiation and pricing techniques and :methods (which has the
solid support of industry) rem.ains in effect and is the basis for judg:ment as to
when costs or cost estim.ates 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 form.ula 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 co:mpletely clear (See Tab C, Ite:m 1).

ISSUE 2

Should the cost principles provide for the non-acceptance by the govern­
:ment of any cost which is norm.al, 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 necessa.ry 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 govermnent 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.-
ISSUE 3

Related to Issue 2' is the addltional question as to whether the govermnent
should question the "reasonableness" or "allocability" to gover:r'"l'lent 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 snould contain rules or
guidelines for determining the lIreasonableness" or "allocability" of various
cost elem.ents' 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 r-e­
flected in going acc'ounting systems and that the government should not adopt
special tests or criteria which require significant variations in indUr;itry's
accounting systems. Hence, they feel that the cost principles should not atteI:?pt
to prescribe how to evaluate the 'Ireasonableness" or the "allocability" of any
element of cost and. above all. that' we should not say that a cost i~nQtallocable
to us.
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Govermnent pos,ii'iQn

"Generally accepted aCFounting principles" are broad standards for the
evaluation oi the financial position of an enterprise and for the m.easurem.ent of
incOIne and expense over a given period of time. Thus a system .ID.ay be main­
tained in accordance with such principles and fulfill the !equirem.ents of manage­
ment, the stockholders, the taxing authorities, and others, and yet not yield cost
data satisfactory for cost reimbursement or to support pricbg judgments without
sorne adjustInents. Accordingly what may be "good accounting practice," for
the .purpose of determining the company I s overall income and expense may be
inappropriate when determining the price to be charged a particular customer
or c:l.ass of customers.

ISSUE; 4

Th~ proposed cost principles point out that when we are buying from
com.p:uues or industries actively engaged in com.rnercial competition, we can
normaJJ.y rely on the restraints of competition to assure that certain items of
expense, such as general research, are kept by managem.ent decision within
reasonable bounds. However, where we are dealing with firIns whose work is
exclusively or predominantly with the goverm:n.ent 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 determ.ine,
particularly with contractors whose work is predominantly with the govern.m.ent,
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 is sue
is whether this provision is sound.

Industry Position

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

Government Position

The industry conunents 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
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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 "reasonablenessl1 advocated
in the industry conunents. As to th~ ~ringement on management decisions we
are siInply telling management that,' if t~hey want reimbursement from us fo r
exceptional or unusual e~pe~ses in these troublesom.e 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 S

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

Sa. Advertising Costs

Industry Position

'The industry conunent strongly urged the allowability of institutional
advertising in all m.e.dia on the ground that it stimulates interest and the pursuit
of careers in engineering and science, affects em.ployee relations and, by keeping
the company before the public assists the com.pany in other ways which are of
indirect advantage to the goverI,'l.II1ent, as in Illa:king 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 govermnent benefits through cheaper prices
foro.efense work from the creation of mass markets for conunercial products.

Governme:r:t Position

Product and institutional advertising are essentially selling expense
and are designed t(l influence the ge-1leral 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 •.
W"..e have, however, allowed advertising in trade and technical journals, provided
prcro.u:cts :l.re not offered for sale. This we propose to continue.

4
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5 b. Com.pensation for Personal Services

(i) Com.pensation dependent upon or m.easured by profits. See Tab A.

(ii) Stock Options.

Industry Position

Stock options are a proper .m.eans of com.pEmsating e.rn.ployees, they
are .recognized as costs by generally accepted accounting principles and, under
som.e circum.stances, are deductible for tax purposes.

Gover:mnent Position

Stock options are not a cost of doing business in that they do not get
on the contractors I statements of incom.e 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 asa cost for pricing purposes.

5 c. Contributions and Donations

Industry Position

Them.aking 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
.rn.unity and, hence, his em.ployee relations. Such contributions aid iri the
development of technical education and scientific reseal"eth. 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 governm.ent1s money. They bear
no relation to the conduct of governm.ent work. As a m.atter of governm.erital V
policy these costs have never been allowed under any prior cost principles -1
and we feel that we should not change this policy.
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5 d. Interest

Industry Position

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

Govermnent Position

It is felt that the allowance of interest as a cost would provide a
preference for one m.ethod of obtaining capital requirements over other methods
and therefore would provide an incentive for borrowing .for the perfonnance of
our contracts even where our cash requirem.ents could be m.et out of available .
capital. The extent of capital requirem.ents of our contracts should be con- },IV
sidered in the fixing of fees or profits (See Tab C, Issue '2). I{

5 e. Plant Reconversion Costs

Industry Position

Reconversi'oIl from defense wo::rk to civilian work nlay be very
costly. Where unusually heavy expense is involved, allowability should not
be precluded' by the cost principles.

Govermnent Position

.The govermnent does allow all initial set-up expense as a charge
to its work. In addition it allQws the cost of r.emoval of special government
furnished m.achinery when special installations, such as large concrete fo~da­

tions, are involved. This is considered equitable aJld it is felt that we should
cOI;ltinue the policy of requiring that, upon completion of government work,
set-up or m.ake-ready expense for commercial work be charged against
ensuing production.

5 f. Research and Developmen

Inciustry Position

tJ~ -[t- e>t- 10 5.~·?trq 5'Y'
Under the ~--p'riBeiples-pureresearch 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 comm.ent
opposed the distinction between pure research and product research,
claiming that this would require a difficult segregation. Others felt that
product research should be allocable to government research contracts.
Others, ~cipally..-tbe-Aircraft Indus.tr-i~~-Oci.atioD, objected to the

"requirement for negotiation to predetermine reasonableness of R&D expense.

1f1 q.( w~s :"'.~'~ ~.... I;~ -fhc.i e_'(' ..ie..Ji,~/t'~. of' ~~ ... lud~"..···f",,'(p'I-'3ns
...... Hl ~~.rf'I'l,J~. -~, ..... ..1'_ Co yl?e> ,;.,--.-1;/<. p~'-'nl.. '.sl.-J.I h4- pn-·~/I-.h...{.

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 uncomp1ex 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 comm.ents
showed. The point raised by the AlA 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 an.d
non-college levels.

(~i) allow part-time technical, engineering and scientj:fic
education, including rnaterials, 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, m.aterials 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 em.ployee so trainE';d.

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

In connection with (ii), industry objects to the l:im.itation of 2 hours a
week for the study during work.iI:\g hours.

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

GoveTnm.ent Position

The above policy was developed cooperatively by the procurement,
m.anpower and research interests of eSD and the military departInents.
During the development every aspect of the problem was reconsidered and
the above Was adopted as being a reasonable treatInent under today' s Cir~

cwnstances.

It was felt, in connection with (ii), that thfs· sort of activity
ought to be accom.plished outside of working hours, but instances were found
in which tl~s 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 1;0 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 andsh~d 1:>e 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

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 unde~ine this policy
and lead to form.ula pricing based solely on audit reports.

Government Position

Since the intent of the propos ed draft was to continue oUr ~xistihg

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 acconunodate 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 shoilld accede to this position (See Tab B,
Issue 5 d), we have emphasized, elsewhere in ASPR, that the extent of the
contractor I s capital inve strnent in the perfonnance of the contract shall be
taken into account in negotiating the aInount of fee or profit. ' '" '.,

" .

3. Industry Position

Industry felt that the treatment of overtime pay, extra pay' shift pre­
miuxns and m.ulti,- shift premiums was unnecessarily complicated and would
lead to, confusion among the servic:es to the disadvantage of industry.

Government Position

Since the original submission of the draft for industry comrlients, the
policy with resp~ct to overtilne, extra pay shifts and multi-shifts has been
greatly simplified in its ach:ninistration and this simplification, carried into
the cost principles, satisfies the industry objection.
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON ~. D. C.

SUPPLY ANt:JLOQISTICS

CD
JUN 1 8 1958

MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Since 1949, the Anned Services Procurement Regulation :na contained
a very brief statement of the principles relating to the allowability of manu-
fac rers l costs for use in connectio with paynlents Wlder contracts which are
on a. cost reilnbursement basis. This statement has contained principally three
listings, first, those types of costs which are regularly allowable, second,
those which are regularly allowable and, third. those hich are allowable
only to the extent specially treated in the contract. The regulations have con­
taineci no principles or policy guidance with respect to the m.ethod of deaJ.1ng
with costs or cost estimates in contracts of types other than cost reimbursement
contracts.

For nearly five years there has been increasingly intensive pres sure
on the Department for t e development of a new set of cost principles which
would both give more detail d and precise policy guida ce in the treatment of
many cost elem.ents 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 prill iples has been strongly advocated by the House
Appropriations COIDInittee, the Co:rnptroller General of t e United States, and
the Hoover Commission.

vVe have been in the process of developing such a com.prehensive set
of cost principles for several years. However, as I am. Sure you will recognize,
tbis is a highly complicated and controversial subject and one ~hich generates
a wide variety of dille rent views as to t e treatment which should be afforded
each detail d cost element. As a result, the obtainin.g of a d gree of agreement
on this set of ost principles has been a slow pro ess. By last,fall we had
obtained sufficient agreem.ent am.ong the different ele:r ents within the Department
of Defense to be able to is sue a draft of the proposed principles to various indus­
trial gr ups for their COnLTllent. The se com.m.ents, which £01" the most part were
quite critical of the propos ed draft, have been reviewed, evaluated and thoroug y
d' seus sed with Assistant Secretary McNeil and the Materiel Assistant Secretaries
of the three military d partrnents preparatory to our undertaking discussions
with industry groups in an effort to resolve our differences to the .ext~nt 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 respect to each element of
cost, such as the cost of institutional and product advertisiJig, which we had'
felt should not be charged to the gover.mnent but which industry considered a ,
norrrlal cost of doing business. I~ other word,S they considered' that ,all n5!.~,I.
an~proper costs of doing business sho~_d"?~__~_~~~~1>Y_!.I:~_K()Y.t::r.~~~tE?~, ,
exte~ }.~ey._~e~ere~s~na.l?le·ana-ii:lfoca~le ,unde.r t.~~"c:~~~~~~o:r..~s",~S,~g~B::ng
s~y-steIll even though sem.eof sud C'Bst-s ~!:~y... have nothing to do with the
conduct uf governInent business. We feel that there are some costs, such as
advertising or allowances for bad debts,which 2::" hough necessary in the
conduct of the business should not be allocated to goverp.:r:ilent contracts.

) The industry comment als~ made it clear that, \ 8,9 JR.:p,g ~~.. $J!.e.J.~ ......~ere

Ito be unallowable items of cost, iIfdustry' di,d,not favor, the ~.xt,ension of the u,se

o!. co s t 'iriri"_~'p!e ~--t~ ,~~i'~E):i:yi._~~~!!:~~te;! _'pr~~_~,..!"~~,e.t:~,E~~~~e .~~lli,r~~~.~._~§~""
other negotiated "fixed price" type of contracts ,or tonegotiat:ed.sett.lem#nt.s
"'-r"-'---' ..... , ....... .. . .. ,. - '0' ~ •

of ter,!U~~te~t,contra.c,ts. The basis for this opposition seeIllS to be a belief
that the use of cost principles in these situatio~,~~illf~,ad.;C?,.f~.~~a.:p,.r~cing

rath~.:. t:QC3:P,.,.t;r.~~"n~.gotic~Ji9.~.fWe·oel£ev'ethat the description which we have
included in the cost p~inciples them.selv.es' of the methous 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 Mate1"iel Assistant
Secretari s consideration has been given to some'twenty issues which werr
raised by i~dustrY. 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 num.ber of' other we believe that we should not
accept that viewpoint.

Tab A, attached, is a s~ary 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 rrleasured by profits. The Air Force is opposed to allowance whereas
the Arm.y, Navy, ASD(CoIllptroller) and D(Supply and Logistics)' favor
allowing. This probleIll 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 co:mm.ent and there is again alack .of
agreerrlent. The argmnents 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 cornm.ent~.

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

,'/ I ' ) ,( 'I
.. ~ ... I ,.",I.? , ; .... ...

--"PERKINS McGUIRE
Assistant Secretary of Defense

(Supply and Logistics)

4 Inclosures
Tabs A, B, C and D
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TAB A

'Issues Between the Air Force and Industry, (.ASD(S&~), !COMP), ~y and Na,l

COMPENSATION

INDUSTRY VIEW
(concurred in by ASD(S&L), (Com.p), Army and Navy)

Basic Contention: The critically irn.portant considera­
tion underlying the com.pensation principle ought to
be the reasonableness of the total compe!lsation paid
using any and all m.ethods. The m.ethod,s of .com.pen­
sation usable, ought to be that deterrninecl by the
contractor so long as the m.ethods 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.

