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Gxigin - why do we have a new set of cost principles...were the old
princlples unfalr to Government...to Industry...who or what supplied

the impetus for change?

- Since it took several years to produce the final draft, with
substantial rewrite during the process, what were the obstacles te
agreement...the key lssues...from a Goverament viewpoint...from an
industry wiempoint?

Eolazged Appilcability ~ Perhaps the most significant single change is
the introduction of applicabliity to fixed price negotliation and termi-
nation settlement, as well as to cost reimbursement type contracts.

(a) nhat is the premise upon which this enlarged applicablliity is
based?

(b) How dees this take inte account the varying element of risk...ar
should it do so?

- Numerocus costs such as
interest, contributions, general advertising, etc. are classed as
wnallowable in mllitary centracts although recognlzed as legitimate
and necessary business expensesfor tax purposes. rhat is the premise
for difference in trestment? Should there really be s difference?

Iiming - One of the big problems in making the new principles effective
has been the guestion of timing. Commerce Clearing Mouse receantly re—
published the old princlples, because the publlishers felt that many
companies would undoubtedly have to follow both sets of principles for
perhaps years to come. 3ince contractors now pust accept the new
principles on new prime contracts, why must they get permission to
change over on old contracts 1f they so desire? S5houldn't the principles

be adoptive on a company-by-company besls, rather than contract-by-
contract, or service-by-service?

aubcentractor Position - What ls or should be the premjee for cost
treatment of subsentractors...shoula it necessarily follow the prime?

Flxed Price Apeligabllity - How should the word "Guidelines”™ be inter-
preted...do the lines divide proper costs from improper...in negotiation,
say the contractor and the contracting of ficer take "all costs” inte
consideration or only those classed as "sllowable”? Hew should this be
interpreted in furnishing a certified statement of costs as provided in
ASPR 3-807.77
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Risputes - Becsuse the new principles are mere expilcit than the cld,
they may perhaps be comsicered more rigld. Disputes, hewever, will
still arise. Increased "rigldity” may have » move severe effect on
subcontractors thaa on primes. rhat is or should be the recourse of
a subcontractor who must live within the aew rules but whe is ast
recognized to have any privity of contract with the Government?

Advance Underatandinas - The new principles place substantial emphasis
on the desirabliiity of advance mnderstanding for the trestment of those
costs such a3 “deferred compensation™ and “selling costs” which may
present difficulties in the determinatioca of reascnableness and alloce-
bility. Is there an obligation on the militery services to enter upen
good faith negotiations for such advance agresments? Are there pit-
falle? How dows the subcontractor approsch the problem? Is he, or
should he be, bound by the sgreament mede between a prime and the
military?

slapdardization - wherever there is a mix of contracts and subcontracts
(s condition most prevalent under weapons systems contracting), or a
mix of contrects among the seversl services, there is the probles of
uniformity. In a single plant, s contractor needs uniform accounting
methods ang treatment. that is being or should be done to reconcile
the problems arising between old primsiples and now, Detween contracts
with and without advance understamilags, betswen prime and subcontract
treatment?
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HERORANDDUR FUM THE A s>l “TART SACRETARY uF ODEFENSE (L

SUBJECT: Merck, hasr. ssd Dohme Veclsion on Ea,id Amortiantien

The 4inutes of the ¥ateriel secreteries' Weekly Cenfeorence
of 4 Juse 1959 requested 2 ,rogress re.oevrt en the setions taken
ai o resnlt of the sabjoet case,

The draft of the contract cost rineiples dated 12 May
inclnded ,rovisions designed to take care of the deeision,
pOeD 4108,.34, as smended, nsutherized the contrsctor te elect
shether to a;;ly “"true” or mormal deyrecintion in the ;ricing
of the ftems seld, This peliey is continued in the cost ;rin-
eiple draft wish two additional conceyts: {underscored ,ortiom
i: most yertimentiq

1. ¥hile the contracter is glven s election te msie true’
or "sormal depreciatien, It s :tated that ‘e_mm_.m
.‘_f‘,‘l“‘.ll‘_‘“&]‘.‘- I the sher; and Dohme cose, the S
petiticaer collected J100,060 on the basis of his .*.‘]1.. te
be ;aild st “true’ de,recliatios rates, but shifted kis election \\\:\\

toe "mormal” i the ASHCA eese Lo cellect his losses of uou-l-p .
velee, i

)

2, A seeond glerifying ;roviiien ws:s fncluded os follows: ;:
'(dits) . , . the emergeney period (5 yenrs) shall ~ T
be cemputed in secerdonce with the determinntion of A

the Emergenay Fecilities Depreciation Board gad

since the Emergency Focllitles Deprecintion Board conslders the
factor of extracordinary obsclescence, in its finding of “true
de, rveciotion”, and since the revised ringiple bars “duplicate
sllowsnee of costs fer this foetor, we beolleve that the additien
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SECTION XV

CONTRACT COST PRINCIPLES AND PROCEDURES

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

ples and procedures for the determination and allowance of costs in con-
nection with the negotiation and administration of cost-reimbursement type
contracts and contains guidelines for use, where appropriate, in the evalua-
tion of costs in connection with certain negotiated fixed-price type
contracts and contracts terminated for the convenience of the Govermment.

Part 1 - Applicability

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

ceeding Parts of this Section to the various types of contracts in connection
with which cost principles and procedures are used.

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

Other Than Educational Institutions. This category includes all cost-

reimbursement type contracts (ASPR 3-40L) for supplies or for experimental,
dgvelopmental, or research work (other than with educational institutions,
as to which ASPR 15-103 applies), except that it does not include facilities
contracts (see ASPR 15-105) or comstruction contracts (see ASFR 15-10k4).
The cost principles and procedures set forth in Part 2 of this Section
shall be used in comnection with cost-reimbursement supply and research
contracts with other than educatlonal institutions -
(1) as the contractual basis, by incorporation by reference in
the contract, for determination of reimburseable costs under

cost-reimbursement type contracts, including cost-reimbursement

TAB A
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type subcontracts thereunder, and the cost-reimbursement
portion of time-and-materials contracts (ASPR 3-L405.1);
(ii) as the basis for the negotiation of overhead rates (ASPR
Section III, Part 7); and
(iii) as the basis for the determination of costs of terminated
cost-reimbursement type contracts where the contractor
elects to "voucher out" its costs (ASPR Section VIII,
Part 4), and for settlement of such contracts by deter-
mination (ASPR 8-209.7).
In addition, Part 2 is to be used as a gulde where costs are to be con~
sidered in negotiating fixed-price type contracts, as indicated in Part 6
of this Section.

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

stitutions. This category includes all cost~reimbursement type contracts
(ASPR 3-LOK) for experimental, developmental, or research work with edu-
cational institutions. The cost principles and procedures set forth in
Part 3 of this Section shall be used in connection with cost-reimbursement
research contracts with educational institutions--~
(i) as the contractual basis, by incorporation by reference
in the contract, for determination of reimbursable costs
under cost-reimbursement type contracts, including cost-~
reimbursement type subcontracts thereunder;
(i1) as the basis for the negotiation of overhead rates (ASPR

Bection III, Part 7); and

TAB A
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(iii) as the basis for the determination of costs of terminated

cost-reimbursement type contracts where the contractor

elects to "voucher out" its costs (ASPR Section VIII,

Part L), and for settlement of such contracts by deter-

mination (ASFR 8-209.7).
In addition, Part 3 is to be used in determining the allowable costs of
research and development performed by educational institutions under grants.
Further, Part 3 is to be used as a guide where costs are to be considered
in negotiating fixed-price type contracts with educational institutions,
as indicated in Part 6 of this Section. Zﬁditor's note: If this para-
graph 15-103 is printed, ASPR 15-300 should be deleted./

15-104 Cost-Reimbursement Construction Contracts. This category

includes all cost-reimbursement type contracts (ASPR 3-40L4) for the con-
struction, alteration, or repair of buildings, bridges, roads, or other
kinds of real property. It also includes such contracts for architect-
engineer services related to such construction. It does not include con-
tracts for vessels, aircraft, or other kinds of personal property. The
cost principles and prbcedures set forth in Part 4 of this Section shall
be used in connection with cost-reilmbursement construction contracts~-
(1) as the contractual basis, by incorporation by reference
in the contract, for determination of reimbursable costs
under cost-reimbursement type contracts, including cost-
reimbursement type subcontracts thereunder;
(ii) as the basis for the negotiation of overhead rates (ASPR
Section III, Part T7); and

3
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(ii1) as the basis for the determination of costs of terminated
cost-reimbursement type contracts where the contractor
elects to "voucher out" its costs (ASPR VIII, Part 4),
and for settlement of such contracts by determination
(ASFR 8-209.7).
In addition, Part 4 is to be used as a guide where costs are to be con-
sidered in negotiating fixed-price type construction contracts, as indi-
cated in Part 6 of this Section.

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

15-106 Reserved.

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

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

5 has been stated to apply broadly to many accounting systems in varying
contract situations. Thus, as to any given contract, the reasonableness

and allocability of certain items of cost may be difficult to determine,
particularly in connection with companies or separate divisions thereof
which may not be subject tc effective competitive restraints. In order to
avold possible subsequent disallowance or dispute based on unreasonableness
or non-allocability, it is important that prospective contractors, particu-
larly those whose work is predominantly or substantially with the Government,
seek agreement with the Govermment in advance of the incurrence of special
or unusual costs in categories where reasonableness or allqcability are
difficult to determine. Such agreement may also be initiated by contract-
ing officers individually, or jointly for all defense work of the contractor,

as appropriate. Any such agreement should be incorporated in cost-reimbursement

L
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type contracts, or made a part of the contract file in the case of nego-

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

covered thereby throughout the performance of the contract.. But the

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

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

Examples of costs on which advance agreements may be particularly

important:

(1)

(11)

(i11i)

(1v)

(v)

(vi)

(vii)

(viii)

compensation for personal services;

use charge for fully depreciated assets;

deferred maintenance costs;

pre-contract costs;

research and development costs;

royalties;

selling and distribution costs; and

travel costs, as related to special or mass personnel

novement .

TAB A
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Part 2 - Principles and Procedures for Use in Cost Reim-
bursement Type Supply and Research Contracts with
Commercial Organizations

15-201 Basic Considerations

15-201.1 Composition of Total Cost. The total cost of a contract

is the sum of the allowable direct and indirect costs allocable to the
contract, incurred or to be incurred, less any allocable credits. 1In
ascertaining what constitutes costs, any generally accepted method of
determining or estimating costs that 1s equitable under the circumstances
may be used, including standard costs properly adjusted for applicable
varlances.

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

considered in determining the allowability of individual items of cost
include (i) reasonablemess, (ii) allocability, {iii) application of those
generally accepted accounting principles and practices appropriate to the
particular circumstances, (iv) any limitations or exclusions set forth in
this Part 2, or otherwise included 1n the contract as to types or amounts
of cost items.

15-201.3 Definition of Reasonableness. ‘A cost 1s reasonable if, in

its nature or amount, it does not exceed that which would be incurred by
an ordinarily prudent person in the conduct of competitive business. The
question of the reasonableness of specific costs must be scrutinized with
particular care in connection with companies or separate divislons there-
of which may not be subject to effective competitive restraints. What is

reasonable depénds upon a variety of considerations and circumstances

6 TAB A
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the nature and amount of the cost in question. In deter-

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

(1)

(i1)

(iii)

(iv)

15-201.4

whether the cost 1s of a type generally recognized as
ordinary and necessary for the conduct of the contractof's
business of the performance of the contract;

the restraints or requirements imposed by such factors as
generally accepted sound business practices, arm's length
bargaining, Federal and state laws and regulations, and
contract terms and specifications;

the action that a prudent business man would take in the .
circumstances, considering his responsibilities to the
owners of the business, his employees, his customers, the
Government and the public at large; and

significant deviations from the established practices of
the contractor which may unjustifiably increase the contract
costs.,

Definition of Allocability. A cost is alloceble if it is

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

tract, product, product line, process, or class of customer or activity,

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

lationship. Subject to the foregoing, a cost is allowable to a Government

contract if it:
(1)
(ii)

is incurred specifically for the contract;

benefits both the contract and other work or both Govern-
ment work and other work and can be distributed to them in
reasoneble proportion to the benefits received; or

7
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(11i) 1is necessary to the over-all operation of the business,
although a direct relationship to any particular cost
objective cannot be shown.

15-201.5 Credits. The applicable portion of any income, rebate,

allowence, and other credit relating to any allowable cost, received by
or accruing to the contractor, shall be credited to the Government either
as & cost reduction or by cash refund, as appropriate.

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

identified specifically with a particular cost objective. Direct costs

are not limited to items which are incorporated in the end product as
material or labor. ©Costs identified specifically with the contract are
direct costs of the contract and are to be charged directly thereto.

Costs identified specifically with other work of the contractor are direct
costs of that work and are not to be charged to the contract directly or
indirectly. When ltems oréinarily chargeable as indirect costs are

charged to Government work as direct costs, the cost of like items applicable
to other work of the contractor must be eliminated from indirect casts allo-
cated to Government work.

(b) This definition shall be applied to all items of cost of
gignificant amount unless the contractor demonstrates that the application
of any different current practice achieves substantially the same results.
Direct cost items of minor amount may be distributed as indireéf costs as
provided in ASPR 15-203.

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

of its incurrence or joint objective, is not readily subject to treatment

8 TAB A
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as a direct cost. Minor direct cost items may be considered to be indi-"
rect costs for reasons of practicality. After direct costs have been
determined and charged directly to the contract or other work as sppro-
priate, indirect costs are those remaining to be allocated.to the several
classes of work.

(b) Indirect costs shall be accumulated by logical cost group-
ings with due consideration of the reasons for incurring the costs. Each
grouping should be determined so as to permit distribution of the grouping
on the basis of the benefits accruing to the several cost objectives.
Commonly, manufacturing overhead, selling expenses, and general and ad-
ninistrative expenses are separately grouped. Similarly, the particular
case may require subdivisions of these groupings, e.g., building occu-
pancy costs might be separable from those of personnel administration within
the manufacturing overhead group. The number and composition of the group-
ings should be governed by practical considerations and should be such as
not to complicate unduly the gllocation where substantially the same re-
sults are achieved through less precise methods.

(c) Each cost grouping shall be dist;ibuted to the appropriate
cost objectives. This necessitates the selection of a distribution base
common to all cost objectives to which the grouping is to be allocated.
The base should be selected so as to permit allocation of the grouping on
the basis of the benefits accruing to the several cost objectives. This
principle for selection is not to be applied so rigidly as to domplicate
unduly the allocation where substantially the same results are achieved

through less precise methods.

9 TAB A
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{d) The method of allocation of indirect costs mugt be based
on the particular circumstances involved. The method shall be in accord
with those generally accepted accounting principles which are applicable
in the circumstances. The contractor's established practices, if in
accord with such accounting principles, shall generally be acceptable.
However, the methods used by the contractor may require re-examination
when:

(i) any substantial difference occurs between the cost pat-
terns of work under the contract and other work of the
contractor; or

(i1) any significant change occurs in the nature of the busi-

ness, the extent of subcontracting, fixed asset improvement
programs, the inventories, the volume of sales and produc-
tion, manufacturing processes, the contractor's products,
or other relevant circumstances.

(e) A base period for allocation of indirect costs is the period
during which such costs are incurred and accumulated for distribution to
~work performed in that period. Normally, the base period will be the con-
tractor's fiscal year, however, use of a shorter period may be appropriate
in case of (i) contracts whose performance involves only a minor portion
of the fiscal year; or (ii) where it is general practice in the industry
to use a shorter period. In any event the baée period or perlods shall be
s0 selected as to avoid inequities in the allocation of costs. When the
contract is performed over an extended period of time, as many such base
periods will be used as will be required to represent the period of contract

performance. 10 TAB A
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15-20% Application of Principles and Standards. (a) Costs (includ-

ing those-dlscussed @&n ASPR 15—205) shall be allowed to the extent that
they are reasonable (see ASPR 15-201.3), allocable (see ASPR 15-201.k4),
and determined to be allowable In view of the other factors set forth
in ASPR 15-201.2.

(b) Belected items of cost are considered in ASPR 15-205.
However, ASPR 15-205 does not cover every element of cost and every situ-
ation that might arise in a particular case. Failure to treat any item
of cost in ASPR 15-205 is nat intended to imply that it is either allow-
able or unallowable. With respect to all items, whether or not specifically
co&ered, determination of allowability shall be based on the principles
and standards set forth in this Part and, where appropriate, the treatment
of similar or related seélected items.

15-205 Belected Costs.

(1) Advertising Costs.

(a) Advertising costs mean the costs of advertising media
and corollary adminigtrative costs. Advertising media include magazines,
newspapers, radio and television programs, direct mail, trade papers,
outdoor advertising, dealer cards and window displays, conventions, exhibits,
free goods and samples, and the like. The following advertising costs are
allowable:

(i) advertising in trade and technical journals,
provided such advertising does not offer specific

products or seryices for sale but is placed in

11/ TAB A
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journals which are valuable for the dissemination
of technical information within the contractor's
industry;

(11) help-wanted advertising, as set forth in (33)
below, when considered in conjunction with all
other recrultment costs;

(i11) costs of participation in exhibits--
- (A) upon invitation of the Government, or

(B) which exhibits are valuable for the dissemi-
nation of technical information within the
contractor's industry, provided, such costs
are not allowable under this subparagraph (B)
if the participation is for the purpose of
offering specific products or services for
sale;

(i%) advertising for the exclusive purpose of obtaining
scarce: materials, plant, or equipment, or disposing
of scrap or surplus materials in connection with
the contract.

¢ (n) Eﬁcept*asﬂprovided above, all other adveértising costs
are unallowable.

(2) Bad Debts. Commercial bad debts, including losses (whether
actual or estimated) arising from uncollectible customers' accounts and
other claims, related collection costs, and related legal costs, are un-

allowable. However, in any instance where such a loss results from a

12 TAB A
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Government contract or subcontract, appropriate and equitable recognition

may be accorded thereto.

(3) Bidding Costs. Bidding costs are the costs of preparing

bids or proposels on potential Govermment and non-Government contracts
or projects, including the development of engineering data and cost data
necessary to support the contractor's bids or proposals. Bidding costs
of the current accounting period of both successful and unsuccessful bids
and. proposals normally will be treated as indirect costs, in which event
no bidding costs of past accounting periods shall be allowable in the
current period to the Govermment contract. However, if the contractor's
established practice is to treat bidding costs by some other method, the
results obtained msy be accepted if found to be reasonable and equitable.

(4) Bonding Costs.

(a) Bonding costs arise when the Govermment requires as-
surance against financial loss to itself or others by reason of the act or
default of the contractor. They arise also in instances where the con-
tractor requires similar assurance. Included are such bonds as bid,
performance, payment, advance payment, infringement, and fidelity bonds.

(b) Costs of bonding required pursuant to the terms of the
contract are allowable.

(¢) Costs of bonding required by the contractor in the
general conduct of his business are allowable to the extent that such hond-
ing is 1n accordance with sound business practice and the rates and premiums
are reasonable under the circumstances.

(5) Civil Defense Costs.

13
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{a) Tivil defense costs are those incurred in planning for,
and the protection of life and property against, the possible effects of
enemy attack. Reasonable costs of civil defense measures (including costs
in excess of normal plant protectlon costs, first-aid training and supplies,
fire fighting training and equipment, posting of additional exit notices
and directions, and other approved civil defense measures) undertaken on
the contractor's premises pursuant to suggestions or requirements of civil
defense authorities are allowable when allocated to all work of the con-
tractor.
(b) Costs of capital assets under (a) above are allowable
through depreciation in accordance with (9) below.
(¢) Contributions to local civil defense funds and projects
are unallowable.

(6) Compensation for Personal Services.

(a) General. (1) Compensation for personal services in-
cludes all remumeration paid currently or accrued, in whatever form and
whether pald immediately or deferred, for services rendered by employees
to the contractor during the period of contract performapce. It includes,
but is not limited to, salaries, wages, directors' and executive committee
members' fees, bonuses (including stock bonuses), incentive awards, em-
ployee stock options, employee insurance, fringe benefits, and contributions
to pension, annuity, and management employee incentive compensation plans.
Except as otherwise specifically provided in thils paragraph (6), such costs

are alloweble to the extent that the total compensation of individual

TAB A
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employees 1is reasonable for the services rendered and are not in excess
of those costs which are allowable by the Internal Revenue Code and regu-
lations thereunder.

(2) Compensation is reasonsble to the extent that
the total amount paid or accrued is commengurate with compensation paid
under the contractor's established policy and conforms generally to con-
pensation paid by other contractors of the same size, in the same indus-
try, or in the same geographlc area, for similar services. In the
administration of this principle, it is recognized that not every com-
pensation case need'bé subjected in detail to the above tests. BSuch
tests need be applied only to those cases %n which a general review reveals
amounts or types of compensation which appear unreasonable or otherwise
out of line. However, certain conditions give rise to the need for special
consideration and possible limitation as to allowability for contract cost
purposes where amounts appear excessive, Among such conditions are the
following:

(1) Compensation paid to owners of closely held
corporations, partners, sole proprietors, or members of the immediate
families thereof, or to persons who are contractually committed to acquire
a substantial financial interest in the contractor's enterprise. Deter-
mination should be made that such compensation is reasonable for the
actual personal services rendered rather than a distribution of profits.

(11) Any change in a contractor's compensation
policy resulting in a substantial increase in the contractor's level of

compensation, particularly when it was concurrent with an increase in the

15/
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ratio of Governmment contracts to other business, or any change in the
treatment of allowebility of specific types of compensation due to changes
in Government policy.

(iii) The contractor's business is such that
his compensation levels are not subject to the restraints normally oc-
curring in the conduct of competitive business.

(3) Compensation for services rendered paid to part-
ners and sole proprietore in lieu of salary will be allowed to the extent
that it is reasonable and does not constitute a distrihution of profits.

(H) In addition to the general requirements set forth
in (1) through (3) above, certain forms of compensation are subject to
further requirements as specified in (b) through () below.

(tD Salaries and Wages. Salaries and wages for current

services include gross compensation paid to employees in the form of
cash, products, or services, and are sllowkble subject to the qualifica-
tions of (25) below.

(¢) Cash Bonuses and Incentive Compensation. Incentive

compensation for management employees, cash bonuses, suggestion awards,
safety awards, énd incentive compensation based on production, cost re-
duction, or efficient performance, are allowable to the extent that the
over-all compensation is determined to be reasonable and such costs are
paid or accrued pursuant to an agreement entered into in good faith between
the contractor and the employees before the services were rendered, or
pursuant to an established plan followed by the contractor so gonsistently

as to imply, in effect, an agreement to make such payment. (But see

16 TAB A
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ASPR 15~107.) Bonuses, awards and incentive compensation when any of

them are deferred are allowable to the extent provided in (f) below.

(4) Bonuses and Incentive Compensation Paid in Stock.
Costgs of bonuses and incentive compensation paid 1n the stock of the con-
tractor or of an affiliate are allowable to the extent set forth in (c)
gbove (including the incorporation of the principles of paragraph (f)
below for deferred bonuses and incentive compensation), subject to the
following additional requirements:

(i) valuation placed on the stock transferred shall
be the fair market value at the time of trans-~
fer, determined upon the most objective basis
available; and

(ii) accruals for the cost of stock prior to the
issuance of such stock to the employees shall
be subject to adjustment according to the possi-
bilities that the employees will not receive
such stock snd their interest in the accruals
will be forfeited.

Such costs otherwise allowable are subject to adjustment according to the
principles set forth in (f)(3) below. (But see ASPR 15-107.)

(€) 8tock Options. The cost of options to employees to

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

(f) Deferred Compensation. (1) As used herein, deferred

compensgtion includes all remuneration, in whatever form, for which the

17 TAB A
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employee 1ls not paid untll after the lapse of a stated period of years
or the occurrence of other events as provided in the plans, except that
it does.not include normal end of accounting period accruals. It in-
cludes (i) contributions to pension, annuity, stock bonus, and profit
sharing plans, (11) contributions to disability, withdrewal, insurance,
survivorship, and similar benefit plens, and (iii) other deferred com-
pensation, whether paid in cash or in stock.

(2) Deferred compensation is allowable to the
extent that (i) except for past service pension costs it 1s for services
rendered during the contract period; (ii) it is, together with all other
compensation paid to the employee, reasonable in smount; {iii) it is paid
pursuant to an agreement entered into in good faith between the contractor
and employees before the services are rendered, or pursuant to an estab-
lished plan followed by the contractor so consistently as to imply, in
effect, an agreement to make such payments; and (iv) for a plan which
1s subject to approval by the Internal Revenue Bervice, it falls within
the criteria anfi standards of the Internal Revenue Code and the regula-
tions of the Imternal Revenue Service. (But see ASPR 15-107.)

(3) In determining the cost of deferred com-
pensation allowable under the contract, appropriate adjustments shall
be made for credits or gains arising out of both normal and abnormal em-
ployee turnover, or any other contingencies that can result in a for«
felture by employees of such deferred compensation. Ad justments-shall
be made only for forfeitures which directly or indirectly inure to the

benefit of the contractor; forfeltures which inure to the benefit of

Q~ .
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other employees covered by a deferred compensation plan with no reduction
in the contractor's costs will not normally give rise to adjustment in
contract costs. Adjustments for normal employee turnover shall be based
on the contractor's experience and on foreseeable prospects, and shall.

be reflected in the emount of cost currently allowable. Such adjust-

ments will be unnecessary to the extent that the contractor can demonstrate
that its contributions take into acrcount normal forfeitures. Adjustments
for possible future abnormal forfeitures shall be effected according to
the following rules:

(i) abnormal forfeitures that are foresee-
able and which can be currently evaluated
with reasonable accuracy, by actuarial or
other sound computation, shall be re-
flected by an adjustment of current costs
otherwise allowable; and

(ii) abnormal forfeitures, not within (i)
above, may be made the subject of agree-
ment between the Government and the con-
tractor either as to an equitable adjust-
ment or & method of determining such
ad justment .

(¥) In determining whether deferred compensation
is for services rendered during the contract period or is for future serv-
ices, consideration shall be given to condltions imposed upon eventual pay-.
ment, such as, requirements of continued employment, consultation after

retirement, and covenants not to compete.
TAB A
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(g) Fringe Benefits. See (15).

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

See (25).

(i) Training and Education Expenses. See (42).

(j) Insurance and Indemnification. See (16).

(7) Contingencies.

(d) A contingency is a possible future event or condition
arising from presently known or unknown causes, the outcome of which is
indeterminable at a present time.

(b) In historigal costing, contingencies are not normally
present since such costing deals with costs which have been incurred and
recorded on the contractor's books. Accordingly, contingencies are gen-~
erally unallowable for historical costing purposes. However, in some
cases, as for example, terminations, a contingency factor may be recog-
nized which is applicable to a past period to give recognition to minor
unsettled factors in the interest of expeditious settlement.

(c) In connection with estimates of future costs, con-
tingencies fall into two categories:

(1) those which may arise from presently known and
existing conditions, the effects of which are
foreseeable wlthin reasonable limits of accuracy;
e.g8., anticipated costs of rejects and defective
work; in such situations where they exist, con-
tingencies of this category are to be included
In the estimates of future cost so as to provide
the best estimate of performance costs, and
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(ii) . those which may arigse from presently khown or un-

known conditions, the effect of which cannot be
measured so precisely as to provide eguitable re-
sults to the contractor and to the Government;
e.g., results of pending litigation, and other
general business risks., Contingencies of this
category are to be excluded from cost estimates
under the several items of cost, but should be
disclosed separately, including the basis upon
which the contingency is computed in order to
facilitate the negotiation of appropriate contrac-
tual coverage (see, for example, (16), (20), and

(39) below).
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(8) Contributions and Donations. Contributions and donations are

unallowable.

(9) Depreciation,

(a) Depreciation is a charge to current operations which distributes
the cost of a tangible capital asset, less estimated residual value, over the
estimated useful life of the asset in a systematic and logical manner. It does
not involve a process of valuation. Useful life has reference to the prospec-
tive period of economic usefulness in the particular contractor's operations
as distinguished from physical life,

(b) Normal depreciation on a contractorts plant, equipment, and other
capital facilities is an allowable element of contract cost; provided that the
amount thereof is computed:

(i) upon the property cost basis used by the contractor for
Federal income tax purposes (see Section 167 of the Internal
Revenue Code of 195L); or

(ii) 1in the case of nonprofit or tax-exémpt organizations, upon

a property cost basis which could have been used by the
contractor for Federal income tax purposes, had such
organizations been subject to the payment of income tax;
and in either case

(iii) by the consistent application to the assets concerned of
any generally accepted accounting method, and subject to
the limitations of the Internal Revenue Code of 195k, as
amended, including =-
(A) the straight line method;

(B) the declining balance method, using a rate not
22 Tab A



Draft
27 April 1959

exceeding twice the rate which would have been
used had the annual allowance been computed under
the method described in (&) above;
(CY the sum of the years-digits method; and
(D) any other consistent method productive of an annual
allowance which, when added to all allowances for
the period commencing with the use of the property
and including the current year, does not, during the
first two-thirds of the useful life of the property,
exceed the total of such allowances which would have
been used had such allowances been computed under the
method described in (B) above.

(¢) Depreciation should usually be allocated to the contract and
other work as an indirect cost., The amount of depreciation allowed in any
accounting period may, consistent with the basic objectives set forth in (a)
above, vary with volume of production or use of multi-shift operations,

(d) In the case of emergency facilities covered by certificates
of necessity, a contractor may elect to use normal depreciation without
requesting a determination of "true depreciation" or may elect to use either
normal or "true depreciation® after a determination of "true depreciation®™ has
been made by an Bmergency Facilities Depreciation Board. The method elected
must be followed consistently throughout the life of the emergency facility,
Where an election is made to use nomal depreciation, the amount thereof for
both the emergency period and the post-emergency period shall be computed in
accordance with (b) above. Where an election is made to use "true depreciation,"

.ne amount allowable as depreciation:

(1) with respect to the emergency period (5 years), shall be
23
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computed in accordance with the determination of the

BEmergency Facilities Depreciation Board, provided no

allowance is made which would duplicate the factors
constituting "true depreciationm and

(11) after the end of the emergency period, shall be computed by

distributing the remaining undepreciated portion of the cost
of the emergency facility over the balance of its useful life
(but see (e) below); provided the remaining undepreciated
portion of such cost shall not include any amount of un-
recovered "true depreciation."

(e) Depreciation on idle or excess facilities shall not be allowed
except on such facilities as are reasonably necessary for standby purposes.

(f) No depreciation, rental, or use charge shall be allowed on the
sontractor's assets which have been fully depreciated when a substantial portion
of such depreciation was on a basis that represented, in effect, a recovery
thereof as a charge against Government contracts or subcontracts. Otherwise, a
reasonable use charge may be agreed upon. (But see ASPR 15-107.) In determining
this charge, consideration should be given to cost, total estimated useful life
at time of negotiation, and effect of any increased maintenance charges or
decreased efficiency due to age.

(10) Employee Morale, Health, and Welfare Costs and Credits. Reasonable

costs of health and welfare activities, such as house publications, health.or
first-aid clinics, recreational activities, and employee counseling services,
incurred, in accordance with the contractorts established practice or custom in
the industry or area, for the improvement of working conditions, employer-

employee relations, employee morale, and employse performance, are allowable. Income
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generated from any of these activities shall be credited to the costs thereof
unless such income has been irrevocably set over to employee welfare organiza-
tions,

(11) Entertainment Costs. Costs of amusement, diversion, social activities

and incidental costs relating thereto, such as meals, lodging, rentals, transpor-
tation, and gratuities, are unallowable (but see (10) and (L2)).

(12) Excess Facility Costs. Costs of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessary

for standby purposes, are unallowable., Any costs of excess plant capacity reserved
for defense mobilization production which are to be paid for by the Govermment
should be the subject of a separate contract,

(13) Tines and Penalties. Costs resulting from violations of, or failure

“~f the contractor to comply with, Federal, State, and local laws and regulations
are unallowable except when incurred as a result of compliance with specific
provisions of the contract, or instructions in writing from the contracting
officer,

(1L) Food Service and Dormitory Costs and Credits. Food and dormitory

services include operating or furnishing facilities for cafeterias, dining rooms,
canteens, lunch wagons, vending machines, living accomodations or similar types
of services for the contractor's employees at or near the contractor's facilities.
Reasonable losses from the operation of such services are allowable if they are
allocated to all activities served. Profits (except profits irrevocably set over

to an employee welfare organization of the contractor in amounts reasonably useful for

o5
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the benefit of the employees at the site or sites of contract performance)
accruing to the contractor from the operétion of these services, whether
operated by the contractor or by a concessionaire, shall be treated as a
credit, and allocated to all activities served,

(15) TFringe Benefits. Fringe benefits are allowances and services pro-

vided by the contractor to its employees as compensation in addition to regular
wages and salaries, Costs of fringe benefits, such as pay for vacations, holi-
days, sick leave, military leave, employee insurance and supplemental employment
benefit plans, are allowable to the extent required by law, employer-employee
agreement, or an established policy of the contractor.

(16) Insarance and Indemnification,

(a) Insurance includes (i) insurance which the contractor is required
to earry, or which is approved, under the temms of the contract, and (ii) any
other insurance which the contractor ﬁaintains in connection with the general
conduct of his business,

(1) Costs of insurance required or approved, and maintained, pur-
suant to the contract, are allowable.

(2) Costs of other insurance maintained by the contractor in con-
nection with the general conduct of his business are allowable subject to the
following limitations:

(1) types and extent of coverage shall be in accordance
with sound business practice and the rates and premiums
shall be reasonable under the circumstances;

(ii) costs allowed for business interruption or other similar
insurance shall be limited to exc¢lude coverage of profit;
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(iii) costs of insurance or of any contributions to any reserve
covering the risk of loss or of damage to Government
property are ailowﬁble only to the extent that the contractor
is responsible for such loss or damage.

(iv) contributions to a reserve for an approved self-insurance
program are allowable to the extent that the types of
coverage, extent of coverage, and the rates and premiums
would have been allowed had insurance been purchased to
cover the risks; and

(v) costs of insurance on the lives of officers, partners, or
proprietors are allowable to the extent that the insurance
represents additional compensation (see (6) above).

(3) Actual losses which could have been covered by permissible insurance
{(through an approved self-insurance program or otherwise) are unallowable unless
expressly provided for in the contract, except;

(i) costs incurred because of losses not covered under nominal
deductible insurance coverage provided in keeping with
sound business practice, are allowable; and

(ii). minor losses not covered by insurance, such as spoilage,
breakage, and disappearance of small hand tools, which occur
in the ordinary course of doing business, are allowable.,

(b) Indemnification includes securing the contractor against liabili-
ties to third persons and other losses, not compensated by insurance or otherwise.
The Governmernit is obligated to indemnify the contractor only to the extent ex-~

pressly provided for in the contract, except as provided in (a)(3) above.
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(17) Interest and Other Financial Costs. Interest (however represented),

bond discounts, costs of financing and refinancing operations, legal and pro-
fessional fees paid in connection with the preparation of prospectuses, costs
of preparation and issuance of stock rights, and costs related thereto, are
unallowable except for interest assessed by State or local taxing authorities
under the conditions set forth in (L1) below. (But see (24).)

(18) Labor Relations Costs, Costs incurred in maintaining satisfactory

relations between the contractor and its employees, including costs of shop
stewards, labor management committees, employee publications, and other
related activities, are allowable,

(19) Losses on Other Contracts. An excess of costs over income under any

other contract (including the contractor's contributed portion under cost-sharing
contracts), whether such other contract is of a supply, research and development,
or other nature, is unallowable.

(20) Maintenance and Repair Costs.

(a) Costs necessary for the upkeep of property (including Government
property unless otherwise provided for), which neither add to the pemmanent
value of the property nor appreciably prolong its intended life, but keep it
in an efficient operating condition, are to be treated as follows (but see (9)):

(i) normal maintenance and repair costs are allowable;

(ii) extraordinary maintenance and repair costs are allowable,
provided such are allocated to the periods to which appli-
cable for purposes of determining contract costs. (But
see ASPR 15-107.)

(b) Bxpenditures for plant and equipment which, according to generally
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accepted accounting principles as applied under the contractor's established
policy, should be capitalized and subjected to depreciation are allowable only

on a depreciation basis,

(21) Manufacturing and Production Engineering Costs, Costs of manufactur-

ing and production engineering, including engineering activities in connection
with the following, are allowable:

(1) current manufacturing processes such as motion and time
study, methods analysis, job analysis, and tool design and
improvement; and

(ii) current production problems, such as materials analysis for
production suitability and component design for purposes of
simplifying production,

(22) Material Costs.

(a) Material costs include the costs of such items as raw materials,
parts, subassemblies, components, and manufacturing supplies, whether purchased
outside or manufactured by the contractor, and may include such collateral items
as inbound transportation and intransit insurance, In computing material costs
consideration will be given to reasonable overruns, spoilage, or defective work
(for correction of defective work, see the provisions of the contract or proposed
contract relating to inspection and correction of defective work). These costs
are allowable subject, however, to the provisions of (b) through (e) below.

(b) Costs of material shall be suitably adjusted for applicable por-
tions of income and other credits, including available trade discounts, refunds,
rebates, allowances, and cash discounts, and credits for scrap and salvage and
material returned to vendors. Such income and other credits shall either be

credited directly to the cost of the material involved or be allocated (as
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credits) to indirect costs, However, where the contractor can demonstrate that
failure to take cash discounts was due to reasonable circumstances, such lost
discounts need not be so credited.

(c) Reasonable adjustments arising from differences between periodic
physical inventories and book inventories may be included in arriving at costs,
provided such adjustments relate to the period of performance of the contract.,

(d) When the materials are purchased specifically for and identifiable
gsolely with performance under a contract, the actual purchase cost thereof should
be charged to the contract, If material is issued from stores, any generally
recognized method of pricing such material is acceptable if that method is con-
sistently applied and the results are equitable. When estimates of material
costs to be incurred in the future are required, either current market price or
nticipated acquisition cost (if reasonably certain and determinable) may be
used, but the basis of pricing must be disclosed.

(e) Costs of materials, services, and supplies sold or transferred be-
tween plants, divisions or organizations, under a common control, ordinarily shall
be allowable to the extent of the lower of cost to the transferor or current mar-
ket price, However, a departure from this basis is permissible where (i) the
item is regularly manufactured and sold by the contractor through commercial
channels and (ii) it is the contractor's long-established practice to price
inter-organization transfers at other than cost for commercial work; provided
that the charge to the contract is not in excess of the transferorts sales
price to its most favored customer for the same item in like quantity, or the

current market price, whichever is lower.
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(23) Organization Costs, Expenditures, such as incorporation fees, at-

torneys' fees, accountants' fees, brokers!' fees, fees to promoters and organizers,
in comnection with (i) organization or reorganization of a business, or (ii)
raising capital, are unallowable (see (17) above),

(2L4) Other Business Expenses. Included in this item are such recurring

expenses as registry and transfer charges resulﬁing from changes in ownership
of securities issued by the contractor, cost of shareholders! meetings, normal
proxy solicitations, preparation and publication of reports to shareholders,
preparation and submission of required reports and forms to taxing and other
regulatory bodies; and incidental costs of directors and committee meetings.
The above and similar costs are allowable when allocated on an equitable basis.

(25) Overtime, Bxtra-Pay Shift and Multi-Shift Premiums., Premiums for

overtime, extra-pay shifts, and multi-shift work are allowable to the extent
approved pursuant to ASPR 12-102,4, or authorized pursuant to ASPR 12-102.5.

(26) Patent Costs, Costs of preparing disclosures, reports, and other

documents required by the contract and of searching the art to the extent neces-
sary to make such invention disclosures, are allowable., In accordance with the
clauses of the contract relating to patents, costs of preparing documents and
any other patent costs, in connection with the filing of a patent application
where title is conveyed to‘the Government, are allowable. (See also (35) and
(36) below,)

(27) Pension Plans. See (6) above.

(28) Plant. Protection Costs, Costs of items such as (i) wages, uniforms,

and equipment of personnel_engaged in plant protection, (ii) depreciation on

plant protection capital assets, and (iii) necessary expenses to comply with

1
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military security requirements, are allowable.

(29) Plant Reconversion Costs., Plant reconversion costs are those incurred

in the restoration or rehabilitation of the contractor's facilities to approxi-
mately the same condition existing immediately prior to the commencement of the
military contract work, fair wear and tear excepted. Reconversion costs are
unallowable except for the cost of removing Government property and the restora-
tion or rehabilitation costs caused by such removal, However, in special circum-
stances where equity so éictates, additional costs may be allowed to the extent
mutually agreed upon before the costs are incurred. Whenever such costs are
given consideration, care should be exercised to avoid duplication through allow-
ance as contingencies, as additional profit or fee, or in other contracts.,

(30) Precontract Costs, Precontract costs are those incurred prior to the

.3ffective date of the conbract directly pursuant to the negotiation and in
anticipation of the award of the contract where such incurrence is necessary
to comply with the proposed contract delivery schedule, Such costs are allow-
able to the extent that they would have been allowable if incurred after the
date of the contract. (But see ASPR 15=107,)

(31) Professional Service Costs = Legal, Accounting, Engineering, and Other.