AIR FORCE POSITION
Contentions: The Air Force position is that

paynlents wider profit-sharing plans should not
be recognized as a cost of perfor:ming defen;;­
contracts.

1. Since January 1, 1955, the Air Force,
in its negotiations with contractors, has taken
the position that payrn.ents to managem.ent under
profit~sharingplans are not allowable. The Air
Force ~as no obj~ction to profit-sharing plans
as such. We do reject the philosophy that pay­
m.ents .under such plans should be treated as a
cost of perform.ing the contract.

4. Are not logically separable into deferred or
". irnm.ediate distribution plans. The Air Force

Specifically. industry' <;ontends that com.pensation
plans based upon and m.easured by profits:

1. Are becom.ing increasingly m.ore widely used as
a m.eans 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.

2. P~ofit-sharing is a m.ethod of distribu­
tion of profits· realized. This is irn.plicit in
both the label and the conditions attached to
this particular m.ethod of distributing corpo­
rate earning s. Distribution of profits under
Jhe various plans are, in general, determ.ined
'in accordance with the profit position of a
com.pany at the end of the fiscal year. In a
profit- sharing plan the contractor purports
to be sharing his calculated profits with
certain of ~s em.ployees. If profit distribu­
tion:s 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 Governrn.ent would, in
fact, .be .bearing directly the cost of such olano

Are allowable as costs for tax purposes and
for renegotiation•

3.
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position m.akes it clear that their opposition
is only to "inunediate distribution" plans
a.nd not to "deferred distribution" or
"retirement" plans. Where each ts 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
pQsition does not explain this point.

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

6. 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 w<?rth. 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
deparnnent with a I'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 Govermnent would not have derived
any benefits frOIn the operation of the profit-sharing
plan.

5. Normally, management is confronted
with conflicting interests of stockholders and
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em.ployees in the distribution of profits in
the fonn 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-aharing 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 nurnber--<?f years. have never sought
reimbursement for payments under such plans.

'The effect of a fonnal policy allowing payments
under such plans would cause these companies to
request reimburse:m.ent therefor and would stimulate
interest in other companies _to inaugurate.such
plans. The Air Force estimates existing profit­
sharing plans could ip.volve. for the Air Force
alone. approximately $25 :m.illion a year. Any
general policy in favor of allowing pay:m.ents
u:n~er these plans could cause this a:m.ount to be

-increased significantly.

7. Our position is pri:m.arily addressed to
profit- sharing plans of the "inunediate" 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 requirem.ents. of the Internal
Revenue Code and the regulations thereunder.



TAB B

Identification and Evaluation of the Signiiicant Remaining Issues
with L.'ldustry

ISSUE 1

Should there be an attem.pt to get uniform.ity of cost treatment in all of
the various types of -contractual situations where costs are a factor in pricing?

Industrv Position.

With very slight exception industry agrees with the objective of uniior.rnity
of cost treatment but is seriously concerned lest the application of these prin­
ciples lead govermnent 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 docUInent itself,
of the llapplicabilityll of these cost principles to fixed price types of contracts
may lead to formula pricing rather than to negotiation based upon factors other
than estiInated costs.

Govermnent Position

The !lapplicability" 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 nUInber 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 form.ula 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
co~duct of the contractor1s business?



lndustry Position

In general the industry view was that the government should accept its
pro rata allocation of all norm.al and necessa~ry costs of doing business. This
view was very generally stated by all industry's groups as well as by the
Com.ptroHers 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
m.ercial 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. Exam.ples of such expenses are entertainment expense and
reserves for co:rnm.ercial 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.

ISSUE 3

Related to Issue 2- is the additional question as to whether the government
should question the" reasonablenes s" or "allocabilityl' to gover:r"'llent work of a
cost which is.·handled consistently under the contractor'snor:ma... accounting
system in accordance with "generally accepted accounting principles". Stated
differently,. this question is whether the cost principles snould contain rules or
guidelines for determ.ining the llreasonablenessll or "allocability" of various
cost elements' or whether we should accept, as the criterion, "generally accepted
accounting practices l1 •

Industry Position

Industry feels strongly and nearly uniformly that llreasonablenessll and
"allocability" of costs should be governed by good accounting practice as r·e­
flected in going acc'ounting systems and that the government should not adopt
special tests or criteria which require significant variations in indu/i>try's
accounting syste:rns. Hence, they feel that the cost principles should not atte~pt
to prescribe how to evaluate the l'reasonablenessl1 or the I 'allocability' I of any
element of cost and, above all, that' we should not say that a cost i~»otal.locabie

to us.
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Government Pos,ft'iQn

lIGenerally accepted accounting principles" are broad standards for the
evaluation of the financial position of an enterprise and for the m.easurem.ent of
incom.e and expense over a given period of tim.e. Thus a system. m.ay be m.ain­
tained in accordance with such principles and fulfill the ;requirem.ents of manage­
xnent, the stockholders, the taxing authorities, and others, and yet not yield cost
data satisfactory for cost reim.burseme~tor to support pricbg judgments without
son\e adjustm.ents. Accordingly what m.ay be "good accounting practice, 11 for
the ,purpose of determining the company's overall income and expense m.ay be
inappropriate when determining the price to be charged a particular custom.er
or c.:'.ass of customers.

ISSUE. 4

The; proposed cost principles point out that whenwe are buying from
com.p;uues or industries actively engaged in COrnInercial competition, we can
normaJ..J..y rely on the restraints of competition to assure that certain item.s of
expense, such as general research, are kept by managem.ent decision within
reasonable bounds. However, where we are dealing with firms whose work is
exclusively or predom.inantly with the governm.ent 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 ele:rnents 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 agreem.ents 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 treatInent and (c) lim.ited m.anagement's discretion to m.ake sound
business decisions by requiring approval in advance of incurring legitimate
business expenses.

Government Position

The industry conunents 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
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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 nor:mal and reasonabl~ li.Inits.
This will not lead to any less uniionnity of treatment, probably to m.ore, than
we would have by complete reliance on the concept of "reasonablenessl1 advocated
in the industry conunents. As to th~ infringement on management decisions we
are simply telling management thai; if they want reimburse:ment from us fo r
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 S

The subissues which follow have to do with our treatment of specific
elements of cost. There are a nu:m.ber 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.

Sa. Advertising Costs

Industry Position

.The industry co:mm.ent strongly urgeii the allowability of insti~tional

advertising in all media on the ground that it stimulates interest and the pursuit
of careers in engineering and science, affects em.ployee relations and, by keeping
the company before the public assists the company in other ways which are of
indirect advantage to the govermnent, as in IIla;king 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 znass markets for com:rnercial products.

Govermner.t Position

Product and institutional advertising are essentially selling expense
and are designed tel influence the ge:peral 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 •.
w.e have, however, allowed advertising in trade and technical journals, provided
prCrdlfcts =l.re not offered for sale. This we propose to continue.

4
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5 b. Com.pensation for Personal Services

(i) Com.pensation dependent upon or m.easured by profits. See Tab A.

(il) Stock Options.

Industry Position

Stock options are a proper :m.eans of com.pensating enlployees, they
are recognized as costs by generally accepted accounting principles and, under
SOIne circum.stances, are deductible for tax purposes.

Governnlent Position

Stock options are not a cost of doing business in that they do not get
on the contractors' statem.ents of incom.e and expense. In the form in which they
are currently used by industry they are not deductible by the eInployer as a cost
for tax purposes. They should not be allowed asa 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 em.ployee relations. Such contributions aid in the
developInent of technical education and scientific research. 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 government1s Inoney. They bear
no relation to the conduct of government work. As a m.atter of governmental V
policy these costs have never been allowed under any prior cost principles "1
and we feel that we should not change this policy.

5
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5 d. Interest

Industry Position

All industry comm.ent indicates the belief that the int~rest on bor­
rowings xnade n.ecessary by our contracts should be allowed as a cost against·
our contracts.

Govermnent 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 m.ethods
and therefore would provide an incentive for borrowing for the performance of
our contracts even where our cash requirem.ents could be met out of available .
capitaL The extent of capital requirements of our contracts should be con- JI~
sidered in the fixing of fees or profits (See Tab C, Issue '2). I[

5 e. Plant Reconverslon Costs

Industry Position

Reconversfc;ni from defense work to civilian work xnay be very
costly. Where unusually heavy expense is involved, allowability should not
be precluded· by the cost principles.

Govermnent Position

.The government does allow all initial set-up expense as a charge
to its work. In addition it allQws the cost of r.emoval of special government
furnished m.acbinery when special installations, such as large concrete fO'!J.I1.da­
tions, are involved. This is considered equitable and it is felt that we should
cOI.ltinue the policy of requiring that, upon com.pletion of government work,
set-up or make-ready expense for comm.ercial work be charged against .
ensuing production.

5 f. Research and Developm.en

Industry Position

tI-~[r of 10 5. {?ffC; 5V
Under the ~-p'riB6iples-pureresearch 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 conunent
opposed the distinction between pure research and product research,
claiming that this would require a difficult segregation. Others felt that
product research should be allocable to government research contracts.
Others, p:rincipally.tbe. Aircraft Indus.tr-ies-AB-S{)ciatioD, objected to the

"requirement for negotiation to predetermine reasonableness of R&D expense.

1hQ-, Uo-'~: ~ ...,,~ f ... /~'"'il -/hc.l e~'y,>,·~e..Ji't:/"~, .,·f· d~"'(,Jrir"'j..L'P'~.~oS
~ ;'11-) a~.rt·i",J.-t.~. C~I .... ",_ Co ypo :i~·.-bl< P~I-/"'i. :.sl.. J,/ h-«. p~r..... ;If...-{

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 nlore willing acceptance of this principle than the initial written conunents
showed. The point raised by the AlA 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.

(~i) allow part-tinle technical, engineering and scien~ific

education, including nlaterials, textbooks, fees; tuition,
and, if necessary, straight time compensation lor
attendance of classes during working hours for 2 hours
a week for the year (1 course).

(iii) allow post-graduate tuition, fees, nlaterials for full-tinie
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 trainf;d.

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

In connection with (ii), industry objects to the linlitation of 2 hours a
week for the study during wor~g 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).

GoveTnm.ent Position

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

It was felt, "inconnectio~with (ii), that thfs sort of activity
ought to be accomplished outside of working hours, but instances were found
in which t~s was not possible. Two hours per work week appeared to be a
reasonable' solution. In connection with (iii) above, allocability of this
expense against Governm.ent 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 Vi hich 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 em.phasize negotiated

. bargaining toward reasonable overall pricing. The industry conunents express
the fear that the proposed new cost principles would underm.ine this policy

o
and lead to form.ula pricing based solely on audit reports.

Governm.ent 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 m.ake
this intent clear and, hence, to accomm.odate the industry views.

2. Industry Position

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

Governm.ent Position

While we do not feel that we shoti.ld accede.to this position (See ·Tab B,
Issue 5 d), we have em.phasized, elsewhere in ASPR, that the extent of the
contractor's capital investm.ent in the perform.ance of the contract shall be
taken into account in negotiating the am.ount of fee or profit.' .

3. Industry; Position ..

Industry felt that the treatment of overtim.e pay, extra pay shift pre­
rniwns and nlUlti,- shift prem.ium.s was unnecessarily complicated and would
lead to confusionarnong the services to the disadvantage of industry.

Goverrunent Position

Since the original subrnission of the draft for industry comment.s, the
policy with resp~ct to overtim.e, extra pay shifts and m.ulti-shifts has been
greatly simplified in its administration and this simplification, carried into
the cost principles, satisfies the industry objection.

! --
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cELROY MEETING ON COST PRINCIPLES -- 8/6/58

1. pproved cODe t of including incentive canpensation of the profit

sharing type as part of total compensatio , subject to reasonableness.

2. Include a caveat that we do not allow any part of compensation not

allowed for tax purposes.

3. Delete parentheses (Whether or not dependent upon or mea ured by

rofits) f1.'OD1 suggested treatment in 8/4 memo.

4. Consider if ve can beef-\I.P d finition of "reasona.b~eness" as

pplied to compensation.

5. Provide procedure for joint consideration of detennination of

easonableness by three deparbnents when compensation is large and busin ss

is preaCIJD1na tely with the Government. Thi may best e handled separateJ.y

through an administra i ve instruction.

6. Pro' de for 6 e type 0 control of total compensation during

transition period so as to preclude increases in total. compensation,

above that heretofore allowed, erely as a res t 0 our policy change.

-7. v op, as beet we can, additional guidelines or standards

to measure reasonableness of total. compensation.

8. I
Submit entire package to Hebert C ttee after issuance.









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

-fCP
SUPP1.Y AND 1.OGISTICS

MEMORANDUM FUR THE ASSISTANT SECBSTARI OF DEFUSE (SUPPLY AJD) LOGISTICS)

SUBJECT: Contract Cost Principles

We are in the process of changing the 10 Sept_ber 1957 draf't of the
Contract Cost Principles to give effect to the recent decisions made b1
Mr. McElroy as well as certain other changes which were indicated b1
indust17 COIIIIIlents. I est:ill8.te that we will have a new draf't available for
forwarding to industr,r in about two weeks. We are planning to set up our
indust17 meeting for early October. I wi1l. provide you with a <specific
proposal tor the conduct of this Bleeting in the 'near f'uture.

It is -.r understanding that the following decisions were Jl8.de b1 t
Secret&l7 ot Defense with respect to the compensation principle at the
6 August 1958 meeting:

1. Incentive compensation of the protit sharing type would
be an allowable cost to be considered as a portion ot total compensation.
Total compensation would, ot course, be subject to the overall test ot
reasonableness.

2. Include a provision in the compensation principle to the
errect that we would not allow e:ay part of compensation not deductible tor
tax purposes.

:3. Delete the words "(whether or not depelldent upon or measured
b1 protits) II fraa the paragraph entitled "Cash Bonuses and Incentive
Compensation" in your __orand... of 4 August 1958 to the Secretar,r of Def se.

4. Endeavor, as best we can, to expand our treat.ment of "reason­
ableness'l as applied to COJIpensation. Additional guidelines or standards to
measure the reasonableness ot total compensation should be developed to the
extent practicable.

5. Provide for joint action b1 the Departments in those situation
where there is a IlUtual interest and where the determination as to the reason­
ableness ot compensation is difficult.

6. Provide tor some type ot control over total compensation durin
the transition period so as to preclude the allowance ot increased OOIlpensa­
tion over that previously paid b1 the COIIlpaa;y merely b1 reason of our action
in allowing profit sharing plans as part ot total compensation.



, .
J

7. Submit the new cost principles to the H6bert COIIIIIl.ittee
after we have issued them.

G. C. BANRERMAN
Dir tor for Procurement Polia,r

c ,
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THE NlI>iBERS GAME

In presenting its statistical argument bout the n ber of costs

disallowed, industry is playing the numbers game. They can (a did SIA

who cited 52 terns) list a n er 0 "areas in which there is failure to

recognize true co ts in whole or in part," and make it appea that we are

being m re rest ctiv rather than re liberal. There are seve reasons:

(1) We explain the treatment of costs in more detail in he p ant

proposal. Thus whereas "general research unless specifically provided for in

the contract" s cla sed as one unallowable in Sec. XV, NSIA list d seve

elements of R&D costs as accounting for four items of unallowabl Yet e

:ve liberalized this element substantially. Likewise NSIA lists ve uch

items under compensation, three under depreciation, four der ins ce,

e under material, three under rental, three under royalties, and four

lmder training. In none of these it is allowability more re tricted,

and in sev ral it is iberalized.

(2) We provide poliey guidance 0 many i terns now included in

ASPR XV, Part 5, wh re they re cla sed as for "Special Consid ration."

(3) Many of the items have had to be covered ore spec1fica.ll.

and their allowabUity 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 th f'a.ct

that they have been reimbursed in the past for many of the f1unallowab~e" costs

thro the mechanism of ricin under several of the types of so-c ed

fixed price contracts.
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 2.5, D. C.

OCT 14 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 ureasonableness" 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 fran current practice.
Needless to say this is spurious.

As a matter of fact, we can see only three principles in which there
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 oosts !!Z be negotiated.

2. Ere-contract costs are narrowly allowable under the current
draft, while it is possible that greater allowability !!!!l 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 following costs are MORE GENEROUS:

1. Bidding costs

2. Compensation

3. Food services and dormitory

4. Insurance



5. Interest (allowable in profit or fee)

6. Materials cost

7. Overtime

8. Research and developnent

9. Selling costs (Government sales aspects)

10. Service and warranty

11. Severance pay

12. Training and education

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

~~).-~~~
-~;i:vCM~~~ ~

,CPR, SO, USN
staff Director, ASPR Division
Office of Procurement Policy
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COPY
ASSISTANT SECRETARY OF DEFENSE

Washington 25, D. C.

Supply and Logistics

CR
21 July 1959

MEMORANOOM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

Approximately one year ago, Assistant Secretary McNeil, the
Materiel Assistant Secretaries of the Military Departments, and I
discussed with you certain 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 than
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 a second written conunent, and finally
a detailed discussion withf'our industry representatives on 1-3April
1959·

Our current proposal is the result of thorough consideration of
tndustryand military department views. Outlined below are its most
significant provisions, primarily from the standpoint that they repre­
sent a change from present policy or practice, 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
evaluation of costs in pricing negotiated fixed-price type contracts where
such evaluation is required in the establishment of prices.

2. Advance 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 Government. 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 t s independent
research. We will treat his independent development costs similarly to
the extent that they relate to product lines for which the Government
has contracts. Restrictions are provided, however, to limit these costs
to reasonable amounts and to prevent unwarranted'duplication of efforts
in tie 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 Government, we should
disallow certain costs. Among these are contributions and donations, in­
terest, bad debts, and product and institutional advertising.

We believe that to try further to resolve the remaining differences
with industry would serve only to delay 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 contractors, more effective and economical 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 rigid application of the principles to
all contract pricing -- an approach which industry and m.a.Dy 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,

2



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

(Signed)

PERKINS McGUIRE
ASSISTANT SECRETARY OF DEFENSE

(Supply and Logistics)

Prepared by: KK Kilgore 7/8/59
3c885 X76321

Concurrence:
Mr. McNeil

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

CR
SUPPLY AND LOGISTICS

5 October 1959

MEmRANDUM FOR TEE 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
FTincip1es. Those present were:

Mr. James P. Falvey - Deputy Assistant Secretary of Defense
(Supply and Logistics)

Mr. G. C. Bannerman - Director for Procurement Policy
Office of the Secretary of Defense
(Supply and Logistics)

Cdr. J. M. Malloy - Staff Director, ASP-R Division, Office
0f Procurement Policy

Dr. ~ond Saulnier - Chairman, Committee on Government Activities
Affecting Costs and Prices

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

This meeting was held in response to a request from Dr. Saulnier
which was transmitted to Assistant Secretary Perkins McGuire by memorandum
dated 24 February 1959. Dr. Saulnier 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 connection 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. MALLOY
Cdr., SC, lEN
Staff Director, AS Division
Office of Procurement Policy

1 Incl.
Ltr. to Dr.Saulnier
dtd Sept 25, 1959
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COPY

February 24, 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 are under consideration in the
Department .of Defense, that such revisions are about to be
made, and that they are likely to have a significant effect
on costs under cost-reimbursement type contracts.

I would appreciate an opportunity to have this matter
discussed before the Committee on Government 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 discussionl 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
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COPY

Supply and Logistics
CR

Dear Dr. Saulnier:

ASSISTAm' SECRETARY OF DEFENSE
Washington 25, D.C.

September 25, 1959

In Mr. McGuire I 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 Government 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. 1I

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 cu1Jnination 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 allawability 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 a guide in the negotiation of the various types of fixed-type
price contracts where costs are an important 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 considerations 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. FALVEY
Deputy Assistant Secretary of Defense

(Supply and Logistics)

Honorable Raymond J. Saulnier, Chairman
Council of Economic Advisers

Prepared by: JMalloy/rbs25Sept59
3IJ774 X72026



Prepared by: JMMalloy/ jm/20 Oct 59
3U774 X-72026

Coordinated with:
Mr. Bannermano _
LC _
Mr. Kilgore _

Copy to: Mr. Kilgore
Mr. Pilson
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SUPPLY AND LOGISTICS

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

OCT 2 11959

MEMORANDUM FOR THE ASSISTANr SECRErARY OF DEFENSE (SUPPLY & LOOISTICS)

SUBJECT: Request for Approval 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
issue. on 2 November 1959 in connection wi.th the issuance of the new
Contract Cost Principles. This draft was developed by Commander Malloy
and Mr. Kilgore and has been reviewed by staff members of the Office of
Public Information.

OUr plans now contemplate the issuance of this press release on
2 November 1959" which is the date that we expect the ASPR Revision
to be available at the Government Printing Office. The Office of
Public Information has recommended that a press interview be granted
by a DO:O spokesman when the press release is issued. Subject to your
approval" I have directed that Commander Malloy undertake this task.

We have several letters prepered to interested Congressional
Committees and to other Government Departments which Will be released
in about one week. These letters will provide the recipients with
advance copies of the Regulation. In addition" we ere preparing letters
to each of the Industrial Associations 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 is being submitted to the
ASD(Comp) for his review and approval concurrently with the forwarding
of .this memorandum to you.

• C. BANNERMA..N
Direct .for Procurement Policy

Incl
Draft - Press Release
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QUESTION AND AM3WER SHEET COST PRINCIPLES

1. Q. How do these new cost principles change what the Department of Defense
has been doing in the past?

A. The Department of Defense has prescribed cost principles for
cost reimbursement type 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. \-Je 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 to the extent that the
evaluation of costs is necessary for the setting of fair and
reasonable prices.

2. Q. 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 giv'en to the question of contractor recovery
in the fixed price area since the range of situations here is
too complex for generalizatio. Since we have not provided
specific guidance in the pa.st, these new principles will, at
least in some instances~ result in reduced recovery by
contractor s for certain particular i.tems of expense. For
example ~ intere st ha s pre· i.ously been an ellowable cost in
termination. situation.. In tht: :uture, iterest 1,.[ill not be
allowed.

J. Q. How much money will these new cost. principles cost ,he Department of
Defense aT' hmr much \<li 1 be sav d?

A. As indics.ted pre ously abollt the same result ,>fill be e1CPerienced
in connection with cost reimbursement contracts. In the fixed
price area, ..r6 expect that the new principles will ultimately
result in more efficient procurement and, hence, savings will
accrue in the long run. It is not possible to put a dollar sign
~n any such savings at this time.



4. Q. Why has the Department of Defense not promulgated 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 cost principles for cost
type contracts and fer termination settlements. The extension
of cost principles to the fixed price area is a very complicated
and controversial subject. It has been necessary to take into
considerati@n 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.

5. Q. What are the more important areas of cost disallowance:

A. These would include most advertising costs, bad debts, entertain­
ment, c~ntributions and donations, and interest on borrowings.

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

A. A contractor's independent research costs are allowable.
Independent develQpment costs are allowable to the extent that
they are related to the product lines for which the Government
has contracts. We have provided for certain administrative
controls and limitations to insure that these casts are reasonable.

7. Q. Are executive profit sharing plans allowable?

A. We regard compensation measured by profit sharing plans as a portion
of an individual's over-all compensation. Such compensation is
allow9.ble to the exte!!t that an individual's total compensation is
reasonable in amount.

8. Q. What affect do these cost principles have on profit?

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

9. Q. Will this new regulation lead to "formula pric1.ng?"

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

2
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10. Q. What application will these cost principles have to contracts awarded
by formal advertising?

A. The evaluation of costs is not appropriate under contra.cts
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.

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

A. We realize that hard and fast rules with respect to costs
are not appropriate for many pricing situations encountered
under fixed price contracts, particularly in those instances
where prices are being established for a future period.
Government 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 justification.

12. Q. Is this new regulation agreeable to industry?

A. 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 opposed
generally to most of the disallowances we have prescribed.
Industry is also opposed to the utllizs.,tion of' cost principles
in the fixed price area.

13. Q. Have the Military Departments concurred 1n this n..;w regu.lation?

A. Yes.

14. Q. Has the new regula.tion been approved. by the Se<.:::retary of Defense?

A. Yes.

15. Q. Has the Comptroller General approved tb.is regul:~tion'?

A. The Ccmptr611er General has been in favor of a single
comprehensive set of cost principles for same time. H~ r~.s

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

3
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16. Q. What Congressional reaction do you expect?