(a) Costs of professional services rendered by the members of a particu-
lar profession who are not employees of the contractor are allowable, subject to
(b) and (c) below, when reasonable in relation to the services rendered and when
not contingent upon recovery of the costs from the Govermment (but see (23) above).
(b) Factors to be considered in determining the allowability of costs

in a particular case include:
(i) the past pattern of such costs, particularly in the years

prior to the award of Government contractss Tab A
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(ii) the impact of Government contracts on the contractor's
business (i.e., what new problems have arisen);
(iii) the nature and scope of managerial services expected of
the contractor's own organizationsj and
(iv) whether the proportion of Government work to the con-
tractor's total business is such as to influence the
contractor in favor of incurring the cost, particularly
where the services rendered are not of a continuing
nature and have little relationship to work under Gov-
ernment contracts,
Retainer fees to be allowable must be reasonably supported by evidence of bona fide
serviges available or rendered.

(c) Costs of legal, accounting, and consulting services, and related
costs, incurred in connection with organization and reorganization, defense of
anti-trust suits, and the prosecution of claims against the Govermment, are
wnallowable. Costs of legal, accounting, and consulting services, and related
costs, incurred in connection with patent infringement litigation, are unallow-

able unless otherwise provided for in the contract.
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(32) ofit Losses on Disposition of Plant i or 0t

Capital Assets. Profits or losses of any nature arising from the same or

exchange of plant, equipment, or other capital assets, including sale or
exchange of either short or long term investments, shall be excluded in
computing contract costs (but see (9) (b) above as to basis for deprecia-
tion).

(33) Recruiting Costs. Costs of '"help wanted" advertising, operating

costs of an employment office necessary to secure and maintain an adequate
labor force, costs of operating an aptitude and educational testing program,
travel costg of employees while engaged in recruiting persomnnel, and travel
costs of applicants for interviews for prospective employment are allowable,
Where the contractor uses employment agencies, costs not in excess of standard
commercial rates for such services are also allowable. Costs of special bene-
fits or emoluments offered to prospective employees beyond the standard prac-
tices in the industry are unallowable.

(34) Rental Costs, (Including Sale and Leaseback of Facilities).
(a) Rental costs of land, building, and equipment and other

personal property are allowable if the rates are reasonable in light of such
factors as rental costs of comparable facilities and market conditions in
the area, the type, life expectancy, condition, and value of the facilities
leased, options available, and other provisions of the rental agreement.
Application of these factors, in situations where rentals are extensively
used, may involve along with other considerations, comparison of rental
costs with normal ownership costs plus a reasonable return on investment,
(b) Charges in the nature of rent between plants, divisions, or

organizations under common control are allowable to the extent such charges
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do not exceed the normal costs of ownership, such as depreciation, taxes,
insurance, and maintenance; provided that no part of such costs shall
duplicate any other allowed costs.

(¢) Unless otherwise specifically provided in the contract, rental
costs specified in sale and leaseback agreements, incurred by contractors
through selling plant facilities to investment organizations, such as
insurance companies, or to private investors, and concurrently leasing back
the same facilities, are allowable only to the extent that such rentals do
not exceed normal ownership costs, plus a reasonable return on investment,
which would have accrued had the contractor retained legal title to the
facilities.

(35) Research and Development Costs.

(a) Basic research, for the purpose of this Part 2, is that
type of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller knowledge
or understanding of the subject under study, rather than any practical applica-
tion thereof. Applied research, for the purpose of this Part 2, consists
of that type of effort which (i) normally follows basic research, but may not
be severable from the related basic research, (ii) represents efforts to deter-
mine and expand the potentialities of new scientific discoveries or improve-
ments in technology, materials, processes, methods, devices, and techniques,
and (iii) represents efforts to "advance the state of the art." Applied
research doss not include any such efforts when their principal aim is the
design, develocpment, or test of specific articles or services to be offered
for sale, which are within the definition of the term development as hereinafter
provided,
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{b) Development is the systematic use of scientific knowledge
which is directed toward the prodﬁbtion of, or improvements in, useful products
to meet specific performance requiremesnts, but exclusive of manufacturing and
production engineering.

(¢) A contractor's independent research and development is that
research and development which is not sponsored by a contract, grant, or
other arrangement.

(d) A contractor's costs of independent research as defined in
(a) and (c) above shall be allowable as indirect costs (subject to paragraph
(h) below), provided they are allocated to all work of the contractor.

(e) Cost of contractor's independent development, as defined in
(b) and (c) above (subject to (h) below), are allowable to the extent that
such development is related to the product lines for which the government
has contracts, provided the costs are reasonable in amount and are allocated
as indirect costs to all work of the contractor on such contract product
lines. In cases where a contractor’s normal course of business does not
involve production work, the cost of independent development is asllowable
to the extent that such development is related and allocated as an indirect
cost to the field of effort of government research ;ndddevelopment contrects,

(f) Independent research and development costs shall include an
amount "for the absorption of their appropriate share of indirect and sdminis-
trative costs, unless the contractor, in accordance with its accounting ‘
practices consistently applied, .treats such costs otherwise,

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

precontract costs (see (30) above),
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(h) The reasonableness of expenditures for independent research
and development should be determined in light of all pertinent considerations
such as previous contractor research and development activity, cost of past
programs and changes in science and technology. Such expenditures should be
pursuant to a broad planned program, which i1s reasonable in scops and well
managed. Such expeditures (especially for development) should be scrutinized
with great care in connection with contractors whose work is predominantly or
substantially with the government., Advance agreements as described in
ASPR 15-107 are particularly important in this situation. In recognition
that cost sharing of the contractor's independent research and development
program may provide motivation for more efficient accomplishment of such
program, it is desirable in some cases that the government bear less than an
allocable share of the total cost of the program., Under these circumstances,
the following are among the approaches which may be used as the basis for
agreement: (i) review of the contractor's proposed independent research and
development program and agreement to accept the allocable costs of specific
mrojects; (ii) agreement on a maximum dollar limitation of costs, an
allocable portion of which will be accepted by the Government; (iii) an
agreement to accept the allocable share of a percentage of the cqntractor's
planned research and development program,

(36) Royalties and Other Costs for Use of Patents.

(a) Royaltiés on a patent or amortization of the cost of acquiring
by purchase a patent or rights thereto, necessary for the propsr performance
of the contract and applicable to contract products or processes, are allowable
unless:
(i) the Government has a license or the right to free use
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of the patent;

(1i) +the patent has been adjudicated to be invalid, or has
been administratively determined to be invalid;

(iii) the patent is considered to be unenforceaﬁle; or

(iv) the patent is expired.

(b) Special care should be exercised in determining reasonablensss
where the royalties may have been arrived at as a result of less than arm's
length bargaining; e.g.:

(i) royalties paid to persons, including corporations,
affiliated with the contractor;

(i1) royalties paid to unaffiliated parties, including
corporations, under an agreement entered into in
contemplation that a Govermment contract would be
awarded; or

(1ii) royalties paid under an agreement entered into after
the award of the contract,

(¢) 1In any case involving a patent formerly owned by the con-
tractor, the amount of royalty allowed should not exceed the cost which would
have been allowed had the contractor retained title thereto.

(d) See ASPR 15-107.

(37) Selling Costs.

(a) Selling costs arise in the marketing of the contractor 's
products and include costs of sales promotion, negotiation, liaison between
Government representatives and contractor's personnel, and other related

activities.
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(b) Selling costs are allowable to the extent they are reasonable
and are allocable to Government business (but see ASPR 15-107). Alloca-
bility of selling costs will be determined in the light of reasonable benefit
to the Government arising from such activities as technical, consulting,
demonstration, and other services which are for purposes such as application
or adaptation of the contractor's products to Government use.

(¢) Notwithstanding (b) above, salesmen's or agents' conpensation,
fees, commissions, percentages, or brokerage fees, which are contingent upon
the award of contracts, are allowable only when paid to bona fide employees
or bona fide established commercial or selling agencies maintained by the
contractor for the purpose of securing business,

(38) Service and Warranty Costs. Such costs include those arising from

fulfillment of any contractual obligation of a contractor to provide services,
such as installation, training, correcting defects in the products, replacing
cofective parts, making refunds in the case of inadequate performance, etc,
When not inconsistent with the terms of the contract, such service and
warranty costs are allowable. However, care should be exercised to avoid
duplication of the allowance as an element of both estimated product cost

and risk,

(39) Severance Pay.

(a) Severance pay, also commonly referred to as dismissal wages,
is a payment in addition to regular salaries and wages, by contractors to
workers whose employment is being terminated. Costs of severance pay are
allowable only to the extent that, in each case, it is required by (i) law,
(i1) employer-employee agreement, (iii) established policy that constitutes,
in effect, an implied agreement on the contractor!s part, or (iv) circum-
stances of the particular employment.
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(b) Costs of severance payments are divided into two categories
as follows:

(1) actual normsl turnover severance payments shall be
allocated to all work performed in the contractor's
plant; or, where the contractor provides for accrual
of pay for normsl severances such method will be
acceptable if the amount of the accrual is reasonable
in light of payments actually made for normal severances
over a representative past period, and if amounts accrued
are allocated to all work performed in the contractor's
plant; and

(ii) abnormal or mass severance pay is of such a conjectural
nature that measurement of cost by means of an accrual
will not achieve equity to both parties. Thus accruals
for this purpose are not allowable,  However, the
Government recognizes its obligation to participate,
to the extent of its fair share, in any specific
peyment, Thus, allowability will be considered

on a case-by-case bagis in the event of occurren--,

(40) Special Tooling Costs, The term "special tooling™ means property
of such specialized nature that‘its-use, without substantial modification or
alteration, is limited to the production of the particular supplies or the
performance of the particular services for which acquired or furnished.

It includes, but is not limited to, jigs, dies, fixtures, molds, patterns,

special taps, special gauges, and special test equipment. The cost of
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special tooling, when acquired for and its usefulness is limited to ome or
more Government contracts, is allowable and shall be allocated to the
specific Government contract or contracts.
(41) Taxes.

(a) Taxes are charges levied by Federal, State, or local govern-
ments. They do not include fines and penalties except as otherwise provided
herein., In general, taxes (including State and local income taxes) which the
contractor is required to pay and which are paid or accrued in accordance with
generally accepted accounting principles are allowable, except for:

(1) Federal income and excess pmofits‘taxes;
(1ii) taxes in connection with financing, refinancing or
refunding operations (see (17));

(iii) taxes from which exemptions are availaeble to the
contractor directly or available to the contractor
based on an exemption afforded the Government except
when the contracting officer determines that the
administrative burden incident to obtaining the
exemption outweighs the corresponding benefits accruing
to the Government; and

(iv) special assessments on land which represent capital
improvements,

(b) Taxes otherwise allowable under (a) above, but upon which a
claim of illegality or erroneous assessment exists, are allowale; provided
that the contractor prior to payment of such taxes:

(i) promptly requests instructions from the contracting

officer concerning such taxes; and
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(ii) takes all action directed by the contracting officer,
ineluding cooperation with and for ﬁhe benefit of the
Government to (A) determine the legality of such
assessment or, (B) secure a refund of such taxes.
Reasonable costs of any such action undertaken by the contractor at the direc-
tion or with the concurrence of the contracting officer are allowable. Interest
and penalties incurred by a contractor by reason of the nonpayment of any tax
at the direction of the contracting officer or by reason of the failure of the
contracting officer to assure timely direction after prompt request therefor,
are also allowable.

(c) Any refund of taxes, interest, or penalties, and any payment
to the contractor of interest thereon, attributable to taxes, interest, or
penalties which were allowed as contract costs, shall be credited or paid
to the Government in the manner directed by the Govermment, provided any
interest actually paid or credited to a contractor incident to a refund of
tax, interest or penalty shall be paid or credited to the Government only

to the extent that such interest accrued over the period during which the
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contractor had been reimbursed by the Government for the taxes, interest,

or penalties.

(42) Trade, Business,.Tecﬁnical and Professional Activity Costs.

(a) MembershiEs. This category includes costs of memberships
in trade, business, technical, and professional organizations., Such costs
are allowable,

(b) Subscriptions, This item includes cost of subscriptions to

trade, business, professi%nal, or technical periodicals.. Such costs are
allowable,

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

transportation, rental of facilities for meetings, and costs incidental
thereto, when the primary purpose ¢f the incurrence of such costs ig the

| dissemination of technical information or stimulation of production, Such
costs are allowable,

(43) Training and Educational Costs.

(a) Costs of preparation and maintenance of a program of instruc-
tion at noncollege level, designed to increase the vocational effectiveness
of bona fide employees,’including training materials, textbooks, salaries
or wages of trainees (excluding overtime compensation which might arise there-
from), and
(1) salaries of the director of training and staff
when the training program is conducted by the
contractor; or
(i1) tuition and fees when the training is in an
institution not operated by the contractor;

are allowable, 43 Tab A
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(b) Costs of part-time education, at an under-graduate or post-
graduate college level, related to the job requirementé of bona fide employees,
including only:

(1) training materials;

(ii) textbooks;

(iii) fees charged by the educational institution;

(iv) tuition charged by the educational institution, or
in lieu of tuition, instructors' salaries and the
related share of indirect cost of the educational
institution to the extent that the sum thereof is
not in excess of the tuition which would have
been paid to *the participating educational
ingtitution; and

(v) straight-time compensation of each employee for
time spent attending classes during working hours
not in excess of 156 hours per year where circum-
stances do not permit the operation of classes or
attendance at classes after regular working hours;

are allowable.

(¢) Costs of tuition, fees, training materials and textbooks
(but not subsistence, salary, or any other emoluments) in connection with
fulltime scientific and engineering education at a post-graduate (but not
under-graduate) college level related to the job requirements of bona fide
employees for a tqtal period not to exceed one school year for each employee

so trained, are allowable, In unusual cases where required by military
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technology, the period may be extended,

(d) Maintenance expense, and normal depreciation or fair rental,
on facilities owned or leased by the contractor for training purposes are
allowable to the extent set forth in (20}, (9), and (3L4) above, respectively.

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

are considered contributions and are unallowable (see (8) above),

(L) Transportation Costs. Transportation costs include freight,
express, cartage, and postage charges relating either to goods purchased,
in process, or delivered, These costs are allowable, When such costs can
readily be identified with the items involved, they may be directly costed
as transportation costs or added to the cost of such items (gee (22) above).
Where identification with the materials received cannot readily be madse,
inbound transportation costs may be charged to the appropriate indirect
cost accounts if the contractor follows a consistent, equitable procédure
in this respect., Outbound freight, if reimbursable under the terms of the
contract, shall be treated as a direect cost,

(L45) Travel Costs.

(a) Travel costs include costs of transporation, lodging, sub-
sistence, and incidental expenses, incurred by contractor personnel in a
travel status while on official company business,

(b) Travel costs may be based upon actual costs incurred, or
on a per diem or mileage basis in lieu of actual costs, or on a combination of

the two, provided the method used does not result in an unreasonable charge,

L5
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(¢) Travel costs incurred in the normal course of over-all
administration of the business are allowable and shall be treated as
indirect costs,

(d) Travel costs directly attributable to specific contract
performance are allowable and may be charged to the contract in accordance
with the principle of direct costing (See ASPR 15-202).

(e) Necessary, reasonable costs of family movements and personnel
movements of a special or mass nature are allowable, subject to allocation
on the basis of work or time period benefited when appropriate, (But see

ASPR 15-107.)
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Part 6 - Guidelines for Application in the Negotiation
and Administration of Fixed-Price Type Supply
and Research Contracts with Organizations Other
Than Educational Institutions and in the
Negotiation of Termination Settlements for
the Convenience of the Government

15-600 Scope.of Part. This Part provides guidance for the use of

Part 2 of this Section (i) in the evaluation of costs in pricing of nego-
tiated fixed-price type supply and research contracts and subcontracts with
organizations other than educational institutions, in those instances where
sach evaluation is required to establish prices for such contracts and

(ii) in the negotlation of termmination settlements.

15-601 Definition of Fixed~Price Type Contracts., "Fixed-price type"

contracts include, for purposes of this Part, the following:
(1) firm fixed-price contracts (ASPR 3-}03.1)
(1i) fixed-price contracts with escalation (ASPR 3-103.2)
(iii) fixed=-price contracts providing for the redetermmination
of price (ASPR 3-103,3)
(iv) fixed=-price incentive contracts (ASPR 3-=403.lL)
(v} non-cost-reimbursable portion of time and materials
contracts (ASPR 3-405.1)
(vi) 1labor=hour contracts (ASPR 3-405.2)

15-602 Basic Considerations, (a) Under fixed-price type contracts,

the negotiated price is the basis for payment to a contractor whereas allowable
costs are the basis for reimbursement under cost-reimbursement type contracts.

Accordingly, the policles and procedures of ASPR Section ITI, Part 8, are
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governing and shall be followed in the negotiation»of fixed-price type
contracts. Cost and accounting data may provide guides for ascertaining
fair compensation but are not rigid measures of it., Other types of data,
criteria, or standards may furnish equally reliable guides to fair com~-
pensation. The ability to apply standards of business judgment as distinct
from strict accounting principles is at the heart of a negotiated price or
settlement.

(b) Among the different types of fixed-price type contracts,
the need for consideration of costs varies considerably as indicated belows

(1) Retrospectivé Pricing and Settlements. In negotiating

firm fixed prices or settlements for work which has been
completed at the time of negotiation (e.g., final nego-
tiations under fixed=-price incentive contracts, redeter-
mination of price after completion of the work, or
negotiation of a settlement agreement under a contract
terminated for the convenience of the Govermment), the
treatment of costs is a major factor in arriving at the
amount of the price or settlement. However, even in
these situations, the finally agreed price or settle-
ment 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 cost,

but rather a final resolution of all issues in the
negotiation process,
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(ii) Forward Pricing. The extent toiwhich costs influence

forward pricing varies greatly from case to case. In
negotiations covering future work, actual costs camnot
be known and the importance of cost estimates depends
on the circumstances. The contracting officer must
consider all the factors affeéting the reasonableness
of the total proposed price, such as the technical,
production or financial risk assumed, the complexity

of work, the extent of competitive pricing, and the
contractorts record for efficiency, econbmy and
ingenuity, as we;; as available cost estimates, He
must be free to bargain for a total price which
aquitably distributes the risks between the contractor
and the Govermment and provides incentives for efficiency
and cost reduction, In negotiating such a price, it is
not possible to identify the treatment of specific cost
elements since the bargaining is on a total price basis,
Thus,' while cost data is often a valuable aid, it will
nbt éontrol negotiation of prices for work to be per-
formed, or a target price under an incentive contract,

15-603 Cost Principles and Their Use., (a) When, pursuant to ASPR 15-601,

costs are to be considered in the negotiation of fixed-price type contracts,
Section XV, Part 2, shall be used as a guide in the evaluation of cost data

required to establish a fair and reasonable price in conjunction with other
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pertinent considerations as set forth more fully in ASPR Section IIT,
Part c.

(b) 1In retrospective pricing, whenever an occasion arises in
which acceptability of a specific item of cost becomes an issue, Section XV,
Part 2, will serve as a guide for the contracting officer in-hié’conduct of
negotiations,

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

(d) 1In order to permit the proper evaluation of cost data
submitted by contractors for use in negotiating prices, it may be necessary
to obtain breakdowns or account analyses in respect to some cost items
particularly those whose treatment may be dependent upon special circum-
stances as stated in the principles. Contractors will be expected to be

responsive to reasonable requests for data of this kind.
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Office of Counsel
Air Force
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Ordnance Corps, Army
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Army Audit Agency

Mr. A. Kay
Office of the Ass't. Sec, of
Defense (M,P&R)

Mr. J. Ruttenberg,
Navy Comptroller, Contract
Audit Division

Lt. Col. W. W. Thybony
Office of the Ass't. Sec. of

Army (Materiel)

Industry Spokesman

Mr. E. Leatham

Hewtonat—SeguiitiIndust -
niat-Asen——Iaa. MA M

Mr. Herbert T. Mc
American Institute of
Certified Public
Accountants

Mr. T. Herz
U. S. Chamber of Commerce

Mr. T. Herz
U. S. Chamber of Commerce

Mr. Frank Kipp
Automobile Manufacturer§
Association

Mr. Prank Kipp
Automobile Manufacturers
Association
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Contract Cost Principles
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Applicability
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Advance Understandings

Advertising

Compensation

October 15, 1958

Government Spokesman
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Assistant Secretary of Defense
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Office of the Ass't. Sec. of
Defense (S&L)

Mr. T. A. Pilson
Office of the Ass't. Sec. of
Defense (S&L)

Mr. H. Wallace

Air Force, Auditor General
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Office of the Ass't. Sec. of
Defense (Comp)

Mr. M. E. Jones
Office of Naval Material

Mr. A. J. Racusin.
Office of the Ass't. Sec. of
Air Force (Materiel)

Mr. G. A, Middleton
Navy Comptroller, Contract
Audit Division

Industry Spokesman

Mr. E. Leatham

Mr. J. Marschalk
Strategic Industries
Association

Mr. Martin A. Kavanaugh

Aircraft Industries Assn.

of America, Inc.

Mr. E. G. Bellows

Nat'l. Securlity Industrial

Assoclation, Inc.

Mr. Geo. Hogg, Jr.
Electronic Industries
Association

Mr. M. Moulton
National Association
of Manufacturers

Mr. Herbert T. McAnley
American Institute of
Certified Public
Accountants



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

SUPPLY AND LOGISTICS 10 November 1958

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

SUBJECT: Allowability of Profit-Shering Plens Under Current Air Force
Contrects

The Alr Force has agaln raised the problem, by telephone inquiry
from Max Golden, of the action which should be taken with respect to
the allowaebility of profit-sharing plans under current contracts. I
understand that the great majority of Air Force contractors are refusing
to negotiate final prices under incentive and price redeterminable con-
tracts in view of the probability of an imminent change in Air Force
policy with respect to the allowability of profit-sharing plans. The
Air Porce is desirous of breeking this stalemate and is asking for our
acquiescence to a change in Air Force policy which would recognize
these expenses as allowable.

As you recall, there is no specific guidance in the ASPR now with
raspect to profit-sharing as it applies to fixed price contracts. Al-
though profit-sharing is not mentioned specifically, the presemt Section

XV of ASPR with respect to CPFF comtracts deals with the over-all resson-

‘ableness of compensation. The Army and Navy have always treated profit-
“shering as & portion of over-all compensation. There is no existing

regulation from owr office which would prevent the Air Force from chang-
ing its own policy so as to recognize proflit-sharing as an allowable
cost. However, I believe that you had previously indicated that the
Air Force should not change their current policy until & final decision
in this matter was reached by Mr. McElroy.

It seems to me that the maintenance of the status quo in this
important aree may well invoke a substantiel hardship on both the Air
Force and its contractors. I know of no sentiment at the present time
that would indicate that the present preliminery decision teken by -
Mr. McElroy will be changed. In view of this situation, I recommend
that we advise the Air Force that there would be no objection from this
office to a change in the Air Force policy which would treat profite-
shering plans as & portion of over-all compensation, subject of course
to the over-all test of reasonableness similar to that set forth in our
latest draft of the comprehensive set of cost principles.

(;SJ M. MALLOY
cdr., SC, USN

Staff Director, ASPR Division
Office of Procurement Policy
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MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (S&L) \/ .. -/ .
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SUBJECT: Status Report on Contract Cost Principles

I have had two meetings with Departmental representatives as a
follow-up of our 15 October meeting on the cost principles. We are
in general agreement that the principles as presently drawn are
basically sound., However, based on the industry presentations, we
think there is a need for further consideration and probable change,
in some degree, of the present treatment of applicability, advance
understandings, advertising, contributions, research and development,
and plant reconversion., We are in the process of developing new
language in the above areas,

Our meeting on the research and development principle was
particularly encouraging. We are now drafting 2 new principle which
will eliminate entirely the various definitions of the several kinds
of research. We would simply provide that any type of research and
development which is directly related to a contract product line
would be recovered fully by a contractor to the extent that we purchase
such products, All research and development not related to a product
line would be charged as an overhead item to any type of contract.

' It follows from the above, that any research or development expense

/ incurred by a contractor, which is directly related to a product
which we are not buying, would be borne by the contractor. With
respect to R&D not related to a contract product line, we will indicate
methods of control over costs, such as review of individual shopping
lists, a percentage share arrangement, a maximum dollar limitation,
or a combination of these methods, We feel strongly that no standard
percentage can be prescribed. The Departments also agree that we
should provide a coordinated method of arriving at our "share" of a
contractorts research program. We think that the forum now used for
negotiated .overhead rates may well be used for this joint determination.

As you requested, I have discussed the compensation principle with
Under Secretary MacIntyre., He suggests that we recognize that, in the



admini strative review of compensation, we can only hope to focus on
the out-of-line or unreasonable situation, Since this is true, he
suggests that we try to inject some flavor of this approach into our
cost principle to relieve our people of a difficult task. This
approach would also help to close a possible opening for hostile
critics in specific situations involving profit-sharing plans. Secretary
MacIntyre indicated that he was offering this approach as a suggestion
only, and he will not press for its adoption if we can not easily
accommodate it. I now feel that the suggestion has merit, and I am
concerned only that we do not reverse the basic approach to the entire
set of cost principles, We will endeavor to draft language to accom=
modate Secretary MacIntyret!s suggestion.

1 am attaching a copy of the transcript of the 15 October meeting
together with a copy of the latest Industry comments which we received
this afternoon. I have been informed that the Machinery and Allied
Products Institute will submit separate comments later this week.

J. M. MALLOY a'

CDR, SC, USN
Staff Director, ASPR Division
Office of Procurement Policy

Inclosures



10 November 1958

MEMORANDUM FOR MR, McNEIL

I am attaching a status report of our
progress on Section XV together with a copy
of the latest industry comments which just came
in, Ernest Leathem is going to see me on
Thursday with respect to the industry comments,

Inclosures

NOV 1 U 1958
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Statas Report on Cemtract Cost Prinsiples
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Proposed Amendments to Draft Dated 21 August 1958
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15-000 Scope of Séction. This SééiiSn contains general cost prin=-

-

ciples and standards for use in connection with (i) the determination of
costs under cost-reimbursement type contracts, (ii) the utilization of
cost data by contracting officers in the negotiation of fair and reasonable
prices under the various types of fixed prii§ contracts, and (iii) the

r Coads Oand

preparation and presentationﬁéié cost estimates by prospective contractors,

contractors, and subcontractors.

Part 1 - Applicability

15-101 Scope of Part, This Part prescribes the use of the cost

principles and standards set forth in the several succeeding Parts of this
Section in contracting and subcontracting and delineates the nature of
such use under different circumstances.,
15-101.,1 Use., Part 2 is prescribed for use:
(i} As a contractual basis,by incorporation by reference in the
contract, for determination of:

(A) reinbursable costs under cost-reimbursement type contracts
including cost-reimbursement type subcontracts thersunder
and the cost-reimbursement portion of time and materials
contracts;

(B) costs of terminated cost-reimbursesment contracts;

1 TAB C



(C) terminations when the amounts thereof are determined
unilaterally by the contracting officer in accordance
with ASPR 8-209.7(a).
(D) the determination of final overhead rates,
(ii) By contracting officers in the evaluation of cost data in CowwbCT,0W
vaTH fixed-price incentive and redeterminable type contractf and
negotiated termination settlement apgreements, as follows:

(A) 1In Retrospective Pricing and Settlements, Tn negotiating

firm fixed prices or settlements for work which has heen
conpleted or substantially completed at the time of
negotiation (i.e., final negotiations under fixed-price
incentive contract, redetermination of price after com~
pletion of the work, or negotiation of a settlement
agreement under a contract terminated for the convenience
of thae Government), the treatment of costs is a major
factor in arriving at the amount of the price or settle-
rnent. Accordingly, ASPR Section XV, Part 2, shall serve
as the basis for evaluation of cost data (but see para-
graphs (C) and (D) below), However, the finally agreed

price or settlement represents something other than the

» [ 4 -“‘
W o

lﬁm‘c.ota_l;I‘§i_1_1_:1.of accepbable costs, since the final price
accepted by each party does not necessarily reflect
agreement on the evaluation of esach element of cost,

but rather a final resolution of all issues in ths

negotiation process.



(B)

In Forward Pricing. To the extent that costs are a factor

in forward pricing (i.e., an intermediate price revision
covering, in whole or important part, work which is yet
to be performed, or a target price under an incentive
conbract), ASPR Section XV, Part 2, shall be utilized to
provide general guldance in the consideration of cost data
incident to the negotiation of fair and reasonable prices
rather than as a prescribed basis for determining such
prices. In this respect, the policies and procedures

set forth in ASPR Section III, Part 8, are governing

and shall be followed., The extent to which costs
influencelgg;:;g?gricing varies greatly from case to
case. In negotiations covering future work, actual costs
cannot be known and the importance of cost estimates
depends on the circumstances. The contracting officer
must consider all the factors aiffecting the reasonable-
ness of the total proposed price, such as the technical,
production or financial risk assumed, the complexity of
work, the extent of competitive pricing, and the
contractor's record for efficiency, economy and ingenuity,
as well as available cost estimates., He must be free

to bargain for a total price which equitably distributes
the risks between the contractor and the Government and

provides incentives for efficiency and cost reduction.

In negotiating such a price, it is not possible to

; identify the treatment of specific cost elements since the

bargaining is on a total price basis,

3



(C)

In view of the considerations set forth above, the
contracting officer will not be required to specifically
evaluate and explain the treatment accorded sach
individual item of cost in substantiating the justi-
fication of a price,

Part 2 is not prescribed by this regulation for

incorporation in fixed-price incentive and redeterminable
type contracts. While recognizing the significance of
costs in the establishment of prices under these types

of contracts, the use of cost principlss in such
situations must be flexible because the problem is

one of negotiating a fixed price rather than the
determination of allowable or unallowable costs,

Since fixed-price incentive and redeteminable type
contracts are basically of the fixed-price type,

nothing in this Part 2 shall be construed as preventing
the submission by contractors of requests for considera=-
tion of any item which is considered by the contractor

to contribute to performance of the contract., Such
requests shall be in addition to and shall be
specifically excluded from the development and submission
of cost data and price analysis contemplated by

ASPR 15-101,1(iv) below. Such information may be taken
into consideration by the Contracting Officer in
determining the overall price to the extent appropriate

to the circumstances of the particular procurement.,



(iii) By contracting officers in the negotiation of firm fixed-price

type contracts.

A, In negotiating firm fixed-price typs contracts, (including
those containing escalation provisions) and the
non-cost-reimbursement portion of time and materials
contracts, the use of cost analysis as a pricing aid is

¥ 3 &— ordinarily not necessary. Accordingly, utilization of

the cost principles set forth in this Part 2 is not

appropriate. In some situations, the various techniques

of pricing enumerated in ASPR Section ITI, Part 8, will
not be adequate, In these instances, cost estimates can
be of assistance in the negotiation of a fair and reasonable
price; however, primary concern is with the level of
estimated cost and secondarily with the types of costs
included in the estimates, These cost estimates will
usually require evaluation primarily on a cost e&:éggi'}
basis, e.g., the reasonablensss of the total labor
estimate giving consideration to total estimated manhours
or the reasonableness of the overhead figures on a rate
basis, In this connection, the general principles set
forth in ASPR 15-201, 15-202 and 15-203 should be

ubilized to the maximum degree practicable,

(iv) By contractors, prospective contractors, and subcontractors,

as a hasis for the development and submission of cost data

and price analyses to contracting officers for the purpose



(v)

of negotiating estimated costs under cost-reimbursement type
contracts or prices under fixed-price type contracts, with
the exception of those proposals expected to lead to the
negotiation of firm fixed-prices where the prices are to be
established prior to or at the outset of the work. The
above exception includes fixed-price contracts containing
escalation provisions and the non-cost-reimbursement portion
of time and materials contracts,
By the Audit Agencies in thelr advisory capacity of

2 e

providing accounting\in the situations enumerated in (iv)

above,



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

SUPPLY AND LOGISTICS
CcPp

Dear

We have completed our staff analysis of the views of industry as
expressed in connectlion with the draft of the comprehensive set of cost
principles dated 10 September 1957.

We believe that the next step should be to consider with industry
certain issues which have been raised by industry comment and which are
basic to the realization of a mutually acceptable document. The issues
have been separated into twelve questions, four of which are basic to
the use of a qomprehensive set of cost principles and the remainder of which
relate to those individual items of expense which were most widely commented
on,

There is attached a listing of the major issues which were takéen from
the prior comment of industry. This, together with a consideration of
certain sections of the September 10, 1957 draft which have been rewritten,
will be used as the agenda for the meeting. We believe that it is necessary
to adhere to this agenda in view of the extent of the questions raised. We
believe that the conclusions reached with respect to these questions will
serve as-a basis for the solution of whatever other questions of lesser
significance may remain.

We are inviting industry to meet with us on Wednesday, 15 October at
9 a.m, in room 3E 869, The Pentagon for a discussion of the principles in
order to permit their early publication, It is believed that a small
representative group can be most effective in maintaining the meeting at
a productive level, In terms of participation, each Association should
limit itself to a single spokesman and it is suggested that attendance be
confined to the minimum necessary to assist the spokesman., As indicated
in my letter last February, it is my plan to attend this meeting, along with
the Assistant Secretary of Defense (Comptroller) and the Materiel Secretaries
of the Military Departments, in order that we may have a clsar understanding
of Industry's position and of the proposed revisions as they now stand,

For your ready reference there is attached a copy of the draft dated
10 September 1957. In addition, there are attached revised drafts of
the following paragraphs which will constitute part of the agenda:



Parégragh or Part
Part 1, "Applicability"

15-204.,1(b)

15-204.2(f) Compensation

15-204.2(y) Overtime

15-204.2(11) Research and
Development Costs

Purpose of Change

To clarify intent that Part 2 has application
to "negotiated" pricing and to clarify the
nature of the evaluation of cost data in
such pricing.

To express the intent that contractors should
negotiate in advance the reasonableness and
allocability of the enumerated items of
expense under certain conditions; that failure
to do so involves grave risks for the con-
tractor with respect thereto; and that the
option to negotiate may be exercised by the
contracting officer as well as the contractor
or prospective contractor,

To simplify the coverage; to modify it to
provide for the allowability of management
incentives to the extent that the total compen-
sation is reasonable; and to sharpen the
guidance with respect to reasonableness of
compensation.

To provide compatibility with the principles
contained in ASPR 12-102,

To provide that independent applied research
and development may be allocated to appropriate
sponsored applied research and development
contracts in instances in which a contractorts
normal course of business does not involve
production work,

A similar letter is being sent to the other industry Associations which
have been active in assisting the Department of Defense in the solution of

this complex problem.

Inclosures

Sincerely yours,
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AGENDA

Meeting with Industry Representatives
Contract Cost Prineiples

October 15, 1958

A. Differences in general concepts betwden industry comments and
September 10 draft: °

1.

3.

L.

Applicability - .

4

Concern evidenced that the application to fixed-price type comtracts
may lead to formula pricing, Discussion of revised Part 1.

"All Costs™ concept -

Contention that Goverrment should accept a share of all normal
business costs,

Reasonableness and allocability -

Feeling expressed that the terms *"reasonableness" and allocability*

need no further amplificatioen in the principles. Contractor's normal
practice and accounting system should govern acceptance of specific costs,
Advance understandings -

Objections were raised to the provision encouraging advance negotiations

to reach ‘agreement on the basis for allowing certain costs, Discussion
of clarifying revision of Paragraph 15-204,1(b).

Specific litems of cost:

1,
2,

3
4,
5e

Advertising .
Campensation for personal services -

Discussion of revision of Paragraph 15-204,2(f).
Contributions and donations

Interest

Overtime -

Discussion of revised Paragraph 15-204.2(y).

Plant reconversion costs
Research and development -

Discussion of revised Paragraph 15-204.2(4i).
Training and education
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© 2", " Proposed Amendments to Draft Dated 10 September 1957
SECTION XV
CONTRACT COST PRINCIPLES

15-000 Scope of Section, This Section contains general cost principles

and standards for use in connection with (i) the determination of historical
costs, (1;)_tbe preparation and presentation of cost estimates by prospective
contractors, contractors and subcontractors in negotiated procurement and in
termination for convenience of the Government, and (iii) the audit of cost
in the negotiation and administration of contracts, and (iv) the evaluation

of cost data in procurement and contract administration.

Part 1 - Applicability
15-101 Scope of Part, This Part prescribes the use of the cost principles

and standards set forth in the several succeeding Parts of this Section in
oohtracting and subcontracting and delineates the nature of such use under
v?;_i Lo :

different circumstances.

15-101.1 Use., Part 2 is prescribed for use:

(1) As a contractual basis, by incorporation by reference in the
contract, for determination of:

(A) reimbursable costs under cost-reimbursement type contracts
including cost-reimbursement type subcontracts thereunder
and the cost-reimbursement portion of time and materials
contracts;

(B) terminations when the amounts thereof are determined
unilaterally by the contracting officer;

(C) costs of terminated cost-reimbursement contracts,
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As a basis for:

(A) the development and submission of cost data and price
analyses by contractors and prospective contractors as
required in support of negotiataed pricing, repricing,
negotiated overhead rates, }equosts for progress payments,
and settlement proposals un&éf termination;

(B) audit reports prepared by the Audit Agencies in their

advisory capacity of providing accounting-information

A}

&

-

respecﬁing'nagqtiated pricing, remricing and termination,
By Contracting Officers in the evaluation of cost data, as
follows:

4
(A) In Retrospective Pricing and Settlements, In negotiating: .

firm fixed prices or settlements for work which has been
. L\ .

completedfor(;ubstantially completed)at the time of

negotiation (e.g., final negotiations under fixed-orice

incentive contract, redetemination of price after com-

pletion of the work, negotiation of final overhead rates, ~§
or negotiation of a settlement agreement under a contract . ﬁ%
terminated for the convenience of the Government), the . ?;
treatment of costs is a major factor in arriving at the \ \E

amount of the price or settlememt. Accordingly, ASFR,
Section XV, Part 2, shall serve as thefgéésg for evaluation
of cost data, However, the finally agreed price or
settlement represents something other than the sum total

of acceptable costs, since the final price accepted by

each party does not necessarily reflect agreement on the
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evaluation of each element of cost, but rather a final
resolution of all issues in the negotiation process,

.(B) In Forward Pricing, To the extent that costs are a

factor in forward pricing, ASPR, Section XV, Part 2,
shall serve as a guide in the evaluation of cost data.
Tﬁ; extent to which costs influence forward pricing
varies greatly from case to case, In negotlations
covering future work, actual costs cannot be known and
the importance of cost estimates depends on the ciroum-
stan;;s. Thy contracting officer must consider all the
factors affecting the reasonableness of the total proposed
price, such as the technical, production or financial
risk assumed, the complexity of work, the extent of
competitive pricing, and the contractoris record for
efficiency, economy and ingenuity, as well as avaeilable
cost estimates, He must be free to bargain for a total
price which equitably distributes the risks between the
contractor and the Govermment and“provides incentives for
efficiency ond cost reduction. In 'negotiating such.a
price, it is not possible to identily the treatment of
specific cost elements since the bargaining is on a total
price basis, Thu®, while Part 2 will be used to evaluate
cost—data, it will not control negotiation of prices for
work to be perfeormed in the future, e.éo, negotiation of
a firm fixed-price contract, an intermediate price revision

covering, in whole or impoirtant part, work which is yet
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to be performed, or a target price under an incentive
\\ contract.
(iv) As-éhe basis for the fesolution of questions of acceptability
of individual costs whenever such gquestions become issues,

15-101.2 *Allowable™ and "Unallowable" in Connection with Fixed-Price

Type Contracts, As used in ASPR, Section XV, Part 2, the words "allowable,"
funallowable,” and the like, shall, in connection with any fixed-price type

contract, mean "acceptable,” Munacceptable," and the like,
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Negotiation Requirement

}Xﬁodiry 15-204,1(b) to read as foi%ows:
(b) The extent of allowability of the selected items of cost covered in
ASPR 15-204.2 has been stated to apply broadly to many accounting systems in
varying contract situations. Thus, as to any given contract, the reasonableness
and allocability of certain items of cost may be difficult to determine, particularly
in the case of contractors whose business iq_predominantly or substantially with
the Govermment. In order to avoid possible subsequent disallowance based on
unreasonableness or non-allocability, it is important that prospective con- -
tractors, particularly those whose work is predominantly or substantially with
the Goverrment, seek agreement with the Govermnment in advance of the incurrence
of special or unusual costs in categories where reasonableness or allocability
. are difficult to determine, Such agreement may be initiasted by the contracting
officer, Any such agreement should be incorporated in cost-reimbursement type
contracts or made a part of the contract file in the case of negotiated fixed-
price type contracts, and should govern the cost determinations covered thereby
throughout the performance o{\the related contract. Included are such elements as:
(1) oompensation f&rxpgraonal services (ASPR 15-204.2(f));
(ii) wuse charges for fﬁi{& deprggigted assets (ASPR 15-204.2(1)(6));
(111) food and dormitory service fb}éiahed without ;ost to employees
or involving significant losses {kSPR 15-204.2(n));
(iv) deferre& maintenance costs (ASPR 15-204.2(t)(1)(11));
(v) pre—contract costs (ASPR 15-204.2(dd));
(vi) research and development costs (ASPR 15-204,.2(i1)(6));
(vii) royalties (ASPR 15-204.2(33));
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(viii) selling and distribution costs (ASPR 15-204,2(kk)(2)); and
(ix) travel costs, as related to special or mass personnel movement

(ASPR 15-204.2(88)(5)).
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Compensation for Personal Services

Modify 15-204.2(f) to read as follows: —

(£) Compensation for Personal Services.