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

17. Q. How does the new regulation af'fect SInall Business?

A. We believe it will assist many Small Business concerns in that
it is designed to foster an atmosphere of mutual understanding
among contractors and contracting officers as well as provide
guidance on the handling of many items not previously covered.

18. Q. Why is the new regulation not mandatorily effective until July 1, 1960?

A. There are many details in this new regulation which will require
study for both contractors and Government personneL A longer
period than usual was established in this instance to afford ample
opportunity for familiarization with the new rules.

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

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

20. Q. Will these cost principles mean more negotiated contracts?

A. No.

21. Q. Will the new cost principles require contractors to establish new
accounting systems?

A. No. The revised cost principles e.re n.ot an accounti:lg
blueprint which will require any appreciable change in the
accounting systems of most Government contractors,

Office of the Assistant Secretary or
Defense (Supply and Logisticr,;)
26 October 1959
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S1I8JECT

I~ ?URPOSE

Price Revision Negotiati.ons

Th6 purpose of this instruc'tion is to provide unifonn policy
guidance in the ne;;otiation in price revision proceedings
under fixed-price contracts providing for the redetermination
of pice.

II .. CANCELLATION

Th.is instrut;tion cancela that portion of Munitions Board memo­
randum dated 15 I ovember 1949 to the Secretaries of the Army)
Navy and Air Force wherein it is provided that in negotiat.iO{;
pricee wlder fixed-price contracts, the contract cost principlAs,
ae set fort,h in Section XV of ASPrt, may be used I1by the cont.racting
officers to the extent that they deem it advisable as a working
guid only".

lITe APPLICABILI'rY

The policies set forth below shall be applicable to all price
revision proceedings under fixed-price contracts providing for
th redetermination of price. This instruction is not applicable
to fixed-pric incentive-type contracts.

rv" POLICY

In price revi ion negotiations, the objective of the Con-
r cting Officer shall be to negotiate a fair and reasonable

revised price in which due weiGht is l:iven to all relevant
f ctors, including those taken into account when the initial
contract price was negotiated. By way of illustration, but
not limitation, full consideration shall De given to such
matt ra a th contractor's general performnnce, efficiency,

conomy and ingenuity displayed in meeting contract req i1'e­
mente, including the delivery schedules, qlal~t' of the r:rod­
uct, the charal.ter a d extent CJf Gile subcontract-jnb' rost. daLe.
incl11cllng questioned costs and the allocability and reasol.able­
nes of costs, changes in market cunditions, competitive aspect.s
of the orig'nal negotiation, as well as the competitive ?rices



for the sam or similar iteme, extent of contractor1e
technical, p oduction and financial risk, Md Goverornent
asgi~tance in the form of facilitiee, equipment, Qr
financing. All of th above factors shall be considered
tc the extent pertinent to tb specific negoti tion and
no price revision negotiation shall be based solely on a
sbgle factor. The record. of the negotiations shoul be
in sufficient detail to reflect the most significant
considerations controlline the establishment of the re­
vised price.

B. Compliance ith the policy stated in paragra,lh A requires
th t Contracting Officers rely on educated jungment and not
on mechanical rules or mathematical formulas. Compliance
further requires that pricing decisions shall nJt be made
solely on the oasis of a determination of cost and pr-ofit.
It follows that the Contracting Officer need no~ ne50tiate
QbTeements with contractors a to the indiviJ~al elements
of cost.

C In order tl~t the positi~ns of the Government and th
Contractor will not be prejudiced in ;Jrice revisi:m iJro­
c ngs, such negotiations shall be conducted promptly.

V. E. 'F~CTlVE DAT~

ofilia instruction is effect-ive from the date of its recelpt.

The Military Det>artments shall pronl'tlb.:lte this instruction
as soon as )ossiblp.. Copies of the De~)artmp. tal implementation:!
~ertaining to this instruction will he forwarded to the Assi t­
~1t Secretary 01 Defense (Supply and Lo~istics) or in orMation
wi thin thi-rty (3U) days of th~ datI' 01 its issuance.

~lhJt e~ 01 l)et.
( 0"Wl;Uo,'f 'LotJ1 ~$, A)
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STAN~A,RD FORM NO. tM

Office Memorandum · UNITED STATES GOVERNMENT

TO CDR J. M. r. oy, OSD DATE: 27 Novembe 1959

FROM E. T. C ok, CAD NavCompt

SUBJECT:

Dear Pete:

Enclosed for your info ::ma.tion i co-py of the arti Ie s sent to the
ourna! on the new cos prin ip es. I will et OU know 'When I hea whether

they are interested.· publi hin 7 it.

incerely
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Analysis of Treatment Accorded Specific Categories, Items, or Subitems in
Revised Part 2, Section XV, ASPR, dated 2 November 1959

Page 1 of 5

Item
Paragraph

Number

Allowable
Subject to
Usual Tests

Allowable
if it Meets
Special Tests
or has
Special
Approval

Allowable­
onlJ if
Provided
for in
~

Unallow­
able

Advertising.
In trade and technical journals valuable for diss~­

nation of technical information within the con­
tractor's industry, provided ads do not offer
products or services for sa"-=1"-e~ ~1,,,,2::~20,,2,,,o,;1~(~a~)'-l(~icJ.),",-- -'x'-

HelP_want",ed"",-...,.,.~~,"","_.,.-_..,....,.,-,.-:-__-,.._,...,-~__:-__1",f.:.;~;;:2",0""5",o,,,1-,,(a~),-,("'i;ei1.) "-X
Costs 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 sa~1~e~ ~__~ ~ ~1~5-==20~5~.1~(~a~)~(~i~i~i~) -'X'-

To obtain scarce materials, plant or equipment or dis-
posing of scrap or surplus materi.~a~1~s ~1~5~-~2~0~5~o~1~(~a+)-,,(1~'v~) ~X

All ot,.!1h£.erO- ~ ~=_15~-~2~OL5.!..:1::.\(~bL) ~ ~X

Earl Deb"-t"'s'--- ~ ~~ ~1=_5c-"'2"_0.L5.c2'__" --'X'-

Bidding Costs'
Incurred in current

" past
(Note: Alternative

accounting perl;,.'o"'d"----~- ~__~lL5-"'2"'0<.5"'.~'3'-------~X

" peri.'=o';'d~s:;_::_;.__~---_--_'il~5o:-;;20~f:'5.'_;3:_---------- ~X
methods permissible) 15-205.)

Bonding Costs'
Bonding required by contr"a"'ct"-.,...., ;ol"'5-:::~"'0~2"'.>:;4"l(,.,b'4)- .£>..X
Required in general conduct of busine~s~s~ =_-- ~1~5c-~~~OL~~.~4~~c~) ~X

Civil Defense Costs:
On contracto["1 s p ·emises pursuant to Slle;gestions or

requirements of civil defense authoritl~·e"-s~~----------~~1~5~-~2~0~5~.~5~(~aL)----------__~X
(Notes Costs 'of capital assete allowable only as

depreciation) 15-205.5(b)
Contributions to local civil defense funds and projec~t~s~__~1~5=-=20~5~.~5(~c~)~ ~X~

Compensati;n for Personal Services:
To extent the total compensation of individual employees
is reasonable for services rendered and not in excess
of amounts allowable under Internal Revenue Co~d~e~----~--~1~2~-~2~0~5~.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 profi~"-t~s ~1~5~-~2~0~5~.76~(a~)(~3~)L- ~----__----~X

Salaries and wages for current servi~c~e~s__~--~~~~----~1~2~-~2~0~5~-.~6~~~bL)------------~X
Premiums for overtime, extra pay shifts and I1IUltishift

w k X
Cash bonuses and incentive compensat,.i~o~n~--~~------~--~~~~~~----------------------~X~
Bonuses and incentive compensation paid in sto-!Jce!k~ ..f.2:::~?!.O~!.f__--------------_--'X~

Stock Opti.~o"'n"'s'-~,...,..-_;c_--~~~----,___:__:_~__-----.::~===~--------'X~
Deferred compensation for services rendered during cur-

rent period and for past service pension and retirement
costs l5-205.6(f) X

Fringe benef.~i"'t"'s 1"'5"--...:2"'0"'5"'.=6",~g~)'_ ~X'_

Cont~ngencies'

In historical costing, except certain minor it,~e"m"'e ~1~5-:;:~~2:::0~5".-!.7t(b"+)------------- ---'X~
In estimating future costs. 15-205.7(c)

Where related to known and existing conditions which
can be measured with reasonable accura~c~y~--~~c_-------------------__-----!CX

Where 'related to known or unknown conditions which
cannot be measured closely enough to provide equitable
resu"l"t~s ~ --..!.I~

Contributions and Donat1"on'-'.s"--- ...:1~5-:=.::2:::0.::.5:...o8~ ~I
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~

M/lt.erial Costs
Reasonable overruns, spoilage, or defective w~o:...rk~. --'l~S-=Z~O:..!.S:.!.,~22~(~a:.)L... ~y
Cash discounts not'taken because of reasonable
, circUJllStanc2!e~sL--,:-= -;:--;-_-,,=-:-:=--:-:-:;- --,I=-S--=2~O.LS,!.'2=2:..>(::.b1.) ~1'
Adjustments for differences between phf51cal and

beok inventories related to period of contract
performa¥nc""e'-;--;-"7."--:--,-__.,--,,--__.,--;-;_"'TC_-.:__-"1'L.2-:.:2::::0:..!.5~,2~2::.l("'ccL) ~X

Interplant, interdivision or intraorganization transfers:
Ordinarily allowable at lower of cost to transferor

O~ra'7~7'~"'~"--,b-a-s-,i-s-------------------'i'it~~,,~~;..:~~~~e~e~~----~1~ I

Organization Costsl
Incorporation fees, attorneys' fees, accountants' feee,
brokers' fees and fees to promoters and organizers, for
organization, reorganization or raising capi~t~a~1 ~1~5-~2~O~5~,~2:..!.3~ ~ ~1_

Othsr Business Expenses:
Registry and transfer chargee re8lllting frOll1 changes in

ownership of secllrities iS3I1ed by contracto!<!LrO- ~1~S-~20~S•.,2.4::;!_------_1"'-
Cost of shareholders' meeti,~ns=e ;.l5~-2:;;O;;5;::.c;24~------~X~

Normal proxy aolicitllti~0!fll1!=-_::;;_::====c--::=====--..;lCi9~2O~-:2~.~~------+1
Preparation and publication of reports to sbareho1d,:;;e~r~a__.=1,..p=M~5"-,!.'24~ --':I~
Preparation and • ubml.ssion of requ.1red reports and forms
to xing and other regulatory bodies . l2_205.z4- X

Incidental costs of dirsctors and C"'OtlllllJ.=;'l,t"'t:-:e:-:e,..=me=et..ir!lf=s:----..;iP.5-R2"'O,.;5~.i24r.-------.;.X

Overtime, Extra-Pay Shift and Multi-Shift Premi.:::um=s=- -"l"'5--~2::o0"'5~.~25.!.- ~1

Patent Costs:
Preparing disclosures. reports and other dccUl11ents

required by the contr"a"'ct"---:-_-;-_,-,----;_-,---".- ~1~5c-~2~Od.5.!:.2!::6'_ ___;-~X
Searching the art as necessary to make invention
disclosur:.:eTs'___..,.._~___;_,_--_,____;---..,..,----,.-r."--..:'l"'5:::-!:::20"'5~.~2~6~-----_I~

Preparine: documents and other costs in connection With
filing patent applications where title is conye,yed to
Government in accordAnce with contract clau,"'s"'e"'s -'1"'S_=2O"""5"'."'26"'- --'X""

Plant Protection Costs:
Wages, uniforms and equiplllll1t of perGOnn'f'e"'l=------;' l;:.5-:.;:::220~5"'.~2:;;_.------~I
Depreciation on plant protection c pital ass,,,e"'t"-s--:-__-,-_-:1~S-~Z~O~5:.!..~Z8~-------~I
Necessary compliance with military security requiramen~t~s'___=l~5~-2~O~5~.~Z~8L... ---'X~

Plant Reconversion Costsl
Cost of removing Government property and related
restoration rehabilitation costs 15-205.29 I

Additional co ats to extent agre"-ed"7-u-po--n---;-b-e-;f;-:o-rc:e--;"in---,ourr--en--c-e,,------;1~S_S2s:0~5~.~2~9:--------"!X~
All other reconversion co"st"'s"-- --'l"'5-=2:::0""5~.::.29"__ -.:.X~

Precontract Costs:
To extent allowable if incurred after date of contr"a",c""t__-,1,..S-=2~O.!.5.!..30.l::... ~X

Professior~l Service Costs - Legal, ccounting, Engineering,
and Other:

Rendered by melllbers of a profession who are not employees
of ths cont c,t.!<o!!.;r'-:-::~:;_;::c:-=~-c:-:-,-;;-;:c::=-~;:;-:;c:_--:;-...,.,.--'1!:-"2-~20:::.5l!..2J~1~(a~)~- ~I

Retainer fees supported by evidence of bona fide services
available or rendered 1S--Z05.Jl(b) I

Legal, accounting, '~a"'no;d'--:-c-o=-n-:-suJ.=tri,-ng--9-e-rvi--.-c-e-s-,-and-..-r.,.ela.-t:-ed-;---=:.!:~~~~L ~

costs, in connection with organi~ations and reorgani-
zations, defense of anti-trust suits ar~ the prosecu_
tion of cl.t1.iJrLs against the Governme!!2!Jn""t-;-:-::-:---::-=-:;-:-;-:==__l.!oS-=2~O!..5/.1.""J~(0!U.) 2-.1

Legal, accounting, and consulting services, and related
costs, incurred in connection with patent infr1ng~nt
litigat"'io"'n'-- --=l~S-~2~O:..!..5....3ll:1(~cL) ~X

Profits and Losses on Disposition of Plant, Equipment or
Other Capital' Asse~t"'s'- ..:1:;;S!:.-.':20~5~.~3~2'__ ~I~

Recruiting Costs:
Help_wanted advertiJ9in:=\g~=:._::r;"'__=_--------~l~2-::;2~O~5~,*J3~------'1~
Operating costs of emploY1!lent office 15-205.J3 X
Operating and aptitude and educati~o~na~l~t-e-s~t~~'ns~~p~ro--gr--am-----;1~5=~20~5~.~j~j~------------~1
Travel costs of employees while engaged in recruiting

personn~e:"1~__:_;,...,.=,.,__::~:_:_=:c:_7_:_:;:_=7':'"-=:=_=c=_::_:=_~,.._1:!:.5-c=.2~02;5.!..3~J'-------!:-x
Travel costs of applicants for intervie~s for prospective
emploY1!l~ ___;-----------'l"'5=20"'5..,."")"'3'---------'I~



, . ....

Page 5 of 5

Item
Paragraph

Number

Allowable
Subjeot to

,Usual Tests

Allowable
1~ it Meets
Special Tests
or has
Speoial
Approval

Allowable
onq if
Provided
for in

~

Unallov-

~

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

machinery and equipm t 1
Rental costs under unexpired lea,~s~e!!.s-:- ",l?;~~~Sf ~

Cost of alterations of leased prope,~rt~~_~~~~~ ~l~~~~~ ~~

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

Accounting. legal. clerical, and similar costs reasonably
necessary for preparation and presentation of setU"",ent
claims, and the termination and settlement of sub.-
contracts 15-205.42(f)

storage, transpertation, protection and dispeBition of
property acquired or produced for the contra.ct 15-205.42(f)

Subcontractor claims, including the allooable pertion of
claims ....hich are common te the contract and to o'!lher
""rk of the contractor 15-205.42(g)

Trade, Business. Technical and Professional Activity CoStSI
Memberships in trade, business. teehnical, and pro_

fessional organizations 15-205.43(a)
Subscriptions te trade, business. professional, or
technical periodicals 1$=205.4J(b)

Meetings and conferences, including cost of meals,
transpertation, rental of facilities for meetings, and
costs incidental thereto 15-205.4J(c)

Training and Educational Costs I
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 pest.-
graduate college level relating te the job require-
ment s of bona fide employees:
Training materials, text books, and fees charged by

education instituti"o"n"'s-:-,---=--..,._-:-,--...,... ~~~~'rl~-----~
Tuition charged by educational instituti,~o~n2s~__~~~__~~~~~~ ~

In lieu of tuition, instructors' salaries and related
share of indirect cost of the institution not in
excess of the tuition ....hich ....ould have been Wid 15-205.44(b)

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

Tuition, fees. -training materials and textbooks in con­
nection will full time scientific and engineering edu­
c'ation at a pest-graduate level related te job
requirements of hona fide employees _ not te 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 pest.-
graduate level 15-205.44(c)

Tuition, fees, train1ng materials, text books, subsistence,
salary or other emoluments in connection with full time
education at an under-graduate level 15-205.440)

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

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

Transpertation Costsl
Freight, express, cartage and pes~e charges on goods

purchased, in process, or delive,"r"'ed"'-_~ ~1"'5--~2*0~5,;.4i"5?_-------~
Outbound !rei';lgh=t ~ _"1""5=.:::2_:6~5"'.4.:.5"_ -----------~~.!7~~=~~

Travel Costs I

On an actual basis or on a per diem or mileage ba.~s"'i"'s'---~1,,5c-~20:l!.<5"".::46:::.1'(b~)I-------'~
Incurred in the normal course of over-all administra.-
tion of the business 15-205.46(.c)

Directly attributa';:bfl::-Cetr:o:-":pe=r:-'f'::o=rmart="'c:Ce:-":o"fC-::a--=spe=c"'i"f"'i-oc:-__....-'''''''=CL!=~I- ~~~~!.!...~~~'''-~.!'..':

contract 15-205.46(d)
Necess:a"'ry=-,~r=-e~a~so=na=b"l-=-e-c:-o~s::;t~s:-::O~f;--;;f:-ami=ly=-IOO=vC:em--=e-nt,.-8-and=;---...;="""=="l.-----~

personnel !!lOvements of a special or mass nat,=ur=e -'"1"-5,,-2"'0"'5"'.'-46=(""eCL,)_, ~~=~;;,_~~~~~..!C!~:!..~..!!!~~
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AZUSA, CALIFORNIA • TELEPHONES: LOS ANGELES. CUMBERLAND 3-6111 • AZUSA, EDGEWOOD 4-6211

A SUBSIDIARY OF THE GENERAL TIRE & RUBBEIl COMPANY

IN REPLY REFER TO,

920:3005

M~ Y il 1060

The Honorable Philip LeBoutillier , Jr.
Deputy Assistant Secretary of Defense

(Supply and Logistics)
The Pentagon
Washington 25, D. C.

Subject:

Reference:

Amending Contracts to Incorporate New Contract
Cost Principles Issued.November 2, 1959

(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 and your staff
for the effort and consideration given to our offer to serve as a pilot company
in establishing a procedure for amending contracts to incorporate the new
Contract Cost Principles.

While we share your regret that the new Cost Principles cannot be incorporated
in all cost-reimbursement type contracts simultaneously, we appreciate the
difficulties 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 is sufficiently broad
to allow inclusion of the Cost Principles in existing contracts when pre­
cautionary conditions are met. We are still hopeful of completing the change­
over to the new Cost Principles at an early date, for it appears desirable,
in light of the fact that the old principles will phase out eventually, to
establish uniform operations under current regulations at the earliest possible
time.

You may be interested that Aerojet-General Corporation is presently availing
itself of the important provision in the new Cost Principles covering advance
understandings. We are currently in the process of reaching an advance under­
standing concerning allowability of independent research and development costs,

AZUSA, CALIFORNIA • SACRAMENTO, CALIFORNIA • DOWNEY, CALIFORNIA • FREDERICK, MARYLAND



t

The Honorable 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) above, indicated that a review of the present
policy on incorporating the new Cost Principles into existing contracts is
planned in about a year. If this company can assist you at that time, w
will be pleased to do so. Of course, in the interim, if we can be of service
to you or your staf'f, please call upon us.

Very truly yours,

B. A. Kvis
Director of Contracts

c
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DEPARTMENT OF THE NAVY
OFFICE OF THE COMPTROLLER

WASHINGTON 25, D. C. IN B.I':l:l.Y REFER TO
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U. S. NAVY AREA' AUDIT OFFICE

WASHINGTON 25. D. C. IN REPL REf Ell 'ro

SO
A6-7
AeroJet Gen. Corp.
Atlantic Division
2 8 JMI19~.)

Froul.:
To

Subj:

i.e£

Officer in Charge, U.S. Navy Area Audit Offic~, Washington, D. C.
Comptroller of the Navy (NCT)

Aerojet-Gene~al Corporation .. Atlantic Division. Frederick. Maryland ­
Review of Contractor', ltequeat for AlDendment of Existing Cost
Reimbur.ement Type Contracts to Incorporate New Contract Cost
Principlei

(a) NavCompt (NCT) ltr NCTll. L10-4, Ser:02958 dated 28 December 1959
wlenel

1. In ac~ordance with the reference. a review has been made of the subject
Contractor's book. and record. for the purpose of evaluating the Con ractor's
contention that the difference would be negligible between costs reimbursable
under the new coat principles (as publillhed in ASPR Revil10n No. SO) 3.9

compared with those currently incorporated ill contracts.

2. The operations of the Atlauti i.. Oivision Aeroj~t-l~~nct'al Corporation are
limited to reaearch and development work and invol\f~ only five ·ost·type
contract. with the Department of Defense. Annual sale~ f0L the fiscal year
ended 30 November 1959, of $588,8/0.02, are dassified ali follows:

Cost H.eiubursable-Type Contracts

Department of Defense
U S. Post Office Department

Total Coat-Type
Fixed Price

Total S le~

$185.378.14
321,047.66

$506,425.bO
_82,444.22
$~8.870,~

3. Revie~ of the At1anti~ Uivislon claim, as presented under each set of
costs pr1nciplc~, 'isclosed no differences in th~ amounts claimed. based on
the Contract rIll interpretation of reimbursable ~OSt9 under Revision No. 50
to ASPI{. Tn~ Contra(;tor bas also exprelilsed an opinion tbat no change or
advantage is to b~ found in the appli(;ation of the revised ~09t princL~les.

4. Based on the foregoing review and audit of the Atlant~c Division's books
and records, the Auditor concurs with the opinion of the Contractor,

Copy to:
DlnC, NAAO, Los Angeles
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DAN A. KIMBALL
PRESIDENT

AEROJET- GENERAL CORPORATION
6352 NORTH IRWINDALE AVENUE

AZUSA, CALIFOR~"IA

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
corne 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,



DAN A. KIMBALL
PRESIDENT

AEROJET- GENERAL CORPORATION
6352 :>l'ORTH IRWINDALE AVENUE

AZUSA,CALIFORNIA

November 17, 1959

/

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

Dear Torn.

Aerojet-General Corporation believes the recently revised Contract
Cost Principle s, 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,

(111 ....) 5 0 I (I 7..-(' r ,. (C,' v<-\ b c ( 1'-:. S·( c--,- <. (a "-( \

I) f j tv , C (- I - I 0 0 .;-
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DEPARTMENT OF THE NAVY

BUREAU OF AERONAUTICS

WASHINGTON 25, D. C.

Dear Pete:

I thought ou might be interested in seeing your
words in print. Enclosed are a couple of copies 0

a transcript of your speech taken by a BuAer court
reporter at the ONM-sponsored Procuremen"c Lecture
Conferenc on 12 October 959.

IN REPLY REFER TO

Aer-CT-2
3 November 1959

Needless to sa;y, because of the nature of the subject,
there has been a very limited and discriminating
distribution consisting of several of our procurement
people and the BuAer Counsel.

~
CDR, USN
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SCHEDULE OF ACTION - COST PRINCIPLES

Action

l. Issue Revision 50 of ASPR (Cost Principles)

2. Issue Press Release

3. Press Interview by roD Spokesman

4. Advise Secretary of Defense and Deputy
Secretary of Defense

5. Advise White House

6. Provide Advance Copy of new regulation to
Congressman Hebert and Congressman Mahon

7. Advise Departmental Assistant Secretaries
(Materiel) of complete schedule

8. Distribute Advance Copies to key offices in
each ?talitary Department

Timing Responsibility

2 Nov 59 ASD (s&L)

2 Nov 59 ASD (PA) .

2 Nov 59 ASD (s&L) and
ASD (p. )

28 Oct 59 ASD (s&L)

28 Oct 59 ASD (s&L)

29 Oct 59 ASD (s&L)

28 Oct 59 ASD (s&L)

30 Oct 59 . Military Depts.

A.
JJ.

9·

10.

ll.