(1) General. a. Compensation for personal services includes all
remuneration paid currently or accrued, in whatever form and whether paid
imnediately or deferred, for services rendered by employees to the contractor
during the period of contract performance, It includes, but is not limited
to, saiaries, wages, directors' and executive committee memberst fees, bonuses,
incentive awards, employee stock options, employee insurance, fringe benefits,
and contributions to pension, annuity, stock-bonus and plans for incentive
compensation of management employees, Except as otherwise specifically pro-
vided in this paragraph (f), such costs are allowable to the extent that the
votal compensation of individual employees is reasonable for the services
rendered and are not in excess of those costs which are allowable by the
InterAal Revenue Code and regulations thereunder.

b. Compensation is reasonable to the extent that
the total amount paid or accrued, is commensurate with compensation paid under
the contractor's established policy and conforms generally to compensation paild
by other contractors of the same size, in the same industry, or in the same
geographic area, for similar services, quever, certain conditions give rise
to the need for special conaideration and possible limitation as to allowability
for contract cost purposes where amounts appear excessive. Among such conditions
are the following: —

(i) Compensation paid to owners of closely held
orporations, partners, sole propriet?rs, or members of the immediate families
7
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_£thereof, or to persons who are contractually committed to acquire a substantial
financial interest in the contractor's enterprise. Determination should be made
that such compensation is reasonable for the actual personal services rendered
rather than a distribution of profits.

(11) Any change in a contractor's compensation
policy resulting in a substantial increase in the contractor'!'s level of
compensation, particularly when it was concurrent with an incrtase in the ratio
of Government contracts to other business, or any change in the treatment of
allowability of specific types of compensation due to changes in Goverrment
policy.

(i111) The contractor's business is such that his

compensation levels are not subject to the restraints normally occurring in
the conduct of competitive business,

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

4. In addition to the general requirements set forth
in 8 through ¢ above, certain forms of compensation are subject to further
requirements as specified in (2) through (10) below.

(2) Sslaries and Wages. Salaries and wages for current services

include gross compensation paid to employees in the form of cash, products,
or services, and are allowable subject to the qualifications of (y) below,

(3) Cash Bonuses and Incentive Compensation. Incentive compensation
for management employees, cash bonuses, suggestion awards, safety awards, and
incentive compensation based on production, cost reduction, or efficient
performance, are allowable to the extent that the overall compensation is

8
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determined to be reasonable and such costs are paid or accrued pursuant to an
agreement entered into in good faith between the contractor and the employees
before the services were rendered, or pursuant to an established plan followed
by the contractor so consistently as to imply, in effect, an agreement to make
such payment. (But see ASPR 15-204.1(b).) Bonuses, awards and incentive
compensation when any of them are deferred are allowable to the extent provided
in (6) below,

(4) Bonuses and Incentive Compensation Paid in Stock. Costs of
bonuses and incentive compensation paid in the stock of the contractor or of
an affiliate are allowable to the extent set forth in (3) above (including
the incorporation of the principles of paragraph (6) below for deferred bonuses
and incentive compensation), subject to the following additional requirements:

(1) wvaluation placed on the stock transferred shall be the
fair market value at the time of transfer, determined
upon the most objective basis available; and

(ii) accruals for the cost of stock prior to the issuance
of such stock to the employees shall be subject to adjust-
ment according to the possibilities that the employees
will not receive such stock and their interest in the
accruals will be forfeited,
Such costs‘otherwise“allowable are subject to adjustment according to the

principles set forth in (6)c. below., (But see ASPR 15-204.1(b).),

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

of the contractor or of an affiliate is unallowable,

(6) Deferred Compensation. a. As used herein, deferged compensation

includes all remuneration, in whatever form, for services csrrently rendered,
9

‘ #%N,, ’
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for which the employee is not paid until after the lapse of a stated period
of years or the ocourrence of other events as provided in the plans, except
that it does not include normmal end of accounting period accruals, It includes
(1) contributions to pension, anmuity, stock bonus, and profit sharing‘plang,
(11) contributions to disability, withdrawal, insurance, survivorship, and
similar benefit plans, ind (1i1) other deferred compensation, whether paid
in cash or in stock.,

b. Deferred compensation is allowable to the extent
that (1) it is for services rendered during the contract period; (ii) it is,
together with all other compensation paid to the employee, reasonable in
amount; (iii) it is paid pursuant to an agreement entered into in good faith
between the contractor and employees befors the services are rendered, or
pursuant to an established plan followed by the contractor sc consistently
as to imply, in effect, an agreemsnt to make such payments; and (iv) for a
plan which is subject to approval by the Internal Revenue Service, it falls
within the criteria and standarde of the Internal Revenue Code and the
regulations of the Internal Revenue Service. (But ses ASPR 15-204.1(b).),

¢. In determining the cost of deferred compensation
allowable under the contract, appropriate adjustments shall be made for
credits or gains arising out of both normal and abnormal employee turnover,
or any other contingencies that can result in a forfeiture by employees pf
such deferred compensation. Adjustments shall be made only for forfeitures
which directly or indirectly inure to the benefit of the Qontractor; for-
feitures which inure to the benefit of other employees covered by a deferred

ocompensation plan with no reduction in the contractort's costs will not normally

10
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give rise to adjustment in contract cSQts. Adjustments for normal employee
turnover shall be based on the contractor's experience and on foreseeable
prospects, and shall be reflected in the amouﬁpﬁbf cost currently allowable,
Such adjustments will be unnecessary to tho,‘xtent that the contractor can
demonstrate that its contributions take 1ﬁ§o account normal forfeitures,
Adjustments for possible future abno;mé; forfeitures shall be effected according
to the following rules:
(;)' abnormal“forfeitures that are foreseeable
" and which can be currently evaluated with
reasonable accuracy, by actuarial or other
sound computation, shall be reflected by an
adjustment 6: current costs otherwise
&llowable; and
(41) abpohnll forfeiturea,nnot within (i) above,
| maf hg made the subject of agreement between
the Go%nrnmsnt and the contractor either as
to an equitable adjustment or a msthod of
_ determining such adjustment,
#Aé d. In determining whether deferred compensation is
for services rendered during the contract period or is for future services,
consideration shall be given to conditions imposed upon eventual payment, such
as, requirements of continued employment, consultation after retirement, and
covenants not to compete,
(7) Fringe Benefits, See (o).
(8) Overtime, Extra-Pay Shift and Multi-Shift Premiums. See (y). \tl

11 :
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(9) ZIraining and ation m. See (qq).
(10) Insurance and Indemnification. See (p). .
'
\ "‘Tl
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(i1) Fﬁeseafﬁﬁ and Development Costs,

;gl) ’RéseifCh and development costs are divided into two major
categories;for the pﬂrpOSe of contract costing — (1) basic research, also
referred to as general research, fundamental research, pure research, and
blue-skxfresearch and (i1i) applied research and development, also referred
to as product resedrch and product line research.

‘ (2) Basic research is that type of research which is directed
{fpward iq;reasg of knowledge in science. In such research, the primary aim
of the iévestigator is a fuller knowledge or understanding of the subject
under stédy, rather than a practical application thereof, Costs of indepen~
dent basic reseérch (that which is not sponsored by a contract, grant, or
other a#rangement) are allowable, subject to (6) below and subject also to
their being allocated to all of the work of the contractor.

(3) Applied research is that type of research which is directed
toward practical application of science. Development is the systematic use
of scientific knowledge directed toward the production of or improvements in
useful materials, devices, methods, or processes, exclusive of deslign, manu-
facturing, and production engineering., Costs of a contractort!s independent
applied research and development (that which is not sponsored by a contract,
grant, or other are allowable, subject to (6) below, under any
production contract to the extent that such applied research and development
are related to the product lines for which the Government has contracts and
such costs are allocated as indirect costs to all production work of the
contractor on such contract product lines, Costs of independent applied
research and development are unallowable under research and development
" contracts, However, in cases where a contractor!s normal course of business

13



does not involve production work, the costs of independent applied research and
development work (that which is not eponsofed by contract, grant or other
arrangement) are allowable, subject to (6) below, to the extent that such work
is related and allocated as an indirect cost to the field of effort of the
Government applied research and development contracts, i
h (h) Independent research and development projects shall absorb
rtheir apprOpriate share of the indirect costs of the department where the
work is performed

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

(6) 1In addition to the definition of reasonableness provided in
ASPR 15-201.3, the reasonableness of expénditures for independent research
and development should be determined in light of the pattern of the cost of
past programs (particularly ehoee existing prior to the placing of Government
contracts), with due consideration to changes in science and technology. Such
expenditures must be scrutinized with great care in connection with contractors
whose work is predominantly or substantially with the Goverhment.&iWhere such
expenditures are not subject to the restraints of commercial proddet pricing,
there must he assurance that these expenditures are made pursueﬂt to & planned
research program which is reasonable in scope and is well managbdm\\The costs
should not exceed those which would be incurred by an ordinarny prudent

person in the conduct of a competitive business, (See ASFR 15—26y.1(b).)
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(y ertime, Extra-Pay Shift and Multi-Shift Premiums, Overtime, extra-pay
b

shifts, and -
s multi-shift work is allowable to the extent approved pursuant to

ASPR 12-102,.4, or authorized pursuant to ASPR 12-102,5
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS

CR
2 December 1958

MEMORANDUM FCR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS)

SUBJECT: Status Report on Contract Cost Principles

I have continued to meet regularly with Departmental representatives
on both the main body of cost principles and the research and development
principle. With respect to the latter, I can now report substantial
agreement, I am attaching a draft of this principle which is currently
being circulated for final comment, I expect that our recommendation

~to you will be substantially as indicated in the attached draft. You will
\“V“ note that we have adopted the latest industry proposal, which was submitted
' in Mr. Leathem's letter of November 7, 1958, almost word for word. We have,
\ however, added our safeguard in paragraph 8 of the attached draft. Our
committee is firmly and unanimously of the view that this approach is the
only practical one.

v

We have finished our review of the industry comments with respect to
particular items of cost. We will recommend a change in the title of the
section (to Contract Cost Principles and Procedures). Additionally, we have

(7 agreed on a revision of the treatment of advanced understandings, rentals
and plant reconversions costs. We will present a revised proposal on

! advertising costs, compensation and contributions and donations, although
our recommendations in these latter three cases will not be unanimous.

We are currently working on a revision of the applicability section. As
indicated by the industry comments, this section holds the key to the entire
package. There is developing within the Departments, particularly in the
Navy and Air Force, a basic fear that we may be trying to go too far in making
our cost principles applicable in the fixed-price area. I am told that these
sentiments have at least some backing at the Secretarial level, The Army
position is not clear at the moment, although there is agreement with the
Navy and Air Force thinking at the Army staff level. We will meet again on
Thursday of this week to endeavor to draft a revision of the applicability
section which will have the effect of lessening the impact of the cost
principles in the fixed-price area, but which, on the other hand, will not
leave a void in this area as currently exists. I do not intend to let this
disagreement on applicability drag on; however, I think that we owe it to
industry to seriously reconsider our previous position in this most basic
portion of the cost principles,



Subj: Status Report on Contract Cost Principles 2 December 1958

It is my hope that we can provide you and the other Materiel
Secretaries with a specific proposal for your further consideration by the

end of next week,
@%M‘d»
Cdr, SC, USN

Staff Director, ASPR Division
Office of Procurement Policy

1 Incl
Draft dtd 1 Dec 58



DEPARTMENT OF THE AIR FORCE
HEADQUARTERS UNITED STATES AIR FORCE
WASHINGTON 25, D. C.

i December 1958
MEMORANDUM FOR COMMANDER J. M. MALIOY, OASD (S&L)
SUBJECT: Comprehensive Cost Principles

1, This is in compliance with your request at our meeting on
2 December 1958, that I furnish you a written resume on my thinking
on the "Applicability" aspects of the subject principles. I'm sure
you can appreclate the fact that, due to the limited time available
for preparation, these thoughts are far from being in finlished form.
They will, however, serve as a basis for further discussion in our
efforts to reach a common ground to present tc the Secretaries. This
paper, of course, does not purport to presemt a formel "Air Force
position".

2. It is my firm convietion that the proposed Cost Principles
in their present form - or even with & reasonable degree of liberalization
and clarification of certain, specific, individual prineciples - cannct
be issued except by & unilateral decision by the Department of Defense
to do 8o over the protests of industry.

3. There appears to be but two alternatives open whereby a
set of principles can be issued, which will have a semblance of
acceptance on the part of industry. These are:

a. Acceptance of industry's "all costs" concept and relying
on the tests of reagonablenees and allowability.

b Revision of the "Applicability"™ section to recognize
clearly the line of demarcation between cost-reimbursement type and
fixed-price type contracts.

4., While industry would undoubtedly prefer the former (2a. above),
this alternative is not consldered to be appropriate in Goveroment
contracting, for the reasons outlined by the Govermment throughout
the long history of this effort, culminating in the discussion of
this point at the 15 October 1358 conference between industry and
Department of Defense representatives.

5. On the other hand, alternative 2b. above, appears to me to
be fundementelly sound, and if adopted, should =znable us to promulgate
the principles at an early date with substantial acceptance by industry -



Memo for Cdr J. M. Malloy, OASD (S&L), Subject: Comprehensive Cost
Principles, dtd 4 Dec 58 (Cont'd)

at the same time preserving the Govermment's ability to price effectively
its fixed-price type of contracts, including the consideration of cost
date in areas where this is essential, eg., incentive and redeterminable
contracts.

6. In support of revision of the "Applicability" section as
stated above, the following points are offered:

a. It is in keeping with the basic premises of ASFR Seetion III,
Part 8, "Price Negotiation Technigues," from which the following
pertinent excerpts are ligted: .

-307(a) "When products are sold in the open market,
costs are not necessarily the controlling factor in establishing
& particular geller's price. Similarly, where competition may
be ineffective or lacking, estimated costs pius estimated profit
are not the only pricing criteriaesss.. The objective of the
contracting officer shall be to negotiate fair and reasonable
prices in which due weight is given to all relevant factors,
including those in ASPR 3-101."

3-807(b) "While the public interest requires that
excessive profits be avolded, the contracting officer ghould
not become so pre=-occupied with particular elements of a
contractor's estimate of cost and profits that the most important
conglideration, the total price itself, is distorted or diminisghed
in its significance.”

3-807(c) "A fair and reasonable profit cannot be made
by simply applying & certain predetermined percentage to the
cost estimate or selling price of a product.”

3-808.2(c) "Rough yardsticks may be developed.... to
point up apparent gross inconsistencies which should be subjected

to additional pricing techniques, including cost analysis. Such
yardsticks should be considered as an indispensable adjunct to
cost analysis, since a study of a single offeror's estimated
costs in sole source situations will not indicate whether the
propoged price is fair and reasonable in comparison with other
products of the same kind.”

-808.3(a) "The need for cost analysis depends on the
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effectiveness of the methods of price analysis outlined in ASPR 3~808.2,
the amount of the proposed contract, and the cost and time needed
to accumulate the information necessary for analysis. When cost
analysis 1s undertaken, the contracting officer must exercise
judgment in determining the extent of the analysis.®™ (The balance
is 3-808.3 is too lengthy to incorporate herein. It is however,
highly significant in considering the problem at hand, setting
forth as 1t does comprehensive treatment on the use of cost

analysis.)

3-808.6 "When purchases of standard commercial or
modified standard commercial items are to be made from sole source
suppliers, use of the techniques of price and cost analysis mey
not always be possible. In such instances....the contractor's
price 1listB.e¢.+..8h0uld be examined....and negotiationg conducted
on the basis of the “best user,""most favored customer™ or similar
practice customarily followed by.the contractor.™

b. In implementing ASPR Section III Part 8,'the AFPI contains
the following pertinent provisions:

3-808.1 "Under fixed-price type contracts, including
redeterminable types, prices are to be negotiated, not separate
elements of cost plus profit. In many cases, & breakdown of priece
into cost and profit elements will be useful in the process of
analyeis, evaluation, and negotiation of proposed prices. A
negotiated price is the basis for payment to a contractor under
fixed~price type contracts; allowable costs are the basis for
reimbursement under cost-reimbursement contracts."

3-809(a)(2) "Auditors do not recommend ‘disallowance’
of costs under fixed-price type contracts as they do under cost-
reimbursement type contracts because costs are not reimbursed,
prices are paid. Therefore, auditors 'question' costs in advisory
reports. The contracting officer, in negotiating price, will
take such questioned costs into consideration, exercising judgment
in this area and giving dve regard to the fact that prices, not
costs, are finelly negotiated.”

c. The use of cost princibles in the fixed price area need not
be abandoned or lost, it need only be put more sharply into proper
perspective, counsistent with the above cited ASPR and AFPI provisions.
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Industry recognizes this fact. Mr. Leathem stated, at the 15 October
1958 meeting: "I don% think any of us in industry will argue on cost-
reimbursement type contracts nor on incentive type contracts or price
redetermination type contraects, in which from the outset we have accepted
costs as a pricing technique, but we object very strenuously to being
subjected to cost determinations when we did not accept this type of
determination in establishing the price from the outset of the contract,

d. There can (and should) be included in the principles a
direct caveat against "formula pricing". In those cases (in fixed-
price type contracts) where cost estimates are a factor, primary
concern is with the level of estimated costs and seco concern
with the types of costs included in estimates. This is especially
true in areas of prospective pricing, where costs estimates are not
the sole determinant for pricing. The Government should provide the
best incentive to efficlency be negotiating prices which will encourage
contractors to control costs.

To None of the foregoing is intended to convey the thought that
our people should not - where cost analysis 1s required in negotiating a
fixed-price type contract - utilize the cost prineiples as an aid in
their evaluation of the contractor's proposal. I feel that we are on
basically sound grounds in the concept underlying the proposed comprehensive
set, but that we have been too cautious in our terminology (to avoid
giving the impression of complete abandonment of our right to question
certain costs), particularly in our zealousness to retain the "comprehensive"
concepte. .

8. To get more specific ag to the contents and composition of
the "Applicability" section, the following observations are submitted
for consideration by our working group:

a, It should state clearly that the principles are mandatorily
applicable to, and should be incorporated by reference in, cost-
reimbursement type contracts (this includes terminations of such contracts).

b. It should state specifically that formally advertised
contracts are not subject to the principles (terminations will be subject
to the applicable principles set forth in ASPR Section VIII).

c. It should state that, as to the fixed-price type of
contracts, the provisions of ASPR Section III, Part 8 are governing



Memo for Cdr J. M. Malloy, OASD (S&L), Subject: Comprehensive Cost
Principles, dtd 4 Dec 58 (Cont'd)

and should be adhered to, with a specific caveat against "formula
pricing™ of such contracts. In this respect, it appears advisable
to include in Section XV some of the language of Section III Part 8,
as cited in paragraph 6 above, which will allay industry™s fears of
"Formula pricing”.

d. It must, despite the foregoing, make clear that in pricing
incentive and redetermineble type contracts, there will perforce be
greater weight placed on cost considerations than is necessary in the
other fixed-price types of contractas.

e. It may be more practicable to break out all of the fore-
going except a. as a separate short Part in Section XV, with a cross-
reference thereto in the Part 2 "Applicability" section. This will
clearly form a line of demarcation, and at the same time will enable
us to establish true "principles”™ for the fixed-price variety of contracts.

9. As you have undoubtedly observed, the ideas expressed herein
do not represent too radical a departure from the current concept.
Yet, I feel they go a long way towards accommodating what I consider
to be & fundamentally sound industry position on applicability. At
the same time, we will not have placed ourselves in an indefensible
position with respect to the General Accounting Office.

10. I am furnishing copies of this paper to the other representatives
on our working group in the expectation that it may be possible, at
our meeting this afternoon, to draft some specific recommendations
for language along these lines to go in Section XV. You will recall
that I have generally adhered to the feelings expressed by the departmental
representatives at our last meeting.

,‘L_./,_ g éf_{/ﬁ..fr!{ /A

~

ce: Lt. Col. Thybony (Army)
Mr. M. E., Jones (Navy
Mr. Kenneth Kilgore (OSD)
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12 December 1958

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE ( SUPFLY AWD LOGISTICS)

SUBJECT: Letter on Compensation Expense to the Assistant Secretary of the
Air Force (Materiel)

I have redrafted thes attached letter along the lines of our dis-
cussion and I have cleared it with Max Golden. The last sentence of
the first paragraph was added st the specific requsest of Mr. Goldenm.
I think it best that this sentence be added so that there can be no
misunderstandings with respect to the intent of our letter.

J. M. MALLOY

Cdr, SC, USN

Staff Director, ASFR Division
Office of Frocurement Folicy

{’"‘J. ;( v /}{‘ (:’L 4 _}
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Applieability of Gost Principles

At the 15 October mesting, in endesvoring to support the comprehensive
use of cost prineiples as defined in the DOD draft dated 21 August 1958, I
stated, in effect, that the consideration of costs appearsz in the procurement
process (and that these are the "cost-related” areas) as fo t

1. In termination apd in reimburcement of costs under
contracts;

2. In the establishment of ressonable redetermined pricing under
price-redetermination and incemtive-type contracts;

3. In the establishment of reagsonsble prices and targets in the
negotiation of fixed-price contracte when other pricing aids
are insuffieient to establish resscmableness of price;

4. By suditors in the provision of cost data to support a factusl
basis for a proper reimbursement and for the establishment of
reasonable prices;

5. By the Board of Jontract Appesals, the Qourts, and slsewhere in
the final resolution of questions of cest.

I have checked the treamsoript of the meeting, as supplemented by the gemersl
letter of industyy and the supplemental lstter of MAPI and have found that
while there were protests against applying this set to all situations, there
was not a single argument that these are not the "cost-related” areas in the
procurement process, It is my belief that it camnot be successfully
established that they are mot. What, then, did industry say?

A. Mr. Marschalk, in reporting & situstion which he contended to be
*fopmula pricing” pointed out that the formula wes incomplete and therefore
the formula profit was inadequate, and he said:



"It is this fairy-story use of the words 'profit' and 'eost' which
lies at the bottom of all industry's objections to applying this
regulation m FORM to ANY KIND OF CONTRACT, It is the
fiction that a co a cost when it is a disallowed cost.”

"There are many other plages where proposed applisability will create
serious difficultiss for industry and goverrment BECAUSE OF THE NATURE
OF THE RULES AS NOW PROPOSED."

Although speaking to the problem of the "applicability” of the pringiples,
Mr. Marschalk spoke in favor of the "ALL COSTS" conecept, when he said:

"Recognizing that the recovery of all legitimate costs is the only
fair prospect in this gircumstance, we are compelled to the cenclusiomn
thtiththnlrmm{ngrmoan'

B, MNr, m’ m’ Fli‘ m attention to the .pp]iuhilitr.
He said:

e have felt your previous speaker has felt, for some time that
H.pimpiumum-mm-. They are certainly

the cost-reimbursement type area and they are even worse if
they go beyond the cost-reimbursement area.

"Phe MERE EXISTENCE of a set of cost prineiples,,.cannot fail to
cireumscribe the negotiating officer's area of discretion and
Judgment and would seeg to relieve him of his duty to negotiste
a reasonable price,

", ..we need to look at these cost principles both as to their
applicability AND THEIR CONTENT, and you can't divorce one from the
other,,."

G. At the emnd of the meeting, Mr. Leathem, in sumarising the activities
of the day, asserted that the Government is "actually taking away frem,..
the present levels of cost regovery,” and he stated:

",,.the most important statememts we made to you
mzm-mmemamummmmn ’
matter how you slice the cake, and untll and unless you utl:
tn-mm.nmmuummmam
INDUSTRY IN THIS WHOLE FIELD OF COST REIMBURSEMENT.

D. In the Industyy supplsmental comments of 7 November, the problem

P
i

of ALL COSTS and Applicability was again discussed, It was stated:



Y

"WE AGREE THAT A COST IS A COST WHEREVER INCURRED, BECAUSE THE
PROPOSED REGULATIONS ARBITRARILY EXCLUDE CERTAIN NORMAL OR LECTTIMATE
COSTS FROM CONSIDERATION, THE GOVERNMENT'S FROPOSALS OF AREAS OF
APPLICABILITY BECOME INFRACTICAL AND PATENTLY UNJUST.

"...it is not fair to require to certify that SOMETHING LBSS THAN
LEGITIMATE COSTS, ACTUALLY INCURRED, ARE 'total costs.!

"Despite the sincere instructions in this draft that costs shall be
only one factor of pricing, the draft astually requires that MANY
COSTS CALLED 'UNALLOWABLEY BE ELIMINATED from the submission from
the outset, Thus, such costs will never be considered in negotiation,
and will never become a factor in priecing, To this degree, fornmla

‘pricing has already occurred.

", ..We strongly urge, at the very least, that this regulation not
apply to fixzed price negotiations, or to the preparation of cost
estimates or price amalyses in negotiated precurements or terminations,
and that its use in such circumstances be specifically negated...”

"If, however, the regulations are redrafted on the prineiple of
recognizing ALL NORMAL AND LEGITIMATE COSTS, reasonable in amount and
dairly allocated, THEN THEIR APPLIGABILITY COULD BE EXPANDED, We
oppose in prineiple, however, ANY use of cost data as a formula basis

for negotiating prospective hn Tixed prices.”
Mr., Stewart, MAPI, gave perhaps one half of his attention to the problem

of applicability. Among the things which he said were the following:

".sawe should point out once more that we do not regard ASPR cost
prineiples—IN EITHER THEIR PRESENT OR PROPOSED FORM-—as desirable
or proper standards even for costereimbursement type comtracts.”

He complains that:

"the extent of allowability or unallowability of any item of cemtract
expense identified in these 'principles' would almost certaijsily be
the same under either a cost-reimbursement or a fixed-price type
contract,”

He obaserves:

:

that there is any essential

under a fixed-price contract

st-type agreement, nor that the
must recover it in the selling

"o think no one would argue seri
difference between an item of

and a aimilar expense under a
manufacturer incurring either

- 1



price of his product. And to argue from this truism that both costs
should, or must be judged by reference to the same standard seems

eminently proper as a matter of pure theory." ."We are not, however,
dealing with & theoretical exereise but a practical procurement

situation. the paragraphs which follow, Mr. Stewart isolates
‘risk' as_the point of difference between the several types of
contract,/"

It is to be noted that virtually every objection is related to the
content of the primeiples. Nr. Marschalk stated objection IN ITS PRESENT
FORM TO ANY KIND OF GONTRACT (even cost-reimbursement). Mr. Stewart
said that the application of "THESE principles are bad for all conmtracts,”
In the general Industry comment, the statement was made that "A COST IS A
COST WHEREVER INCURRED, but that if the Govermment would recognize the
all-gosts theory, "THEN THEIR APPLIGABILITY COULD BE EXPANDED," Mr. Stewart
in MAPI's supplemental comment reasserted the conclusion that the prineiples
in EITHER THEIR PRESENT OR PROPOSED FORM were inadequate for all purposes—
ineluding cost-reimbursement. MNr. Stewart seems to recognize that a cost
is a cost under all of the "cost-related" circumstances when he asserted
that the argument could not be seriously made that there is any difference
in cost treatment under the several types of contract.

Thus, Industry is, in fact, arguing against THIS SET, not any set.
It seems to me that if the DOD desires to move toward Industry asceptance
of this draft, the attention ought to be directed toward an amalysis of the
propristy of the extent and type of treatment in the several elements of
cost rather than in the Applicability aspects.

At the outset, Messrs, Kilgore and Pilson anticipated the applicability
problem and after much coordination between ASD(COMP) and ASD(S&L) and the
_ailitary departments, the following conclusion was reached:

&



"Cost treatment should be equalised as much as possible between the

several : 4 that i 4 will be
s s T e

or to the Government
by reason only of the cost treatment., Thus, the selection of the
contract type can be based upen the merits of the negotiation, i.e.,

At the same time, the risk problem was recogniged, We stated;

"Risk in the form of a comtingeney pringciple ought to be recognised
in those instances in which there is risk exposure."

I believe that our contingency cost principle, together with the
consideration of this factor im profits (covered by ASPR 3-808.4 (b))
contains proper peliey consideration of this elememt——not differences in

cost treatment.

o —
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WASHINGTON 25, D. C.

SUPPLY AND LOGISTICS
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MEMCRANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUFPLY AND LOGISTICS)

SUBJECT: Contract Cost Principles

le At your direction, I have held numerous meetings with representa-
tives of the Military Departments and the Assistant Secretary of Defense
(Comptroller) to consider the contract cost principles in the light of
the strong protests which have been received from industry. Our objec-
tive has been to take a fresh look at the entire philosophy underlying
our past efforts to develop a so-called comprehensive set of cost
principles, Additionally, we have reviewed the individual items of costs
and. our recommendations in this regard are set forth herein.

2. Separate meetings were held on the research amd development
principle with additional representatives of the Military Departments
and this office who are concerned directly with the Department of Defense
research program, We have agreed on a2 substantial revision of our pre-
vioua dreft of this principle and this new draft has been sent to the
various Assistant Secretaries for an expression of their views,

3. There is attached, as Tab A, a revision of certain portions of
the coet principles. These changes are summarized as follows:

A. Title, Changed to “"Contract Cost Frinciples and
Procedures™, This change is made to counter the industry
claim that we have included procedvral and instructional
type material in addition to "principles®™, We feel that
the detail which is included is the minimum necessary for
proper administration,

B. Advence Understandings, This principle has been changed to
clearly indicate that "Ilhe absence of such an advance agree-
ment on any element of cost will not, in itself, serve to
make that element either allowable or unallowable", Addition-
ally, we have segregated the items for which advance under-
standings are "normally essential™ from those where azreements
are "normally appropriate™,




ASSISTANT SECRETARY OF DEFENSE
Washington 25, D.C.
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31 December 1958

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

SUBJECT: Contract Cost Principles

As you are aware, our staffs have been re-eveluating cur previous
draft of the contract cost principles in the light of the strong protests
lodged by industry at the 15 October 1958 meeting and in subsequent
correspondence. The attached memorandum contains the results of this
staff analysis and contains mich food for thought as to our final
resolution of this matter. While I em not nécesserily in agreement with
all of the recommendations contained in this report, I think that it
provides ‘a basig for our further discussions. I would like to meet with
you upon my return to Washington in early February for the purpose of
formmlating a recommendation to the Secretary of Defense.

{signed)

PERKINS McGUIRE
Assistant Secretary of Defense
(Supply and Logistics)

1 Incl
Memo to ASD (S&L)
29 Dec 58
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MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS)

SUBJECT: Contract Cost Principles

1. At your direction, I have held mumerous meetings with representa-
tives of the Military Departments and the Assigtant Secretary of Defense
(Comptroller) to consider the contract cost principles in the light of
the strong protests which have been received from industry. Our objec-
tive has been to take a fresh look at the entire philosophy underlying
our past efforts to develop a so-called ¢omprehensive set of cost
principles. Additionally, we have reviewed the individual items of costs
and our recommendations in this regard are set forth herein.

2. Separate meetings were held on the research and development
principle with additional representatives of the Military Depertments
and. this office who are concerned directly with the Department of Defense
research program. We have agreed on a substantial revision of our pre-
vious draft of this principle and this new draft has been sent to the
various Assistant Secretaries for an expression of their views.

3. There is attached, as Tab A, a revision of certain portions of
the cost principles. ‘These changes are summarized as follows:

K. Title. Changed to "Contract Cost Principles and
Procedures.” This change is made to counter the industry
c¢laim that we have included procedural and instructional
type material in addition to "principles.” We feel that
the detail which is included is the minimum necessary for
proper administretion.

B. Advance Understanding:_i This principle has been changed to
clearly indicate that "The absence of such an advance agree-
ment on any element of cost will not, in itself, serve to
meke that element either allowable or unallowable.” Addition-
ally, we have segregated the items for which advence under-
standings are "normelly essential” from those where agreements
are "normally appropriate.”




Direct Costing. We recommend certain technical changes
in this principle to take care of & concept which was
inadvertently omitted and to avoid duplication of charges
under certain circumstances.

Advertising. This principle has been liberalized somewhat
to include the cost of exhibits sponsored by the Government
as well as advertising for scarce msteriais or disposing

of scrap or surplus materials.

Contributions and Donations. We have made & substantive
change in this prineiple to allow the costs of reasonable
contributions to established nonprofit charitable orgeniza-
tions. It is our feeling that industry fully substantiated
this type of cost as an unavoidable expense. We do not
believe that we have opened "Pandora's box" and, further,
we feel that no insurmountable problems of administration
will be encountered.

The Air Force representative does not concur in the
above recommendation feeling that, as proposed, this
principle would open the door to further demands by
industry, as well as lead to abuses and complex administra-
tive problems.

Interest. While we recommend that interest costs remein
unallowable, we propose an addition to ASPR 3-808.4 to
indicate that the extent of a contractor's-total investment
in the performsnce of the contract will be taken into
consideration in the fixing of the amount of the fee or
profit.

Plant Reconversion Costs. This prineiple has been
liberalized to allow-additional costs by mutual agreement
vhere equity so dictates in-special circumstances.

Rental Costs. This principie has hesn liberalized to
include "market conditions in the area" as a test. of
reasonebleness of rental costs.

Ry I am attaching as Tab B, & suggested revision of the compensation

principle.

The ohjective of this revislon is to recognize that in the

determination of the reasonableness of total compeunsation, contracting
officers, as a practical matter, can only cope with the unreasonable or
out of line situation. Since this 1s true, it is felt that we should
inject some flavor of this approach into our cost principle to assist
contracting officers in an extremely difficult area of contract adminis-
tration. The substance of thils revision 1s currently contalned in
paragraph 54~905 (&) of the Air Force Procurement Instructions.

2



5. We have spent most of our time in reviewing our previous position
with respect to the Applicability section of the principles since it is
the most controversial area both within the Department of Defense and
with indastry. In our review of industry comments, we have taken
particular note of the strong protests lodged against the applicatios of
detailed cost principles to contracts of the fixed-price type. While we
never intended to utilize the cost principles as a detailed hlueprint
for the establishment of prices in the fixed-price area, we feel that
industry is Justified in their objections to ocur previous drafts in this
regard. In asddition to the industry protests, the Military Departments
have expressed a strong desire that our regulations specifically recognize
the pricing principles incorporated in ASPR Section ITI, Part 8, as the
basic guidelines for the determination of fair and reasonable prices for
. #ixed-price type contracts. This approach is in contradistinction to our
previocus draft which, however artfully worded, gives the unmistakable
flavor of pricing by formula. Procurement personnel of all of the
Departments are apprehensive lest contracting officers use the cost
principles as & crutch to avold criticism, to the detriment of our
generally accepted pricing philosophy. They have maintained, as did
industry, that this will be the inevitable result of our previous approach
Tegardless of our intent to the contrary.

Our overall ‘analysis of the specific items of cost as now
recommended is that they are fair and equitable for strict applieation to
cost type contracts. In reviewing any of the specific items of cost, we
are necessarily primarily ¢oneerned with respect to their allowdbility
in the rigkless cost type ¢ontract. We feel that we should be more
conservative, more detailed, and more specific in this type of contract
than in those of the fixed-price type.

The need for cost analysis with respect to fixed-price type
contracts varies in a broad spectrum. In the final pricthg of incentive
contracts, mejor reliance must be placed on cogts. In re&determinable
type conpracts, we are generally looking ahead and, while cost analysis
is an important factor in establighing fair and reasonable prices, it
mist be used Jjudicicusly and not slavishly. In firm fixed-price contracts,
the use of cost analysis and the detall of its use varies on a broad.
scale. As we endeavor to fit a glven set of cost principles, tallored
as they muset necessarily be to the cost-type contract, to these meny and
veried pricing situations, we run the great danger of so inhibiting our
contracting personnel that the inkerent advantages of fixed-price contracts
and our pricing techniques will be lost.

We have previously been guided and infiuenced by the truism that
"a cost is a cost regardless of the type of contract.." We do not take

issue with this generality; however, to give effest to this principle
tends to result in a detalled evaluation of costs im most instances. This
motivation for specificity in the evaluation of a price will inevitably lead
10 formmle pricing. There are meny situations im which we need be concerned
only with the genersl level of estimated costs and secondarily with the
types of costs included in the esstimate.

3



We have stated repeatedly in ASFR that the negotiation of a fair
and reasonsble price requires the exercise of good business judgment. The
exercise of this judgment requires flexibility in the negotiation process
to concentrate on the major elements of a price. Negotiation implies and
demands a give and take approach so as to arrive at a mutually acceptable
fair and reasonable price. In this atmosphere of give and take (not
adamant dictation by one party to the negotiation) it is essential that
the Government negotiator be provided with the flexibility to recognize
the validity of a contractor's requests with respect to any element of
cost in return for e more advantagecus concession by the contractor with
respect to another element of the price.

The observetions set forth ebove are not new. They are the
basic and inherent problems which have prevented an easy resolution to
this question over the past few years. If the principles are issued
with their applicability as set forth in the 21 August 1958 draft, we
can loock forwerd to continued and violent dissgreement with industry.

We cen foresee future misunderstanding on the part of contracting officers
as they endeavor to reconcile the applicability of the cost principles
with the pricing techniques of ASPR Section III, Part 8. We can expect
pressure toward formule pricing emenating from reviewing authorities such
as the General Accounting Office.

In many respects, we find ocurselves on the horns of a dilemma.
Some members of the working group strongly advocated a complete separation
of all fixed-price type contreacts from any tie~in with the cost princ¢iples.
They would create & separate part in Section XV to cover fixed-price type
contracts in which the principles would not be used as a "guide” since
previous experience in using the present Section XV, Part 2, &s a guide in
pricing fixed-price contracts had resulted in formila pricing. The
mejority, however, while concurring in the concept of a separate part for
fixed-price contracts, belleves that since cost analysis is an important
factor in pricing meny fixed-price contracts, we need to state that the
cost principles will be used "to provide general guidance" in the pricing
of such contracts. While recognizing that even this latter tie-in to the
principles runs the danger of some formla pricing, it is recommended here
as a middle ground which offers the best accommodation of the many céonflict-
ing points of view which are involved.

While.we have redrafted the Applicabiliiy section many times,
we are not able to present a fully coordinated new draft at the present
time. Tab C, attached, appears to offer the most practical solution.

It is furnished herewith to serve as the basis for future discussions of
the basic policy questions underlying the resolution of this difficult
problem.



The representative of the Assistant Secretary of Defense (Comptroller)
does not concur with the views expressed herein. It is his view that to
the extent costs are a factor in pricing, they should be evaluated on a
uniform basis regardless of the type of contract involved. He believes
that the present proposal is inconsistent with the policy previously
established after thorough consideration at the highest levels within the
Department, and that the Applicebllity section contained in the 21 August
1958 draft, with certain minor revisions, should be retained.

(signed)

J. M. MALIOY
Cdr, SC, USN
Staff Director, ASPR Division

3 Incls
1. Tab A
2., Tab B
3. Tab C



12/9/58
TTTLE OF SECTION

In order to avoid the charge that ASPR Sec. XV is not "Cost Principles”
as the present title would indicate, we recommend that the title be changed
to "Contract Cost Principles and Procedures.”

ADVANCE UNDERSTANDINGS

Modify 15-204.1(b) of the 21 August draft to read as follows:

" +e. Such agreement may be initiated by contracting officers individually or
Jointly for all defense work of the contractor, as may be appropriate. Any
such agreement should be incorporated in cost-~reimbursement type contracts

or made & part of the contract file in the case of negotiated fixed-price
type contracts, and should govern the cost determinations covered thereby
throughout the performence of the related contract. The absence of such an
advance asgreement on any element of cost will not, in itself, serve to make
that element either allowsble or unallowable. However, the nature of certain
costs is such that advance agreements are normally essential. These are:

(1) pre-contract costs (ASPR 15-20%.2 (dd));
(11) royaslties (ASFR 15-204.2 (3j));
(111) travel costs, as related to special or mass personnel
movement (ASPR 15-204.2 (s8)(5));

Examples of others for which such agreements are normslly appropriate, though
not essential, are:

(iv) wuse charges for fully depreciated assets (ASFR 15-204.2 (1)(6));

(v) compensation for personal services (ASPR 15-204.2 (£));

(vi) deferred maintenence costs (ASFR 15-204.2 (t)(1)(ii));

(viig research and development costs $ASPR 15-204.2 (11)(6)); and
selling and distribution costs (ASPR 15-204.2 (kk)(2))."

DIRECT COSTING

In order to take care of a concept which had beén inadvertently omitted
and to avoid duplication of charges under certain circumstences, we recommend
addition of the following sentence at the end of 15-202(a):

15-202$a2 Add:

"When items ordinarily chargeable as indirect costs are charged to Government
work as direct costs, the cost of like items applicable to other work of the
contractor mist be eliminated from indirect costs allocated to Government work."

1 TAB A
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15-20k.2 I1disting of Costs.

(2) Advertising Costs.

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

(1) Advertising in trade and technical journals,
provided such advertising does not offer specific
products or gservices for gale but is placed in
Journals which are valuable for the dissemination
of technical information within the contractor's
industry; '

(11) help wanted advertising; as set forth in (gg) below,
vhen considered in conjunction with all other
recruitment costs;

(111) ocosts of participation in exhibits sponsored by the
Government for the purpose of developing military
applications of pro?ucts, and

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

(2) BExcept as provided in (1ii) and (iv) sbove, all advertising
which offers products for sale 1s unallowable.

CONTRIBUTIONS AND DONATIONS

Reasonable contributions and donations to established nonprofit charitable
organizations are allowable provided they are expechted of the contractor by the
comminity and it can reasonably be expected that the prestige of the contractor
in the commmnity would suffer through the lack of such contributions.

The propriety of the amount of particular contributions and the aggregate
thereof for each fiscal period mist ordinarily be Judged in the light of the
vattern of past contributions, particularly those made prior to the placing
of Government contracts. The amount of each allowable contribution must be
deductible for purposes of Federal income tax, but this condition does not,
in itself, justify allowsbillity as & contract cost.
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INTEREST ON BORROWINGS
Proposal: Maintein unallowebility of interest as a COST, but revised profit
policy eppearing in ASPR 3-808.L4 by edding a new subparagraph (d) and
relettering the remsining subparsgraphs. The inserted parsgraph will read:

"4. -' Extent of the Cdntra.ctor's Investment.:

The extent of a contractor's total invéétment in the performance of
the contract will be taken into conslderation in the fixing of the amount of the
fee or profit.”