Provide Advance Copy to GSA., AEC, and NASA

Advise Industry Consultants

Advise Trade Associations

30 Oct 59 ASD

ASD

ASD

(s&L)

(s&L)

(s&L)
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gUEST.ION AND A~WER SHEET COST PRINCIPLES

1. Q. How do these new cost principles change what the Department of Defense
has been doing in the past?

A. The Department of Defense has prescribed cost principles for
cost reimbursement type 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 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 to the extent that the
evaluation of costs is necessary for the setting of fair and
reasonable prices.

2. Q. 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 reimbulsement 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 guidance in the past, these new principles will, at
least in some instances~ result in reduced recovery by
contractors for certain particular items of expense. For
example~ interest has previously been an allowable cost in
termination situation,>o In th f'utU1'e~ interest will not be
allowed •

.3. Q. How much money will these new cost principles cost the Department of
Defense or hov! much wiJ..l be sav d?

A. As indicated previously, about the same result will be e1'Perienced
in connection with cost reimbursement contracts. In the fixed
price area, we expect that the new principles will ultimately
result in more efficient procurement and, hence, savings will
accrue in the long run. It is not possible to put a dollar sign
en any such savings at this tL~e.



4. Q. -why has the Department of Defense not prl)mulgated cost prindples for
general use in the past~ Why has it taken you so long to do this job~

A. The Department of Defense has had cost principles for cost
type c~ntracts and for termination 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
consideratien 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 slew.

5. Q. What are the more important areas of cost disal10wance:

A. These would include most advertising costs 1 bad debts, entertain­
ment, contributions and donations, and interest on borrowings.

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

A. A contractor's independent research costs are allowable.
Independent develQpment costs are allowable to the extent that
they are related to the product lines for which the Government
has contracts. We have provided for certain administrative
controls and limitations to insure that these C0StS are reasonable.

7. Q. Are executive pr~fit sharing plans allowable?

A. We regard compensation measured by profit sharing plans as a portion
of an individual's over-all compensation. Such compensation is
allow~ble to the exter-t that an individual's total compensation is
reasonable in amount.

8. Q. What affect do these cost principles have on profit?

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

9. Q•. Will this new regulation lead to I1formula pricing?"

A. Formula pricing means the resolution of each item of cost
by unilateral accounting decisions. We do not anticipate
that the new regulation will have this result. Our over-all
pricing philosophy remains in effect.
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10. Q•.. What" application will these cost principles have to contracts awarded
by formal advertising?

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

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

A. We realize that hard and fast rules with respect to costs
are not appropriate for many pricing situations encountered
under fixed price contracts, particularly in those instances
where prices are being established for a future period.
Government 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 de~~rture from
the basic policies now established will require adequate
explanation and justification.

12. Q. Is this new regulation agreeable to industry?

A. Industry has traditionally opposed any of our regulations
which set forth specific costs as unallowable. Industry
contends that the Govermnent should allow all norma.l eosts
of doing business. For this reason, industrJ i3 op osed
generally to most of the disallowances we have prescribed.
Industry is also opposed to the u.tilization 0:1' cost princ:i.ples
in the fixed price area.

13. Q. Have the Military Departments concurred in this new regu.lation?

A. Yes.

14. Q. Has tbe new regulation been approved. by the Secr(jta1"Y' o:f Defense?

A. Yes.

15. Q. Has the Comptroller General approved this regulation?

A. The Comptroller General has been in favor of a single
comprehensive set of cost principles for same time. He has
concurred in the desirability of publishing the new regulation
witbout committing bimself as to agreement on all details.
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•
16. Q. What Congressional reaction do you expect?

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

17. Q. How does the new regulation affect Small Business?

A. We believe it will assist many Small Business concerns in that
it is designed to foster an atmosphere of mutual understanding
among contractors and contracting officers as well as provide
guidance on the handling of many items not previously covered.

18. Q. Why is the new regulation not mandatorily effective until July 1, 1960?

A. There are many details in this new regulation which will require
study for both contractors and Government personnel. A longer
period than usual was established in this instance to afford. ample
opportunity for familiarization with the new rules.

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

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

20. Q. Will these cost principles mean more negotiated contracts?

A. No.

21. Q. Will the new cost principles require contractors to establish new
accounting systems?

A. No. The revised cost principles are not an accountlng
blueprint which will require any appreciable change in the
accounting systems of most Government contractors,

Office of the Assistant Secreta~y of
Defense (SUpply and Logistics)
26 October 1959
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hrt 2 an qpJ.1aabl.e to tera1DaUoD .1taaUou, nch 1ieI1Da'Ucma I1ve

r1ae 1;0 the SDcml'Dee of aoata, or the IIiM4 for ..-cial tra-.nt ot

..w. !bue qec1&1. J'1'O~1GU .... __ &I.,.W.1'ra a.c. nu,
Wbe1"e~ ....nt4~, UI ~1ie4 SA IVt I.

~ P4 II!!!!'''''' !!!1i! - ,... or lDIttiM tahlq ..

....u- lWaW. to Jolt~ an .n-.:b1e. ,. a .... of unriDg

J'lRIIC'AMh1... ~ a~•• trifid., 12.-, ... ., ~J'I1.17
posr-a aft~ lr1tb the eravut:or~ ttM1'a. Me .r ... IteM

.. a.lar1.. awl nbtI1neDce)IdA to rau. 'UM, pon-a;ra4-.te~

11iudeata.

u.



we are DOlI' 111 ti1e t:lIaJ. steau of plb1108tlon or our ..., pr;'OC\Il'e­
_at regulation _U»& V1th coR pl"1J:wdp1ea Vb1eh we~ cU.ecuued
,.i:tIl JOU. It v.UJ. be JRibl18M4 OD 2 1br8aber lmjl at wh1ch t __
alsO »lila 'to 1INNe a ra:tlJer CQII,pI...1'ft press releaee. I ...
•~~ a _ ED»"fA'" to Mr. JIeEl.roy ('.bib It. ettacbecl) 'to
a1.ez"'t ldm to our p1as U4 to JI'Od- Jda vith • C01J1' of t.M preu
N1Mee. .. copr of tbe pre. nit*- (2ab B) 18~ tor r:-r
1Dt~1oa. Ia ad41't:tca, I _~ you W1~ a eo'JIT of our
Acti.onsebe4t.\1. (1'ab C) 1fh1ch :t....'tee the~ COl'01.1aI'y aet1.olla
wh1eh 'WIt are taldag.

Att8c~

Tab A
TabB
Tab C

Prepared by: JMMalloyJjm/23 Oct 59
3D774 X-72026

Coordinated with: Mr. Bannerman



ASSISTANT SECRETARY OF DEFENSE

CR

SUPPLY AND LOGISTICS

WASHINGTON 25, D. C.

'I
.1.... '

ccf
I.; I

~

MEMORA'NDUM FOR THE ASSISTANT SECRErARY OF THE ARMY (LOOwrICS)
THE ASSISTANT SOCRETARY OF THE NAVY (W\TERIAL)
THE ASSISEANI' SECRETARY OF THE Am FORCE (MATERIEL)

SUBJECT: Contract Cost Princip~es

As I indi.cated 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 Commander Malloy of ~ staff to be in close touch with his
counterpart in each of the services so as to keep him fully inf'ormed of
our activities.

I am. sure that you will agree that the pUblic relations aspects and
the timlng of our various actions is very important to this exercise.
r solicit yoW' assistance in assuring that we nil have no breakdown 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: JM1feJ.loy/ jm/22 oct 59
3D774 X-72026

Coordinated with: Mr. Bannerman----
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~:~ or OUr !lIN Jltplat.tOll OD~ eon Pr.laclp1ee

lie .....~ our 1lGl'k III ccamoc:t1on V1t.h -u. JUblicatioD
of a 1WY1a1OD to the :A.twt4 8lR"rl...~ iealllattoa 6leU_ With
CQIdn.ct con ~l.h The~ 111 be1&lii~ .. tbe
GOva•• lit~.. Qt.t.1ce 8Dl1dJ.l be ti.atr1Wte4 to tbe J'I1l11c on
2 1859, .. 'tIb:S.dt. t~ .. p1aa. to 1e&e a .... releue.. A
co.P¥ of re~ 18.~ tGt"~ ~1oD.

'1_ YU1 Neall tt8t we~ We DlI!W repllltioJ:l at ..,
lOJI&tII. 1IIlIJlINYAI :q •~ -ao. JudIts 1DV .J."Ii!II8IS ab8._. I
~ Hr Vith iDtaIII.1biOlD • to our C\Il"l'eIlt..... We can
~ t~ eel. ,lit. ~1oIa1 n.ctlcm~d
be~.

A'ttac.F FDt..... _--
Copy to:

Mr. Ga'tes

Prepared by: JMMa.lloy/ jm/.....
23 Oct 59 3D774 X-72026

Coordinated with: Mr. Bannerman
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'to: 'ftIe Ass18tant Secretary' of Deteue (~ am tostst1cs)

FROM: Director tor 1'.roeurl!ltf.!!Ilt JIo11ey

~: 1'0 ~ide an~e copy of tbe 1JIN Coat Pr1ac1p1e6 to
--~~ tw .tat=-tiOrt.

~~1.: 1be attached In_r to~_l~ 1s 4ea1ped
~-ttO ilfcra. 111m vj,:th an advaace '-'OW of tlIle MY Cost Pr1neiplee.

We biWe .. ea.1'-at to c:lasr OUt pr1aclp.l.tes V1th the~
Appf..,.J.a.ttoaa ee-ttt.ee ;pI'ior to tack plOUcat1oa. We teel,
llOWever, t1at we~ 61ft the Ca.d:ttee all~ oopy
as a _tter of cO\Q'teBy 18 v1eV ot its susta1Md 1Jlterest in
t1Us ftbJed.

~E.~!!L~!!!i~J ~'t you sip the at.tc.ebOO l.etter.

~ t. Aaautaat Secretary'of~ (C<IIp) (MI:. KUsaN)
Geaeral CouI:Ja.el



~ar Xl". Floete:

I .. inelos108 an~ con of & B1vi8:iou· 0'£ the~ Services
Procuremell't Begula;t1= OIl tbe subJect ot a.vact Co$'t Pcl.De1ples. We
expect that t1t1e aerta10n W1ll be d1etrt.bute4 of"t1e1all.y by the Gontmll'llmt
Print1na Offioe on 2 lioveaber 1.959.

1"be ~Ilt o:t JetebBe baa been dsvel.op1ng .. revision to our
Pro~ RegUlat.iA'Sle "1:th ~ct to Contftet COst Prlnclplu tor a
l.'ODIJlderahle period of t1me. iklWever, as I am~~ will reeoptu,
tbia is a b.1gbl.y ~cated 8114 (lontrove:rs1al JJUOject U4 OM Which
generates .. ¥ide va-1ety ot tittenmt v1eva as to 'the 'b'eatalt1\t wh1ch
sbou.ld be~ eaeh deta:Ued ~e1elaellt. As a J"eIJult, the obtain­
inc of • degree of ........nton this _t of Coat Pr1nei.ples bas been a
$low~a.

'Ibe ~n't of Det'ens.e bUt been tm4er cona1demble ~u.re frail
&tn'eral ~.t0Dllll Oca!l1twee to~ a ~1veHt of
Coat Prineiples Without further dellq. )'or l\Y' own part, I am convinced
tbat it. 18 lIOre :1J'AJOrtaat tor us to ~lpte our cu:r:rtmt propoaals
n:tlaout f'l.D"tl'ler ret1Dl!mBnt. we Vill, ot course~ look :f'GnIa:rd to axv
c~ vl11ch may be Deceesary after we~ bad experience With these
Pr1ne1ples •

We have ettorde4 I&I9le ~uu1ty tor Im:b.l.st.ry to provide ~nt8
etD4 ~&'t:f.c:J;Qs V1th reepect to t.b1a naY ReguJat1on. 'WhUe lie expect
that 1Jl4wrtry wUl rea1n quite er1t1aJ. of the new Coet l'.r1Dciplea, it
18 lB¥ feellDg tbat our preaeat ettort is 1U1B proper course of action for
1..\8 to take. I teel sure tba't )'W V1ll desire to 1~te these
Contract coat Pnnc~e into ~he I'edenJ. Procurem&nt :Regulation. In
tb1s CODIIeetion, .. have bleea :1n ~tat:l.on a't the 8taf't level with
the AtaD.1.c~ 0WI:Ju1on and the Ba-t1onaJ. .Aerotl&u:t1cs ana.€iace
Administration who have both indicated ~1al~nt with our
new BegW.ation.