PIANT RECONVERSION COSTS

(ece) Plant Reconversion Costs. Plant reconversion ecosts are those
incurred in the restoration or rehsbilitation of the contracter's facilities
to approximately the same condition existing irmediately prior to the
commencement of the military contract work, fair wear and tear excepted.
Reconversion costs are normelly unallowable except for the cost of removing
Government property and the restoration or rehebllitation costs caused by
such removel. However, in speclal clrcumstences where equity so dictates,
additionsl costs may be allowed to the extent mutually agreed upon.

Whenever such costs are given consideration, care should be exeirclsed to
evold auplicetion through sllowance as contingencies, as additional profit or
fee, or in other contracts.

RENTAL COSTS

(hh) Rental Gosts. (TIncluding Sele and Leaseback of Facilities).

Revise paragraph (1) of the principle to read as follows:

(1) Rental costs of land, building, and equipment and other
personel property are allowsble if the rates are reasonable in light of
such factors as market conditlons in the ares, the type, life expectancy,
condition, and value of the facilities leased, options available, and other
provisions of the rental agreement, ~Applicstion of -these factors involves
along vith other considerations comperison of rental costs with costs which
would be allocable if the facllitles were owned by the contractor.




DRAFT
15 Dec 58/JMM

COMPENSATION

A. To teke care of the gigantic problem incident to an examination of AILL
compensation plans, change paragraph (b) as follows:

"b. Compensation is reasonsble to the extent that the total amount
paid or accrued is commensurate with compensation paid under the
contractor's estdblishea policy and conforms generally to compensa-
tion paid by other contractor; of the pame size, in the same

industry, or in the same geographic aree,-for similar services.

In the administration of this principle, it is recognized that

not every compensation case need be subjected in detail to the

above tests. Such tests need be applied only to those cases in

vhich a general review reveals amounts or types of compensation

‘which appear unreagonsble or otherwise out of line., However,

certain conditions give fise to the need for special consideration
and possible limitation as to allowability for contract cost
purposes where amounts eppear excessive. Among such conditions

are the following: ete."

B, Take care of the past service pension credit problem by deleting the
phrase "for services currently rendered" from 15-204.2(F)(6)a, and insert
;t the beginning of paragraph b(i):
"Except for past service pension costs, it is for services

rendered during the contract period.”



Part 7 - Fixed-Price Type Contracts

15-700- Scope of Part. This Part sets forth the guldelines to be

used for the evaluation of costs in negotiated fixed-price type contracts,

including terminations thereof, in those instances where such evaluation

is required to establish prices for such contracts. "Fixed-price type"

contracts inplude, for purpoges of this Part, the following:
(1) firm fixed-price contracts (ASPR 3-403.1)
(11) fixed-price contracts with escalation (ASPR 3-1403.2)
(111) fixed-price contracts providing for the redetermination
of price (ASPR 3-403.3)
(iv) fixed-price incentive contracts (ASPR 3-403.%4)
(v) non-cost-reimbursable portion of time and materials
contracts (ASFR 3-405.1) A

15-701 ~Basic Considerations. (&) Under fixed-price type contracts,

prices, pbt separate elements of cost plus profit, are to be_negotiated.
A negotiated price is the baslis for payment to a comtractor under fixed-
price type contracts; allowable costs are the basis for reimbursement
uhdertcost-reimbursement type contracts. Accordingly, the policles and
procedures of ASPR Section III, Part 8, are governing end shall be followed
in the negotiation of fixed-price type contracts.

(b) .As'recognized in ASPR Section III, Part 8, there are within
the fixed;price type category of contracts certain situations, e.g.,
incentive and redetermineble contracts, in which costs sre & significant
factor in the negotiation of prieces. In such situationg, costs mst be:

submitted by cbntraétors, evaluated by the Government, and used as



appropriate in negotiating fair and reasonable prices. However, since
the basic objective, even in these situétions, is the negotiation of a
price rather than the determination of allowable and unallowable costs,
the use of'cost principles mist be flexible.

15-702 Cost Principles and Their Use. (a) When, pursuent to

ASPR 15-701, costs are toé be considered in fixed-pride type contracts,

Section XV, Part 2, shall be used to provide general guidance in the

consideration of cost‘data in conjunction with other pertinent
considerations as set forth more fullyvin ASFR Section III, Part 8, required
to establish a fair and ressomable price.

(b) In using Part 2 of this Section XV for general guidance,
contracting officers are not necessarily required to evaluate specifically
each individual item of cost (és is required for cost-reimbursement type
contracts) in establishing & price; nor shall they be required, in sub-
stantiating or Justifying a negotiated price, to éxpl;in the treatment
accorded each such item of cost. Notwithstanding the above, contracting
officers are required to fully substantiate and Justify any negotiated

price. (See ASPR 3-811.)
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Analysis of Treatment Accorded Specific Categories, Items, or Subitems in
Reviged Part 2, Section XV, ASPR, dated 2 November 1959
Allowable
if it Meets Allowable
Special Tests only if
Allowable or has Provided
Paragraph  Subject to Special for in Unallow-
Ttem Number Usual Tests Approval Contract able
Advertising?
In trade and technical journals valuable for dissemi-
nation of technical information within the con-
tractorts industry, provided ads do not offer
products or services for sale 15-205,1{a}(i) X
Help-wanted 15-205.1(a)(i1) 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 sale 15-205.1(a)(iii) X
To obtain scarce materials, plant or equipment or dis-
posing of scrap or surplus materials 15-205.1{a}{iv) X
411 other 15-205.1(b) X
Bad Debts 15-205.2 X
Bidding Costs:
Incurred in current accounting period 15-205.3 X
" " past " periods 15-205,3 X
(Note: Alternative methods permissible) 15-205.3
Bonding Costs:
Bonding required by contract - 15-205.4(b) X
Required in general conduct of busines 15-205.4(c) X
Civil Defense Costs:
On contractor’s p_emigses pursuant to suggestions or
requirements of civil defense authorities 15-205.5(a) X
(Notes Costs of capital assets allowable only as
depreciation) 15-205.5(b)
Contributions to local c¢ivil defense funds and projects 15-205.5(c) X
Compensation 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 Code 15-205.6(a)(1) X
In lieu of salary for services rendered by partners and
sole proprietors provided such compensation does not
constitute a distribution of profits 15-.205.6(a)(3) X
Salaries and wages for current services 15-205,6(b) X
Premiums for overtime, extra pay shifts and multishift
work _ 15-205.6(b) X
Cash bonuses and incentive compensation 15-205.6(c) X
Bonuses and incentive compensation paid in stock 15-205.6(d) X
Stock options 15-205,6{e) X
Deferred compensation for services rendered during cur-
rent period and for past service pension and retirement
costs 15-205.6(f) X
Fringe benefits 15-205.6(g) _ X
Contingencies:
In historical costing, except certain minor items 15-205.7(b) X
In estimating future costst 15-205.7(c)
Where related to known and existing conditions which
can be measured with reasonable accuracy X
Where related to known or unknown conditions which
cannot be measured closely enough to provide equitable
resultsg X

Contributions and Donations

15-205.8




Material Costs
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circumstances

performance

or market

Organization Gosts:

Other Business Expenses:

Patent Costs:

disclosures

Plant Protection Costs:

Plant Reconversion Costs:

Precontract Costs:

and Other:

of the contractor

litigation

Other Capital Assets

Recruiting Costs:

Allowable
if it Meets Allowable
Special Tests only if
Allowable or has Provided
Paragraph Subject to Special for in Unallow-
Ttem Number Usual Tests Approval Contract aole
Reasonable overruns, spoilage, or defective work 15-205.22(a) X
Cash discounts not taken because of reasonable
15-205.22(b) X
Adjustments for differences between physical and
booX inventories related to period of contract
15-205.,22(c) X
Interplant, interdivision or intraorganization transfers:
Ordinarily allowable at lower of cost to transferor
15-205.22(e) X
On a price bagis 15-205.22(e) X
Incorporation fees, attorneys' fees, accountants' fees,
brokers' fees and fees to promoters and organizers, for
organization, reorganization or raising capital 15-205.23 X
Registry and transfer charges resulting from changes in
ownerghip of securities issued by contractor 15-205,2% X
Cost of shareholders' meetings 15-205.24% X
Normal proxy solicitations 15-205.24% X
Preparation and publication of reports to shareholders 15-205.25 X
Preparation and ‘submission of required reports and forms
to taxing and other regulatory bodies 15-205.24 X
Incidental costs of directors and committee meetings 15-205.2k X
Overtime, Extra-Pay Shift and Multi-Shift Premiums 15-205.25 X
Preparing disclosures, reports and other documents
required by the contract 15-205.26 X
Searching the art as necessary to make invention
15-205.26 X
Preparing documents and other costs ian connection with
filing patent applications where title is conveyed to
Government in accordance with contract clauses 15-205.26 X
Wages, uniforms and equipment of personnel 15-205.28 X
Depreciation on plant protection capital assets 15-205.28 X
Necessary compliance with military security requirements 15-205.28 X
Cost of removing Government property and related
restoration or rehabilitation_costs 15-205.29 X
Additional costs to extent agreed upon.before incurrence  15-205.29 X
A1l other reconversion costs 15-205.29 X
To extent allowable if incurred after date of contract 15-205.%0 X
Professional Service Costs - Legal, Accounting, Engineering,
Rendered by members of a profession who are not employees
15-205.31(a) X
Retainer fees supported by evidence of bona fide services
available or rendered 15-205,31(b) X
Legal, accounting, and consulting services, and related
costs, in connection with organizations and reorgani-
zations, defense of anti-trust suits and the prosecu-
tion of -claims against the Government 15-205.31{c) X
Legal, accounting, and consulting services, and related
costs, lncurred in connection with patent infringement
15-205.31(e) X
Profits and Losses on Disposition of Plant, Equipment or
15-205.32 X
Help-wanted advertising 15-205.33 X
Operating costs of employment office 15-205.33 X
Operating and aptitude and educational testing program 15-205.33 X
Travel costs of employees while engaged in recruiting
15-205.33 X

personnel

Travel costs of applicants for interviews for prospective
employment

15-205,33 b4
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Allowable
1f it Meets Allowable
8pecial Tests only if

Allowsble or has Provided
Paragraph Subject to Special for in Unallow-
Ttem Number Usual Tests Approval Contract able
Termination Costs: (Cont'd.)
Loss of useful value of special tooling, special
machinery and equipment 15-205.42(d) X
Rental costs under unexpired leages 15-205.42(e) X
Cost of alterations of leased property 15-205.42(e) X
Reasonable restoration to leased property required by
provisions of lease 15-205.42(e) X
Accounting, legal, clerical, and similar costs reasonably
necessary for preparation and presentation of settlement
claims, and the termination and settlement of sub-
contracts 15-205.42(f) X
Storage, trangportation, protection and disposition of
property acquired or produced for the contract 15-205,42(f) X
Subcontractor claims, including the allocable portion of
claims which are common to the contract and to obher
work of the contractor 15-205.42(g) X
Trade, Business, Technical and Professional Activity Costs:
Memberships in trade, business, technical, and pro-
fessional organizations 15-205.43(a) X
Subscriptions to trade, business, professional, or
technical periodicals 15-205,43(b) X
Meetings and conferences, including cost of meals,
transportation, rental of facilities for meetings, and
costs incidental thereto 15-205.43(c) X

Training and Educational Costsi
Programs of instruction at noncollege level designed to
increase the vocational effectiveness of bona fide
employees 15-205.44(a) X
Part~time edncation at an under-graduate or post-
graduate college level relating to the job require-
ments of bona fide employees:
Training materials, text books, and fees c¢harged by
education institutions 15-205.44(b) X
Tuition charged by educational institutions_ - 15-205,44(b) X
In Heu of tuition, instructors® salaries and related )
share of indirect coat of the institution not in
excess of the tultion which would have been paid 15-205.44(b) X
Straight time compensation to employees for time spent
attending classes during working hours not in excess
of 156 hours per year 15.205.44(b) X
Tuition, fees, <raining materials and textbooks in con-
nection will full time scientific and engineering edu-
cation at a post-graduate level related to job
requirements of hona fide employees - not to exceed one
year for each employee trained 15-205.4K{c) X
Subsistence, salary or other emoluments in connection with
full time scientific and engineering educ.tion at post-
graduate level 15-205.4%(e) 4
Tuition, fees, training malerials, text books, subsistence,
salary or other emoluments in connection with full time
education at an under-graduate level 15-205,44{e ) X
Maintenance expense and normal depreciation or fair
rental on facilities owned or leased by the contractor
for training purpoges 15-205.44(d) X
Grants to educational or tralning institutions including
the donation cf facilities or other properties,
scholarships or fellowships 15-205.44{e) X

Transportation Costst
Freight, express, cartage and postage charges on goods

purchased, in process, or delivered 15-205.45 X
Outbound freight ] 15-205.45 X- As a direct cosdt
only
Travel Gosts:
On an actual basis or on a per diem or mileage basis 15-205.46(b) X
Incurred in the normal course of over-all administra-
tion of the business 15-205.46(c) X- As an indirect cost
Directly attributable to performarice of a specific
contract 15-205.46(d) X
Necessary, reasonable costs of family movements and
personnel movements of a special or mass nature 15-205.46(e) X- Special allocation required where

appropriate



Agsertion:

Bvalustion:

Assertion:

Eveluation:

Assertion:

Evaluation:

Asgsertion:

svaluation:

Assertion:

Evaluation:

Assertion:

Evaluation:

Assertion:

Bvaluation:

Assertion:

-Bvaluation:

LATEST ALLEN SMYTHE ARTICLE - CONTRACT COST PRINCIPLES
NY HERALD TRIBUNE 9/29/59
Cost Principles "may" be soon published.

True.

New rules will effect $1U4 billion per year in new procurement.
True.

$26 billion in outstanding contracts would be amended to include
the new "liberalized" rules.

Our party line is that the new rules are not a more liberal set
than existing principles and practices. Provision is made for
applylng the principles to existing procurement for a "conslder-
ation." We don't know whereln, however, the "conslideration"
will be found.

Publication is expected about 15 October.

Substentially accurate.

Effective date 1 January 1960.

Actual outslide effective date 1 July 1960.

There were historical difficulties with Congress and industry but
latest draft has been "screened from trade end congressional groups.'

The latest drafts have been carefully guarded.

Industry stlll opposed since not sufficlently generous.

Our best judgment is that industry will not seriously oppose the
document .

Requires changes in contractors' accounting systems.

Our party line is that this is not true to any significant extent.



Assertion:

Evaluation:

Assertion:

Evaluation:

Assertion:

Evalustion:

Assertion:

FEvaluation:

ATA prefers the status quo to the new "completely revised” set.
This is the historical AIA position.

Some trade group officials estimate increases at "only several
million dollars" which they believe insufficient.

See above re party line vs genercsity of the new set.

Small businessmen believe the new set will "only confuse and
not help."

If true, this is news to us.

Main increases are (1) general research, (2) executive benefits,
overtime, and administrative expenses.

General research may be increased; executive benefits shall not

be different than PRESENT practices; overtime and "edministrative
practices” should be about the same as current practices.






tion. .. esented at California.

1. Mr. Charmsk says that production engineering is separate
from R&D. Defined as costs "related to a product being produced.”
Does this mean that production engineering must be so immediately
related that it becomes a divrect cost of a particular contract or
order? Can production emgineering be just related in a general
sense and a proper overhead expense? If so, what is the distinc-
tion between production engineering (presumably allowable) and
development (requiring advance understanding).

2. If all "basic" research has been approved as am overhead cost
for prior years without getting prior approval, isn't the comtractor
gambling on possible disallowance of part of future "basic' research
by trying to get an advance understanding and approval. Ism't it
wiser to wait until a disallowance occurs? Has the Navy changed
its attitude on "basic" research with new regulations and now re-
quires advance understandings?

3. Whis is safest method of establishing allowability of question-
naire items? (1) Advance understanding with contracting officer

on each contract or (2) Advance understanding with resident asuditor
on accting system and allowability of items desired in overhead accts.

4, If the Navy will accept development costs as an overhead item
without burdem where the contractor has followed this practice for
years, why have the Navy auditors begun this year to disallow
burden on disallowed development costs, thus forcing contractors

to appeal (and incur the expense of so doing)?

5. Assuming & company has emtered into an "advanced understanding"
re independent research, each contract nevertheless contain

a clause re allowability obtaining reimbursement? (Ox is
ASPR itself adegquate without having individual clauses in comtracts?)

6. Would you please expand on the idea of burdeming the R&D cost
center"? Are you suggesting that both the direct and indirect
cosis incurred in the R&D cost center may be allocated to cost type
contracts?



7. Has Mr. Charmak's interpretatiom that basic research means
increasing the particular investigator's knowledge rather than
increasing knowledge in gemeral (and the similar interpretation
with respect to advances in the state of the art) been commmicated
to the techmical people reviewing contractors' R&D programs and

to the other Govt. representatives negotiating R&D cost allowances?
This question is asked because recent negotiations have indicated
that the opposite interpretations are being used.

8. A recent Air Force policy letter issued by Gen. Davis directs
that contractor costs in excess of the amount reimbursable under
study contracts are to be disallowed. Do you comsider such directive
to be consistent with the intent of the revised cost principles?

9, Mr, Chermak says preferred tieatment is to burdem R&D laborx.
Yet talks about R&D as overhead. Isn't it a well established ac~
counting principle that you do not apply burdem to burden?

10. Should a prime contractor on a CPFF prime contract agree to
speclal provisions governing overhead in its CPFF subcontracts
in view of the fact that the prime contractor gemerally has no
voice in the negotiation of subcontractor overhead rates?

11. Axe the following likely to be comsidered as research expense
(subject to sharing) by Govt. auditors? (1) Technical effort
necessary to submission of umsolicited proposals. (2) Nom-contraect
techmical studies conducted at Govt. request or suggestiom.

12. Does negotiation with the Christenat Committee and reaching

of an agreement with them constitute am advance understanding on
research & development which will insure recovery of a proportionate
amount of the agreed upon costs against all contracts or do we also
need an advance understanding & comtract clause with each contract-
ing officex?

13, How do you feel about disallowing all R&D cost. Of course the
contractor would have to have additiomal profit to subsidize this.

14. Would you comment on allowability of R&D costs based on a
reasonable fixed percentage of sales. Would you say that applied
research or product development of products basic research
was dome under a CPFF contract is allowable if the products are
improved by this applied research and are being sold for Governmenmt
contracts to other prime comntractors.

2



15. Has the Navy actually completed negotiation of advanced re-

search & devel t rates with any contractor? (pursuamnt to
ASPR 15) (1) IE 80 what form are the agreements taking? (i.e.,
dollar maximm, overall % or % by program), (2) if so, what %
of support is generally givem by the Govt. (i.e., 30%, 40%, 80%

of contractors total independent R&D costs, ete.)?

16, Please discuss the possibility of achieving a uniform set of
cost principles ASPR US AEC.

17. What is the "generally accepted accounting procedure & practice"”
for allocation of G&A for a multi-plant corporation?

18. 1Is it fair to require one contractor to burdem his research
costs while on the other hand you permlit his competitor to continue

not burdening it.

19. As a former AF contracting officer I know a feeling exists in
the Govt regarding advance understanding for R&D. These people
(at the working level) feel they are simning if they allow R&D.
How can we expect to get ahead if this philospphy exists. Further,
MCPC in the AF as well as the ARDC review Committee balks at any
advanced understanding re Jack Pauls lecture.

20. Is an "advance understanding" agreement limited to question of
reasonableness and allocability or may it also cover questions of
allowability?

21. Assume that a contractor is performing under comntracts with
both the USAF and the AEC and that it accumulates bidding costs
into an overhead aceount, aApplied to direct labor. Since the

AEC will uot allow such costs, may the comtractor accumulate
bidding costs to the USAF separately from those incurred in bidding
to the AEC, rec ng such USAF bidding costs as an overhead item

applied to direct labor only. (Tids question addressed t
Mr. Wesselink,) = e

22, What are "burden c®faxs,"'burdem ye tes" and their relationship
to overhead?

23. Hag the Navy any préedure for ger.ting, in a timely manmer,

;dv:zgg ‘::W l-f"{‘v““- ~nngy 80t8 of more than one Bureau.
Tf so, .
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24, Please explore a little more the distinction between research
and development-- a specific case: A company has developed a
proprietary product (built ome hand made prototype). It then

plans to make a pilot run of a few more units *under the super-
vision of the engineer (and in his lab) who developed the product.
After completion of the run, production drawings will be released
since they can't be completed before, What category do the original
costs fall into and what category do those connected with the pilot
run fall into? What about allowance of these costs in overhead?
The units to be made in the pilot rum will be used for evaluation
and not sold. '

25. (a) You made a careful distinction betweem basic research,
applied research and development engineering. Question: How do
these distinctions affect the means by which these costs may be
recovered, (b) You recommended that contractors reach an advance
understanding as to the percent of total research & development
dollars may be recovered. I read the ASPR to mean that such cost
sharing may be ''desirable" but not essential. Any comment?

26. In the absence of an advanced understanding are R&D expenses
unallowable 1f not specifically authorized in cost type contracts?
I read nothing in new ASPR that says that eilther advance under-
standings or specific contractual authority are mandatory for

R&D expenses to be allowable,

27. Re applied research under old ASPR 15. It is my understanding
that the Controller of the Navy has issued to his field auditors
an interpretation that states in part "applied research related
to product lines for which the contractor has CPFF rates on the
premise that this applied research is gemeral research and as such
is speeifically unallowable by ASPR. Question:l)Is that inter-
pretation not inconsistent with the current definition of applied
research? 2) Why is this interpretatiom not readily available to
contractors?

(a)
28./ Under Navy contracts, should advance #@greements per Sec, XV
be made with the Auditor or the contracting officer. (2) On a FFP
or FPR contract, some contracting officers will not recognize the
cost sharing of research, can this unrecognized share be re-
allocated to call the CPFF contracts.
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tenLy except to insure wamst‘lawa. regulating this activity
breaches of security. are full of loopholes.

“If & company wants to spend The aircraft compa_nies havei
all its profits on advertising, G'0PPed their own individual
that's their business—they stil] [0PPYists. They are represented
have Lo answer fo thewr stock- NO¥ bY Lhe Aero-Space Indus-
holders.” he said. fries Assoclation, to whom they

But some Connressmen take.PRY substantial fees. But th"i
a different view. Representative ussociation, while il has three
Ford, Republican of Michizan {ndividuals and two law firms
for example, told The Star: o efistered as lobbyists, savs

“Thess (defense) nds are a! 0" One—Harold Mosier

waste of the taxpayers’ money ——7m 8  —— |

becanse the money cames out .
of the contract. the cost of ANy, .
[ A - =

‘The Pentagon also allows
“help wanted” ads as defense
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MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTIOCS)

Contract Gost Primeiples

you herevith with certain background materiasl for
with the MNateriel Secrestaries’ meeting on the Conmtract
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THE CHATRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS
WASHINGTON

February 24, 1959

MEMORANDUM FOR: Mr. Ferkins 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 revisiohs. Would you be good enough to
suggest an appropriate date for such a discussion? I
would appreciate it if you would notify John Hamlin, Executive
Secretary of the Committee, of the date you would find agreeable.

(signed)
Raymond J. Saulnier

Tab C



ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

COMPTROLLER

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

I have read the proposals of the working group which you trans-
mitted by memorandum of 31 December 1958 and concur in all of the
working group's proposals except for the proposed handling of applica-
bility to fixed price contracts and the stated reasoning supporting it.

The version proposed in the 21 August 1958 draft, with perhaps
the inclusion of specific reference to ASPR Section III, Part 8,
eppears to be a much more meaningful and logical approach. The pro-
posed revision would fall to furnish the uniform guidance which I
had understood we set as our objective., It is deficlent in that it
does not differentiate between the significance of cost principles
in retroactive (redetermination and incentive) pricing as against
prospective pricing situations. It could well necessitate the sepa-
rate, piecemeal issuance of additional guidelines covering specific
areas or conditions as problemns arise in the future. In addition,
while it 1s understood that the Comptroller General might now be
villing to concur in the 21 August draft, in view of his earlier
criticism of that proposal, it is doubted that he would be amenable
to further beclouding the epplicability statement., Attached are
comments in greater detall on thils recommendation.

Thus, it is believed that we should proceed, as soon as possible,

to issue the principles substantially on the basis proposed on 21 August,
after reflecting the other changes recommended by the working group.

-

& » S -
We Jo McNeil
Inclosure — & | .
Comments on ) [V (o /f o ) — - AR _

applicability |  —



12 February 1959

CONTRACT COST PRINCIPLES
APPLICABILITY TO FIXED PRICE CONTRACTS

Mr. McGuire's memorandum of 31 December 1958 transmitted for
consideration the proposal of a working group to substantielly change
the material on applicabllity of cost principles to fixed price con-
tracts and to place it in a separate part of ASPR Section XV.

Basically, the proposal provides that cost principles shall be
used to provide “general guldance" in the evaluation of cost data in
fixed price contract where costs are a consideration (as opposed
to the basis for evaluation). There follow some of the reasons why
this proposael 18 considered to be less appropriate than the prior
approach of 21 August 1958.

l. Confusion in purpose and effect ==~ In paragreph 5 of the
staff memo giving reasons for the proposed revised approach, a msjor
point revolves around the fear of formula pricing in fixed price con-
tracts where costs are a major factor in pricing. There appears to be
some confusion as to the part which cost principles play in pricing
such contracts. Cost principles apply only to the determination of
costs. What effect costs have on pricing is entirely a separate matter
based upon the circumstances as well described in the 21 August draft
and elsewhere in ASPR.

Actually, pricing is a "formula" (not e dirty word) matter to
the extent costs must be relled upon as the major factor -- which is
very often the case. Prices equal costs plus profit allowed. But there
is no requirement to negotiate and agree upon costs and profits separately,
except for Incentive-type contracts. Yet the contracting officer, in such
cases, must unilaterally evaluate costs as a basis for arxrriving at his
determination of price (which price must be agreed upon with the con-
tractor), and for justifying it to his superiors. In the case of in-
centive type contracts, the agreed pricing formuls requlres negotiation
of costs separately before price can be determined, Costs must be ap-
proached by the contracting officer item by item In such cases -= in the
one case through negotiation, in the other by umilatersl eveluation.

Therefore, detalled evaluation of cost ltems is appropriate.
They should be defended on the same basis as cost-relmbursement-type
contracts, especially where fixed prices are retroactively determined.
Profit allowances, however, (not costs) should be flexible in each case
considering the appropriate factors, especially the contractor's risks
and efficiency.



2. Problem in arrangement of ASPR -- While the mere extraction
of the fixed price applicabllity material from Pert 1 and placement in
another Part (7) appears to be a minor mechanical or technical matter,
it could well lead to confusion. The working grouwp apparently did not
consider this problem., Based upon strong objections to a prior attempt
to renumber the Parts, especlally Part 2 because 1t is referred to in
thousands of existing cost type contracts, the assumption 1s that Part 2
would continue to be a statement of detgailed cost treatment for supply
contracts with commercial institutions. Parts 3 and 4 would cover
educational institutions and construction contracts respectively.
This would leave Part 1 logically for "applicability" ~- not only for
cost~type contracts, but all costs., The proposed alternative additional
Part, probably 5, would be another on applicability to fixed price con=-
tracts. This would appear to be an illogical and lnconsistent arrenge-~
ment.

3. Who will be governed by the principles? =- Almost from the
inception of this project, there was basic agreement on the important
concept that all three of the parties involved 1n procurement cost
matters «- the contracting officer, the contractor, and the auditor -~-
would be gulded by the principles. This has been eminently clear in
all prior proposals but 1s not covered in the current proposal. This
exclusion could well lead to confusion and an increase in the cost of
administration. The concept should be reinstated.

4, Effect of risk on application of cost principles - In
Justifying the proposed new applicability Part, there appears to be
some confusion with respect to risk in two respects. The first relates
to the reference to "the riskless cost type contract.” This seems to
say that there is no rdsk in cost type contracts, and to imply that
there 1s a high degree of risk in all types of fixed price contracts.
There are, of course, some risks in the cost type contract -~ the
problems of terminstion, cellings, unallowable costs, etc. On the
other hand, the degree of risks in fixed price contracts wvaries
greatly. For example, generally in fixed price incentive contracts,
the risks would be little greater than in the cost type. In fact,
some contractors have admitted that they favor incentive contracts
because of the substantial elimination of risk without the stringent
limitation on profits., Likewlise, retroactive price redetermination
approaches the costereimbursement basis Ilnsofar as risk is concerned,

The second aspect of the confusion relates to the nature of
payment for risk, Risk is taken into account in two ways. First, by
our own pricing and profit policy, risk is one of the factors considered



in establishing the level of profit. Second, the principles contein

a provision allowing for contingencies in estimating costs. Thus, it
would not appear that we should try to take care of the risk factor

by including as & cost in fixed price contracts elements such as adver-
tising, entertaimment or contributions, which we would disallow in
cost type contracts. This philosophy would tend to becloud manegement
eveluation of fees versus profits by classes of contracts, and rums
counter to our previously adopted position that no type of contract
should be more attractive than any other solely on the basis of
treatment of costs.

5« Retrospective vs prospective use ==~ The proposed version
lunps all fixed price contracts in the same category lmsofar as applica-
tion of the cost principles are concerned -- a generasl guldance basis.
The prior version provided for better guldance in this respect in that
1t differentlated between thelr use in retrospective and prospective
situsgtions. In situations where we are looking at historical costs,
as 1n the case of price redetemination and particularly incentive
formula settlements based exclusively on incurred costs, it is believed
that the principles must be the basis for determination. There may be
a less compelling reason for assertlng they are the basls for prospective
repricing (perhaps only a guide), yet to the contracting officer they
should be the basis.




23 Mareh 1959

MEMORANDUM FOR MR. JORN JOHNSON, GENERAL COUNSEL, NATIONAL
AERONAUTICE AND SPACE AGENCY

SUBJECT: Contract Cost Primeciples

I am inclosing a single copy of the latest draft of the
Contract Cost Prineiples. As you are avare, we have been con-
sidering a revision of Section XV, Part 2, of ASFR for sometime.
We are endeavoring to publish s revision of the Cost Primciples
at an early date.

I sm furnishing you this draft in accordanee with our desire
to develop the ASFR with due regard to the views of NASA. Only
a limited number of copies of this particular draft have been
made and its distribution within the Department of Defense is being
strictly controlled. Needless to say, I would be most receptive to
any sibstantive suggestions which NASA mey care to provide.

J. M. MALLOY

¥ Cdr, 8C, USN
WS Rueas '' . Btaff Director, ASFR Divisiom
Offics of Procurement Folicy

.
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Industry Soverpment
M. JoAnley - Emst & Bast Cdr. Malloy «::u)
Mr. Bgynes - Bosing M. K. K. Kilgore - Comp )
. Bellows - Maxson Corp Mr. B. Cook - Navy(Comp)
Mr. Marschalk - Strategic Industries Mr. L. Cox - AF(Counsel )
Asan, meuber, ASPR

Bvery of the draft was again reviewed and an effort wvas mde
to find acceptable provisions.

(n the basia of this conference ancther d&raft has been prepared
which is Deing utilized as the basis for fimsl intra-~depertmectal
coordingtion and certain other inter-agency coordimation preparstory
to publieation.

There is provided on the next two pages a discussion of:

a. Applicabllity

b, BEiD Coverage
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Part 2
Pages 820 - 821 - Delete present ASPR 8213 and insert the following:
8-213 Cost _ to the at of Certain

Terminated and Contracts.

In considering cost data as a gulde for nagotiation or
determination of settlements under fixed-price or cost-relmbursement
type no-profit or no-fee contracts for experimental, developmental,
or research work vith educational or other nomprofit institutions,
vhich contain the termination clause set forth in ASPR 8-704, the
items of cost set forth in ASPR Gection XV, Part 3 and ASPR 8-302
shall be considered sublect to the gemeral policies set forth in
ASPR 8-301.1.



Pages 823 - 831 - Delete present ASPR 8-300, 8-301, end 8-302 and insert
the following:

8-301,1 Gemeral. (a) A settlement should compensate the contructor
portion of the comtract, including an allowance for profit thereon which
is reasonsble under the circumstances. The primary objective is to
negotiate a settlement by sgreement; however, the totel amount paysble
to the contractor, whether through negotiation or by determination,
before deducting disposal or other credits and exclusive of settlement
or to be made under the comtract. Fair compensation is & matter of
Judgnent and camnot be measured exactly. In a given case, various
methods may be egually appropriste for arriving at fair compensation.
The application of standards of business judgment, as distinguished
from strict accounting prineiples, is the heart of o settlement. The
parties may sgree upon a total amount to be paid the contractor without
agreeing on or segregating the particular elements of costs or profit
comprising this amount. Cost and sccounting date may provide guides,
but are not rigid measures, for ascertaining feir compensation. In
appropriate cases, costs may be stimated, differences compromised, and
doubtful questions settled by agreement, Other types of data, criteria,
or standards may furnish equally relisble guides to fair compensation.

DAL EL



vith the settlement of termination claims, shall be kept to the minimum,
compatible with the ressonable protection of the public imterest.

(b) In the negotiation or determination of & termination
settlement, the principles in the applicable Part of ASPR Section XV,
determinations regarding types of costs which shall serve as a guide
for the evaluation of cost information by the contracting officer in
arriving at fair compemsation if such costs are reascnsbly necessary
and properly chargesble or allocsble to the terminated portion of the
contract.

8-302

(1) Common Items. The cost of items reasonably usable
on the contracter's other work shall not be considered allowsble unless
ressonably ussble on other work of the contractor, the contracting of-
ficer should consider the contractor's plans and orders for current and
scheduled production. Contemporaneous purchases of common items by the
usable on the contractor's other work. Any ecceptance of common items
es allocable to the termimated portion of the contract should be limited
to the extent that the quantities of such items on hand, in transit, and
on order are in excess of the reasonable quantitative requirements of
other work.

(2) Costs Contimuing After Termination. If in e



costs cannot be discontimied immediately after the effective date of
termination, such costs may be considered allowable within the limi-
tations set forth in ASPR XV, and this paregraph 0-302, except that

paratory costs, generelly may be considered allowable.

a. Stértiag losd costs ave bosta of a non-
recurring nature erising in the early stages of production and not fully
absorbed because of the termination. BSuch costs may include the cost
of labor and material, and related overhead atiributable to such factors
as (1) excessive spoilage resulting from inexperienced labor, (ii) idle
of processing, (iii) employee training, and (iv) unfamiliarity or lack
of experience with the product, materials, mmmufacturing processes and
techniques.

be Preparatory costs are costs incurred in pre~
paring to perform the terminated comtract, including costs of initial
plant rearrangement end alterations, management and persomnel organi-
zation, production planning and similar sctivities, but excluding
special machinery and equipment and starting load costs.

¢c. If initial costs are claimed and have not
been segregated on the contractor's books, segregation for settlement
purposes shall be made from cost reports and schedules which reflect
the high wnit cost incurred during the early stages of the contract.



d. When the settlement proposal is on the
to termination; however, if the contract includes end items of a diverse
nature, some other equitable basis may be used, such as machine or labor
hours.

e, When initisl costs are included in the
settlement proposal as & direct charge, such costs shall not elso be
included in overhead.

f. Initial costs attributable to only one con-
tract shall not be apportioned to other contracts.

() _ | ) speci
mchinery and equipment may be considered alloweble: provided (i) such
special tooling, machinery or equipment 1s not reasonably capable of
use in the other work of the contrector; (ii) the interest of the Govern-
ment is protected by transfer of title or by other means deemed appropriste
by the contrecting officer, and (1i1) the loss of useful value eas to any
one terminated contract is limited to that portion of the scquisition
cost vhich bears the same ratio to the total acquisition cost as the
terminated portion of the contrect bears to the entire terminated con-

(5) Rental Costs may be considered allowable under
lesses clearly shown to have been reasonsbly necessary for the performance
of the terminated contract, less the residual value of such leases, if:

5



(1) the amount of such rental claimed does not
exceed the reasensble use value of the pro-
and such further period as may be reasomable,
and

(11) the contractor makes all reasomable efforts to
terminete, assign, settle, or ethervise reduce
the cost of such lease.

There also may be included the cost of alterations of such leased property,
provided such alterations wers necessary for the performance of the con-
tract, and of reasoneble restoration required by the provisions of the
lease.

(6) Settlement expenses including the following may be
considered allowable:

(1) wccounting, legal, clerical, and similer costs
reasonably necessary for (A) the preparation
and presentation to contracting officers of
settlement claims and supporting data with
respect to the terminated portion of the con~
tract, and (B) the termination and settlement
of subcentracts; and

(11) reasonable costs for the storage, transporta-
tion, protection and disposition of property
acquired or produced for the contract.

tion of claims vhich are common to the contract and to other work of the
contractor mey be considered allowable.
6




8-303

8-30k

8-305

8-306 ompleted End ITlems.
(Use printed ASPR 8-306)

8-307  Settlement Proposals

Reference changes.
Page 831 8-303(a) - Line L - change parenthetical reference
8-302(n)(27) to B-302(6)
Page 832 B-304(b)(111)+Line 3 - change parenthetical reference
8-302(b)(13) to 8-302(3)
Page 841 8-503.5 - Line 5 - change perenthetical reference
8-3022(1)(a)(11) to 8-302(1)
Page 062 - 672 Clauses 70L and 703, pare (f) change references to
include applicable principles in Section XV and those
in Sectien VIII, Part 3
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15 May 1959

TO: Mr, Ernest Brackett
NASA

FROM; Cdr. J. M. Malloy
SUBJECT: Contract Cost Principles

As promised in my letter of 12 May 1959, I am attaching a
copy of the latest draft of the Contract Cost Prineiples. This
draft has not been released as yet, and hence I would request that
you refrain from making any distribution beyond your office. I will
kesep you posted as to the status of approval of this draft within
the Department of Defense.

(aigned)

J. M, MALLOY
Cdr, SC, USN
Staff Director, ASFR Division
Office of Procursment Policy



ASSISTANT SECRETARY OF DEFENSE
WASHINGTON 25, D. C.

COMPTROLLER

MAY 26 1888

MEMORANDUM FOR ASSISTANT SECRETARY OF DEFENSE (SEL)
SUBJECT: Contract Cost Principles and Procedures

By memorandum of May 15, 19599, you requested my agproval
of the May 12th draft of cost principles, In consideration
of the many divergent viewpoints which had to be accommodated
therein and the urgent need for principles in the negotiated

fixed=-price area, I give my approval.

pe ~ \
\ j }*7 (S

Ca {2 )
W. J. McNeil

Ay



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

SUPPLY AND LOGISTICS 13 May 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPFLY AND LOGISTICS)
Through: Director for Procurement Policy

SUBJECT : Contract Cost Principles

Mr., Kilgore and I have met wlth representatives of the Military Departments
to consider the changes which were made 1n the Contract Cost Principles as a
result of the meetings we held with Industry representatives on 1-3 April 1959.
I am inclosing as Tab A a new draft of the Cost Principles which we recommend
for your epproval. This draft has been concurred in by sll members of the
gpecial working group.

While we made numerous changes in the previous draft as a result of the
Industry meeting and our further consideration of the Cost Principles, a great
majority of the changes were of a clarifying nature. Several revisions of a
technical nature, such as the definitions of direct and indirect costs, were
made at the suggestion of the Industry representatives. No change has been
made in the research and development principle as & result of our latest
reviews. We have made certain editorial rearrangements of the material which
we feel has improved the overall content of the regulation. For example, we
have included the section on Advance Understandings in Part 1 of the regulation
in lieu of having it an integral part of the cost principles themszelves which
are set forth in Part 2 of the regulation,

Your particular attention is invited to the following changes which we
recommend for your approval, but which go beyond the type of clarifying and
technical changes mentioned above:

1. Advertising Cogts.
The Indusiry representatives argued strongly and rather per-
suagively that our proposed coverage of the cost of exhibits was much too
narrow. The previous draft contained the followlngs

1(1ii) costs of participation in exhibits upon
invitation of tht Government:®

Our recommended revislon 1s as follows:
1(3i1) costs of participation in exhibits—
(A) upon invitation of the Government, or

(B) which exhibits are valusble for the pur-
pose of disseminating technical informa-



tion within the contractor's industry;
however, such costs are not allowsble

under this subparagraph (B) if the ex-
hibit offers specific products or ser-
vices for salej™"

It 1s our feeling that the principle as revised does not open
the door too far with respect to costs of exhibits. We allow costs of
advertising in trade and technical journals which do not offer specific
products for sale but are placed in journals which are wvaluable for the
disgemination for technical information within the contractors' industry.
It seems logical to us to allow the cost of exhibits under the same circum-
stances.

2., T Educatjo c .

We have revised that portion of this principle which deals with
costs of part-time education at an under=graduate or post-graduate college
level by deleting the restriction to ®"technical, engineering, and scientific.”
Our discussion, even within Defense, indicated that the term "technical® was
subject to varying interpretetions. In its narrowest sense, it could be
considered to exclude certain training which we considered acceptable such as
training of contract administration persommel and the training of certain
teclnical persommel in sound business and cost control techniques. The other
controls and restrictions which we have as a part of this particular cost
principle seem to us sufficient to prevent any abuse.

3. 16-603. Cost Frinci T Uge.
The previous draft of a portion of this paragraph was as follows:

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

We have revised the above as follows:

(b) "In retrospective pricing, whenever an occasion
arises in which the acceptability of a specific item of cost
becomes an issue, the appropriate part of this Section XV will
serve as a guide for the contracting officer 1n his conduct
of negotiations.”