Sincerely yours,

Inclosure
Q.mt;raet Oorst Principles

Honorable Pranklin G. Floote
Mmin18'trator
~ servlcea Admin1atre;tion

Copy to: Mr. Pilson
Mr. Kilgore

Prepared by: JMMalloy/ jm/19 Oct 59
311774 X-72026

Coordinated with:
Mr. Bannerman__
Mr. Kilgore__
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TO: ".. Aaaiatm 8e~ of ~te!ilee (~aa14~C8)

J'101: ~ far~ PbUey

~: 1'0 provide IlIL 0ClII1'¥ of tbe 008t :PriJac1p1ea to t;be
· 'Gitiiuat~ Ma1td s.. tar .s.atonatlea UId 1W ;pouib1e

\lie 1a .......ioa v:tt.b. t1a Ye4enl .JIoocarJ 11.~1"

~: DIe CJe-.ral t'ien1cu ...S 1e .......... of
0I&'r C<:lIltu.tna~ GftII" tAaa~ 1Ll ,.... to resolve
tile pro1t1_ 1Ib1eh ..~e4 et1'Grts to Jll"W"II"t.e a
~...tw _ at C08t PA1.ac1»1H. 'BIIy .... DOt tekeJa u
utive pwt ill tbU 111'0.1ee'*~ w ea1t tbe _cae ot
ov eftQrts;. '.fta~ of 1WItI.. 18 tile JI"'.q td
Cost P.t!'i.IIc1p1ell SD .....t eDt &1.tbaiIP~ ABC vUl
.... tor c:oet P.rl_i;p.J.N. Uee .....~ ..IM1ee,
1aclVllilll GIM, 11111 be iJ8~. • JJUrP* of tau 1Rter
sa to ....ue Mr. n.te of the ~ta at our eft"orta.

!t«!!!!P!\J!!!!P: !bat JW Dip the~ 1e"er.

~:~~otJeteaee (0-.) (Mr. g'l....>



,

~ Mr. Jon.on:

! _ icc.lo8i11g e.n a4vance copy of eo Rev1s100 of the
~d 8eZ'vlcea P.r<K.~t. lte8Ulation on 'the eubJect o:t
Contnt.et Coat Fr1nc:tples. we expect that th1. Bev1.e1<m
nll be d:18tr1buted of'f'1c1&l.ly by the Gove~ttt Pr1nt1Dg
O:tfice OIl 2 ~r19;9.

I _ ad'vi_d thJ.\.t members of the MSA. s'taft have
rev1e'lfttd earlier 4ratt$ of our new ."..lat1on and have
(t~ the viev tba't t~ Q)st :Prtne1p1es cO\1l.d be used
b;r 'Mal. In vieW of the tact that both lfAM and the ~­
meat of DlIteDae have~ Ct__ c"Ol1tractor., ~., aDd
i!l'tN'esta, 1 tJUl.* it very Ua1r&ble 'tba1i our appraaeh to
costs under Gr::7Yer.-ent eoat.raetoa be ~el to the ~1m.um

pr&C't1ceb1e extent.

InclollUre
ASPR .ievie1on
Cont,ztao:t CQet Prineipms

Mil'.. John A. Jolmeon
GeMral Co'uaeel
_tiona! Ael"Qtll.l.ltic.8 and
$plee~lon

.1520 n Bbree't, m;

Copy to:
Mr. Pilson
Mr. Kilgore

Prepared by:
JMMalloy/jm/19 Oct 59

3D774 X-72026

Coordinated with:
Mr. Bannerman------'..._~~-
Mr. Kilgore _



P.rob1ls: Ifo provi.de u a4va.nce COJ'1 of oar Coatmet Cos't PJr1nc1plea
- to 'the tilt1oaa1~1ca aD4 S,pace Adm'ln1stntt. tOZ'

Ulforat1011.

~iQll: We baVe 'been prov1d1Da MSA Wit.h a copy of eacll new
--arSft-at the Ooa't Principles u t8e7 lien be1D6 4eYe1.q;led.

NASA :bu __ va1t1Dg tor: us to .. the lead 1a this ettwt.
Tbey :tHl that our hlDciplea .. c~ly developed. wUl be
eQIIllttte1J" _~iJd'ae~ to lAM. We have had one mee1:1ng With
aM. ~ntaUYeaat wMch t1mt they reo-"_'.<1 tba't we
cbaDge CUI'~ &J¥1 deve:lDpIeat pr:1ae1ple to el:1aS..:te the
.1'181101Q1l Of bu1c re-.rch ...~ re8fl'VCh. '.l".lle aft"e~

(4 tbis ftVUJ.oa would DOt etauae the~ of our
re~ aDd cJeve~ prlac1ple. 1'bey 'Wftre coacerae4 fIQl"e

vith 'tbe prreoedeD:t tlIat our aefirdtiOAB ww.ld naw 1a 1"1elds
.bey<md~ cost pr:1l1Clplaa. A:fter .. MJ. ~1OD, it
vu~ UI&t the defiJUt10DlS _:re naeaaary to eaable
zxm~l toc~q~taGd tJd,s e_t F1nC1;pl.e.
HAM.~lve8 :1BUcated tat tbetz a\l8B08tton .., frOm
their po.in't at view, 4asiable al~ DOt 4Jt88ea:lt1al. We
1""1 tbat ou:r JI....-t~ vU1 'be~1eteq satia1'actory
to .. e.ad. Will be UMd by tkeIl upoa pabl1cat1oc.

!!!.~~l~: !bat 10\1 sip the a'ttaebed latter.

~: As818'taRt secretary C1l.ne:raaae (ca.p) (Mto. Kil.gG'ft)

,:..., I

\
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1 .. inclos1Qg an advance COW' of a Revision of the
Armed 8erv1cee l'ro<.'Ut"eIIIE!nt 1WtgUlat1on on the subJect of
~ COst ~1»les. We apect tlat this :Bev1JJion W'ill
be d18triluted offie1alJ.¥ by the Go\IeJ:'.Qflllllfnt Printing ott1ce
=2~rlm·

I .. &1!M1"e of the tact tbat our respective Staffs have
been worJdAg topther on .__ ot 'the earlier a:rat"ta Of this
Regu1at1on. I fill. advise($. that the nev Coat Princ1l)l.H
vb1eh we have aQopted" after all~ ....1od of review
.aDd OODSu.ltat:1e With tbe~ :tnteresta 1mrol.ved, are J Vith
few ex.eept1ona, agreeable to the Atomic: _raY C<:ImUa.1on.
I th!* it w:ry 4eeirable tJ»t the Jl8Dy~t &geDC1es
W1'th .. pr1.tEr7 interest in t.l11s proJetrt. be &Ub8tafttiaUy in
~ as to the treat:.1lant of coats under Goverr:uent
contraeta.

Inclo8U%.'e
ASPR Revinon
Contract Cost Principles

Mr. A. R. Iltedecko
QeDeral~
Ataldc Erere- Commission

Copyh to:
Mr. PiJ.son
Mr. Kilgore

Prepared by: JMMalloy/ jm/~9 Oct 59
3I'1774 X-72026

Coordinated With:
Mr. Ban.nerman
Mr. Kilgore --'
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FOR OFFICIAL :iJAV': USE ONLY



FOR OFFICIAL USE ONLY

PROCEEDINGS-----------

1

[The meeting convened at 8:25 o'clock, a.m.,

Monday, 12 October 1959, GSA Auditorium, Washington, D. c.l

CAPT. FAGAN: Good morning. This is the fourth

of our procurement talks, and the first three--the first

two particularly--we have called qUite controversial

subjects. The third one was on auditing, and the use

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 Section 15 before I got there,

but I had no idea what it was. I thought i~ was a revenue

code, and then I got to BuShips and found that seetion 15

had to do with cost type oontracts, and that sort of thing,

but there was considerable debate as to whether or not

it was theoretical; whether it applied to fixed type

contracts as well as cost type oontracts.

In 1948, some ten or eleven years ago, cost

principles were quite a discussion, quite an issue. I

got back in Washington, here, in 1956 and found out that

the subjeot hasn't ohanged a bit or had the solution

apparently toward the subjeot.

FOR OFFICIAL USE ONLY



, 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 in 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 spea~ With some actual degree of experience

wi th respec t to this--vJe uQrlletimes think emotionally

FO~ Ol'Flq.:rA-~ ..tT.~E. 9N.T.,Y

,\
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Let's get into it then, and try to set forth

some of the objectives which we are \~eeking to obtain

by putting out a comprehensive set of cost principles;

that is, a set of principles which will be used in one

way or another as the basic groundru1es whenever costs

are a factor in procurement, and you will notice that my

words are rather carefully chosen--whenever costs are a

factor in procurement--and that is 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 in the process

of revising them for the past six years, and so you'd

expect that we would need some up-dating and this, of

course, has to be one of the objectives.

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 wi11--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.

FOR OFFICIAL USE ONLY
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7
Now, a few things that this is not designed

to do. It is not designed to be an accounting blueprint.

It has many, many, references in it indicating that

there is no need for any major revision of a contractor's

accounting system to accommodate these cost principles.

Now, there will be some but not very major

for a contractor who is already doing business with the

Government. Some of our definitions will cause a kind

of tightening up for some contractors, and for others

who have a very loose arrangement there would be more

practioal effects, but it 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 will be any accounting reVOlution, you might

say, on the part of our contractors.

We are not seeking here to throw into the

Potomac the pricing philosophy which we h~ld so dearly.

You will see somewhat later our attempt to emphasize

our pricing philosophy, and maybe some of the reasons

why we feel that this emphasis is necessary at this time.

Now, another thing that this is not designed

to be is it is 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 principles that

are listed as allowable~ It is no guarantee that we

FOR OFFICIAL USE ONLY
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price contract situation depends on a lot of things

including the power and strength of the negotiating

parties and what not.

Now, what should be the Department of Defense

policy on anything like interest, and is there any

difference in the situation where you meet the problem

of interest? Now, that is 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 if you will, training if you will,

contributions and donations. There are differences

existing today as between Navy Bureaus, Army, technical

services, individual offices in the Air Force. There

are different philosophies, actually, in the military

departments and I can cite you one specific case which

is known maybe to a lot of you, and this was hammered

home to me by Congresaman Bates one day when he was then

a member of the Hebert Committee, and he was saying that

he--and, incidentally, he was one of the greatest friends

we had down there--and I say had because he is no longer

on the Committee.

He said, "r 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 Air Force

says that a profit sharing plan, or a bonus if you will,

FOR OFFICIAL USE ONLY
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contractual situations, and that th~y should be

inoorporated into contracts in all but fixed price

situations.

So, what we have in the package today is a

rather delicate balance of the conflicting points of

view and, of course~ you have industry who like no

11

part of anything unallowable. Industry, strangely

enough, if you read their material closely" can be said

to be very much in favor of a comprehensive set of

contract cost principles.

Now" that may cause some raised eyebrows on

the part of the more sophisticated and experienced

with this exercise in the audience, but I maintain

that it is so. Industry would love to have a comprehensive

set of cost principles. Under certain conditi9ns" of

course, they have expressed themselves as being in favor

of this but what they want is a set of cost principles

not near as detailed as we have which, in effeot, would

have everything allowable. They won ut like any unallqwable.

This is almost tantamount to being un-American to have

an unallowable. Toney 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 being allowable so that they can

get a better cost recovery, and some people think that

FOR OFFICIAL USE ONLY
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situation 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 donUt use many of those in the Navy but I am

rather surprised at the extent of their, use in some of

the other Services particularly in the Army.

13

If you have an after the fact re7 determinable
j'

contract of $100,000,000$ do you have a situation pretty

close to a cost reimbursement type contract? Yes, and

how about the next one down the line our old friend

and !ncentive contract, fixed price incentive contract?

The contract clause, itself, says there will be a

negotiation of costs, and this is done after the fact.

This is a retrospective application. We know what has

been incurred; what is the Department of Defense poliay

here. You don't have to be guessing, you do have a

negotiation but not something that is out in the wild

blue yonder, a situation that calls for and requires a

certain degree of precision, not a completely boxed in

type of,,pl'ec1s1on,, but precision nonetheless, and as you

move down the spectrum you come to the other family--the

other wrinkles in the ramily--or redeterminable contracts

and in many of these you need contract cost principles.

You need something. Anyway, we start orf with

that, you need something and we hope that we are providing

FOR OFFICIAL USE ONLY
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anything further and shouldnVt 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 J yourself j even today want to look

at the breakdown of costs. SOj to go on~

"When J pursuant t.o ASPR so
and so costs are to be considered
in the negotiation of fixed price
type contracts j the appropriate
part of this Section 15 shall be
used as a guide i,n evalua.tion of
cost data required to establish a
fair and reasonable price in
conjunction With other pertinent
considerations as set forth more
fully in ASPR SecticiD 3, part 8. If

Again, a throwback to pricing and an abundance of

caution if you will and to go on:

rtln the case of negotiated
termination settlements, seation
8 Part 3 .. Ii

So that, then becomes the punch line for the use of

cost principles in the fixed price contract area. Now,

what do you dOjhow are yqu gUided in a case where you

are in an argument with the contra~tor over a specific

item of cost?

Now, we somet~es talk rather loosely--we

procurement people-~about how we use costs in negotiating

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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oontractually bound.
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Well, we tried our hand at expressing this

and this is 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 in negotiating
prices, it may be necessary to obtain
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 will be expected to be
responsive to reasonable requests for
da~ of th1s kind. II

It is a little .ei.ltt,~I think. Will it do any good

at all, that kind of language? I think it will. Wi~l

it 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 his account analysis, and cost breakdowns,

strlctlyin accordanoe with the contract cost principles

because this makes the audit Job easier; makes the

consideration of costs and pricing easier. We have not

adopted, here, the rather stringent approach.

Well, I have spent a great deal of time on

the applicability because they are really at the heart

of this whole exercise. I recall speaking with Jim

Bannermann the other day, and he was recalling this whole
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cost principles--will serve as a basis for the resulution

of the issueo You see the difference?

In the latter instance, you would be pretty

well bound in an argument with a contractor to resolve

it the way the book sayse 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 guide. They

didn't say, however, that you will have to use it every

time. They didn1t say that you have to throw common

sense out the window e They didn1t say that you would

abandon overall bargaining. You can, I think, depart

from these but when you do, when you depart from the

guidance that has been laid down by your superiors, it

is only right that you have a pretty good story.

You shouldn't depart on some whim of your' own.

You ought to be willing 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 donlt 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 its 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 p~esent Section 15 has what, five or six

pages, somethIng like that. I would guess that the

new cost principles in terms of pages--which is a

rather bad way to measure--but in terms of pages maybe

25 or 30 pages. That gives you some idea. You have

considerably more guidelines in many, many, areas.

We have, for example, tried our hand at

def:2,nIng reasonatJlene'ss, ,~nd 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 precise definition, particularly the one

on reasonableness. But I think you will find that they
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sit down and do these things in ad~ance? Mass

movement of personnel; pre-contract costs; there are

a list of seven or eight 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 price area, this w~il 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 situations as to

the indi~1~ual items of cost that are, we will say, 1n

the allowable category.

I have indicated that compensation will include

all facets ot c~mpensation regardless of how determined,

which really boils down to the real severe argUment

within the ~partment of Defense as to whether bonuses

based on profit sharing plans would,. be allowable. That

one reached the level of the Secretary ot 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 ~ nave beoome rather substantially convinced

that any attempt to draw the line between basic

29

research and applied research is 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 said--and we

call this, then, independent research, so independent

contractor's research is a reimbursable element of cost

through ove,rhead.

Now, sUbject to what? SUbject to these advance

agreements that I indicated that we would agree with them

in advanoe on these things, which prOVides one check on

it and provided in the principles themselves also are several

methods by Which we canoome at the problem of paying

less than what the contraotor wants to put into it.

This could be a dollar sharing. For every
'\

dollar he puts, we will put a dollar in. ThiS can take

the form of a review 6f indiVidual research programs

and deCisions as.to Which one we will supportj things

that we are doing today for the most part, and we have

an agreement to have a three Services approach to the

researoh 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 ihterest should be unallowable.

Whether they are right or not is another question, but

even in industry the feeling of the people who have

tried to analyze this concept abstractly differ. We

have it as unallowable.

Contributions and donations, another friend,

unallow8ole; bad debts, unallowable; stock options,

unallowable; just a few. These I don't think are of

any surprise. Now,&bout the final package with respect

to cost reimbursement type· contracts. Is it more liberal?

Will a fellow get more under these new principles than

under the old? That is rather important when we start

worrying about whether we cah amend ourrent contracts

Gr not.

We oan not p~ovide a completely definite

answer on this. I will give you my personal opinion.

Contraotors have been giving us the business saying

when you publish those terrible new contract cost

prinCiples don't forget that you have got to provide

a mechanism to give us an equitable adjustment as to

increase in prioes, to make these things equal--the

old versus the new.

I don't think this is factual, however, my
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overall I'esult will be advantageous in 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

contracts may be a little bit tighter in that, for

example, I have indicated interest is 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 six years' history of this

exercise. We have met with industry innumerable times.

We had a rather unique meeting in October of last year

where the twelve industry associations interested in

this exercise got tosether and nominated a spokesman

who came before a meeting which I am sure a lot of

you attended, Which was primarily for the benefit or

the decision making Asslstant Secretaries of the military

departments, and in the pentagon, to listen to both

sides of the cont~overBial items.

The industrt spokesman said his piece, and he

didn't pull any punches, and the Government spokesman

said his piece, and there was a verbatim transcript of

that. !no1dentally, I think there are still a few copies

of. that available tor any students in the audience, out

subsequent to that meeting we received further written

comments. The written comments on that, and I am not
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. and lnterest~ and these other things, allocated to

our oontract. This is what really departs us from

industry •

35

Other people have an interest. The General

Accounting Orfice~ theu 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 so excited that they would hold hearings,

and try to develop co~tract cost principles by law. This

has been threatened~ but I have never considered it

to be a very serio'Us matter. It 1s 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 received his written comment.

Our approach to him was that it is 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 t~o and a halt pages~ but really it was in

the natu~e of a nit-piCk. He says:

IIIt 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 ~ollowing 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

it in all respects. I suppose anybody could say that,

however. This is such a controversial area.

The thing that bothers me is that we started

with a good premise, and we varied from it. 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. We couldn't have a set of cost principles

that sald entertainment ~as an allowable cost because

of public reasons, but we shouldn't make certain costs

across the board unallowable because they are hard to

administer. We have done Bome of that. I think this

isn't good.

I think that we ha,ve, in the package we have

now, the best results that we could hope to get. I think

that, as I have Sllid, that it is essential that we have

a comprehensive set of cost principles. It is management's

duty to provide guidance in this area. I can't, myself,

quarrel with the basic theory that a cost is a cost
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a crutch to avoid criticism rather than doing a good

job of overall bargaining.

We are worried, sincerely, about the poss1-

bilities of misu~e of these contract cost principles by

certain audit elements and by the General Accounting

Office. I said certain audit elements and, of course,

didn't mean the Navy audit elements. But J if you will

be honest in your own evaluation, I think you must have

as a basic worry the use to which those who have the

jOb of criticizing us, of second guessing us, what use
I

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 1 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. r

think that the principles Will, at times, give industry

a handle against us. I think that it will be sometimes

more diffioult to negotiate an ind:l.v1'dua1 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 it is the closest taat it has ever

been. We have in mind that even when it is published

it will not be mandatorily effective until the first

of January--excuse me--until the first of JUly next

year. We obviously don't want to have something that

has the potentially disruptive effect of these to come

in~ we will say~ in April or May~ or March for that

matter and so we have skipped over into the first of

JUly for mandatory use. They will, of course» be for

use as a gUide in the interim period.

We will be issuing~ when these are published~

there will be an official Department of Defense press

release issued. There will be a lot of 'yakety-yak about

it. We will attempt to distribute advanced copies through­

out the military so that you don't first see these

principles in the hands of the contractors, a situation

which sometimes happens.

Wellj 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 them or not 1s besid~

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.

[Appl-euse]
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Appendix A

DISTRIBUTION:
D

m. Term illatIon Costs

As stated in paragraph 2 of thi8 bulletin, the new principles apply to both
advertised and negotiated cost -reimbursement type and fixed -priced type contracts
terminated for the convenience of the Government. The separat.e set of cost princi­
pIes set forth in ASPR Section VIII for terminated contracts is. therefore not effective
with respect to those contracts to which the new cost principles apply. To cover the
special considerations involved in terminations, such as treatment of common cost
items, initial costs, settlement expenses, etc., a separate pa ragraph 15 -205.42
entitled "Termination Costs" has been included in the new principles to indicate the
extent of allowability of these items. The prior provisions in ASPR Section VIII with
respect to the treatment of interest expense and product advertising as allowable
costs of terminated contracts have been eliminated from the new principles.

n. Training and Educational Costs

The brief mention of training of personnel as an example of allowable
costs under the old principles has been replaced by an expanded stateme nt 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 effectiveness 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(e»; (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 -brraduate level not normally exceeding one year.

6. CROSS REFERENCE INDEX TO TIlE NEW AND OLD PRINCIPLES

The attached Appendix A sets forth selected costs and the corresponding
paragraph references covering the treatment of these items in the new and old principles.

FOR THE CHIEF, U. S. ARMY AUDIT AGENCY:

(B~'B. Li. 'Ls( ~~;lf
u. S. Army Audit Agency
for Policies and Plans
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termination situatiQns.

Under fixed price type contracts, the

negotiated price 1s the basis for payment to a contractor

whereas allowable costs are the basis for reimbursement

under cost reimbursement contracts. Accordingly, the

policies and procedures of ASPR, Section 3, part 8, and

that is of course the specific ASPR containing our

pricing policies; are governing and shall be, followed

in the negotiation of fixed price type contracts.

Cost and accounting data may provide guides

for ascertaining fair compensation but are not rigid

measures of it. Other types of data or criteria, or

standards, may furnish reliable guides to fair compensation.

The ability to apply standards of business

judgment as distinct from strict accounting principles

is at the heart of a negotiated p~lce or settlement.

You see, there, our attempt to remove ourselves

from any potential straightjacket whicb may be forced

on us as a result or pUblication of a comprehensive

set of contract cost pr+nciples. Here, we have specifically

referred back to the policies, our pricing policies. We

have said they will be controlleo,\l and we have put in some

of the language from the termination section that I at least

thought was pretty good.

Now", we have still the pr'oblem of differentiating
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between retrospective pricing and prospective pricing,

where you are looking back to a cost that you have incurred.

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 varies considerably as indicated

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 is, final negotiations under fixed price incentive

contracts, re-determination of price at the completion

of work, or negotiation of a settlement under a contract

terminated for the convenience 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

oost but rather a final resolution of all issues in the
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negotiation process.

If you were to sit down, yourself~ in all

17

honesty and try to attack that problem I wonder what

you'd write. That is what we wrote. The type of

language was written some three years ago,jl and I take

no personal credit whatsoever for it. The section on

forward pricingg

liThe 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
must consider all the factors
affecting the reasonableness
of the total proposed price,
such as the tecbnical production
or financial risk assumed; the
complexity of the work; the extent
of competitive pricing~ and the
contractorCa record· for efficiency,
economy, and ingenuity.

Available coat estimates
must be present to bargin for
total price, to equitably
distribute a risk between the
contractor and the Government
and provide incentive for
effi~lency and cost reduction.

In negotiating such a
price, it is not possible to
identify the treatment of
specific cost elements since
bargaining is on a total price
basis. Thus~ while cost data
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is often a valuable aid it will
not control the negotiation of
prices for work to be performed
or a target price under an
incentive contract."

18

Does that, I wonder, give you enough room to operate in

in the manner in which you have become accustomed, and

in the manner in which you would prefer to remain

accustomed? I think it does.

Now, we come to the punch line of the

document which goes on this way:

"When, pursuant to ASPR 15-6
or 2, costs are to be considered
in the negotiation of fixed price
type contracts."

If I might stop there, that is rather important. tlWhen

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

negotiating prices. Very often, under the right

competitive situation as we all know we don't care what

the man has in his cost. We are not interested. We

don't want any breakdown. We, I think, all believe

quite sincerely that the very best price that we can

obtain is one which is es~blished in the marked place

under competitive conditions.

That is how the water gets out, and when we

are satisfied that competitive conditions are correct

and that they have taken the water out, we don't care
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