The Industry representatives were particularly vocal with respect
to our previous draft. While they would have much preferred to see this para=
graph eliminated entirely, we were able to work out an acceptable compromise
which serves to eliminate the impression which could be read into the previous
draft that we would resolve conflicts on specific items of cost by dictation
or slavish applicaetion of accounting rules.



Many of the suggestions offered by Industry were not acceptable to
our working group and have not now been incorporated in the revised draft.
Some of these suggestions concern themselves with costs connected with
patents, taxes and insurance., The Industry representatives felt quite
strongly that we should change our principle on bad debts to restrict
the unallowability of such a cost to "commercial" bad debts on the theory
that there are numerous instances within the Defense industries wherein
bad debt expense 1s encountered in comnection with government contracts,
without the fault or negligence of the contractor. While some of us
felt that the Imdustry point here was well taken, the departmental
representatives did not consider such a revision appropriate and hence
it has not been made in the attached draft.

It i1s my hope that we can expedite the remaining clearances necessary
in connection with these cost principles to the end that they can be sent
to the printer during the month of June. In thls way, they could be
mandatorily effective on 1 January 1960, although they would be available
for use upon publication, The following specific actions seem necessary
prior to the releasing of this regulation for printing:

1. The attached draft should be specifically approved by the
Materiel Secretaries of the Departments and Mr, McNell as soon as possible.
This could be accomplished by memorandum, by discussion at the Materiel
Secretaries weekly meeting on 21 May 1959, or in a special meeting called
for this purpose.

2. The question as to the necessity of obtaining the specific
approval of the Secretary of Defense should be decided.

3« The method by which we deal with the General Accounting Office
should be determined and the program of action in this regard should be
initigted.

4o We have a commitment to discuss the cost principles prior
to publication with Dr. Saulnier and the Committee on Government Activities

Affecting Costs and Prices.
@.\m 1~m1.1.mr“<'fL
Cdr, SC, SN

Staff Director, ASPR Division
Office of Procurement Folicy

1 Incl.
Tab A



DEPARTMENT OF THE NAVY
OFFICE OF THE SECRETARY
WASHINGTON

2 9 MAY 1959

L0 UL TOR ‘(HE ASSISTANT SEChLTARY OF DLREISE (SUPPLY A'D LOGISIICS)
Subj: The Contract Cost Principles and Procedures, comment on

wef: (a) lemorandum from ASTSECDEF(S™L) of 15 kay 1959 re lontract
Cost Principles and Procedures revised draft of 12 Lay 1959

1., Leference (a) has been reviewed by my staff and with the exception of
the following ceomments, [ approve its issuance:

a, Page I, line 19, arter "yill noi," inseri “with tlie exception of
the limitations on rentals paid under sale and leaseback azreements. (See
ASPh 15-205.3L (c¢)." Also include on page 5, as one of the examples of
costs for which advaice agreenents may be particularly imwortant, "(ix)
Sales and leaseback azreemerts." This is considerad nrdcessar‘f in view of
the specifiec limitation on such rentals in ASPIL 15-205.3L (c )

b. Page 31, line L, change (i) to reau "the iten is regularly ..am-
Iactured and sold by the conlractor throuzh commercial channels for
conmercial ena use." (Underscorin: supplied). Chanze (ii) to (iIii) and
add a new (ii) as follows: M"the charyges for the ite(s) are nouinal in
anount," These revisions are considered essentlal to aveid a situation
where the "commereial" customer of the vendor is a prime or subcontractor
to the Lovernment and the prices of tne items have not been established
in the non-govermmental markeb. Also, 1f the total velume of such iteils
is substantial, it seems oily equitable that they should be charged to
the Government contracts on a cost basis (rather than at a price which
includes a profit element) in order to avoid the payment of what uay be
hidden profits.

c. Page L5, top liie: the word "allowable! should “e changed to
Minallowable, W

d.l

el te

ge L7 = vither add (i) al'ter "instances" in the fourth line or
ii) in tihe f£ifth line.

I-f~‘

2. As jou know, industiry has been primarily conceried wibh the appllcability
of tne cost prineiclss to otlher than CPI¥ contracts. Ulie recert letter Crom
SAPT to many of us is a stron: reitocravion of #lvds positicn. Altwough I do

not ajree that issuance of tie wrineiples soould be delaed wo acco: :..ouabe a

further disecassion of this subject, T recouwwend thal in Lie prectical L
slasgriation ol te pri ac*_:l.s, viig s.Tvices be eawtioned to uveie L e
”;.J“ '_L Jopricin  woieh Lnaustry lcare. owula evidence of sach priciliy;

exist after a 1‘eagor1aule. period ol duplementation of blle principles, I
stronly recommend fortlier consideration on thhis matter at that time.

. P. MILNE _
Assistant Secretary of the Navy (Material)




DEPARTMENT OF THE NAVY
OFFICE CF THE SECHRETARY
WASHINGTON

29 May 1959
MEMORANDUM FCR THE ASSIST SECRETARY OF DEFENSE (SUPFLY AND LOGISTICS)
SUBJ: The Contract Cost Frineiples and Procedures, comment on

Ref: (a) Memorandum from ASTSECDEF(S&L) of 15 May 1959 re Contract
Cost Principles and Procedures revised dpaft of 12 May 1959

1. Referance (a) has been reviswed by my staff and with the exception of
the following comments, I spprove its iasuance:

a. Page 4, line 19, after "will not," insert "with the exception of
the limitations on rentals paid under sale and leaseback agreements. (See
ASPR 15-205.34 (e)." Also include on page 5, as one of the examples of
costs for which advance agreements may be particularly impertant, "(1x)
Cales and leaceback agreements.” Thic is considered necessary in view of
the specific limitation on such rentals in ASFR 15-205.34 (e),

b. Page 31, line 4, changs (i) to resd "the item is regularly manu-
factured and scld by the contractor through commercial channels for
commercial end uge.” (Underscoring supplied). Change (ii) to (i1ii) and
zdd a new zii) as follows: "the charges for the item(s) are nominal in
amount." These revizions are considered essential to avoid a situation
where ths "commercial' customer of the vendor is a prime or subcontractor
to the Government and the prices of the items have not been established
in the non-governmental market. Also, if the total volume of such items
is substantial, it seems only equiteble that they should be charged to
the Government contracts on a cost basis (rather than at a price which

inecludes a profit element) in order to avoid the payment of what may be
hidden profits.,

¢c. FPage 45, top line: +the word "alloweble" should be changed to
"unallowable."

d. Page 47 — Either add (i) after "instances" in the fourth line or
delete (i1) in the fifth line.

2. As you know, industry has been primarily concerned with the applieability
of the cost principles tc other than CPFF contracts. The recent letter from
MAPI to many of us 1s a strong reiteration of this position. Although I do
not agree that iasuance of the principles should be delayed to accommodate e
further discussion of this subject, I recommend that in the practical im-
plementation of the principles, the services be cautioned to avoid the
"formula" pricing which industry fears. Should evidence of such pricing
exist after a reasonable period of implementation of the prineiples, I
strongly recommend further consideration on this matter at that time.

(signed) C. P. Milne O

C. P. MILNE
Assistant Secretar e
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smibject in procurement circles tedsy then the gmeposed revision
of Section IV of the Armed Servigces Procursment Regulstion
dealing with comtract cost primeiples.

You are avare, no doubt, that wo have had cost prisciples
for cost-type contracts for many years. The latest major revision
of thess partieular prineciples ccourred in 1949. There is mo
dispute with respect to the need for rether precise cost principles
appliecshle to cost-type comtracts, although ressonshle men may
disagree rather violently om the particulsr trestment sccorded
speaific elements of cost. ibout 5 years age, we wundarteok to
revigse and up-dste our primeiples for cost-type comtracts and,
at the same time, extend the use of cost prineiples in some vay
to other types of comtracts vhere costs mre a factor in pricing.

We are, I think, approsching the end of thig effort.
¥e haw received vwoluminous comments frem zlmost all segments
of imericen industry op the verious drafts of this revision.
Last Qotobar, vo condusted e rether unique meeting with industry
which involved en all-dey discussion by key Government sad
industry spokssmen on the principal issuse vhich have been
reised with respect to the proposed revision of the Ragulationm.



The verbetin transeript of this meeting provides san interesting
end, I think, enlightening discussion. I believe that a fev
copies of this tramseript are still awveilshle.

Subsequent to this mesting, we, in the Departmsat of Defense,
have been conducting a thorough re-sppraissl of this project so
as %0 have a workable and, as nearly as is possible, = mutually
acceptabls regulation which will be of maximam sssistance to
all parties st interest.

I would like %o owtline for you todsy some of the basie
problems inwelved in this effort. I think it only fair to ask
the question - What are w really trying to do by this revisiom’
What are the reasons wiyy the project seems to bave tehen so long
to get off desd cemter? Ve are trying basieslly to develop a common
set of guidelines spplicshle to the determination of costs in all
types of contrects in which costs sre a factor im prieing. No
ene will sarisudly ergus that a particular item of cost, sy
advertising or contributions or emtertainment, is differemt,
per se, under differing comtreactusl situstioms. When these
dlements of cost are being considered, wiy should theay de treated
differently in different iypes of comtracts? V¥hat wo are really
saying is thet no ons form of contract should be more sttractiwe
then snother solaly because of the cost trestmsnt sccorded it.

Parther, ve foel that we have a responsibility to estshlish
some wniformity of trestmsnt of the warious cost clements and,
hance, some type of cost primeiple spplication would appear to be
nocsssary to sccomplish this purposs. I recently discussed the
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subject of cost principles with a very knowledgeshle Comgressman
vioss reaction was fast and defindte on this guestion of wniformity.
Ne used as his exmmple, the case vhere ome of the Services had
established a flat prohibition against alloving incentive com=—
pensstion based upom profit-gharing plans, whem ths other two
Services wers allowing such costs to the extent that the overall
compensstion recsived by an individus) was determined to de ressomsble.
Ubviously, such differing spproaches should be resolved and made

uni fora.

Mditionally, as you can sppreciste, in carrying out a 22
billion doller snmmel procurement program, ve have many thousands
of contrasting officers, negotistors and suditors wvho, as a
practical matter, noed to be informed of at lesst the gemerality of
the Departmsnt of Defense position with respect to ocsrtain cost items.
Many of you sre also fenilier with the problems which comtimmally
arise in dispute cases being heard by the Armed Serviess Board of
Contrect Appeals. You are aware, for exmmple, that the Board om
ssveral occasions has, in effect, crested its owm policdes with
respect to particilar cost items ia the fipd-price area, sinee mo
poliey had been prommligated through sdministrative chamnels.

Now you might ssy thet all this seems quite reasonsbhle and
logieal. What them is the probles? What arestes the dilemma’

The ocbjections teo the use of cost principles on a broad seale are

meny. For emample, there is the fear that thers will be such

sttention paid to costs that owr emtire philosoply of pricing

will be in danger. It is comtemded that this atiemtion to specifie
3




elemants of cost may well drive the comtracting offficer to rely om
cost prineiples se completely as a basis for pricing in order %
avoli oriticism, that cur gemerally sccepted prieing policies will
be negated. It is contended thet this situstion will lesd to
formils prieing) that is, totaling up the sdding machine tape of
costs, to which a stenderdised profit is sdded. The effect of
such prising may wall destroy the inmberemt adventages of owr
fanily of fied~price type comtraets.

There is ssother practical problem worthy of mote. I think
it 43 trwe that in deweloping the specific trestmemt to be
accorded a particular item of cost, wvo tend te be primarily
concerned with its ressonshlensss and allocebility wnder the
relatively riskless cost type comtrect. I have heard even the
so-called libersls in this area ssy many times that w should
be more conservative, more detailed in this kind of contracting
stmosphere. The resulting set of prineciples than, and this can
be sald, I think, of any perticulsr set which has been developed,
is on the conservative side. Many claim thet, for this reasom
slons, it can't, in equity, be considered in any area except the
one vhich primerily reflects its comient; namely, the cost-
reimbursement type contract.

Ve hawe stated repsatedly ia our procuremsnt regulstion thet
the negotiation of a falr and reascnshle price requires the
exarcise of good business judgnent. Tre exercise of this

4



juignent reguires flexibility in the negotistion process to con—
cantrate on the major clements of a pries. Negotistionm fmplies
end demands & give sad take spproach, 0 as to arrive et a
mutuslly soceptabls falr and ressonsble price. In this stmosphare
of give snd taks (not adement dictstion by ome party to the
negotistion) it is essemtisl that the Covermment negotistor be
provided with the flexidility to recognise the walidity of amy
comtractor requsst in retwrn for a more adventageous concession
bty the contractor.

1 have shetched for you soms of the pros end coms of this
ergament. Now let's lock st something more basie. I hawe
mentionsd pricing philosophy seversl times and have pointed
out that comprehensive cost principles should not destroy
this priciag concept, Now them, what is this pricing technigque?
Vhy sot loock at individual costs in sach instance and tack on a profit?

Scme pecple feal that a “fuir snd reasonshile price” is ome
in which the comtraector recovers all of his costs and gets a pro-
£1% appropriste to his sffort. This spprosch, however, ignores a
basie businens and priecing truiesm. Within reasonshle limits, you
can, through youwr method of comtracting, comirol prefits or you
can control costs. You ean'i, within any reasomshle degree of
precisensas, control both. Through cost-reimbursement type con-
tracts, you can comtrol profit. JYou can mssure that the com—
tractor doem't get rich, but you camot, with sy mbstential

5



degree of effectiveness, assure that he is using his engineers,
labor, snd materials with ressonsble effectivensss, thet he is plamning
the vork for efficient performence, that his designs are capeble
of low-gost masufacture, thet his facilitiss are meost effectiwily
srranged or thet any of a nmber of other factors seriocusly affecting
kis costs sre being well parformed. The Department of Defense does
not have the talent, the exparience, or the mmber of people re-
quired to undertaks the menagement of Americesn industry. If we

do not perform this function, we csmnot comtrel costs in the onmly
vay they can be controlled under cost-reisburssssnt comtracts.
S8ince costs represant 85 peromnt of more of the prices we pay, it
follows that wnoontrolled costs are much mere importemt to the prices
weo are reguired to pay than wncomtrolled profits. Accordingly, we
wuld prefer to ereste contractual situstions where the comtractor's
management will bend every effort to keep coste dowm, Under these
cireumstences, we are willing to sseume risks with respect to the
extent of profits. This is the function of fimsd-prics comtracts
and of those incemtive or redeterminshle comtrects which are
targeted carly. In setting firm fixed prices, fingl prices in
redoterminable comtracts or targets in incentive comtracts, the
great effort should bs to arriwe at a price which is sufficlently
low to require the comtractor's oun management to do its uwimost to
use his engineers, lshor, end msterisls effectiwely, toc plam his
work for efficient performancs, to design his product for low-cost
mamufacture, to arrenge his facilities in the best manmer aad teo

6



“p all other things eppropriste to reducing his cost., If this is
done, vo showldn't worry too much if he mekes s Mgher-than-normal
profit. Ho hes surned It, and wvo hawe gained by it in most insteances.

Fixpd-price comtracts provids s mmximm ssount of grigg comtrol,
whereas cost reisburssment type comtracts provide for the maximm
et contrel. I want to empbesise this festwre sinee it is very
isportant. Recognition of this comcept is the bdasis of cur pricing
philosoply. Ve =might ask the question ot this time, can wo have
both pries comtrel und profit comtrel? If not, where should we
place the emphasis?

I have spent comsiderchls time on this beeie pricing principle
bocatise, in wy mind, 1% is st the crux of the 4ilems which confronts
us in preseribing cost princigles to other than cost type comtracts.
¥e bave the clesr responsibility to provide guidelines for the handling
of specific costs in sny given situstion wiile, on the other hand,

o dare mot destroy the very incentives for cost redustion which
ws feal are an inbevent part of flmsd-price contracta, Within the
Departssnt of Defense, I think it is safe %o say we are a1l in
sgrosmant on these bDasic chjectives. As you can imagine, howewver,
thare is plenty of room for resscmabile mem to disagrees on how

to sccommndate these objectives.

1 wish that I could give you a scoop todsy om the pressat status
of this project within ow office. lowewer, I must combent myself
by telling you we have been spending a grest decl of tise re-eppraising



our previous position with respect to the applicability of
the prineiples.

o have loaned over beckwsrds to obtain and fully comsider
the views of industry in our work on the cost principles.
In this comnection, we recently spemt three full days with
four industry experts vho were asked by Secretery NeGuire
to assist us in & page by page review of the actusl langusge
which wo are proposing. The revised cost principles mre mow
in the process of fimal spprovel st the Secretarial lewel.
We sreo undertaking diseussions with certain agencies cutaide
of the Depertment wbo have en interest ia this project. My
peroonel hope and expectation 1s thet we will be able te
send our new regulstion to the prister in Jume. Ve contemplate
that the nev prineiples will pressnt some rether substantial
sduinistretive problems in their sarly epplicstion snd, hemce,
we are now thinking of a mendstory effectiwe date of 1 Jamuary 1960
tharshy providing a five sonths leoad time., Thay would,of course,
be svailshile for wse wpon publication and, in amy eveni, they
would oaly spply to new comtrects unless curremt comtracts
are snsended by mutual consent.

In samary, I have endeavored to describe for you the horas
of the cost prinsiple dilems— the need for guidelines for use

8



internally and to provide for some wniformity in trestment of
costs vhen costs are a factor in pricing. On the other hand,

Af this desirable chjective could be ocbtained only st the expense
of formills pricing, and st the cost of loss of incemtiwes for price
reduction in the flmsd-price ares, it might well bs best to retain
the status go. It is sy view thet both ohjectives can be
scoomnodated, and I an convinced thel cwr cwrremt efforts will
provide this result.



DEPARTMENT OF THE NAVY
OFFICE OF THE GENERAL COUNSEL
WASHINGTON 25, D. C.

OGC/MHS:ag
3 June 1959

MEMORANDUM FOR COMMANDER JOHN M, MALLOY

Subj: Treatment of Taxes in the Revised Draft of ASPR
Section XV

1. I understand that the latest draft of ASPR Section XV
has been sent to the Materiel Secretaries for review. 1 have
two comments on the treatment of taxes in ASPR 15-205(41l). I
believe that both of these comments can be accommodated at
this time without anyone being accused of "major surgery.'

2. ASPR 15-205(41) (a)(iii) speaks only of exemptions avail-
able to the contractor directly or available to the contractor
based on an exemption afforded the Govermment., Exemptions

are also available to subcontractors for various reasons. 1In
order to include certain of these exemptions, 1 recommend that
ASPR 15-205(41)(a)(1iii) be revised to read as follows: | xl

pel g

"(iii) taxes from which exemptions are available | 27 VL
. to the contractor or cost-reimbursement i /{‘
type subcontractors directly, or available f;,
to the contractor or such subcontractors p ,‘k 2
based on an exemption afforded the Govern—lf‘f ’"f
ment . . . " L fY
SELEP
3 The language of ASPR 15-205(41)(b)(i) is not clear as '

to who makes the detemination as to the existence of a claim
of illegality or erroneous assessment, It could be the con-
tractor, the Govermment, or a third party. Taken alone, this
ambiguity is not harmful., In fact, insofar as it tends to
increase the number of instances in which the Govermment is
notified of a tax problem, it is beneficial. However, the
effect of this ambiguity on (41)(b)(ii) may be troublesome.

It could be argued that the eontractor and the contractor alone
is to determine whether a legal problem exists, and only when
he so determines that a problem exists must he request in-



s

structions under (41)(b)(i) and take action directed by the

contracting officer under (41)(b)(ii). Any problem in this
respect can be avoided by revising ASPR 15-205(41l)(b)(ii) to

read: .

""(ii) takes all action directed by the contracting
officer arising out of (b)(i) above or an
independent decision of the Government as to
the existence of a claim of illegality or
erroneous assessment, including cooperation
with and for the benefit of the Government
to (A) determine the legality of such assess-
ment or, (B) secure a refund of such taxes."

77ALS

Meritt H. Steger
Deputy General Counsel

cc: Mr. W. H. Moore
Mr, Harry R. Van Cleve



DEPARTMENT OF THE ARMY
OFFICE OF THE ASSISTANT SECRETARY
WASHINGTON 25. D. C.

IN REPLY REFER TO:

JUNS 1959

MEMORANDUM FOR ASSISTANT SECRETARY OF DEFENSE (S&L)

SUBJECT: Contract Cost Principles

The Department of the Army concurs in the draft of Section
XV, Contract Cost Principles and Procedures, dated 12 May 1959,

referred to in your memorandum of 15 May 1959, subject as above.

-”j
14
A -
~ SUA
Courtney Jolinspn
Assistant Secretary of the Army
(Logistics)




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

COMPTROLLER

5 June 1959

MEMORANDIM FOR COMMANDER MALLOY
OASD (S&L)

SUBJECT: Cost Principles

Pursuant to our conversation of yesterday concerning the
Air Force's position on paragreph 15-205.22(c), page 30 of
the cost principles, I talked with Bob Benson this morning.
While he would much prefer to use the wording which the Alr
Force suggested in order to meke it clear on the record that
we would not accept costs relating to write-downs of material
values, he would go along with not raising official objection
to the proposed wording which everyone else has agreed upon.
However, he suggested that we retain someting in the way of
"legislative history" to indicate that Defense policy generally
is not to accept such costs. I agreed that this would be a
satisfactory solution since it would avoid either (1) the
possible inconsistency of the proposed revised wording or
(2) the necessity for going into a long explanation of our posi-
tion., If we run into any difficulty on this score after is-
suance of the principles, we can take another look with the
view to clarification. I am furnishing a copy of this memoran-
dum to Mr. Benson.

. K. Kilgore

Copy to:
Mr. Benson



DEPARTMENT OF THE AIR FORCE
WASHINGTON
COPY
Office of the Assistant Secretary

June 11 1959

MEMORANDUM FOR ASSISTANT SECRETARY OF DEFERSE (SUPFLY AND LOGISTIOS)
SUBJECT: Contract Cost Principles

1. Reference is made to your memorandum dated 15 May 1959 om
the above subject. We hawe reviewed the latest draft attached to
your memorandum and recognise the compromises that have been made
in several items to acoommodate divergent views emong the Depart-
ments as well ae with industry. Accordingly, we think it should
be clearly understood that if actual experience under the proposed
principles reveals any deficiencies, we will seek reconsideration
of the matters involved. Since the proposal seems to offer an
acceptable baals for early adoption, we comecur subject to the
comments noted below.

S 2. Ve note the deletion in paragraph 15-205.22(¢) of the

prohibition relating to "write dowmns" or "write ups" of material
values which had appeared in earlier drafte and vhich now appears,
in part, in current ASPFR 15-202.1. We understand that discussions
on this point have taken place between the top Comptroller people
in the Alr Force and the Department of Defense. We also under-
stand that agreement in principle has been reached to the affact
that it is our common understanding that Department of Defense
policy gemerally is not to acoept such costs. Apperenmtly this
understanding is te be made a matter of record so that, should
the problem arise, such an understanding could be relied upon
to give a common answer. As you know, such am understanding
cannot form the basis of a contractual obligation. Accordingly,
ve would urge for consideration the inclusion in the Cost

Principles of appropriats language covering the point.

(81gned)
P, B. TAYLOR
Assistant Seeretary of the Alr Foree



DEPARTMENT OF THE AIR FORCE
WASHINGTON

OFFICE OF THE ASSISTANT SECRETARY nmN1l1l 1'356’

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

l. Reference is made to your memorandum dated 15 May 1959 on
the sbove subjJect. We have reviewed the letest draft attached to
your memorandum and recognize the compromises that have been made
in several items to accommodate divergent views among the Depart-
ments as well as with industry. Accordingly, we think it should
be clearly understood that if actusl experience under the proposed
principles reveals any deficiencies, we wlll seek reconsideration
of the matters involved. §Since the proposal seems to offer an
acceptable basis for early adoption, we concur sublject to the
comments noted below.

2. We note the deletion in paregraph 15-205.22(c) of the
prohibition relating to "write downs" or "write ups" of material
values which had appeared in earlier drafits and which now appears,
in part, in current ASPR 15-202.1l. We understand that discussions
on this point have taeken place between the top Comptroller people
in the Air Force and the Department of Defense. We also under-
stand that agreement in principle has been reached to the effect
that it is our common understanding that Department of Defense
policy generally is not to accept such costs. Apparently this
understanding is to be made a matter of record so that, should
the problem arise, such an understanding could be relied upon
to give a common answer. As you know, such an understanding
cennot form the basis of a contractual obligation. Accordingly,
we would urge for conslideration the inclusion in the Cost
Principles of appropriate language covering the point.

?n B- T.'.qli‘:i_.'-.'_
sla f the Alr ros
Assistant Secretary ol +he Alr Fo



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

SUPPLY AND LOGISTICS

30 June 1959

MEMORANDUM FOR THE ASSISTANT SECRETARY OF DEFENSE (SUPPLY AND LOGISTICS) — —
ASSISTANT SECRETARY OF DEFENSE (COMPTROLLER)

SUBJECT : Contract Cost Frinciples

We have concluded our staff efforts with respect to the contract
cost principles and a fully coordinated draft, ready for publication,
is attached as Teb A, There remains, however, the problem of
determining what action, if any, the Department of Defense should take
with respect to the General Accounting Office and discussion with Dr.
Saulnier of the Committee on Government Activities Affecting Costs and
Prices. (Tab C)

It appears to us that there are 4 alternatives with respect to
the GAC which are enumerated below:

1. Formgl Coordination. This would entail submission of
our draft to GAG, the receipt of their written comments, the
evaluation of these comments, and the probable need for further
coordination among all interested parties. Frevious correspond-
ence with the GAGC on this subject is attached as Tab B. Our
last previous communication to the GAO was dated 22 October 1957
in which we indicated that it was "our intention to consult with
your office prior to publication." The GAO responded on 3 April
1958 indicating that "we prefer to review and comment on the
cost principles after industry comments have been analyzed and
accepted suggestions have been incorporated in the proposed
principles.”

2. Staff Leve] Discussions. This would entail a meeting
between Mr. Powers, GAO Audit Chief, and Mr. Kilgore and
Cdr. Malloy. Previous informal discussions lead us to the con-
clusion that Fowers would seek Mr. Campbell's reaction prior to
making any GAO commitment. If this alternative is adopted, the
effort would be to convince GAQ thet our current draft represents
an acceptable compromise among the many differing points of view
which are involved in this project. Hence, we would endeavor to



convince GAC that the success of this entire effort might be
jeopardized and, in any event, would be seriously delayed, if
the many controversial points were opened up for discussion.

3. Fublish Without Prior Reference to GAO. This alternative

would have the obvious advantage of obviating detailed discussions
with GAO and would save many months, even years, in consummating
this project. It is our understanding that this alternative was
adopted by the Munitions Board in 1948 when the current ASPR pro-
visions were published., GAO immediately responded in a strong
manner and caused a change of the newly published regulation in
several particulars.

4. Secretarial Level Discussiong. This would entall a meet-
ing by Secretaries McGuire and McNeil with Mr. Campbell. The effort

here would be to endeavor to convince Mr. Campbell of our immediate
need for these cost principles. We could assure GAO of our willingness
to re—appraise the validity of our principles after they had been in
effect for a reasonable period of time.

It is our feeling that we should either publish the principles without
reference to GAQ or we should initiate discussions at the Secretarial
level., Were it not for the commitment to the Comptroller General referred
to in 1. above, we would recommend publication without reference to the GAaQ.
However, in view of this commitment, we believe that a high level discussion
with Mr., Campbell of the broad considerations offers the best solution.
We are of the opinion that detailed consideration by the GAO, either by
staff level discussion or by correspondence, will result in ultra-
conservatism in the individusl principles, and will jeopardize our con—
cept of applicability of the principles to flxed-price type contracts.
The result would be violently objected to by industry and by many elements
of the Department of Defense. In effect, we would elther have to arbi-
trarily publish the principles as revised or start the project all over
again.

With respect to Dr. Saulnier, we believe that a discussion citing the
improved control resulting from application of the principles to flxed-
price type contracts and the complaints of industry that we are belng too
restrictive in cost allowances will satisfy his group. Participation
in this discussion by the Assistant Secretaries would be desirable, but
might be handled by the staff,

/ /
/ o Lol o

N . ;z/l 7L /‘ :”;;_:v- : - :, 7 2 "‘1
vJ. M, MALLOY NNETH K. KILGORE / ’

Cdr, SC, USN Director, Audit Policy Division
Staff Director, ASFI Division Office of Accounting, Flnance
Office of Procurement Folicy and Audit Policy
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CR Deesmber 10, 1959

MBMORITIDIES FOR THE ASSISTANT SECRETARY OF THE ARMY (1OGISTICS)
TUE ASSISTANT SECRETARY OF THE HAVY (MATERIAL)
THE ASSISTANT SECRETARY ¢F THE AIR FORCE (MATERIEL)

SUBJECT: Implemonting Regalations With Reapect to ASPR Secitlon 3V,
Coatract Cost Frinciples

Whlle the reczntly published contract cost principles ore &
substontial step forward, thoevs ere wany additional ereas connected
with this task which ramain to be oecwplished. In this connectdon,
progress 1s alroady widaruny to provide a mechaniem for a tri-service
approach to joplement the rescarch and development cost principle.
Adaditionally, I expeet to provide you with more definitive guldelines
in the recor future with respect to the provlom of cutting over to the
nsw principles, particulerly as they might apply to exdsiing contracts.

I feel sure that you will ergree that 1t is rather criticnl for
uz to ensure a unified aperoach to the actual Junlenentation of the
cost princinlen. In order to ensure this uniformity, I would lilke to
have any implemsnting regulations In each of tha Deparinents cleared
by my offlce prior to thelr iesuance. This will provide a copntralized
clearing house end will be the best moethod of escertaining such changss
or clarificatlons s may be indicated by our coubined experlenca.

[Signed)

PEINS MeCUIRE
Asslctunt Secretary of Dofense
(Supply ond Logistics)

N

Copy to: ’
ASD (Coup) Prepered by: Miialloy/ja/3 Dee 59
307(h | X-72006

Coordinated: Mr. Bonneroan
Mr. Kilgore (0ASD Camp)

.

cory ’
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CR December 10, 1959

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

SUBJECT: Implementing Regulations With Respect to ASPR Section XV,
Contract Cost Principles

While the recently published contract cost principles are a
substantial step forward, there are many additional areas connected
with this task which remain to be accomplished. In this connection,
progress is already underway to provide a mechanism for a tri-service
approach to implement the research and development cost principle.
Additionally, I expect to provide you with more definitive guidelines
in the near future with respect to the problem of cutting over to the
new principles, particularly as they might apply to existing contracts.

I feel sure that you will agree that it is rather critical for
us to ensure a unified approach to the actual implementation of the
cost principles. In order to ensure this uniformity, I would like to
have any implementing reguiations in each of the Departments cleeared
by my office prior to their issuance. This will provide a centralized
clearing house and will be the best method of ascertaining such changes
or clarifications as may be indicated by our combined experience.

/s/ Perkins McGuire
Assistant Secretary of Defense
(Supply and Logistics)

COPY



cory

December 15, 1959

MEMORANDUM FOR THE UNDER SECRETARY OF THE NAVY
THE ASSISTANT SECRETARY OF THE ARMY (FM)
THE ASSISTANT SECRETARY OF THE AIR FORCE (FM)

SUBJECT: Iwmplementation of Revised ASPR Section XV,
Contract Cost Principles and Procedures

Attached for your information is a recent memorandum
from the Assistant Secretary of Defense (S&L) which stresses
the need for a unified approach to the actual implementation
of the new cost principles and requests that any implementing
regulations in each of the Departments be cleared by his
office prior to issuance.

The need for a unified approach to this matter obviously
extends to the activitlies of each of the audit agencies of
the Army, Navy and Air Force. Accordingly, any instructions
or procedures prescribed by the Departments for use by contract
auditors in application of the new cost prineciples should be
cleared by my office prior to issuance.

/8/ Franklin B. Lincoln, Jr.
Assistant Secretary of Defense

Attachment

corPy
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Dacember 15, 1959

MEMORANDUM FOR 7% UNDER SECRETARY OF T5l3 MAVY
TR ASSISTATTD SECAETARY OF TER ARMY (Fi)
T8 ASSISTANT SECRETARY (F THE ATR FCRCE (F)

SUBJECT: . Impleuentation of Revised ASER Feetion XV,
Contract Cost Principles and Procedures

Attached for your information is & recent nemorandum
from the Assistant Secretary of Defense (S2L) which stresses
the nzed for a unified epproach Lo the ectuzl implemantation
of thz new cost principles end requests that any implemsnting
repulations in-cach of the Departuents be cleared by his
office prior to issuance.

The nzed for 2 unified ocpproach 4o thls matter cbviously
extends to the activitlies of each of the euddt agencies of
the Army, Havy and Alr Force. Accordingly, eny instructicons
or preceduyres presceyibed by the Departments for use by contract
auditors in application of - the nevw cost principles should be
clesrcd by my oifice prior Lo lssuance.

[Signzd/
FRATXLIN B. LINCOLN, JR.

ASSISTAITT SECRETARY OF DIFEIISE

Attacliment

Prop: JLucus/aL/i2/11/59

QASD{ CUIPR )AUDYT FOLICY DIV 31352

CoPY
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December 15, 1959
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ASSISTANT SECRETARY OF DEFENSE
Washington 25, D, C.

CR :
Supply and Logistics February 10, 1960

MEMORANDUM FOR The Assistant Secretary of the Army (Logistics)
The Assistant Secretary of the Navy (Material)
The Assistant Secretary of the Air Force (Materiel)

SUBJECT: Uniform Procedures for the Implementation of Contract Cost
Princ-iples and Procedures, ASPR, Section XV, Part 2, as
Revised by Revision No, 50 dated 2 November 1959

1. Purpose. The purpose of this memorandum is to establish uniform
procedures for the implementation of the Contract Cost Principles and
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50,
dated 2 November 1959, with respect to new and existing contracts with com-
mercial organizations., Procedures with respect to new and existing contracts:

~with colleges and universities under the revised ASPR Section XV, Part 3, are
ntained in my memorandum dated October 12, 1959,

2. Background. The Notes and Filing Instructions of ASPR Revision 50
provide that the principles and procedures set forth in that Revision are manda-
torily effective 1 July 1960, but that compliance therewith is authorized upon
receipt of the Revision, and that existing cost-reimbursement type contracts
may be amended to include the revised principles, but only if the amendment
will not be to the disadvantage of the Government, )

3, Procedure, Set forth below are guidelines to be followed in implement-
ing the revised cost principles.

7

) (a) Existing Cost-Reimbursement Type Contracts.

(1) Total costs measured under the revised cost principles and
procedures applicable to cost-reimbursement type contracts may differ from
total costs measured under the cost principles and procedures now incorporated
in existing cost-reimbursement contracts, Furthermore, while it is probable
that such differences would not be substantial in most cases, an accurate appraisal
of the differences in each case would, in most instances, require an unwarranted
amount of time and effort on the part of both the Government and the contractor,
particularly in connection with evaluating the cost impact on subcontracts and in
he case of a particular concern when it is acting as a prime contractor and also
.5 a subcontractor to another prime contractor,



t

(2) In view of the above circumstances, existing cost-reimburse-
ment type contracts shall be costed out as a general rule in accordance with the
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract
and the cost principles presently incorporated therein by reference. For purposes
of asclertaining the cost principles in effect upon the date of the contract, the
effective date of the revised cost principles shall be 1 July 1960 unless the contract
has been written or amended to specifically incorporate the revised cost principles.
-An existing cost-reimbursement type contract may, however, be amended to
provide for the use of the revised cost principles when resolution of the adminis-
trative problems above does not require an unwarranted amount of time and effort,
where such action would not be to the disadvantage of the Government and where
the contractor agrees to such amendment, The following factors will be taken into
consideration in those limited situations where the amendment of ex1st1ng cost-
reimbursement type contracts is being considered:

(i) anticipated increased or decreased costs, if any;

(ii) administrative savings expected to be gained by
_costing cost-reimbursement prime contracts with
a given contractor on the basis of one set of cost
principles;

(iii) the effect on subcontracts under the prime con-
tract {see ASPR 15-204(b));

(iv) absence or existence of specific contractual pro-
visions or other arrangements affecting the treat-
ment of certain costs, such as those for research;

__/ (v) 1in consideration of (iv) above, the appropriate use
of advance understandings (ASPR 15-107) as for
example, where it may not be appropriate to allow
independent research costs under the revised cost
principles in instances where such costs have not
been allowed heretofore under the existing contracts;

/ .
-~ (vi) other advantages or disadvantages to the Government.

Contractors should be required to furnish any data deemed necessary in connection
with the evaluation contemplated above. The cognizant audit activity should be
requested to provide an advisory report for use in determining the proper

action to be taken.



(3) Where existing contracts are amended to incorporate the re-
vised cost principles, such amendments should normally be made effective as of
the date of the beginning of the contractor's fiscal year nearest the date of the

amendment,

(b) New Cost-Reimbursement Type Contracts.

(1) In the case of contractors having existing cost-~reimbursement
type contracts all of which are being costed under the old cost principles, new
contracts shall provide for the use of the revised cost principles, but may carry a
proviso for the use of the old principles for the period between the date of the
contract and the end of the contractor's current fiscal year.

(2) In the case of contractors having existing cost-reimbursement
type contracts with a particular Department or procuring activity, any of which are
being costed under the revised cost principles, any new contracts of such Depart-
ment or procuring activity should provide from the beginning for the determina-
tion of costs in accordance with the revised cost principles.

_ (3) In the case of contractors having no existing cost-reimbursement
type contracts, the new contracts shall provide from the beginning for the use of
the revised cost principles.

(c) Contract Clauses. The following clauses are examples which may
be used, as appropriate, in accordance with.the guidance stated above.

(1) For use in amending old contracts and in new contracts where
it is desired to provide for a delayed effective date for the new principles.,

USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph {a) (i) (A) of the clause of this contract
entitled "Allowable Cost, Fixed Fee, and Payment' which
reads "(A) Part 2 of Section XV of the Armed Services
Procurement Regulation as in effect on the date of this
contract; and" is hereby deleted and the following sub-
stituted therefor: "(A) Part 2 of Section XV of the Armed

~ Services Procurement Regulation in effect prior to ASPR
Revision 50 dated 2 ‘November 1959 until , and
thereafter in accordance with Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by
Revision No. 50 dated 2 November 1959; and';

(2) For use in new contracts entered into prior to 1 July 1960 in
which the new principles are to be used from inception.

3



USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (i) (A) of the clause of this contract entitled
"Allowable Cost, Fixed Fee, and Payment'" which reads '"(A) Part 2
of Section XV of the Armed Services Procurement Regulation as in
effect on the date of this contract; and' is hereby deleted and the
following substituted therefor: '(A) Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by Revision
No. 50 dated 2 November 1959; and'';

(d) ) Existing Fixed-Price Type Contracts. Contracting officers will
use the revised cost principles as a guide, in accordance with revised ASPR XV,
Part 6, in the administration of existing fixed-price type contracts. Such use,
however, shall be only to the extent that it is not inconsistent with any contractual pro-
visions, understandings, or agreements established in the negotiation of the contract.

(e) New Fixed-Price Type Contracts. Contracting officers will use the
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the
negotiation and administration of new fixed-price type contracts as soon as practicable,
hut in no event later than 1 July 1960.

(f) Terminated Contracts, In fixed-price type contracts, settlements
for convenience termination shall be made in accordance with the termination for
convenience clause of the contract and the principles for consideration of costs set
forth in or referred to in ASPR 8-302, as in effect on the date of the contract, For
purposes of ascertaining the cost principles in effect upon thé date of the contract,
the effective date of the revised cost principles shall be 1 July 1960 unless the con-
tract specifically incorporates the revised cost principles. Settlements of cost-
reimbursement type contracts are governed by the allowable cost clause in the
particular contract at the time of termination,

(g) Cost-reimbursement Type Subcontracts, Any amendment of an
existing prime contract to incorporate the revised cost principles shall specifically
cover the reimbursability of costs stemming from cost-reimbursement type sub-
contracts thereunder. If the amendment of the prime contract does not expressly
provide otherwise, the reimbursability of such costs is automatically governed by
the revised cost principles (see ASPR 15-204 (b)). If this result is not acceptable,
the amendment to the prime contract shall provide that, notwithstanding ASPR
15-204(b), the reimbursability of such costs will not be affected by the amendment.

(h) Audit Services. In the conduct of audits and the submission of auydit
reports, auditors will use the cost principles incorporated in the contracts in the




case of existing and new cost-reimbursement type contracts. Auditors will use the
revised cost principles immediately in the case of new fixed-price type contracts,
except where such use under an audit already in process would unduly delay the sub-
mission of a report. In the case of existing fixed-price type contracts, auditors will
use the revised cost principles, except where such use under an audit already in
process would unduly delay the submission of a report or unless the contracting
officer requests that the audit report be prepared on the basis of the old cost
principles.

/sl
PERKINS McGUIRE
Assistant Secretary of Defense
(Supply and Logistics)



ASSISTANT SECRETARY OF DEFENSE
Washington 25, D, C,

CR
Supply and Logistics February 10, 1960

MEMORANDUM FOR The Assistant Secretary of the Army (Logistics)
The Assistant Secretary of the Navy {Material)
The Assistant Secretary of the Air Force (Materiel)

SUBJECT: Uniform Procedures for the Implementation of Contract Cost
Principles and Procedures, ASPR, Section XV, Part 2, as
Revised by Revision No. 50 dated 2 November 1959

1. Purpose. The purpose of this memorandum is to establish uniform
procedures for the implementation of the Contract Cost Principles and
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No, 50,
dated 2 November 1959, with respect to new and existing contracts with com-
mercial organizations, Procedures with respect to new and existing contracts.
with colleges and universities under the revised ASPR Section XV, Part 3, are

mtained in my memorandum dated October 12, 1959.

2, Background. The Notes and Filing Instructions of ASPR Revision 50
provide that the principles and procedures set forth in that Revision are manda-
torily effective 1 July 1960, but that compliance therewith is authorized upon
receipt of the Revision, and that existing cost-reimbursement type contracts
may be amended to include the revised principles, but only if the amendment
will not be to the disadvantage of the Government.

3. Procedure., Set forth below are guidelines to be.followed in implement-
ing the revised cost principles.

(a) Existing Cost-Reimbursement Type Contracts,

(1) Total costs measured under the revised cost principles and
procedures applicable to cost-reimbursement type contracts may differ from
total costs measured under the cost principles and procedures now incorporated
in existing cost-reimbursement contracts, Furthermore, while it is probable
that such differences would not be substantial in most cases, an accurate appraisal
of the differences in each case would, in most instances, require an unwarranted
amount of time and effort on the part of both the Government and the contractor,
particularly in connection with evaluating the cost impact on subcontracts and in
~he case of a particular concern when it is acting as a prime contractor and also
.8 a subcontractor to another prime contractor,



(2) In view of the above circumstances, existing cost-reimburse-
ment type contracts shall be costed out as a general rule in accordance with the
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203, 4) of the contract
and the cost principles presently incorporated therein by reference. For purposes
of ascertaining the cost principles in effect upon the date of the contract, the
effective date of the revised cost principles shall be 1 July 1960 unless the contract
has been written or amended to specificaliy incorporate the revised cost principles.
An existing cost-reimbursement type contract may, however, be amended to
provide for the use of the revised cost principles when resolution of the adminis-
trative problems above does not require an unwarranted amount of time and effort,
where such action would not be to the disadvantage of the Government and where
the contractor agrees to such amendment, The following factors will be taken into
considerationh in those limited situations where the amendment of existing cost-
reimbursement type contracts is being considered:

(i) anticipated increased or decreased costs, if any;

(ii) administrative savings expected to be gained by
costing cost-~reimbursement prime contracts with
a given contractor on the basis of one set of cost
principles;

(iii) the effect on subcontracts under the prime con-
tract {see ASPR 15-204(b));

(iv) absence or existence of specific contractual pro-
visions or other arrangements affecting the treat-
ment of certain costs, such as those for research;

(v) in consideration of {(iv) above, the appropriate use
of advance understandings {ASPR 15-107) as for
example, where it may not be appropriate to allow
independent research costs under the revised cast
principles in instances where such costs have not
been allowed heretofore under the existing contracts;

(vi) other advantages or disadvantages to the Government.

Contractors should be required to furnish any data deemed necessary in connection
with the evaluation contemplated above. The cognizant audit activity should be
requested to provide an advisory report for use in determining the proper

~action to be taken,



(3) Where existing contracts are amended to incorporate the re-
vised cost principles, such amendments should normally be made effective as of
the date of the beginning of the contractor’s fiscal year nearest the date of the
amendment,

(b) New Cost-Reimbursement Type Contracts.

(1) In the case of contractors having existing cost-~reimbursement
type contracts all of which are being costed under the old cost principles, new
contracts shall provide for the use of the revised cost principles, but may carry a
proviso for the use of the old principles for the period between the date of the
contract and the end of the contractor's current fiscal year.

(2) In the case of contractors having existing cost-reimbursement
type contracts with a particular Department or procuring activity, any of which are
being costed under the revised cost principles, any new contracts of such Depart-
ment or procuring activity should provide from the beginning for the determina-
tion of costs in accordance with the revised cost principles.

(3) In the case of contractors having no existing cost-reimbursement
‘'ype contracts, the new contracts shall provide from the beginning for the use of
the revised cost principles.

(c) Contract Clauses. The following clauses are examples which may
be used, as appropriate, in accordance with the guidance stated above,

(1) For use in amending old contracts and in new contracts where
it is desired to provide for a delayed effective date for the new principles.

USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (i) (A) of the clause of this contract
entitled '""Allowable Cost, Fixed Fee, and Payment'" which
reads '"(A) Part 2 of Section XV of the Armed Services
Procurement Regulation as in effect on the date of this
contract; and" is hereby deleted and the following sub-
stituted therefor: '{A) Part 2 of Section XV of the Armed
Services Procurement Regulation in effect prior to ASPR
Revision 50 dated 2 November 1959 until , and
thereafter in accordance with Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by
Revision No. 50 dated 2 November 1959; and'';

(2) For use in new contracts entered into prior to 1 July 1960 in
which the new principles are to be used from inception.

3



USE OF REVISED CONTRACT COST PRINCIPLES

Subparagraph (a) (i) (A) of the clause of this contract entitled
""Allowable Cost, Fixed Fee, and Payment'" which reads "(A) Part 2
of Section XV of the Armed Services Procurement Regulation as in
effect on the date of this contract; and" is hereby deleted and the
following substituted therefor: '"(A) Part 2 of Section XV of the
Armed Services Procurement Regulation as revised by Revision
No. 50 dated 2 November 1959; and'';

(d) Existing Fixed-Price Type Contracts. Contracting officers will
use the revised cost principles as a guide, in accordance with revised ASPR XV,
Part 6, in the administration of existing fixed-price type contracts. Such use,
however, shall be only to the extent that it is not inconsistent with any contractual pro-
visions, understandings, or agreements established in the negotiation of the contract.

(e} New Fixed-~Price Type Contracts. Contracting officers will use the
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the
negotiation and administration of new fixed-price type contracts as soon as practicable
but in no event later than 1 July 1960.

(f) Terminated Contracts. In fixed-price type contracts, settlements
for convenience termination shall be made in accordance with the termination for
convenience clause of the contract and the principles for consideration of costs set
forth in or referred to in ASPR 8-302, as in effect on the date of the contract, For
purposes of ascertaining the cost principles in effect upon the date of the contract,
the effective date of the revised cost principles shall be 1 July 1960 unless the con-
" tract specifically incorporates the revised cost principles. Settlements of cost-
reimbursement type contracts are governed by the allowable cost clause in the
particular contract at the time of termination.

(g) Cost-reimbursement Type Subcontracts. Any amendment of an
existing prime contract to incorporate the revised cost principles shall specifically
cover the reimbursability of costs stemming from cost-reimbursement type sub-
contracts thereunder. If the amendment of the prime contract does not expressly
provide otherwise, the reimbursability of such costs is automatically governed by
the revised cost principles (see ASPR 15-204 (b)). If this result is not acceptable,
the amendment to the prime contract shall provide that, notwithstanding ASPR
15-204(b), the reimbursability of such costs will not be affected by the-amendment.

(h) Audit Services. In the conduct of audits and the submission of audit
reports, auditors will use the cost principles incorporated in the contracts in the




case of existing and new cost-reimbursement type contracts. Auditors will use the
revised cost principles immediately in the case of new fixed-price type contracts,
exceépt where such use under an audit already in process would unduly delay the sub-
mission of a report. In the case of existing fixed-price type contracts, auditors will
use the revised cost principles, except where such use under an audit already in
process would unduly delay the submission of a report or unless the contracting
officer requests that the audit report be prepared on the basis of the old cost
principles.

/sl
PERKINS McGUIRE
Assistant Secretary of Defense
(Supply and Logistics)



DEPARTMENT OF THE NAVY NAVCOMPTNOTE 12410

OFFICE OF THE COMPTROLLER NCT 131
WASHINGTON 25, D. C. NCT 5-61
} 19 Jul 1960

NAVCOMPT NOTICE_12410

From: Comptrollers of the Navy
To: Distribution Idist

Subj: Navy Contract Auditors Training Course in Contract Cost Principles,
ASPR, Section XV, Parts 1, 2, 3 and 6; additlonal data in connectilon
with

Encl: (1) Changes in text of Navy Contract Auditors Training Course in
Contract Cost Principles
(2) Questions and answers in training conference held 16-20 May 1960
in Contract Cost Principles, Parts 1, 2, 3 and 6

1. Purpose. This notice is for the purpose of distributing supplementary
material in comnection with the training course held .16-20 May 1960 on

the new cost principles set forth in Parts 1, 2, 3 and 6 in Revision No, 50
to ASFR,

2, Discussion of Fnelosures, Enclosure (1) contains changes to be made
in the training manual recently furnished to the addressees. Inclosure (2)
contains the questions raised at the training conference and the answers
thereto, Other questions have been omitted due to nonpertinence, adequate
coverage being in the manual, or recording and transcription difficulties,
Some of the answers glven in the conference have been revised as a result
of further consideration of the question or for clarification, Sufficient
copies of the enclosures are being furnished to permit -insertion of one
copy in each manual distributed to the addressees,

3. GCopies of Training Manuasl, Several requests have been received for
addibional copies of the training manual 1n order that each auditor nmay
be furnished with a copy. It was explained at the training conference
that only enough copies had been printed to provide each area office with
the number considered necessary to conduct similar training conferences.
When the course has been given to all auditors in an area, the manuals
nay be redistributed within that area at the discretion of the Officers
in Charge. _It_should be kept in mind, however, that these manuals were
prepared for training purposes and they should not be cited as euthority
for approval or disapproval of cost items.




syt
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NAVCOMPTNOTE 12410
19 Jul 1960

Le ASTR, Part 3, Training Charts., Charts have been furnished under
separate cover for use In connection with the presentation of certain
of'the Part 3, Section XV, ASFR training materiel,

5. Cancellstion. This Notice is canceled when the contents thereof
have been noted or for record purposes on 31 August 1960,

'j”f;fﬁﬂmé:££;-_ .
B KACKLEY 11}//,
~ Assistant Comptrolfer

DISTRIBUTION:
SNDL El4 as follows:
Boston (17)

‘Chicago (21)

Jacksonville (11)
Iondon (W/o encl)
Los Angeles (17)

. New York (19)
- Norfolk (w/o encl)

Philadelphia (17)
San Diego (w/o encl)

San Francisco (1)

Washington (15)

>

i



ENCLOSURE (1) NAVCOMPTNOTE 12410
19 Jul 1960

COMPTROLLER OF THE NAVY
CHANGES IN TEXT OF NAVY CONTRACT AUDITORS COURSE
IN CONTRACT COST PRINCIPLES

FORFWORD

1. Remove the word "and" from line 8 of paragraph I,
2. Delete paragraph IIIL.

Section I~B, page 2
Ttem I¥I.A,1, - Change (15-201,9) to (15-205.9)

Section I-C, page 2
Ttem TIT,C. - Delete and substitute the following:

In the absence of advance understandings, it is the auditor's
responsibility to meke a determination of the allowability on
the basis of information available. Where a contractor contends
there was an advance understanding but presents no evidence in
support, thereof, the matter generally should be referred to the
Contracting Officer via appropriate channels,

Section I-D, ASPR _15~205.7 thru 15-205,15, page 2
Paragraph 15-205,7 Contingencies

Change paragraph V to read:

"A proposed cost based upon contingent events which cannot be
measured within reasonable limits of accuracy should not be
considered in the evaluation of bid price."

Section T-D, ASPR 15-205.7 tbru 15-205,12, page 14
Paragraph 15-205,14 Food Service and Dormitory Costs and Credits

Ttem II,A, - Change 15-502.14 to 15-205.14

Section I-D, ASPR 15-205.16 thru 15-205.25, page 12

Paragraph 15~205,23 Organization Costs

Item III,A,2, line 4 - Change "upallowable" to "allowable



.NAVCOMPTNOTE 12410 ENCIOSURE (1)
19 Jul 1960

Section I-N, ASPR 15-205,16 thru 15-205,25, page 14
Paragraph 15-205,25 Overtime, Extra—Pay Shift and Multi-Shift Fremiums

Ttem II,B, Add the following words at the end of the item:

"'when required”

Section I-D, ASPR 15-205,26 thru 15-205,34, page 5

Paragraph 15=205,30 Precont;ap?ngosys

Ttem IV,A, - Change this item to read as follows:

Precontract costs which antedate the request for submission of the
contractor's proposal should be subject to special scrutiny,

Section I-D, ASPR 15-20 thru 15-205,41, page 7

Paragraph 15-205,35 Research and Development
Ttem IV.C. (3) - Delete and substitute the following:

Where the auditor feels that he is unable to make a definitive
determination, he should refer the matter to the NAAO, which in turn
may oither advise the auditor of the action to be taken or make a
further referral to higher authority. 1In cases where report prepa-
ration deadlines do not permit time for such referral, the auditor
should question such expenditures in his report and furnish infor-
mation, brochures and other data to enable a decision to be made as
part of the nsgotiations, In the case of actual overhead under cost-
type contracts, the costs should be suspended and the matter referred

to NavCompt for further action,

Paragraph 15-205,36 Royaltles and Other Cosis for Use of Patents
Ttem II,C, = Correct the spelling of "indicating" in line 2,

Section I-D, ASPR 15-205,35 thru 15=-205.41, page 8
Paragraph 15-205,37 Selling Costg

Ttem I,B, ~ In lire 3 between the words "fide" and "estahlished"
insert the following:

"emplopses and bona fide”



ENCIOSURE (1) NAVCOMPTNOTE 12410
19 Jul 1960

Section I-F, page 4
Ttem I.c, (4) (b) - Change "Sale" to "Sole"
Section I-F, page 1
Make a new item III as follows:
ITI. Situation in respect to subcontracts
Make the following changes in the present item numbers:
" IIT to IV, IV to V, V to VI- '
Section IT-C, page 15, sixth line f;:o;xx top of page
Delete the i:ollowing wo;ds .
"and buildings"

Section IT-C, page 27

Ttem (b) (1) - Change "10/12" to "50/52"

Section IT-D, ASFR 15-307,3(n) thru_ 15-307,3(bb), page 2
Paragraph 15-307,3 (s) Material

Ttem II, - Change " (ii)" to " (iii)"
Section IT-D, ASPR 15-307,3(n) thru 15-307.3(bb), page 3

Ttem I. under Other Business Expense - In line 2 change "3" o "2"
Section II-D, ASPR 15-307.3(n) thru 15-307,3(bb), page 5

Paragraph 15-307,3(v) Pension Plan Costs

Ttem IV,A.2.8, — Delete this item in its entirety



NAVCOMPINOTE 12410 ENCLOSURE (1)
19 Jul 1960

Section II-D, ASPR 15-307,3(n) thyu 15-307,3(bb), page 8
Paragraph 15-307.3 (bb) Public Tnformation Services Costs
Tvem I, - Strike out "contractual coverage" and add the following:
"authorizatlon by the contracting agency."

Section II-E, paze 2

Ttem B.l.,b.'(1) - Strike out the words "advisory reports" and add
the following:

"the concurrent use of the old and new principles,"

Ttem B.2, — In line 3 change "b." to "a,"
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COMPTROLLER OF THE NAVY
QUESTIONS AND ANSWERS IN
TRAINING CONFERENCE HELD 16~20 MAY 1960
RE CONTRACT COST PRINCIPLES, ASPR

SECTION XV, PARTS 1, 2, 3 AND 6

Section I-A - Tntroduction - Mr. Cook

Q. Will the coordination of future cost interpretations involve both the
audit and procurement personnel of the three Services or will it be re-
stricted to personnel on the audit side?

A, The precise mechanism which will be set up in DOD for cost interpre-
tation development is not presently known. However, since we are dealing
with a procurement regulation, there would normally be some procurement
representation, At the present time there is one cost interpretation in
preparation by an ASPR Subcommittee, The procedure followed in this one
case may serve as a guide for the future, This ASFR Subcommittee includes
both procurement and audit representatives,

Qs Is the Navy's Contract Auditors! Handbook applicable to the new
principles?

A, The statements as to the treatment to be accorded specific items of
cost now in Chapter II, Section 4 of the Navy Contract Auditors! Handbook
do not apply to the new cost principles. They apply only to the old
principles, Consideration will be given to incorporating a statement to
this effect in an early change to the Handbook,

Qs Will the Navy Aréa Audit Offices as a group receive information as a
result of individual cost interpretations made within the Navy?

A, Tt is not expected that each individual cost interpretation issued
on a specific case basis will be disseminated to all Navy Area Audit
Offices, If this were to be done, it could be regarded as a semi-~
official or perhaps an official interpretation and implementation of
the principles and, under those circumstances, would have to be cleared
with DOD. Tt could very well be that the answer in a particular case
might warrant consideration for general publication, In such an instance
the matter will be brought to the attention of DOD for possible develop-
ment of an officlal cost interpretation., If a guestion arises which
appears to be extremely important and of widespread interest, it might
be possible to get DOD permission to publish the answer on an interim
basis but with the thought in mind that it would either be adopted as

an official interpretation or dropped as not having broad enough
applicability,
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e How will cost interpretations be published?

A, Cost interpretations may be published as a separate part of

Section XV, although no final decision on this question has been reached
as yet. This has some troublesome aspects. Contracts are generally
written to provide that costs shall be determined in accordance with

a specific part or parts of Section XV as in effect on the date of the
contract, Cost interpretations if included in another part of Section XV
would have to be so worded as to indicate that they are nothing more
than clarification or application of the test of reasonableness or
allocability so that they in themselves will not be construed as having
effective separate dates of their own. Any other course would present

a very complicated contract referencing problem later on.
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Section I-C - Value of Advance Understandings - Mr, Kuttner

Q. Can any consideration be given to any understandings reached prior
to execution of a contract but which are not written into the contract?

A. BSuch an understanding takes on the complexion of an agreement or a
contract and it is believed that it should not be ignored even though
not written in the contract. If the understanding represents an
inequitable arrangement, it would be advisable to alert the negotiator
to the fact so that he will be careful about reaching such an under-
standing on other contracts,
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Section I=D - Specific Cost Ttems - Mr, Ruttenberg - ASPR 15-205,.1 thru
15-205.6
Advertising

Qe Does the ASPR Subcommittee which is considering the cost principle
concerning advertising in trade and technical journals intend to come up
with an acceptable list of trade and technical journals?

A, The answer is no, To put out such a list would create a storm of
protest. Those companies who publish journals whose names would not be
on the list might say that they were being discriminated against and
there could arise many more problems than are already present,

Q. Can those advertisements which have just the two words "Help Wanted"
in small letters in one corner of the advertisement be considered as
falling in the category of Help Wanted Advertising?

A, This is an o0ld device adopted by some companies in an attempt to get
their advertising considered allowable., As a generalization the al-
lowability in full of advertisements of this kind as Help Wanted ads
because some small portion or a minor portion thereof contains the words
"Help Wanted" does not appear warranted, However, in order to be fair,
perhaps a reasonable portion of the advertisement should be considered
as an allowable cost of Help Wanted Advertising or recruitment expense,

Q. Are not exhibits really for the purpose of promoting sales?

A. Companies are not altrulstic and there usually 1s a sales motive
behind their exhibits, While there may be some specialized knowledge
which they are attempting to convey in an exhibit, they actually are
not conveying it for one purpose only, They usually intend to promote
sales as well as disseminate technical information. As the cost
principles are now worded, costs of exhibits can be allowed if there is
no product involved. However, there are not many exhibits that can
completely conceal the product that the company developed. This is an
extremely gray area and not clear-cut, The decision will have to be
made in the light of the circumstances.

Q. What constitutes a trade or technical journal?
A. The ASPR Subcommittee is currently attempting to develop some

guidance in this area., The guidelines issued may not give the specific
and correct answer in every case, Discretion will have to be used.
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Any questions that arise will have to be considered on a case-by-case
basis and an attempt made to come up with the best decision within
whatever guidelines are provided.

Bidding Costs

QJs Should the direct labor of bid and proposal expense go into the
base for distribution of engineering overhead and then the total bid
and proposal expense be included as part of G and A4 for distribution
to all work?

A. Direct labor of bid and proposal expense should go in the base for
distribution of engineering overhead and the total of the expenses-
direct labor, direct material, plus the allocable engineering overhead-
should go into an expense pool which will distribute the bid and pro-~-
posal expense over all work of the contractor, This does not necessarily
mean that the bid and proposal costs should be included as a part of

G and A, If putting such costs in with G and A will accomplish distri-
bution to all work of the contractor, then that is all right., However,
contractors sometimes have different bases for distributing G and A
vhich might not accomplish the result which is desired, In that event,
some other base for distribution would have to be used,

Q. Does not the Kellett Aircraft ASBCA case establish a precedent that
bid and proposal costs should be distributed only to the work resulting
therefrom rather than distributed over all work?

A, No, the decision is not considered to be a precedent with respect

to bid and proposal costs., The Kellett Aircraft case dealt with the
question of whether or not certain amounts represented a loss under a
contract and, therefore, under the provision of Section XV of ASFR
would not be allowable as costs under other contracts, The costs in
question were not originally incurred as bid and proposal expense,
Basically the Board ruled that the amount in question was not a loss
under a contract even though the contractor had charged the cost to the
projects under the contract and the costs were involved in the per-
formance of the contract, The Board said that these overrumns of costs
are similar to bid and proposal expenses that the contractor might have
incurred under other projects, but in the final analysis the Board seemed
to classify the overruns of cost as unsponsored research and development
costs, The Board held that the costs were in connection with and repre—
sented a proper cost allocation to any contract which might involve the
particular product with which the original contract was concerned,

Under this reasoning the Board permitted an allocation of the overrun
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to two contracts which involved the same product as that under the con-
tract on which the overrun was incurred but did not allow any part of

the overrun against a third contract. It is considered that the pro-
visions of paragraph 15-205.19 of the new principles captioned "losses on
other contracts" should prevent a decision similar to the Kellett
decision in the future,

Q. Has any decision been reached as to the allowability of research and
development expenses as related to the preparation of a bid and proposal
particularly in those instances where the Government has asked a con-
tractor to submit a bid?

A. No decision has been reached., However, in making a determination of
allowability, there seems to be one factor which must be  taken into
account. Thls is whether or not the Govermment has asked a contractor
to submit a bid. If a certain amount of investigation was necessary in
order to submit the bid in response to the Government's request and what
was undertaken was reasonably necessary in order to submit a proper bid,
the cost of such investigation should properly be considered as bid and
proposal expenses, Then there is the other situation where a contractor
undertakes a research project, develops something he thinks is pretty
good, and then goes to one of the Services and says, ®Here is what I've
developed. Don!t you think you could use this?" In this particular
case, there seems to be some difference in the sequence of events which
would preclude the cost of investigation from being considered as bid
and proposal expense, 4ll of the circumstances would have to be examined
carefully, however, before a proper determination could be made,

Q. What position should be taken in those instances where the Government
asks a contractor to investigate the feasibility of a certain project or
program without issuing a contract for such work and the contractor
spends rather large sums of money pursuant to the request of the
Government?

A. Whenever this involves a substantial amount which is clearly identi-~
fiable, it should be watched very carefully because even though the
Government requests the contractor to do such work, it is questionable
whether the cosis are acceptable as bid and proposal expense in the
absence of a specific contract. In these instances, it is considered
that the costs should be questioned and advice sought from the technical
inspector or the matter referred to NavCompt.

Q. Should all research and development costs which are included as part
of bid and proposal expense be referred to the contracting officer?
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Ao No, they should not. The question to be resolved in this area is
whether the research and development can properly constitute part of
bid and proposal costs or is to be considered as research and develop-
ment per se, If it is determined that the costs involved fall in the
latter category, then the cost principles with reference to research and
development will come into play and not those cost principles which have
reference to bid and proposal expenses, This is proper in the light of
the position of the auditor whereby under cost-type Navy contracts he is
responsible for determining costs; whereas, under fixed-price contracts,
if the auditor cannot make a determination on his own, he recommends
items for the consideration of the contracting officer.

Q. Should not Government contracts be charged only with the bid and
proposal expenses related to such contracts?

A, This would seem rather difficult because it leaves unresolved the
question of where to charge unsuccessful bids, It would be possible, of
course, and proper, too, that if a contractor chose to charge directly
to contracts the cost of successful bids, he could, if he followed the
proper system, put 21l unsuccessful bids in overhead for allocation to
all work,

Civil Defense Costs

Q. The new principles allow the costs of Civil Defense measures for a
contractor!s own premises but do not allow the costs of Civil Defense
measures for the area in general, Why 1s there this difference? Funda-
mentally there is no difference in the results to be obtained,

A. Actually there is a fundamental difference between the two situations,
In the first instance, the contractor has his own property to consider and
will want to protect that property. This 1s of direct interest to him
and, of course, 1s directly related to any work performed in his plant,
The other situation is of more general interest for the public welfare.
Since taxes are expected to provide for the needs of the public and the
contractor pays such taxes, any voluntary contribution in this respect

is consldered to be in the nature of donations or contributions. The
Federal Government has generally followed a policy of not participating
under cost-type contracts in the cost of donations, grants and gifts,

Compensation

Q. How do you determine the amount of reversionary credits due the
Government in connection with a contractor!s pension plan contributions
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for terminated employees (other than mass terminations)?

A. Paragraph N2-4.010(f) (5) of NCAH contains information in this
connection. Ordinarily it will not be necessary for the auditor to
determine an amount due the Government for normal turnover since this
contingency is generally factored out by the actuaries in determining
current contributions under the plan or is credited to the next due
contribution to the plan.

Q. How long a period of time does the Government have in which to attempt
to recover any abnormel reversionary credits wnder a recapture agreement?

A, With respect to the assignment of credits and refunds under Navy
cost-type contracts, the answer probably is "indefinltely," This is to
say that at any time that it can be determined that the contractor has
received a credit to which 1t is believed that the Government is entitled,
or a portion thereof, the agreement can be invoked and the contractor
asked to refund the proper amount to the Govermnment. It is not known to
what extent if any the statute of limitations applies., 4ny question as
to the time element should be referred to NavCompt for resolution with
Counsel.

e
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Section I-D —~ Spacific¢ Cost Ttems - Mr, Andersom - ASPR 15-205.7 thru
15-205,15
Contingencies

Qs May a bonus based on earnings and determined at the end of an
accounting period be considered in the evaluation of a bid price?

A, Tt will be observed that the changes to text of manual revised this
item to read:

"A proposed cost based upon contingent events which cannot be measured
within reasonable limits of accuracy should not be considered in the
evaluation of bid price,”

Tt is considered that where a contractor has an established plan or
implied agreement to pay bonuses of this type and the costs can be esti-
mated within reasonable limits of accuracy, the contingent cost may be
considered in the evaluation of a bid price,

Depreciation

Q. If a negotiated use charge in connection with facilities, which have
been fully depreciated and a substantial portion of such depreciation

was recovered under Government contracts or subcontracts, is agreed to

in advance and incorporated in contracts, what effect does ASPR 15-205.9(f)
have thereon which states that no use charge shall be allowed on this

type of fully depreciated asset?

A, The terms of any specific advance agreement or contract term would
be controlling although such action would be contrary to the stated
principle, Some extenuating circumstance may justify the charge in some
given case, In any event, it would be up to the contracting officer to
justify the agreement to allow the use charge.

Q. (a) May a contractor use one of the depreciation methods authorized
by the Internal Revenue Code for tax purposes and another for costing
purposes?

(b) Also, which basis should he keep his books on?
A, (a) Yes, Although it is necessary that normal depreciation be com-

puted upon the property cost basis used for Federal income tax purposes,
it is not mandatory that the same method of computing depreciation
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expense be employed for costing and income tax purposes, The principles
provide that "Normal depreciation . . . is an allowable element of con-
tract cost; provided that the amount thereof is computed: . . . by the
consistent application to the assets concerned of any generally accepted
accounting method, and subject to the limitations of the Internal Revenue
Code of 1954, as amended , « « o

(b) As a general proposition the depreciation for costing purposes
will be that reflected in the general books of account, but the principles
do not specifically require it. However, if the method of computing
depreciation for costing purposes differs from that reflected in the
books, it is considered necessary that a satisfactory memorandum record,
capable of being fully supported for costing purposes, be maintained.

Excess Facility Costs

Q. If 50 per cent of a contractor's equipment is idle, would the idle
facilities be considered excess facilities?

A, Tt is necessary to consider all the facts in a particular situation,
No categorical answer can be given based on a per cent. To the extent
all or some portion of the equipment will be needed for foreseeable
volume of business and other reasonable stendby purposes, the costs of
maintaining it may be allowable. All other excess equipment costs
would be unallowable.

10
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Section I=D = Shocific.Cost Ttems — Mr, Abmann — ASPR 15-205,16 thru

15-205.25
Interest and Other Finsnzial Costs
Q. Are costs incident to a stock dividend allowable?
A. Yes. It 1s considered that they are normal expenses of doing business,

Material Costs

Q. Is the term "commerciel channels" to be interpreted as items for
commercial end-use as opposed to military end-use as in the past?

(
4, Tt is our view that an item which has military end-use only does not
meet the test of "sold through commercial channels,"

Qe If an item is listed in a catalog, may it be considered as an item
sold through commercial channels?

A, The fact that an item is a catalog item does not necessarily indicate
its end-use, It could be listed so that other military suppliers would
know of a source for the item.

Q. What is the position of NavCompt re off-the-shelf items?

A, The conclusion has been reached that "sold through commercial channels"
refers to items for commercial end-use and nobt military products in the
sense of specialized items, The basic idea or premise on which this con-
cept of acceptance of items "sold through commercial channels" is based

is that the prices of the items are controlled or lowered by effective
competition for commercial end-use, If Navy contracts are charged at
prices not in excess of the most favorable prices that may be given to
commercial customers, we don't have to be too concerned about any small
element of profit that might be included, However, a very large volume

of this type of transaction would raise some question., In such a case,

it might be well to suggest a special contract provision and consideration
of those items. It is expected that normally the dollar amount for such
commercial items utilized will be relatively small with respect to the
size of the contract and that the acceptance on a commercial price basis
is more economical and practical than attempting to determine the actual
cost., Welve had such cases in the past in connection with such items

as lamp bulbs and small electrical motors, In such a case, it might

11
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cost three times the price of the bulbs to perform special cost studies
to determine the actual cost to the company. In that type of situation
the use of the most favored customer basis is obviously preferable.

Q. If a contractor secured competitive bids on an item to be made
according to specifications which is not a standard or off-the-shelf
item and awarded the work to one of his divisions on the basis of low
bid, what treatment would be accorded cost incurred in excess of the bid?

A. In determining the allowable cost of intra-company purchase of such
nonstandard items, allowable cost 1s based on cost to the transferor
unless the items are the same or substantially similar to items for
which prices have been established by other suppliers. In the latter
case the cost to the transferor or the prices of other suppliers, which-
ever is lower is allowable. Where the contractor, in connection with an
item for which established prices do not exist, acted in good faith at
the outset, secured competitive bids, sincerely analyzed them, and con-
cluded they could do the work cheaper than the other bidders, the fact
that they subsequently incurred costs in excess of the other bids would
not be a good premise for disapproving these excess costs,

Q. Is the requirement for contracting officer's approval of purchase
orders applicable to inter—divisional work (i. e., work within the same
company)? Some contracting officers seem to think so!

A. While each case must be considered on its own merits, generally the
answer is '"no."

Q. When a company writes off obsolete stock, is it appropriate for the
loss to be included in inventory adjustment?

A. As a generalization, it is not appropriate for Government contracts
to be charged for losses or share in gains from adjustments on account of
obsolete stock.
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Section I-D - Specific Cost Ttems - Mr, Kuttner - ASPR 15-205.26 thru
15-205.34
Plant Protection

Q. What criteria should be used in determining whether the expenses of
plant protection should be charged directly to a contract or a group of
contracts in lieu of being allocated to all work through overhead?

A, If a particular contract or a group of contracts have security re-
quirements significantly in excess of those of the contractor'!s remaining
activities, it is only equitable that the contract or contracts necessi-
tating the increased expense bear the cost thereof, On the other hand,
if the contractor!s operations are completely devoted to the defense
effort requiring the security measures, and more especially if the con~
tracts are mostly of the cost-relmbursable type or are subject to
repricing, the expense involved in plant protection may be charged to
overhead, because no practical purpose would be served by attempting a
precise allocation of the expense. No hard and fast rule can be formu-
lated, Whether the costs should be treated as direct or indirect can
best be determined by an evaluation of the specifics of the case,

Precontract Costs

Q. Situations arise in which a contractor may have to perform work which,
but for the absence of a contract, would constitute work required under
the contract just to be able to submit a bid., Should the costs incurred
in doing this work be considered precontract costs or bid and proposal
expenses?

A, In a situation of this kind all facts must be considered. The nature
of the costs and the contractor's normal treatment of like costs will
have a bearing on the matter. If the costs are in the nature of research
or investigations to determine whether the pursuit of a certain field of
endeavor is feasible or has potential for accomplishment, it may well be
in the area of unsponsored research and development, If it is done so
that a meaningful bid can be presented, although at the request of the
Government, it normally would be to the contractor's advantage to treat
it as bid and proposal expense so that it may be recovered in accordance
with its normal treatment of bid and proposal expense in the event the
bid is unsuccessful. While there may be instances where the formal bid
or quotation is submitted after considerable work and negotiations have
taken place, ordinarily it is believed that precontract costs would be
costs incurred after a proposal or bid was received and after there was
an informal understanding that a contract would be awarded.

13
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Professional Services

Q. Should outside professional services be allowed if & contractor has
his own staff? Wouldn't this be a duplication of effort?

A. The key word in this question is "duplication." It may be difficult
to prove that there is duplication of effort even though it looks as
though there is. If a contractor has a competent legal staff on his pay-
roll, care should be exercised before approving retainers for outside
legal counsel. However, since there are degrees of specialties involved
in the legal and accounting professions, it may be desirable to have
available certain talents which would not be present in the contractor!'s
own staff., There is no categorical answer to the question except to say
that special care should be exercised to see that, if a contractor does
retain outside professional help, his own staff is not capable of per—
forming whatever services might reasonably be expected of the outside
firms.

Rental Costs (Mcludi Sale an ecaseback of Facilities

Q. Assume that a contractor began construction of a building and sold the
partially completed building with the understanding that it would lease
the building upon its completion. Would the rentals paid under such a
lease be treated in the same menner as those under a sale and leaseback
of a completed facility?

A. This is also a sale and leaseback. As far as the application of the
rule contained in ASPR 15-205.34 (c) is concerned, it makes no difference
whether the facility was or was not sultable for use when it was sold.
The important point is that the contractor had title to the property;
the property was sold and then leased back.

Q. If the sale and leaseback occurred in a period before the contractor
was engaged in defense work, would there be any difference in the treat-
ment of the rentals?

A, The rule set forth in ASPR 15-205.34(c) is unequivocal and applies to
any sale and leaseback regardless of the period in which the transaction
occurred. If a contractor is paying rent under a sale and leaseback
which was consummated 10 years ago, any portion of the rent in excess of
the normal costs of ownership would not be allowable. This is an item
for which the contractor should seek an advance understanding if he does
not want ASPR 15-205,.34(c) to be operative,
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Q. What treatment will be accorded the rentals paid under a sale and
leaseback if the transaction was undertaken by a predecessor organization,
which was merged into or with the contractor?

A, Tt is not possible to give a categorical answer to this question
because it may involve a study of the manner in which the merger and
sale and leaseback were accomplished. The term merger is used in some
states to refer to all types of consolldations, including those where

a new corporation is brought into existence, rather than being limited
to those cases in which one or more corporations become absorbed into
an existing corporation, The problem may become a legal matter or a
determination of the primary motivation for the merger, i, e.,, whether
it was effected for some reason other than avoidance of the cost
principle here involved. If the auditor is confronted with a problem
in this conmection, it is suggested that all the facts be submitted for
study by this office and consultation wlith counsel if deemed appropriate,

Q. Are the rentals made in connection with agreements which permit them
to be applied against the purchase price of the asset allowable under the
present regulation?

A. VWhere it is clearly evident that the transaction is in substance a
conditional sales contract providing for payment on the installment basis,
any payment made pursuant to such an agreement is not rent but a portion
of the cost of acquisition. Hence, the payment is not an allowable cost.
The asset should be accorded depreciation accounting., The facts re-
lating to all such leases must be carefully considered.

Q. Would there be any effect upon the allowability of cost if the sale
and leaseback contained an option permitting the contractor to repurchase
the facilities after the expiration of a stated period?

A. Since this situation is only a variant of the more usual form of a
sale and leaseback, the portion of the rentals not in excess of the cost
of ounership would be allowable. Under this interpretation, the con~-
tractor could not be reimbursed by the Government for any portion of the
rental which represented consideration for the option.

15
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Section I-D - Specific Cogt Ttems = Mr, Dawson - ASPR 15-205,35 thru
15-200, 41

Research and Development

Q. Would you clarify the position taken with respect to the significance
of the last sentence of ASPR 15-205.35(e)?

4, Tt is the view of the Office of the Comptroller that the significance
of the last sentence of ASPR 15-205,35(e) is that it supports the posi-
tion that the first sentence permits an allocation of independent develop-
ment only to Government production contracts and not to Government R&D
contracts, If this were not the case, then the second sentence would be
unnecessary because the first sentence would then apply not only to a
contractor engaged only in R&D work but also to a contractcr performing
both production and R&D work, The fact that the sccond sentence has been
includad means that additional specific language was necessary so that
contractors who were engaged only in R&D could allocate some portion of
their indspendent development work to Government R&D contracts,

Q. In order to qualify under the exception in ASPR 15-205,35 (e), must
a contractor do no production work at all, or could he perform some
production work, for example, 1%, 5%, 10%?

A, The Office of the Comptroller is of the opinion that the exception
in ASPR 15-205,35(e) is intended for those organizations whose basic
effort 1s research and whose hardware 1s limited to a working model,
prototypes or processes, with any sales of products being incidental,
as distinguished from items manufactured for sale to customers whether
or not the production is carried on in a pilot plant or regular manu-~
facturing facilities,

Q. Does the last sentence of ASPR 15-205,35 (e) apply only to nonprofit
organizations?

A, No., Any research company, profit or nonprofit, could qualify if
regearch work is its basic effort.

Q. TIn ASPR 15-205,35(f), how shall the word "practices" in the phrase
"accounting practices consistently applied" be construed?

A, The word "practices" is to be construed as a course of action continu-

ously followed. A "practice" cannot be established on and off purely for
convenience; it is established over a period of time,

16
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Q. How can you change an accounting "practlce?"

A, Since a '"practice" represents first a certain course of actlon, the
course of action must first be changed. The mere change does not
constitute a changed "practice," however., The "practice!" becomes changed
only after the changed course of action has been continuously followed
for a period of time so as to establish the course of action as the normal
method of accomplishing a desired result,

Q. Is it not dangerous to condone an accounting principle or practice
which we do not agree with for the sake of expediency?

A, Yes. Any such instances should be thoroughly documented with complete
understanding with the contractor that this is being done solely for the
sake of expediency, Unless this is done, and the mix of work at a
contractor's plant changes at some future date with nonemphasis on
Government work, we may be saddled with a precedent contrary to what we
think is proper, or what the principles intended.

Q. If we have accepted a contractor'!s method of accounting for certain
costs that does not conform to a sound accounting practice, could not the
contractor use this as an argument in justification of changing another
of his accounting procedures from one which we consider conforms to sound
accounting to one that does not?

A, Yes, However, where a contractor wants to change a practice which
conforms to the principles to one which does not conform, no agreement
should be entered into for the seke of expediency or otherwise.

Q. Is 1t true that, if a contractor has been consistently applying
accounting practices which are contrary to the principle laid down in
ASPR 15-205,35(f), such practices are acceptable?

A. Yes; this is the effect of ASPR 15-205,35 (f), but this applies only
to R&D,

Q. In some instances, a contractor may change his method but a year or
two may elapse before a disapproval is issued or before a case gets
before the ASBCA, Could it still be contended at the time of the
disapproval that the contractor does not have a new accounting practice?

A. Under these circumstances, we would probably have to admit that the
contractor now had a changed accounting practice, The way to prevent
this from happening is to be prompt in reviewing the accounting system
and going on record at an early date as to the acceptability thereof so
that the passage of time will not enable the contractor to assert that
its changed method has become its practice,

17
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Q. Won't it be difficult for the auditor to make a determination that
a particular project is basic research, applied research, or development?

4, Yes, and this was probably recognized by the military departments
when they established the Tri-Departmental Committee, However, since all
contractors are not on the 1list for consideration vy the Committee of
thelr research programs there may be instances where we will have to ask
assistance from the Committee in the case of other contractors if we are
unable to make a definite determination as to whether the contractor's
activity falls in the category of research or development,

Q. Will the Tri-Departmental Committee involve itself with accounting
matters?

A. Tt is our understanding that the Committee will not concern itself
with the accounting aspects of a contractor's research and development
program, Its efforts will be confined to a contractor's research and
development program as such, type of endeavor, budgeted effort, and
matters of that kind., However, 1f they should approve dollar amounts
rather than projects or percentages of a contractor!s research program,
it would appear desirable that they obtain audit advice.

Q. Will it not be difficult in some instances to make a determination
as to what constitutes a product line?

A, Yes, The determination as to a product line can be narrow or so

broad as to include almost anything. Judgment will have to be exercised
to keep the determination within reasonable limits, Technical assistance
should be solicited. If a contractor persists in taking a broad view of
what constitutes his product line, it may be necessary to resort to

formal disapproval and have the issue decided through the appeal procedure,

Q. In the case of a contractor who is not on the list to be considered
by the Tri~Departmentel Committee, should the auditor attempt to make

his own determinations regarding the contractor'!s research and development
programns?

A, Yes, If the auditor is unable to make a determination at the field

level, then the matter should be referred to NavCompt together with the

same type of information that the contractor would have to submit to the
Committee,

Q. What happens if an advisory report has to be released and no decision
from NavCompt has been received?

18



ENCLOSURE () NAVCOMPTNOTE 12410
19 Jul 1960

A, The auditor will have to do the best he can even i1f it means setting
the costs out for further consideration, Sufficient information will
have to be presented, however, to enable the negotiator to have something
to work with so that he can make a determination,

Q. Will the auditor be called upon to assist the Tri-Departmental
Committee through the submission of accounting advisory reports?

A, It is not presently known whether this will happen or not. If so,
we should think in terms of total costs of the projects rather than in
terms of cost of individual elements, such as, labor, material, and
overhead.

Q. Mist the principles be followed even though contrary to good
accounting practice?

A, Yes, If the principles provide leeway for any action contrary to
sound accounting principles, then no exception can be taken.

Q. Will the Tri-Departmental Committee police the contractor's program?

A, Our impression is that the Committee will not police the programs

and that the ultimate determination of the amount of allowable costs

will be left up to the auditor and the technical inspector. There should
be v peaticular problem if the Committee picks out special programs and
has indicated the degree to which the Government will share in the cost
thereof and the contractor's methods of accounting for the costs and
controlling the planning and execution of research projects is acceptable,
However, if the program is atscontinued and a new type of program is
instituted, it is not considered that the original Committee approval
would continue; a new approval would have to be secured.,

Royalties

Q. What is the auditor!'s position with respect to handling claims for
royalties?

A, The auditor should make every attempt to determine if the royalties
that are claimed are or are not allowable. If this cannot be done, an
advisory report should set such costs out for further consideration in
the case of a fixed price contract, In the case of a cost type contract
the matter should be referred to NavCompt for further action,
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NAVCOMPTNOTE 12410 ENCIOSURE (2)
19 Jul 1960

Severance Pay

Q. If an adjustment for severance pay is carried back over a number of
years, isn't there a good chance that a contractor would be barred from
recovery if he had submitted unqualified releases on completed contracts?

A. This is true. However, since the new Principles, in the case of
abnormal severance pay, specifically state that the Government recognizes
its obligation to participate in such cost, the period to be covered by
the adjustment should not be one that will enable the Government to evade
this obligation,

Q. Although the new Principles state that normal severance pay is to be
allocated to all work of the contractor, would it be permissible to
allocate the payments to all work within the department where the charges
originate?

A. Technically, this would seem to be a deviation from the Principles

but there would not seem to be any great objection to such a procedure
gince the net result is more precise costing.
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INCLOSURE (2) NAVCOMPINOTE 12410
19 Jul 1960

Section I-F -~ Copcurrent Use of the New and the 0ld Principles - Mr. Cook

Q. May a prime contractor insert the new Principles in new subcontracts
entered into under prime contracts which contain the old Principles?

A. No categorical answer can be given to this, but there would not seem
to be any restriction by implicit directive which would prevent a prime
contractor from so doing from the date they were issued, However, it is
considered that reimbursement to the prime contractor for the subcontract
costs would have to be determined on the basis of the old Principles
regardless of the commitment on the part of the prime contractor to
reimburse the subcontractor on the basis of the new Principles. This
would seem to be the case because the language of paragraph 15-200 of
Part 2 of the old Principles makes such Principles applicable to the
determination of cost type subcontract costs for which the prime con-
tractor seeks to be reimbursed., Tt is believed that this phase of the
matter may require further clarification if it becomes a problem.
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NAVCOMPINOTE 12410 ENCLOSURE ()
19 Jul 1960

General Questions in Conmection with ASPR, Section XV, Parts 1, 2, and 6
Mr, Ruttenberg

Q. What consideration, if any, should be given to contracts for research,
investigations, etc., at no cost to the Government or at the most a very
nominal sum such as $1.00%

A. Although no payments, or any payments beyond the nominal sum stipu-
lated in the contract, could be made under the contract for the work
performed, it 1s not considered that it is intended that the contractor
should be denied recovery of the cost of performance as an independent
research program. In this event, the principles applicable to research

and development costs could be applied, However, it may be advisable

to obtain clarification of the intent of the agreement from the contracting
officer if it is not evident from the contract since the project may be
cost sharing with the Government furnishing the facilities.,

Q. Is the negotiator bound by the recommendations in an advisory
accounting report submitted for the purpose of negotiating overhead rates?

A, Strictly speaking he probably is not, but it would seem that any
negotiator would have to have positive proof to the contrary before over—
ruling an auditor!s recommendation that a particular item of cost should
not be accepted.

Q. Why are negotiated overhead rates still being used, particularly
since the overhead is now on an historical rather than prospective basis?

A. It is true that the need for negotiating an overhead rate is
considerably lessened since the rates now reflect historical costs and
actual experience, There still remain certain advantages, however,

One advantage is that there will be uniformity of treatment of similar
costs under like circumstances by all the Services of the Department of
Defense. Another advantage is that the requirement to submit a report
and negotlate a rate within a specified period of time tends to get the
overhead audit on a more current basis.
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ENCLOSURE (2) NAVCOMPINOTE 12410
19 Jul 1960

Section II-C - Categories of Direct and Indirect Costs — Mrs, Niedling

Direct Costs = Salaries and Wages

Q. TIs it not possible that institutions may budget a certain amount of
time for instruction and a certain amount of time available for research
work for each professor and establish different rates of pay for each
category of work with the rate for research being greater than for
teaching? The principles state ", . . that the excess of salary and wage
rates paid to personnel working on Government research agreements over
salary and wage rates pald to personnel working on the institution's
departmental research or other resqarch will not be allowed unless spe-
cifically provided in the agreement or approved by the contracting
officer.," :

A. This may be possible, but the imstitutions have contended that there
is no way to segregate certain research performed by professors from
instruction, They refer to this type of research as nonbudgeted depart-—
mental research. Tt would not appear that any estimate they make of over-
all research performed by a professor which includes departmental non-
budgeted research would be too realistic., Furthermore, since it is
contended that it is not separable from instruction, there would be no
justification for paying different rates for time devoted to teaching

and this type of research,

Q. Does the fact that employee bermefits, such as pension costs, are not
calculated on summer salaries paid to faculty members justify exclusion
of such salaries from the salary and wage base?

A, Without all the details, a definite answer cannot be given, However,
it may be appropriate to meke a special allocation of certaln employee
benefits and include the salaries and wages in question in the base for
apportionment of those G&A expenses which do benefit the work involved.

Indirect Costs - Departmental nse

Q. Is it not possible that the reason indirect departmental expenses are
much greater than the expenses they were intended to offset under the
Blue Book is that the indirect departmental expenses now include a share
of 0&M, G&A, employee benefit expense, etc?

A, This may be true. It is possible also that certain expenses now being
included in this pool previously were included in direct charges. If this
is the case, the advisory report should point up these facts and indicate
approximately how much other factors have been reduced so that the effect
on over-all costs can be evaluated.
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NAVCOMPINOTE 12410 ENCLOSURE (2)
19 Jul 1960

Section II-D - Specific Cost Items = Mr, Kiser ~ ASPR 15-307,3(a) thru

Depreciation

Qe TIs it possible for an institution to claim depreciation on certain
of its building and equipment and use charges on the balance?

A, Yes, I believe this would be possible where they maintain actual
records of usable buildings and equipment as distinguished from original
complement or reasonable estimates. However, there would have to be
consistency of treatment once an election was made. When an item, for
which depreciation allowances have been claimed, is fully depreciated
use charzes would not be allowable thereon.

Q. Where there has been special agreement between the Government and
the institution to amortize the cost of a building or laboratory over

a given period, could the institution claim a use charge on the building
or laboratory after the amortization period has expired?

A. Tt would not appear proper. However, consideration is presently

being given to some ASPR coverage in this connection in order to effect
some uniformity of treatment of costs of this nature.
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ENCIOSURE (2) NAVCOMPTNOTE 12410

19 Jul 1960
General Questions in Connection with ASPR, Section XV, Parts 1, 3, apd 6

Mr. Kiser

Q. Is difficulty being experienced in the application of BubBud

Circular A-21 to cost type contracts that are being audited for other
governmental agencies, such as, Federal Aviation Administration, National
Science Foundation, Department of Health, Education and Welfare, Atomic
Energy Commission, etc., and ASPR, Section XV, Part 3, as implemented

by Department of Defense Joint Ietter No. 41?

A, The members of the training class indicated that no difficulties
were being encountered.

Q. Will wve be able to make recommendations regarding revisions to BuBud
Circular A-21 by 30 June 1960%

A. Ve are required, in accordance with the directive of BuBud and the
ASFR Committee, to recommend, by 30 June 1960, revisions of BuBud
Circular A-21 that we feel are desirable, Tt is indicated that we have
not had enough audit experience to make positive recommeundations to
BuBud, through the ASPR, Part 3 Subcommittee by this date. At present
we are in a vacuum, s0 to speak, with regard to such recommendations
and will possibly request a delay of six months to a year. We expect
to convene our ASPR Subcommittee soon to plan for future action.

Since recommendations submitted to BuBud will be based largely on
information received from auditors, it is incumbent on the auditors to
furnish information on problems that are being encountered in adminis-
tering the revised Part 3. Auditors have a responsibility for recom
mending changes where principles are unrealistic., It is impossible for
Headquarters to visualize all circumstances., Auditors are in a better
position to formulate ideas for solving a problem since they are
continually applying these principles in their daily work.

We will welcome recommendations as to those areas where Part 3 should
possibly be changed for purpcses of audit approach simplification,
clarification of expense treatment, and elimination of unnecessary detail,
If you have any suggestions, send them to us, Your assistance will be
very helpful. Since any changes to BuBud Circular A-21 will be largely
dependent upon our experience, it is considered that suggestions and
information originating with the auditors will constitute the major

source of recommended revisions. Tt is requested that such information
be furnished in timely fashion, that is, promptly after you have reached
a conclusion on a particular aspect or item of Circular A-21.
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NAVCOMPTNOTE 12410 ENCLOSURE ()
19 Jul 1960

Q. What is the purpose of the College and University Federal Committee?

A. The National Association of Colleges and Universities has established
a federal committee, with an office in Washington, D. C., to maintain
close liaison with and to work with the Department of Defense, ASPR
Subcommittee and BuBud on problems arising in the application of
Circular A-21, gathering information from member schools, consolidating
views of the association, and distributing information to the association
members, This committee may be helpful in improving our relations with
the group of educational institutions and individual members of the
association, The ASPR Subcommittee has informelly suggested to the
federal committee that in submission of their problems to the ASPR
Subcommittee, the problems be based on an actual case, or cases, and not
on generalities, and, to the extent practicable, the problem be presented
via the military auditor cognizant of the educational institution where
the case arose,
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CR0SS REFERENCE TABLE OF SuLiuCTED COSTS IN wll AND OLD

SECTION XV, Aablt

Cost Item

Pension Plans

Plant Protection Costs

Plant Reconversion Costs

Precontract Costs

Professional Service Costs ~ Legal, Accounting,
Zngineering and Other

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

Recruiting Costs

Rental Costs (Including Sales and Leaseback of
Facilities)

Research and Development Costs

Royaliies and Other Costs for Use of Patents

4:11ling Costs
Service and Warranty Costs
Scverance Pay

Special Tooling Costls

Taxes

New
Section XV

Paragragh

15-205.27

15-205.28

15-205.29

15-205.30

15-205.3i

15-205.32

15-205.33

15-205.3L

15-205.35

15-205.36

15-205.41

01a
Szction YV
Parasranh

15-20L(1)
15-205(1)
15-205(m)

15-20L(r)

15-204(x)

15-2.Y (]l)

15-522(s)

15-2%(v)
15-2:5(1)
15-205(r)
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USAAA 316-10

CHO&S REFLRNCE TABLE OF SuIiCTisD COSTS IN WL AND OLD

SuCTION XV, ASPH

Cost Item

Termiuation Costs

Trade, Business, Technical and Professional
Activity Costs

Training and Bducational Costs

Transportation Costs

Travel Costs

lew
Scction XV

Para,ﬁ,ragh

15-205.02

15-205.43
15~205.14
15-205.45
15-205 .46

0l1d
Seetion XV

Paragraph

ASPIL Der.
15-502(x)
15-204(1)
15-2¢k(r)
15-20L(¥)
15-204 (w)

15-562(3)
15-502(t)

VIIT
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Fines and Penaltics

Food Service and Dormitory Costs and Credits

15-205.14

CiOSS REFERENCE TABIN 0 SULECTED COSCS IN Il AIlD OLD
. DoGlION XV, AGPiL
Hew 0ld
Section XV Sectlon XV
Cost Item Parapraph Pararrauh

Advertising Costs 15-205.1 15-254(=) (x)
15-205(a)

Bad Debts 15-205.2 15-205(¢

Bidding Costs 15-205.3 =

Bonding Costs 15-205.4 15-204(b)

Civil Defense Costs 15-205.5 -

Compensation for Personal Services 15-205.6 15-202.2

' 15-220:(p) (t) (%)

15-22k(e) (e)
15-6013 15-¢03
15-502(u)

Contingencies 15-295.7 15-205(e)

Contiributions and Donabions 15-205.8 15-205(F)

Depraciation 15-205.9 15-z20L(q4)
15-205(b) (o)
15-5G2 (k)
15-602

Tiands - 15-2¢5()
Sweonts oo lopale, Health, and Welfare
Lo 9 omd Orodits 15-205.10 15-294(g)
Entertainment Cosls 15-015,11 15-205(h)
Evcess Facility Costs 16-205,12 18-205(0)
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CROCS IARENCE TABLE OF SollCTlisD COSTS IN MeW fID QLD

GAULION AV, AGPH

Cost Ttem

Fringe Benefits

Insurance and Indemnification

Interest and Other Financial Costs
Labor Relations Costs
losses on Other Comtracts

Maintenance and Repair Costs

Manufacturing and Production Lngineering Costs

Material Costs

iaterial Handling

Miscellaneous Office and Administrative Services
and Supplies, Including Communication Ixpeunses

Organization Costs
Other Business Lxpenscs

Overtime, Zxtra-Pay Shift and Hulli-Shift Preaiums

Patent Costs

New Gld
Section XV Section XV
Parapgraph Parapraph
15-205.15 -
15-205.16 15-20L(b)

15-205(p)
15-502( )
15-8C2(f)
15-205.17 15-205(k) ()
15-205.18 -
15-205.19 15-205(n)
15-205.20 15-204(q)
15-2925(0)
15-205.21 15-204L(3)
15~205.22 15-202.1
15-224 (k) (u)
15-5272(e)

- 15-20L( )

- 15-22h ()
15.205.23 15-205(1)
15-205.24 12-204(¢e)
15-205.25 15-220(n)

15-502(h)
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leadquarters USAAA Bulletin 316-10
U. S. Army Audit Agency 26 July 1960
Washington 25, D. C.

MAJOR ARIFAS OF DIFFERENCE BETWEEN THE "NEW" AND
"OLD" COST PRINCIPLES AND PROCEDURES APPLICABLE TO
CONTRACTS WITH COMMERCIAL ORGANIZATIONS
Expiration Date: 30 June 1961

1. PURPOSE

This bulletin highlights for the attention of auditors certain of the major arecas of
difference between the contract cost principles sct forth in ASPR Section XV Part I,
2 and 6, ASPR Revision No. 50 dated 2 November 1959 and those principles in the
previous edition of ASPR Section XV dealing with corresponding matters. These major
differences relate, for the most part, to the applicability of the principles, and to the
treatment of certain items of cost under supply and research contracts with commercial
organizations. For the purpose of identification, the revised cost principles contained
in ASPR Section XV, Parts 1, 2 and 6, Revision No. 50, will be referred to as the "new
principles'. The edition of ASPR Section XV dated prior to 2 November 1959 will be
referred to as the "old principles”. With minor exception the new principles become
fully effective for all applicable-type contracts issued after 1 July 1960. The information
contained in this bulletin is not intended as a substitute for a thorough reading and
understanding of the new principles by each auditor.

2. APPLICABILITY OF THE NEW PRINCIPLES

-

a. General

The new principles represent the introduction of a comprehensive set of
contract cost principles and procedures which are applicable for use under both
fixed-price type contracts and cost-reimbursement type contracts for supply and research
with commercial organizations. In accordance with the implementation referred to
in paragraph 3 below, the new principles will ultimately supersede both the old
principles prescribed for use in determining reimburseable costs under cost-reim-
bursement type contracts and the separate set of cost principles previously applicable
to termination settlements (ASPR Scction VIII),

b. Cost-Reimbursement Type Contracts

The applicability and use of a definitive set of cost principles for cost-
reimbursement type contracts does not represent any change from that previously
in effect. The new principles are prescribed to be incorporated by reference in all
cost-reimbursement type contracts for supplies and rescarchwith commercial
organizations. They serve as the baslis for (1) the determination of reimburseable
costs under such contracts and cost-reimbursement type subcontracts thereunder;



(2) the negotiation of Tinal overhend rotes under ASPR 3-700; (3) the determination

of costs of terminated cost-relmbursement type contracts where the contractor elects
to voucher out its costs or where scitlement Is made by determination; and (4) the
determination of relmburseable costs under the cost-relmbursement portion of time
and material contracts.

c. Negotlated Fixed-Price Type Contracts

No definltive set of cost principles was previously avallable for the evaluation

of cost data In connection with the pricing of negotiated flxed-price type contracts. The
applicablllty and use of a definltlve set of cost principles for negotlated fixed price type

contracts as prescribed In Part 6 of the new princlples therefore represents a significant
change. The new principles are not expected to be lncorporated In fixed-price contracts.

Pursuant to ASPR XV Part 6 however, the princlples are prescribed for use as a gulde

by contracting officers in the evaluation of cost data In connectlon with the negotlation of
fixed-price type contracts when costs are to be considered for the purpose of establishing

a falr and reasonable price. Under such clrcumstances, the evaluation of cost data is
to be made in conjunction with other pertinent consideratlons as set forth In ASPR III
Part 8.

d. Negotlated Sertlements of Terminated Contracts

The new princlples are prescribed for use as a guide (see paragraph c above)
In the settlement of advertised and negotiated contracts termlnated for the convenience
of the Government where settlement (s made by negotlation,

3. IMPLEMENTATION OF THE NEW PRINCIPLES

DOD Memorandum dated 10 February 1960 from the Asslstant Secretary of
Defense (Supply and Logistics) to the correspond!ng Asslstant Secretarles of the
Military Departments provides guidelines for the implementatlon of the new princlples
In the areas of (a) existing and new cost-reimbursement type contracts and flxed-price
type contracts; (b) termlnated contracts; (¢) cost-reimbursement type subcontracts;
and (d) audit services. Supplementary Implementing Instructions have been [ssued by
the three mllltary departments. (See USAAA Bulletin 316-6 dated 17 February 1960).

4, EXPANDED COVERAGE OF TIIE NEW PRINCIPLES

a. The old principles dlid not contaln any definltions of reasonablencss or
allocability. By contrast, the new principles contaln overall definltions of reason-
ableness and allocability as well as guid-lines for selecting base pertods for allocating
indirect costs, More extenslve treatment is alse given ta the general subject of direct
costs and Indirect costs. The lmportance of advance understandings between the

b
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contractor and contractine officer on particular eost items prior to award continmes to

be stressed as a means of avolding possible subscequent disallowances and disputes
regarding those cost items whose reasonablencss or allocability may he difficult to
determine,

b. Indlvidual Items of cost were listed In the old principles only as allowable
or unallowable. Expanded coverage |s accorded in the new principles to definltlons
of Individual ltems of cost and to explanations of the criterla and special tests for
determlning thelr allowablllcy.

5. DIFFERENCE IN TREATMENT OF INDIVIDUAL COST ITEMS

Some of the major dlfferences between the new and the old princlples In the
treatment of Indlvldual cost ltems are set forth below:

a. Advertising Costs

With the exceptlon «f the ltems enumerated below the baslc treatment to be
accorded to advertising costs |s essentlally the same under the new and old principles.
In providing for the allowabllity of advertising In trade and technical journals the old
principles requlred that such advertising be placed for the purposes of offering financlal
support to such journals. The old princlples also dld not speclfically provide that
advertisements whlch offered specific services for sale were unallowable. In contrast
thereto, the new principles (a) do not require that advertisements In trade and technlcal
journals be placed for the purposes of offerlng flnanclal support; and (b) provide that
advertlsements which offer speclfic services for sale are unallowable. The new
principles also (a) define the term "advertlsing medla'; (b) descrlbe the conditlons
under whlch costs of exhlbits are allowable; and (c) speclfy that advertlsing ls allowable
when placed for the exclusive purpose of obtaining scarce materlals, plant or equipment,
or disposing of scrap or surplus materials In connectlon with the contract,

b. Compensation

This Item receives detalled coverage In the new princlples, not only as
concerns the varlous forms of compensation which may be encountered but also as
concerns speclfic criterla and tests of allowabllity to be applled to the general subject
of compensation and to the Individual forms thereof. Of particular slgnlficance s the
treatment ln the new princlples accorded to (1) compensatlon of owners of closely held
corporations, partners, sole proprletors, etc., (2) [ncentlve compensation for manage-
ment employees, and (3) the unallowabllity of the cost of stock optlons. These ltems
were elther not covered In the old principles or were referred to In Part 5 thereof as a
subject affecting costs which may require special constderation.

Under the new principles, compensation for personal services may be pald
in any form whatever. Except as otherwise specifically provided In ASPR 15-205,6,
such costs (compensatlon) are allowable to the extent that the total compensation of an
Indlvidual employee |8 reasonable for the services rendered and i3 not In excess of
those costs which are allowable by the Internal Revenue Code and regulatlons thereunder.



Thus, compensation pald In the form of profit-sharing plans Is allowable If -~
it mcets the above general criterla and any other criterla specifically applicable per
ASPR 15-205. 6.

c. Depreclation

The computation of the allowable cost of "normal depreciatlon' and "true
depreclatlon” under the new princlples represents essentlally the same conslderatlons
which were applicable under the old principles and the interpretation thereof In ASPR
15-602, Usc or rental charge for fully depreclated facllities was set forth In the old
princlples as an ltem requlring speclal conslderation. The more definltive coverage
for rental or use charges under the new principles provides that a reasonable use
charge for fully depreclated facllitles may be agreed upon or allowed provided a sub-
stantlal portlon of the depreclatlon previously recovered was not recovered on a basis
that represented, In effect, a charge agalnst Government contracts and subcontracts,

d. Interest and Other Flnanclal Costs

Contrary to the general rule set forth In the old and new principles regarding
the unallowablllty of Interest expense, lnterest expenge was prevliously allowable under
contract termination settlements made pursuant to ASPR Sectlon VIII. Interest expense
s unallowable under contract terminatlon settlements made under the new princlples.
The new princlples also deflnltlvely speclfy as unallowable certaln financlal costs In
connectlon with flnanclng operatlons whlch were previously stated to be unallowable In —’
broad general terms. Interest which Is assessed by state or local taxing authorlties as
a result of the non-payment or lack of timely payment of taxes under the special situations
get forth In ASPR 15-205, 41(b) and (c) [s allowable under the new principles.

e. Losses on Other Contracts
This item ls unallowable under the old principles and continues to be
unallowable under the new principles. The new princlples speclfically designate a
contractor's contributed portion under a cost-sharing contract as an unallowable ltem
within the deflnitlon of "losses on other contracts”,

f. Materlal Costs

In the old princlples, Inter and Intracompany transactions were listed In

Part 5 as an example of subjects affecting cost which may require spoe lal conslderatlion.
The new princlples provide that charges (or materlals, services, and supplies sold

or transferred between plants, divislons or organlzatlions under a common contrul are
allowable to the extent of the lower of cost to the transferor or current markoet price.

However, a departure from this basls is permitted under the conditlons sct forth In



»

subparagraph 15-205. 22(e) for Items regularly manufucturey! s0hd by the contractor
through commercial channels. The new princlples specifically provide that where the
contractor can demonstrate that the fallure to take cash discounts was duc to reasonable
clrcumstances, such discounts need not be credited to allowable costs,

g. Precontract Costs

Precontract costs, are speclfically made allowable under the new principles
to the extent such costs would have been allowable If Incurred after the date of the contrace,
By a cross reference to paragraph 15-107, however, it ls stated that an advance agrecment
with respect to these costs would be particularly desirable. Coverage In the old principles
was limited to a reference to this ltem In Part 5 thereof as a subject affecting costs which
may requlre special consideration.

h. Professional Service Costs - Legal, Accounting, Englneering and Other

This paragraph Includes certaln criterla to be consldered In determining the
allowability of these costs In any particular case. Retalner fees are specifically desig-
nated as allowable but such fees must be reasonably supported by evidence of bona fide
servlices which are elther rendered or available, Paragraph 15-204(l) of the old princl-
ples was so worded as to create a doubt whether allowable costs for professional services
could Include those services which were available in additlon to those actually rendered.

l. Rental Costs
i No specific coverage of this item was contalned In the old principles. Coverage
in the new principles is now broken down Into four major categories: (lI) rental costs in
general; (il) charges In the nature of rent between plants, divisions, or organizations
under common control; (1li) rental costs specified In sale and leaseback agreements; and
(iv) rental costs under unexpired leases in connection with termlnations as covered in
ASPR 15-205.42(¢). Guldelines with respect to the extent of allowabllity of rental costs
are set forth for each category.

j.  Research and Development Costs

The treatment of the cost of research and development actlvitles represents
m.> of the principal changes In the new principles. The old princlples provided for the
alluwance of the cost of research and development specifically applicable to the supplles
. ervices covered by the contract, General rescarch was listed as an unallowable

- tunless specifically provided for elsewhere In the contract.

Under the new princlples, the terms research, (which comprises basic and
applied resenrch). and development are separately deflned for the purpose of cost
allowabllity, As part of rhe definltion rescarch and development actlvities arve further
categorized as elther (1) Independent or (2) as sponsored by a contract, grant, or other



arrangement. The costs incurred for Independent research and Lndependent development
arc allowable as indlrect costs in accordance with the separate conditions and allocation
bases set forth in subparagraphs (d) and (e) respectively of ASPR 15-205. 35.

The remalning subparagraphs of ASPR 15-205. 35 discuss (1) the trcatment of
Indlrect and adminlstrative costs applicable to independent research and development;
(2) the unallowability of rescarch and development costs incurred in prior periods except
where allowable as precontract costs; (3) the crlterla for determinlng the overall
reasonableness of the contractor's resecarch and development program; and (4) the
approaches which may be followed where it Is desirable that the Government bear less
than an allocable share of the total cost of the contractor's Independent rescarch and
development program,

k. Selling Costs

Although the old principles appeared to indicate under ASPR 15-203(b) that
reasonable and properly allocated selllng and distribution expenses are an allowable
cost, the specific listing of "selling and distributlon activities not related to the contract
products' and "commissions and bonuses ln connection with obtalning or negotiating for
a Government contract” as unallowable costs under ASPR 15-205  tended to result In
some difficulty in determining the allowability of this item of cost. The new princlples
define selling costs and state that selling costs are allowable to the extent they are
reasonable and allocable to Government business In light of the reasonable benefit to J
the Government from the technical, consulting, demonstration, and other services related A,
to application or adaptation of the contractor's products to Government use, Not with-~
standing the latter statement, salesmen's or agents’ compensation, fees, commissions,
etc,, are allowable only when paid to bona fide employees or bona fide established
commerclal or selling agencies,

1. Severance Pay

The new principles make a distinction betweer normal turnover scverance
payments to employees who leave or are dismissed on an individual basis and abnormal
or mass severance payments made by reason of the cessatlon of operations or plant
closures. Normal turnover severance pay is allowable on ar actual payment basis
or reasonable accrual basis where it |s required by law, agreement, established policy
of the contractor that constitutes in effect an lmplied agreement, or by the circumstances
of the partlicular employment, Such pay must be allocated to all work performed in the
contractor's plant. Accruals for mass severance pay are unallowable because of the
conjectural nature of this ltem. The new principles provide that the allowablilty of mass
severance payments will be consldered, however, on a case by case basis In the event
of occurrence. The old principles bricfly mentioned severance pay as an allowable cost.
Recommended disallowances of accruals for mass severance pay under the old principles
were based on the inabillty to determlne the reasonablcncess of the amounts accrued.
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FOREWORD

This index has been compiled to facllitate reference to the principles for the determination of cost
currently incorporated in Department of Defense research agreements with educational institutions, These

principles are indexed as of the text current on the bases indicated:
Section XV, Part 3 - Revised Armed Services Procurement Regulation,
Change No. 50, dated 2 November 1959

Department of the Army, Department of
the Navy and Department of the Air
Force Joint Letter No. 41

Section XV, Part 3 (and applicable
portions of Parts 5 and 6) -
Original

Blue Book

Dated 26 August 1959

Appendix H, Department of Defense Contract
Audit Manual, Change 2, dated 7 May 1956

Explanation of Principles for Determination

of costs under Government Research and

Development Contracts with Educational

Institutions War Department - Navy

Department August 1947

When this topical index was originally contemplated, there was some doubt concerning the value of

indexing the latter two documents. However, it now appears that many research agreements may continue
to completion utilizing these documents as the basis for the determination of allowable costs. Accordingly,
it is not unlikely that institutions may be performing research agreements under the original and revised
principles simultaneously. It is hoped that the index as prepared will prove useful to both Government and

institution personnel confronted with this situation.

The indexing process disclosed certain variations in terminology among the several documents. The

following are some of the more important differences:

Section XV, Part 3 - Revised

and Joint Letter No, 41 Section XV, Part 3 - Original Blue Book

Allowable costs

General administration
and general expenses

Indirect costs

Material costs

Operation and
maintenance expenses

Other institutional activities
Research agreements
Unallowable costs

Use allowance

Allowable costs

General administration
General expense

Indirect costs

Materials
Materials and supplies

Operation and maintenance
of physical plant

Noneducational activities
Contracts
Unallowable costs

Use charge in lieu
of depreciation

Admissible costs

General administration
General expense

Indirect expense

Materials and supplies

Operation and maintenance
of physical plant

Non-educational activities
Contracts
Inadmissible costs

Use charge -

For purposes of uniformity, the main captions utilized coincide with the terminology in the revised

principles. For example, all references in the original principles to the subject "Contracts'"are indexed

under '"Research agreements." Similarly, references to "Indirect expense' in the Blue Book will be found

in the index under "Indirect costs.™

In order to avoid any confusion, the index has been completely cross—

referenced to show the captions superseded.
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Revised Original

Section XV, Joint Letter  Section XV,
Part 3 No. 41 Part 3 Blue Book
A
ABSENT TIME
. see Holidays; Military leave; Sick leave; Vacations
ACADEMIC STAFF
. factor in apportionment and
allocation of indirect costs 15-306.1(c)

ACCIDENT INSURANCE
. allowability of cost 15-304(g)
. see also Staff benefits

ACCOUNTING FEES
. see Professional service costs

ACCOUNTING SYSTEMS
. application of generally accepted and
established accounting practices
of colleges and universities 15-301(a)

ADMINISTRATION BUILDING
. operation and maintenance of physical plant
. as general administration and general expenses 26(a)
. as part of instruction and research facilities 36(a)
. use allowance
. classified as general administration
and general expenses 15-303.3 33

ADMINISTRATION EXPENSES, RESEARCH
. see Research administration expenses

ADMISSIBLE COSTS
. see Allowable costs

ADVERTISING
. allowability of cost, extent of 15-307.3(a)
. see also Help wanted advertising

AGRICULTURAL COLLEGE CREAMERY

. as extension service 25 Note 4
ALLOCABILITY

. as test for cost allowance 15-301(a)

ALLOCATION OF INDIRECT COSTS

. actual conditions, consideration of 15-306.1(c)

. common pool arrangement 15-306.3(c)

. defined 15-302.3

. elimination from indirect costs of items similar
to those charged direct to research agreement 15-305(b)
"exclusive of capital expenditures

and use allowances," interpreted 15-206.2(1)
. factors to be considered 15-306.1(c)
. lnadequacy of normal bases justlfying negotiated
fixed amounts in lieu of indirect costs 15-301(d)
. "instruction activities," defined 15-306.3(a)
. materiality of amounts 15-206.1(c)
. abbreviated procedures 15-306.4(b)
. multiple rates 15-306.3(d)
. procedures 15-306.3

. inadvisability of classifying certain other
institutional activities as instruction

and research 15-302.6

. process of, defined 15-302.2
. research separately administered 15-306.3(e)
. segregation of base into segments 15-306.3(b)
. sequence of distributions 15~306.1(b)
. significant changes in conditions 15-306.1(c)
. single base versus multiple bases 15-306,2(1)
. single rate basis 15-306.3(c)

. where inapplicable 15-206.3(d)
. to research agreements 15-306.1(b) 15-303,2
. usage of term 15-302.3



ALLOCATION OF INDIRECT COSTS (Cont'd.)
. see also Area; Direct selaries and wages;
T Expenditures, total; Expenditures, total
direct; Population; Space utilization

ALIOWABLE COSTS
. examples of
. tests for determining

. see also Costs; specific items such as Communication

costs; Maintenance costs; Pension plan costs

ALLOWANCES BY SUPPLIERS
. as credits to indirect costs
. a8 deductions from material costs

ALTERATION COSTS
. leased property, as termination costs
. see also Rearrangement and alteration costs

ALUMNI ACTIVITIES
. as general administration and general expenses
. unallowability of cost

AMUSEMENT COSTS
. as entertainment costs

ANNUITY PREMIUMS
. see Pension plan costs

APPLICABLE COSTS

APPLICABLE CREDITS
. defined

. see also Allowances by suppliersj Cash discounts;

Credits and refunds; Pension plan costs;
Rebates, Scrap credits; Trade discounts

APPLIED RESEARCH
. see Research, applied

APPORTIONMENT OF INDIRECT COSTS
. actual conditions, consideration of
. between instruction and research,
and other institutional activities

. defined
, factors to be considered
. group lusurance, annuity premiums and pensions
. method, when not included in general
administration and general expenses
. inadequacy of normal bases justifying negotiated
fixed amount in lieu of indirect costs
. materiality of amounts
. abbreviated procedures
. other institutional activities,
yardsticks for classification
. procedures
. lnadvieability of classifying certain other
institutlonal activitles as instruction
and research
. process of, defined
. sequence of distributions

. Bignificant changes in conditions
. single base versus multiple bases
. usage of term

. gee also Area; Expenditures, total

AREA

. apportionment of operation and
maintenance expenses, basis for

. see also Space utilization

ATHLETICS, INTERCOLLEGIATE
. see Intercollegiate athletics

Revised Original
Section XV, Joint Letter Section XV,
Part 3 No. 41 Part 3 Blue Book
15-307.5 15-304
15-301(a) 15-301
15-302.1
15-307.3(s) 15-302,1 12
15-307.3(mm) (5)
24
15-307.3(hh)
15-307.3(3)
15-305 15-305
15-302,6
15-206.1(c)
15-306.1(a) 15-303.1 35
26
15-302.2
15-306.1(c)
26
15-301(a)
15-306.1(c)
15-306.4(b)
15-302,6
15-306.2 15-303.1 36
15-302.6
15-202.2
15-306.1(a)
15-306.2
15-306.1(c)
15-306.2(1)
~15-302,2
15-306.2(11) 15-303.1(b) 36(a)




AUDIT
. coordination
. requirement for
. reliance upon rates developed
by Army or Navy auditors
. research agreements subject to
audit by Generegl Accounting Office

AUDITING EXPENSE
. as general administration and general expenses

AUXILIARY ENTERPRISES AND ACTIVITIES

. as other institutional activities

. examples of

. unallowability of cost

. see also Other institutional activities

B

BAD DEBT LOSSES
. unallowability

BIDDING EXPENSES
. allowability
. see also Proposal costs

BOND DISCOUNT AND EXPENSE
. unallowability

BONDS
. allowability of cost
. see also Insurance and indemnification

BONUSES
. in connection with obtaining Government
contracts, unallowability of cost

BOOK STORES
. a8 auxiliary enterprises and activities
. as other institutional activities

BOOKS
. cost allowance

. sBubject to terms of research agreement
. unallowability of cost

BOOKS, LIBRARY
. see Library books

BORROWED CAPITAL
. interest cost, unallowability

BUILDINGS

. profits and losses on disposition,
excluded from research agreement costs

repairs and normel alterations

. as operation and mainterance expenses

unallowability of cost

use allowance

. see Use allowance, buildings

BUSINESS OFFICER
. as general administration and general expenses

[

CAFETERIA, HOME ECONOMIC
. as extension service

CAPITAL ASSETS
. Bee Bulldings; capltal expendituresy
Equipment; Library books

CAPITAL EXPENDITURES
. civil defense costs, unallowability

Revised Original
Section XV, Joint Letter Section XV,
Part 3 No, 41 Part 3 Blue Book
39
29
40
39
24
15-302.6 25
35 Note 1
15-305(3) 38(b)
15-307.3(b) 15-305(a) 38(m)
15-307.3(aa)
15-305(f) 38(x)
15-30k4(a)
15~305(b)
35 Note 1
15-302.6
15-207.3(k)
15-307.3(c) 15-305(a) 38(f)
15-307.3(n). 15-305(f) 38(g)
15-307.3(z)
15-304(14i1) 28
15-307.3(c)
24
25 Note 4
15-307.3(d)



CAPITAL EXPENDITURES (Cont'd.)

. excluded from base for
apportionment of indirect costs

. excluded from indirect costs

. excluded from total expenditures base for allocation
of general administration and general expenses

. special assessments on land, unallowability of cost

. unallowability of cost

. use allowance

. see Use allowance

CAPITAL IMPROVEMENTS
. see Capital expenditures

CARE AND MAINTENANCE OF GROUNDS
. see Grounds

CARTAGE
. allowability of cost

CASH DISCOUNTS
. as credits to indirect costs
. as deductions from material costs

CATALOGS
. unallowability of cost

CHAPELS
. as other institutional activities

CIVIL DEFENSE COSTS
. allowability

CLAIMS AGAINST THE GOVERNMENT
. unallowability of professional service costs

COLLECTION COSTS
. see Bad debt losses

COMMENCEMENTS AND CONVOCATIONS
. as general administration and general expenses
. inapplicability of cost to research agreements

COMMISSIONS
. in connection obtaining Government
contracts, unallowability of cost

COMMON ITEMS OF MATERIAL
. as termination costs

COMMUNICATION COSTS
. allowability
. toll charges

. allowability

. as direct costs

COMPENSATION FOR PERSONAL SERVICES

. allowability

. see also Direct salarles and wages;
T Salaries and wages

COMPLEMENT, ORIGINAL
. see Original complement - equipment

COMPOSITE BASE
. allocation of indirect departmental expenses

CONFERENCES
. see Meetings and conierences

CONSTRUCTION WORK
., multiple rates for allocating indirect
costs, as justification for

Revised Original
Section XV, Joint Letter Section XV,
Part 3 No. 41 Part 3 Blue Book
35
35
13-306.2(i)
15-307.3(j3) (i1)
15-307.3(c) 38(¢
15-307. 3(kk)
15-302.1
15-307.3(s) 15-302.1 12
15-307.3(hh)
15-302.6
15-307.3(d)
15-307.3(y)(3) .,
b
15-307.2(1)
15-305(b)
15-307.3(mm)(2)
15-307.3(e) 15-304(e)
16
4
15-307.3(f)
15-306.3(b) (vi) 15-306.3(b){vi)

15-306.3(a) (111)
IR




CONSULTING SERVICES
. see Professional service costs

CONTINGENCY PROVISIONS
. unallowability

CONTINGENT FEES
. in connection with obtaining
Government contracts, unallowability

CONTINUING COSTS
. as termination costs

CONTRACT ADMINISTRATION
. 85 research admindstration expenses

CONTRACTS
. see Research agreements

CONTRIBUTIONS TO CO-OPERATIVE EDUCATIONAL UNDERTAKINGS
. as general administration and general expenses

COST ELEMENTS
. uniformity of treatment in apportionment
and allocation of indirect costs

COST PRINCIPLES
. applicability

COST-REIMBURSEMENT TYPE CONTRACTS
. as research agreements
. subcontracts
. see Subcontracts
. see also Research agreements

COST-SHARING

. Cost Principles, in relationship to

. matter requiring special consideration
. methods

. subject to negotimtion

. unallowability of unclaimed amounts

COSTS
. admissible and inadmissible
. failure of Cost Principles to identify
specific item of cost, effect of
. allowable
. discrepancy between applicable
standards and research agreement
. enumerated
. allowable and unallowable
. failure of Cost Principles to identify
specific item of cost, effect of
. general basis for determination
. general standards for allowability
. requiring special consideration
. unallowable, enumerated

Communications; Patent costs; Taxes

CREDITS AND GAINS
. as reductions of pension plan costs

CREDITS AND REFUNDS

. as credits to indirect costs

. as deductions from materiaml costs
. attributable to taxes

CROSS DISTRIBUTION
. indirect costs
. see Indirect costs, cross distribution

Revised Original
Section XV, Joint Letter  Section XV,
Part 3 No. 41 Part 3 Blue Book
15-307.3(g) 15-305(c)
15-305(b)
15-307.3¢mm)(3)
15-304(ii)
2L
15-305(b)
15-306.1(c)
15-301(c) 15-301(c)
15-302,1
15-301(b) 15-300
15-502(0)
15-301.1 7
15-301(b)
15-307.3(q)
6
15-307.1(b)
15-304
15-307.3
15-307.1(a) 15-301
15-301
15-307.1(a)
15-502
15-305 38
15-307.3(v)
15-302.1
15-307.3(s) 15-302.1
15-207.3(34)



Revised Original

Section XV, Joint letter Section XV,
Part 3 No, 41 Part 3 Blue Book
D
DEANS OF COLLEGES, SCHOOLS, DEPARTMENTS OR DIVISIONS
. salaries and related expenses
. allocation 15-306.3(b)(vi)
. simplified approach 15-2306.4(b) (1)
. as direct charges 15-305(1) 38(a)
. as indirect departmental expenses 15-204(v1)
. distributed on basis of reasonable estimates 15-304(v1)
. unallowability 15-305(1) 24
38(a)
DEANS OF FACULTY AND GRADUATE SCHOOLS
. allowability of costs 15-307.3(h)
DEANS OF MEN AND WOMEN
. as general administration and general expenses 24
DEANS OF STUDENTS
. inapplicability of costs to research agreements 15-307.2(iv)
DEATH BENEFITS
. paid by institution
. as general administration and general expenses 24
DEFINITIONS 15-302 15-302
DENTAL CLINIC
. as extension service 35 Note 4
DEPARTMENTAL ADMINISTRATION
. as indirect departmental expendes 15-304 (vi)
DEPARTMENTAL EXPENSES, INDIRECT
. see Indirect departmental expenses
DEPRECTATION
. see Use allowance
DESIGNS, PURCHASED
. see Purchased designs
DETERMINATION OF INDIRECT COSTS
. see Indirect costs, determination of
DINING HALLS
. as auxiliary enterprises and activities 35 Note 1
. as other institutional activities 15-302.6 15-302.6
. losses and gains from operations,
as staff benefits 15-302.6
DIPLOMA EXPENSE
. as general administration and general expenses 24
DIRECT COSTS 15-203 15-303 8-22
. allowable 15-302
. constituting part of research agreement costs 15-301 4
. defined 15-303
. other
. see Other direct costs
. project level "indirect" costs 15-303
DIRECT DEPARTMENT CHARGES
. basis for allocation of library expenses 27(b)
. basis for apportionment of library expenses 15-~303.1(c)

DIRECT MATERIAL COSTS

. defined 15-303(11)
. see also Material costs




Revised
Section XV,
Part 3

Origina}l
Joint Letter Section XV,

No, 41 Part 3 Blue Book

DIRECT SALARIES AND WAGES
. allowabllity
. as direct costs
. basis for allocation
of indirect costs
. common pool method
. general administration
and general expenses
. inadvisability of classifying
certajin other institutional
activities as insatruction
and research
indirect departmental expenses
multiple indirect expense rates
simplified techniques
. not a suitable substitute
for area or space basls
. operation and maintenmance expenses
. simplified techniques
. basis for apportionment of group
insurance, annuity premiums
and pensions when not included
among general administration
and general expenses
. basis for reimbursement of
indirect costs
. chargeable at actual rates
., in cash or kind
. defined
. employee benefit expenses and
pension plan costs as
. estimates of time in absence
of actual time records
. absent time
. procedures
. not to exceed amounts based
upon regular rates
. overtime compensation
. requires approval of
contracting officer
. summer work, compeunsation formula
. transient employment,
salary differential’
. see also Salaries and Wages

15-303(4)

15-306.3(¢)
15-306.3(b) (1)

15-306.3(b) (vi)
15-306.3(d)

15-303(1)

15-303(1)
15-303(1)

15-307.3(f)

DISCLOSURES
. see Invention disclosures

DISCOUNTS
. see Cash discounts; Trade discounts

DISPOSAL COSTS
. as termination coats

15-307. 3(mm) (6)(11)

EDITING, RESEARCH DATA
. see Publishing and editing
of research data

EDITOR
. cost of, as general administration
and general expenses

EMPLOYEE BENEFIT EXFENSES
. allowability
. as general administration
and general expenses
. as part of direct
salaries and wages
. group life insurence, allowability
. see also Staff benefits

15-304(1)

15-303(1)
15-307.3(m){3) (iv)

15-306.3(b) (111)(C)(T)

8
i

15-302.6

15-306.3(b) (111) (C){I1I)
15-%06.3(b) (111)(C) (1)

26
23(a)

15-303(1)
15-302.6
15-303(4)

15-303(1)
15-303(1)

24

15-304(g)

15-303(4)



EMPLOYEE MORALE, HEALTH AND

WELFARE COSTS AND CREDITS
allowability

EMPLOYEES' COUNSELING SERVICES

allowability of cost

EMPLOYEES' PUBLICATIONS

allowability of cost

FMPLOYMENT AGENCIES

allowability of cost

EMPLOYMENT OFFICE

allowability of costs
students!

., as general administration and general expenses

ENDOWMENT FUNDS

. interest paid for temporary use of, unallowability

ENGINEERING FEES
. see Professional service costs

ENTERTAINMENT COSTS

unallowability

EQUIPMENT
. a8 other direct costs
. Government-owned

. protection and maintenance,

allowability of cost
lose of useful value, as termination costs
matter requiring special consideration

. original complement, defined

profits and losses on disposition,
excluded from research agreement costs

repairs

. as operation and maintenance expenses

special

. allowance of cost as direct charge

subject to approval by sponsoring agency

unallowability of cost

use allowance

. sBee Use allowance, equipment

EXEMPTION CERTIFICATES

see Taxes

EXPENDITURE

defined

EXPENDITURES, TOTAL

basis for allocation of indirect costs

. general administration and genersl expenses

. simplified approach
basis for apportionment of indirect costs

. general administration and general expenses

. base excludes capital
expenditures and use allowances
. other indirect costs
defined
inadvisability of classifying certain other
institutional activities as instruction
and research
true expenditures versus transfer of funds

EXPENDITURES, TOTAL DIRECT
. basis for allocation of indirect costs

. common pool method
. indirect departmental expenses
. multiple indirect expense rates

EXPERIMENTAL FARM
. as extension service

Revised
Section XV,
Part 3

Joint Letter
No. bl

Original
Section XV,
Part 3

Blue Book

15-307.3(1)
15-307.3(1)
15-307.3(p)
15-307.3(ee)

15-307.3(ee),

15~307.3(n)

15-307.3(3)

15-303(111)

15~307. 3(mm) (4)
15-3202.5
15-207.3(z)
15-304(141)

15-207(k)
15-307(¢)

15-306.3(b) (1)
15-206.4(b)

15-306.2(1)

15-306.3(c)
15-306.3(b)(v1)
15-306.3(d)

15-302.6

15-306.2(4)
15-302.6

15-302,6
15-302.6

15~30k4(h)
15-502(8s)

15-305(d)

15-303.1(a)

15-303.1(4)

24

38(g)

28

18
38(f)

36(c)

36(d)

25 Note &




EXPRESS COST
. allowability

EXTENSION SERVICES

. apportionment of indirect costs to
. examples of

. unallowability of cost

FABRICATED PARTS
. allowability of cost

FACILITIES
. Bee Buildings; Capital expenditures; Equipment

FACULTY HOUSING
. see Housing, faculty

FEDERAL FUNDS
. buildings and equipment paid for out of
. allowability of use allowances on capital
improvements paid for by institution
. exclusion from computation of use allowances

FEDERAL OLD AGE BENEFITS TAX
. see Social security taxes

FEDERAL TAXES ON INCOME OR EXCESS PROFITS
. unallowability

FEE
. inapplicability of Cost Principles
to research agreements containing

FEES, CONTINGENT
. Bee Contingent fees

FELLOWSHIPS
. cost of, generally inaspplicable
to research agreements

FINANCIAL CAMPAIGNS
. a5 other institutional activities

FINANCIAL OFFICER
. 85 general administration and general expenses

FINANCIAL PARTICIPATION
. see Cost-sharing

WFINANCIAL REPORTS FOR COLLEGES AND UNIVERSITIES"
. compiled by National Committee on Standsrd

Reports for Institutions of Higher Education,

University of Chicago Press, February 1935,
cited as a reference

FINANCING CHARGES
. unallowability

FINES AND PENALTIES
. unallowability of cost

FIRST AID CLINICS
. allowability of cost

FIXED-PRICE CONTRACTS
. a5 research agreements
. subcontracts

. see Subcontracts

Revised Original
Section XV, Joint Letter Section XV,
Part 3 No., 41 Part 3 Blue Book
15-307.3(kk)
25
35 Note 4
15-305(3) 38(c)
15-307.3(s)
15-304(v)
15=304(v) 15-303%.3 30
15-305(e)
15-3200
15-307.2(1i1)
15-302.6 15-302.6
24
24
15~305(£) 38(k)
15-307.3(1) 38(P
15-307.3(1)
15-302.1



Revised
Section XV,
Part 3

Original el
Section XV,
Part 3

Joint Letter

No. 41 Blue Book

FREIGHT IN

. allowability of cost

. as part of material cosats
. see also Transportation

15-207.3(kk)
15-307.3(s)

FREIGHT OUT
. as direct cost
. see algo shipping charges

15-307.3(kk)

FUND RAISING AND DEVELOPMENT CAMPAIGNS
. unallowability of cost

FUNDAMENTAL RESEARCH
. Bee Research, fundamental

FURNITURE
. see Equipment

G

GAINS, DINING HALL OPERATION
. as credlts to research agreements

GAINS ON DISPOSITION OF PLANT,
EQUIPMENT OR CAPITAL ASSETS
. see Profits on disposition of plant,
equipment or capital assets

GENERAL ADMINISTRATION
. see General administration and general expenses

GENERAL ADMINISTRATION AND GENERAL EXPENSES
. allocation
. abbreviated procedures
. bases normally applicable
. "exclusive of capital expenditures
and use allowance," interpreted
. applicability to imstruction, research
and other institutional activities
. apportionment
. as indirect cost
. defined
. upallowable items classified as
other institutional activities
. use charge for administration bullding

15-306.4(b)(1)
15-206.3(b) (1)

15-206.2(i)
15-304(4)
15-304(1)

GENERAL BASIS FOR DETERMINATION OF COSTS

GENERAL EXPENSE

. see General administration and general expenses

GENERAL STANDARDS FOR SELECTED ITEMS OF COST 15-307

GENERALLY ACCEPTED COST ACCOUNTING

PRINCIPLES AND PRACTICES

. application in direct costing of
institution service operations

. application of, described

. allocation and apportiomnment of
indirect costs, factor in

test for determining allowabllity of cost

15-303(111)

15-306.1(c)
15-201(a)

GENERALLY ACCEPTED INSTITUTIONAL
ACCOUNTING PRINCIPLES AND PRACTICES
. basic principle for determination of cost
test for determining allowabllity of cost

GOVERNING BODY
. a8 general administration and general expeuses

GOVERNMENT
. cost of mpplication for patents

conveyed to, allowability 15-307.3(u)

10

15-304(b)
13

15-302.6

15-302.6

15-206.2(1)

25
15-303.1(a) 36(c)
15=303(a) 4
15-303 24

15-306.2(1)
15-204(1)

15-302.6
15-303.3

15-301

15-307

15-301(a)

15-301

24




GOVERNMENT FINANCIAL ASSISTANCE
. 88 reason for unallowablility
of fund raising costs

GOVERNMENT-FURNISHED FACILITIES

. allowability of use allowsnce on capital
improvements paid for by institution

. lnapplicability of use allowance on buildings
and equipment purchasedwith Federal funds

GOVERNMENT-FURNISHED MATERIAL
. to be used without charge

GOVERNMENT-FURNISHED PROPERTY
. matter requiring special consideration

GOVERNMENT-OWNED FACILITIES
., effect on allocation of use allowance
. multiple rates for allocating indirect
costs, as justification for

. ipsurance

. cost unallowable unless required

by research agreement

. maintenance and protection

. allowability of cost

. as direct charge
. maintenance and repair costs

. allowability

GRADUATE STUDENTS
. when considered as part of professional staff

GRANT
. as research agreement

. concept of sponsoring agency in relationship to

GRATUITIES
. as entertainment costs

GROUNDS
. care and maintenance

. as operation and maintenance expenses
. use allowance, inapplicability

GROUP HEALTH, ACCIDENT AND LIFE INSURANCE
. allowability of cost
. see also Staff benefits

GROUP INSURANCE

. apportionment

. a8 general administration and general expenses

. as indirect cost

. gee also Employee benefit expenses; Group
health, accident and life insurance

GUEST HOUSES

. as other institutional activities

H

HEADS OF COLLEGES, SCHOOLS, DEPARTMENTS OR DIVISIONS

. see Deans of colleges, schools,
departments or divisions

HEALTH AND -ACCIDENT INSURANCE
. see Group health, accident and life insurance

HEALTH CLINICS
. allowability of cost

HELP WANTED ADVERTISING
. allowability of cost
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4
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HIGH SCHOOL VISITOR EXPENSE
. as general administration and general expenses

HOLIDAYS
. allowability of cost
. as employee benefit expeunse, computation

HOME ECONOMIC CAFETFRIA
. see Cafeteria, home economic

HOSPITAL, MEDICAL SCHOOL
. as extension service

HOSPITALS
. multiple rates for allocating
indirect costs, justification for

HOSPITALS, STUDENT
. see Student hospitals

HOUSE PUBLICATIONS
. @llowability of cost

HOUSING, EMPLOYEES
. matter requiring special consideration

HOUSING, FACULTY
. as other institutional activities

IMPROVEMENTS TO BUILDINGS
. unallowability of cost
. use allowance
. see Use allowance, capital improvements

INADMISSIBLE COSTS
. see Onallowable costs

INCOME
. employee morale, health and welfare activities
. credited against related costs

INCOMING TRANSPORTATION

., allowability of cost

. as indirect cost

. as part of material costs
. see also Freight in

INDEMNIFICATION
. gee Insurance and indemnification

INDIRECT COSTS
. abbreviated procedures

. exclusion of use allowance

on buildirgs and equipment

. accounting period
. allocation

. s€e Allocation of indirect costs
. apportionment

. see Apporticnment of indirect costs
. basis for reimbursement
. claimed at less than actual
. constituting part of research agreement costs
. cost-sharing

. see Indirect costs, limitation

of, a6 cost-sharling method

. cross distribution
. defined
. determination of

. basic principles

. general

. under special circumstances

Revised Original -
Section XV, Joint Letter Section XV,
Part 3 No. 41 Part 3 Blue Book
24
15-307.3(11)
15-303(1i)
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15-306.3(d)(11)
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INDIRECT COSTS (Cont'd.)
. distributions, sequence of
. see Allocation of indirect costs, sequence of
T distributions; Apportionment of indirect
costs, sequence of distributions
. elimination from pool of items similar to
those charged direct to research agreement
. general types
. inconsistent claasification
. limitation of, as cost-sharing method
. matter requiring special consideration
. negotiated fixed amount
. aid by auditor to contracting officer
in arriving at realistic amount
. circumstances warranting
. under-recoveries not allowable cost
. project level "indirect costs'
. as direct costs
. as indirect costs
. reliance by military services upon rates
developed by Army and Navy auditors
. separate pool for all organized research

INDIRECT DEPARTMENTAL EXPENSES
. &llocation

. multiple rates

. composite basis
composition of

defined

. examples of

INDIRECT EXPENSE
. see Indirect costs

INFIRMARY
. allowability of cost

INFIRMARY SERVICES
. as student services costs

INFORMATION OFFICE
. as general administration and general expenses

INSTITUTION SERVICE OPERATIONS
. see Services

INSTRUCTION
, costs of
. excluded from research agreement costs
. emphasis on
. types

INSTRUCTION ACTIVITIES
. allocation of indirect costs to
. defined for allocation purposes

INSTRUCTION AND DEPARTMENTAL RESEARCH
. encompassing research not
separately budgeted or financed

INSTRUCTION AND RESEARCH
. allocation of indirect costs to
. segregation of base into segments
apportionment of indirect costs to
functions of, distinguished from
other institutional activities
inadvisability of classifying certain
other institutional activities as
. indirect expenses and use
allowances apportioned to
. basis of indirect expense rate
included in research agreements

.

Revised Original
Section XV, Joint Letter  Section XV,
Part 3 No. 41 Part 3 Blue Book
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15-304
15-305(b)
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15-502(c)
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INSURANCE AND INDEMNIFICATION

. actual losses not covered by insurance

. allowability of cost

. matter requiring special consideration

. on lives of executives, unallowability of cost

. on lives of officers or trustees,
unallowability of cost

. other than that required by research agreement,
limitations governing allowability

. property

., as operation and malntenance expenses
. Belf-insurance

. allowability of cost

. as direct charge
. Bee also Accident insurance;

" VWorkmen's compernsation insurance

INTERCOLLEGIATE ATHLETICS
. 85 auxiliary enterprises and activities
. 88 other institutional activities

INTEREST COSTS
. unallowability

INTEREST ON TAXES REFUNDED
. as credit to research agreement

INVENTION DISCIOSURES
. preparation of, as patent costs

INVESTMENT COUNSEL AND STAFF COSTS
. unallowability

INVESTMENTS
. losses on sales or exchanges, unallowability
. profits and losses on disposition,

excluded from research agreement costs

JANITORTAL SERVICES
. as operation and maintenance expenses

LABOR RELATIONS
, allowability of cost

LEASES
. rentals as termination costs

LEAVE OF ABSENCE
. lnapplicability of cost to research agreements

LECTURES EXPENSE, GENERAL
. as general administration and general expenses

LEGAL EXPENSE

, as general adminjistration ana general expenses
. collection of bad debts, upallowability

. see also Professional serwxice costs

LIABILITY TO THIRD PERSONS
. see Insurance and indemnification

LIBRARY BOOKS
. use allowance
. a8 indirect cost
. not computed on Government-
owned or donated books

Revised Original
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LIBRARY EXPENSES
. allocation
. abbreviated procedures
. population base, development of
. weighting factors
. a8llowmble
. excludes cost of books, periodicals
and capital assets
. excludes use allowance on Government-
owned or donated books
. apportionment
. as indirect costs
. as part of total expenditures base
. defined

LIBRARY, SPECIAL
. multiple rates for allocating indirect
costs, as justification for

LICENSE FEES
. allowability as other direct costs

LIFE INSURANCE
. group, allowability of cost

. on lives of executives, unallowability of cost

. on lives of officers and trustees,
unallowability of cost
. see also Staff benefits

LOANS
. interest cost, unallowability

LODGING
. as entertainment costs
. as travel costs

LOSSES, DINING HALL OPERATION
,» as staff benefits cost

LOSSES NOT COVERED BY INSURANCE
. see Insurance and indemnification

LOSSES ON DISPOSITION OF PLANT,
FEQUIPMENT OR CAPITAL ASSETS
. unallowability

LOSSES ON INVESTMENTS
. unallowability

LOSSES ON OTHER RESEARCH AGREEMENTS
. unallowability

MAINTENANCE COSTS
. allowability
. buildings, furniture and equipment -
as operation and maintenance expenses

. Government-owned property

. allowability

. as direct cherge
. grounds

. as operation end maintenance expenses

MAINTENANCE AND REPAIR COSTS
. see Maintenance costs; Repair costs

MATERTAL COSTS
. allowability

. as direct costs
. common items, terminated contracts
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Joint Letter
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MATERIAL COSTS {(Cont'd.)
. excess material credits
. storeroom withdrawalse

MATERIALITY OF AMOUNTS
. factor in apportionment and
allocation of indirect costs
. abbreviated procedures

MATERIAL HANDLING
. allowability of cost

MATERIALS AND SUPPLIES
. 6ee Materlal costs

MEALS
. a8 cost of meetings and conferences
. as entertainment costs

MEDICAL SCHOOL HOSPITAL
. 8ee Hospital, medical school

MEETINGS AND CONFERENCES
. allowability of cost

MEMBERSHIP DUES
. allowability of cost
. as general administration and general expenses

MEMORIAL CHAPELS
. as other institutional activities

MILITARY LEAVE
. allowability of cost

MOVING EXPENSES, PERSONNEL
. matter requiring special consideration

MULTICAMPUS UNIVERSITY
. multiple rates for allocating
indirect costs, justification for

MUSEUMS

. as other institutional activities
. unallowability of cost

N

NEGOTIATED FIXED AMOUNT IN LIEU OF INDIRECT COSTS

. see Indirect costs, negotiated fixed amount

NEGOTIATED FIXED OVERHEAD RATES, PREDETERMINED
. basis for reimbursement of indirect costs
(Note: no longer permissible)

NONEDUCATIONAL ACTIVITIES
. see Other institutional activities

NONEDUCATIONAL EXPENSES

. apportionment of indirect costs to

. examples of

. unallowability

. see also Other institutional activities

OFF-CAMPUS ACTIVITIES
. effect on allocation of library expenses

OFF~CAMPUS RESEARCH
. applicability of Cost Principles
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OFF-CAMPUS RESEARCH (Cont'd.)
. multiple rates for allocating
indirect costs, justification for

. negotiated amount in lieu of indirect costs

. operation and maintenance expenses
. as direct charge to research project
. use allowance
. as direct charge to research agreement

OFF-CAMPUS SERVICES

. apportionment of indirect costs to
. examples of

. unallowability of cost

OPERATION AND MAINTENANCE EXPENSES
. allocation
. abbreviated procedures
. bases normally applicable
. emphasis in Cost Principles
on space as basis for
. use of weighting factors
. see also Space utilization
. apportionment
. as direct charge to off-campus
research project
. as indirect costs

. as part of total expenditures base

. defined

. direct charges to other imstitutional
activities to include related
indirect costs

. excludes ltems of a capital nature

OPERATION AND MAINTENANCE OF PHYSICAL PLANT
. see Operation and maintenance expenses

ORGANIZED ACTIVITIES

. apportionment of indirect costs to

. examples of

. relating to instructlional and research
departments, unallowabllity of cost

Organized Research
. see Research, organized

ORIGINAL COMPLEMENT - EQUIPMENT
. basis for redetermination of
. defined
. redetermination of
. use allowance
. see Use allowance, equipment

OTHER DIRECT COSTS

. 8llowability

. as direct costs

. costing of institution service operations
. defined

OTHER INSTITUTIONAL ACTIVITIES
. apportionment of indirect costs to
. buildings and equipment used by, excluded
from use allowance computations
. defined
. functional nature versus source
of funds or legal entity
. unallowable costs ildentified
to a function or activity

. direct charges from operation and maintenance
departments to include related overhead

. examples of
. prohibition against reclassification
of expenses identified to
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OTHER INSTITUTIONAL ACTIVITIES (Cont'd.)

. treatment to Le accorded certain

. unallowability of cost

. yardsticks for assessing indirect costs to

OUTBOUND FREIGHT
. as direct cost

OVERHEAD
. see Indirect costs

OVERTIME COMPENSATION
. matter requiring speclal consideration

PATENT COSTS
. allowability
. infringement litigation coats, unallowability
. matter requiring special comsideration
. royalties
. allowability

PAYMENTS IN LIEU OF TAXES
. allowability

PENALTIES
. on taxes, refund of
. see also Fines and penalties

PENSION PLAN COSTS
., allowability
. annuity premiums
. apportionment
. as direct cost
. as indirect cost
. apportionment
. a8 general administration and general expenses
. as indirect cost

. among general administration and general expenses

. as part of direct salaries and wages
. cost interpretation

PERSONNEL ADMINISTRATION
. as research administration expense

PERSONNEL MOVEMENT, MASS OR SPECIAL
. matter requiring special consideration

PHYSICAL PLANT ADMINISTRATION
. a8 operation and maintenance expenses

PLACEMENT OFFICES
. inapplicability of cost to research agreements

PLANT
. see Bulldings

PLANT ADDITIONS

. excluded from base for
apportionment of indirect costs

. excluded from indirect costs

SLANT ADMINISTRATION
. @ee Physical plant administration

PLANT SECURITY
., see Security

POPULATION
. basis for allocation
. dining hall gains or losses
, library expenses
. basis for apportionment of library expenses
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POSTAGE

. allowability
. as communication costs
. as transportation costs

PRECONTRACT COSTS
. see Preresearch agreement costs

PRERESEARCH AGREEMENT COSTS

. matter requiring special consideration

. unallowable, subject to research
agreement provisions

PRESIDENT
. as general administration and general expenses

PROCESS
. defined
« in relationship to '"allocation™
. in relationship to "apportionment!

PROCUREMENT
. see Purchesing

PROFESSIONAL ACTIVITY COSTS
. allowability

PROFESSIONAL SERVICE COSTS
allowability

. factors to be considered
as settlement expenses

exceed amounts based on regular salary rates
. cost of prosecuting claims
against the Government, unallowable
. infringement litigation costs, unallowable
. related to organization and
reorganization, unallowable
. retainer fees, allowability

PROFITS ON DISPOSITION OF PLANT
EQUIPMENT OR CAPITAL ASSETS
. inapplicabllity to research agreements

PROJECT LEVEL COSTS
. direct versus indirect treatment

PROPOSAL COSTS
. allowability
. allocation
» to research activities only
. current accounting perlod, allowability
. past accounting periods, unmllowability

PUBLIC INFORMATION SERVICE COSTS
. unallowability

PUBLIC RELATIONS COSTS
. unallowability

PUBLICATIONS EXPENSE
. a8 general administration and general expenses

PUBLISHING AND EDITING OF RESEARCH DATA
. as research administration expense

PURCHASE DISCOQUNTS
. Bee Cash discounts

PURCHASED DESIGNS
. allowability of cost
. matter requiring special coneideration

PURCHASE ORDERS
. allowability of cost
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PURCHASING
. as research administration expense

RADIO STATIONS
. as other institutional activities

RAW MATERIALS
. see Direct material costs

REARRANGFMENT AND ALTERATION COSTS
. allowability
. ordinary or normal
. special
. requires approval of contracting officer
. matter requiring special consideration

REARRANGEMENT OF SPECTAL LABORATORY
. allowability of cost

REASONABLENESS
. test for determining allowability of cost

REBATES
. as credits to indirect costs
. as deductions from material costs

RECONVERSION COSTS
. removal of Government property, allowability
. see also Restoration costs

RECREATIONAL ACTIVITIES
. allowability of cost

RECRUITING COSTS
. allowability

REFUNDS
. see Credits and refunds

REGISTRAR
. as general administration and general expenses
. inapplicability of cost to research agreements

REHABILITATION COSTS
. see Reconversion costs; Restoration costs

RERABILITATION OF PHYSICAL PLANT COSTS
. excluded from base for

apportionment of indirect costs
. excluded from indirect costs

RELIGIOUS ORDERS
. compensation of members of

RELOCATION OF FACILITIES
. matter requiring special consideration

RENTALS
. as cost of meetings and conferences
. as entertainment costs
. as operation and maintenance expenses
. as termination costs-
. equipment and books, unallowability of costs
. special equipment, allowability as direct
cost, requiring contracting officer approval

RENTED EQUIPMENT

. protection and maintenance
. allowability of cost
. a8 direct charge

Revised Original
Section XV, Joint Letter Section XV,
Part 3 No. 41 Part 3 Blue Book
15-304(4ii)
15-302.6
15-307.3(cc) 21
15-307.3(cc) 21
15-502(1)
20(b)
15-301(a) 15-301
15-302.1
15-307.3(s) 15-302.1 12
15-307.3(ad)
15-307.3(1)
15-307.3(ee)
24
15-307,2(iv)
35
35
15-303(1)
15-502(1)
15-307.3(t)(3)
15-307.3(3)
28
15-307.3(mm) (5)
15-305(d)
18
15-304(h) 17
4

20




REPAIRS
. allowability of cost
. as operation and maintenance expenses
. major
. cost unallowable, subject to
provisions of research agreement
. see also Bearrangement and
T alteration cost

REPORTS
. preparation of, as patent costs

RESEARCH ADMINISTRATION EXPENSES
. allocation
. to unbudgeted research
. as indirect costs
. defined

RESEARCH AGREEMENTS

. cost of

. defined

. no distinction to be made between
"fundamental! and "applied" research

defined

definition background

indirect costs, procedures for determining

., losses on, unallowability

provisions

. in conflict with applicable standards

. types to which Cost Principles are applicable

. understanding concerning specific
items of cost

RESEARCH, APPLIED
. not to be distinguished from fundamental
resedrch in cost determination

RESEARCH, FUNDAMENTAL
. not to be distinguished from applied
research in cost determination

RESEARCH DATA, PUBLISHING AND EDITING

. see Publishing and editing of research data

RESEARCH, ORGANIZED
. actlvities frequently designated as

RESEARCH PERSONNEL

. factor in apportionment and
allocation of indirect costs

. gross space occupied, as basis for
allocation of operation and
maintenance expenses

RESEARCH PROGRAMS, GENERAL
. matter requiring special consideration

RESEARCH, UNBUDGETED
. allocation of research
administration expenses to
. relationship to research agreements
. treated as part of instruction functiorn

RESIDENCE HALLS
. as auxlliary enterprises and activitizs
. as other institutional activities

RESTORATION COSTS
. leased property, as termination costs
. see also Reconversion costs

RETAINER FEES
. as Professional service cost.

Revised Original

15-302.6

15-307.3(mm)(5)

15-307.3(y)
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Section XV, Joint Letter Section XV,
_ Part 3 No. 41 Part 3 Blue Book
15-307.3(r)
15-304(141) 28
15-307.3(c)
15-307.3(u)
15-306.3(b)(i1)
15-306.3(b)(11)
15-304(41)
15-304(11)
15-305(a) 15-301 4
7
15-302.1
15-302,1
15-306,1
15-307.3(q) 15-305(h) 38(h)
15-307,1(b)
15-300
15-305(c)
7
7
15-302.1
15-306.1(c)
15-306.3(b) (111)(C)(1T)
15-502(m)
15-306.3(b) (1)
15-302.1
15-302.1
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REVERSION CREDITS
. 5ee Pension plan costs

ROYALTIES
. allowability of cost
., matter requiring special consideration

s

SABBATICAL LEAVE
. inapplicability of cost to research agreements

SALARTES
. deans or heaas of colleges, schools,
departments or divisions
. as indirect department expenses

SALARIES AND WAGES
. allowability
. basis for allocating library expenses
. basis for apportionment

. group insurance, anmmuity premiums and pensions

. library expenses
. basis for distributing library expenses
. chargeable at actual rates
. defined
. direct

. allowability
. estimates of time in absence of exact time records
. indirect

. allowability
. members of religious orders
. not to exceed amounts based

upon regular rates
. rates on research agreements in excess of that paid
on institution’'s departmental reseaxrch

. see also Direct salaries and wages

SCHOLARSHIPS
. inapplicability to research agreements

SCRAP

., proceeds from sale of
. as credit to indirect costs
. a8 credit to material costs

SEARCHING THE ART
. as patent costs

SECRETARIAL HELP

. for deans or heads of colleges, schools, departments

or divislons, as indirect departmental expenses

SECURITY
. allowability of cost
. as research administration expenses
. matter requiring special consideration
. police and watchmen, as operation
and maintenance expenses

SEGREGATED RESEARCH PROJECTS
. negotiated amount in lieu of indirect costs
. operation and maintenance expenses
. as direct charge to research project
. use allowance
. as direct charge to research project
. Bee also Off-campus research

SELF-INSURANCE
. Bee Insurance and indemnification

SERVICES
. institution service operations,
method of costing or pricing

Revised Original
Section XV, Joint Letter  Section XV,
Part 3 No. 41 Part 3 Blue Book
15-307.3(£f) 15~304(£) 20(a)
15-502(1)
15-307.2(11)
15-304(v1)
15-207.3(£) 15-302.2
27(b)
15-303.1(a)
15-303.1(c)
15-306.3(b)(iv)
15-302.2
15-302.6
15-304(1)
15-202.2
15-304(1)
15-303(1)
15-303(i)
15-307.3(£)
15-307.2(114)
15-302.1
15-307.3(8s) 15-202,1 14
15-307.3(u)
15-304(vi)
15-307.3(w)
15-304(41)
15-502(n)
28
15-301(d)
29
30
15-303(i11) 15-303(4id)
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SETTLEMENT EXPENSES
. as termination costs

SEVERANCE PAY

. allowability of cost
. sbnormal or mass terminations
. normal turnover

SHIPPING CHARGES
. as direct cost

. 8ee also Freight in;
Freight out; Transportation

SICK LEAVE

. allowability of cost

. as direct charge, computation

. as employee benefit expense, computation
. direct employees, as direct cost

SOCIAL ACTIVITIES
. as entertainment costs

SOCIAL SECURITY TAXES
. allowability of cost

SOCIAL WELFARE COST (FACULTY AND STUDENTS)
. as general administration
and general expenses

SPACE UTILIZATION
. allocation of operation and
maintenance expenses, basis for
. actual records of space used
. estimates of space used
. if impractical or inequitable
. simplified techniques
. use of weighting factors
. Bee also Area

SPECIAL MACHINERY
. loss of use value as termination costs

SPECIAL PLANT PROTECTION
. 8ee Security

SPECIAL SERVICE COSTS
. unallowability

SPECTAL TOOLING
. loss of useful value as termination costs

SPONSORED RESEARCH, DEPARTMENT OF DEFENSE
. applicahility of Cost Principles

SPONSORING AGENCY
. defined

STAFF BENEFITS

. allowability of cost

- see also Holidays; Dining halls; Ewployee
benefit expenses; Military leave;
Sick leave; Student hospitals;
Tuition

STORAGE COSTS
. as termination costs

STORERCOMS, GENERAL
. &8 operation and maintenance expenses

STOREROCM WITHDRAWALS
. cost determination conforming to
sound accounting practices

STUDENT ADVISERS
1napplicability of cost
to research agreements

Revised
Section XV,
Part 3

Joint Letter
No. 41

Original
Section XV,
Part 3

Blue Book

15-307.3(mm) (6)

15-307.3(gg) (ii)
15-307.3(gg) (i)

15-307.3(41)

15-307.3(3)

15-307,3(i1)

15-306.3(b) (111)
15-306.3(b) (11i)(A)
15-306.3(b) (ii1)(B)

15-306.3(b) (111)(C)(I11)

15-306.3(b) (111)(C)
15-306.3(b) (i11)(B)

15-307.3(mm) (4)

15-307.3(hh)

15-307.3(ma) (4)

15-301(c)

15-302. 4

15-307.3(41)

15-3207.3(mm) (6) (41)

15-307.3(s)

15-307.2(1v)
23

15-303(1)

15-306,3(b) (111)(B)
15-306.3(b) (i11)(C)

15-301(¢)

15-304(m)

15-302.1

11
11

24
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Revised Original
Section XV, Joint Letter Section XV,
Part 3 No, Part 3 Blue Book

STUDENT AFFAIRS ADMINISTRATION
. lnapplicability of cost to research agreements 15-307.2(iv)
STUDENT AID
. costs to be considered as other institutiomal

activities for overhead distribution

purposes 15-302.6
. lnapplicability of cost to research agreements 15-307,2(iii)
STUDENT APARTMENTS
. as other institutional activities 15-302.6
STUDENT HEALTH SERVICES
. inapplicability of cost to research agreements 15-307.2(4iv)
STUDENT HOSPITALS
. a5 auxiliary enterprises and activities 35 Note 1
. as other institutional activities 15-302.6 15-302.6
., as staff benefits, allowability of cost 15-302.6
STUDENT SERVICE COSTS
. circumstances warranting proportionate

charge to research agreements 15-307.2(1iv)
. inapplicability to research agreements 15-307.2(4v)
STUDENT UNIONS
. as auxiliary enterprises and activities 25 Note 1
. as other institutional activities 15-302.6
STUDENTS

. engaged in research work
. proportionate allowance

for student services costs 15-307.2(1iv)
. factor in apportionment and
allocation of indirect costs 15-306.1(c)
SUBCONTRACTING

. matter requiring special consideration

SUBCONTRACTS

. allowability of cost

. applicabllity of Cost Principles
. cost-reimbursement type,

as research agreements 15-302.1
. fixed-price type, as research agreements 15-302.1
. terminated
. c¢laims under 15-307.3(mm)(7)
. settlement expenses 15-207.3(mm) (6) (1) (B)
SUBSCRIPTIONS
. allowability of cost 15-307.3(t) (2)

SUBSISTENCE EXPENSES

. as travel .expense 15-307.3(11)
. matter requiring special consideration

. see also Travel costs

SUPPLIES
. allowability of cost 15-307.3(s)
T

TAXES
. allowability of cost 15-307.3(33)
. exemption certificates 15-307.3(33) (1)
. special assessments as capital improvements

. unallowability of cost 15-307,3(33) (11)

. state sales, allowability

TAXES, PAYMENTS IN LIEU OF
. see Payments in lieu of taxes
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15-502(p)

15-304( ) 22(d)
15-300

15-502(q)

15-304(k)
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TECHNICAL INFORMATION
. meetings and conferences, allowability of cost

TELEPHONE AND TELEGRAPH

. allowability of cost

. as general administration and general expenses
. see also Communication costs

TELEVISION STATIONS
. as other institutional activities

TERMINATION COSTS
. allowability
. common items of material
. continuing costs
. disposal costs
equipment, loss of useful value
. leased property
. alterations to
. restoration of
. rentals
. settlement expenses
. specinl machinery, loss of useful valuec
. special tooling, loss of useful value
. storage of property
. Subcontractors'! claims
. transportation of acquired property
. matter requiring special consideration

THEATERS
. as other institutional activities

TIME, APPROXIMATE
. basis.for allocation of
indirect departmental expenses

TIME RECORDS

. professional staff, use of
reasonable time estimates

. technicians, mechanics, etc., accurate
attendance and job time records

TOOLING
. matter requiring speciml consideration

TOOLS
. small hand, loss of
. allowability of cost

TOTAL EXPENDITURES
. see Expenditures, total

TOTAL POPULATION
. see Population

TOTAL SALARIES AND WAGES
. Bee Salaries and wages

TRADE DISCOQUNTS
. 88 credits to indirect costs
. 85 deductions from material costs

TRANSPORTATION COSTS

allowability

entertainment, unallowability

freight, express, etc., allowability

meetings and conferences, allowability

. property acquired under terminsted
agreements, allowability

recruiting, allowability

. travel, allowability

. Bee also Freight in; Freight out;

Shipping charges

Revised
Section XV,
Part 3

Original
Section XV,
Part 3

Joint Letter
No. 41

Blue Book

15-307.3(t)(3)

15-307.3(e)

15-302.6

15-307.3(mm) (2)
15-307.3(mm) (3)
15-307.3(mm) (6)(1i1)
15-307. 3(am) (4)

15-307.3(mm) (5)
15-307.3(mm) (5)
15-307.3(mm)(5)
15-307.3(mm) (6)
15-207.3(mm) (4)
15-307.3(mm) (4)
15=307,3(mm) (6) (ii)
15-307.3(mm) (7)
15=307,3(mm) (6) (11)
15-502(r)

15-302.6

15-306.3(b) (vi)

15-303(1) 15-303(1i) 15-302.2

15-303(1)

15-502(s)

15-307.3(m)(3)(v)

15-307.3(s)

15-304(b)
15-307.3(3)
15-307.3(kk)
15-307.3(t)(3)

15-307,3(mm) (6) (11)

15-307.3(ee)
15-307.3(11)(1)
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Revised Original
Section XV, Joint Letter  Section XV,

Part 3 No, bl Part 3 Blue Book

RAVEL COSTS

actual versus per diem basis 15-307.3(11) (%)

allowability 15-304(1)

. over-all administration activities 15-307.3(11)(3)

. special 22(b)
. special or mess movement of personnel 15-307.3(11)(5)

. matter requiring special consideration 15-502(t)
. specific research business 15-307.3(11)(2)
items comprising 15-307.3(11)(1)

RUCKING, GENERAL
as operation and maintenance expenses 28

UITION
as salaries and wages 15-303(1)
as staff benefits costs 15-307.3(11) 15-303(1)
inapplicability to research agreements 15-307.2(111)

INALLOWABLE COSTS 15-207.3 38
. as other institutional activities 15-302.6 15-302.6
. examples of 15-305
. see also Costs; specific items such as
Entertainment; Interest costs;
Sabbaticel leave

UNBUDGETED RESEARCH
. see Research, unbudgeted

UNCOLLECTTBLE ACCOUNTS
. see Bad debts

USE ALLOWANCE
. acquisition costs unknown, use of estimates 15-304(v)
. administration buildings

. as general administration and general expenses 15-203.3 33
. allocation, metheds of 15-306.3(b) (v)

. direct to research agreements 15-306.3(b) (v)

. operation and maintenance

expenses, same basis as 15-306.3(b)(v)
. inapplicability 15-306.3(b)(v)

. buildings

. allocation, methods of 15-306.3(b) (v)

. as indirect cost 15-304(v) 15-303.3 4

. exclusion from overhead under
abbreviated procedures 15-206.4

. rate 15-304(v) 15-203.3 31
capital improvements
. adjustments to initial acquision cost 15-204(v)
. as indirect cost 15-204(v)
. on Government-furnished facilities 15~204(v)
civil defense capital expenditures 15-307,3(d)
computed only on faclilities

related to research agreements 15-302.6
current year's acquisitions 15-304(v)
defined 15-30k4(v)
equipment
. allocation, methods of 15-306.3(b) (v)
as indirect cost 15-304(v) 15-303.3

B

exclusion from overhead under

abbreviated procedures 15-20
. original complement, redetermination of 15-30
rate
. current records maintained 15-304(v) 15-303,3 32
. no records maintained 15-304(v) 3
. original complement 15-304(v) 15-303.3 32
axcluded from total expenditures base for

allocation of general administration

and general expenses 15-306.2(1)
inapplicability
. buildings and equipment paid

for aut of Federal funds 15-204(v) 15-303.3 20
buildings and equipment used by

other institutional activities 15-306.3(b) (v)

26
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USE ALLOWANCE (Cont'd.)
. inapplicability (Cont'd.)
. grounds
library books
. apportionment
. a5 indirect cost
. not computed on Government-owned or donated books
. rate
revaluations of bulldings and equipment
. segregated facilities
., a8 direct charge to research agreement
. total expenditures base, not included in

.

USE CHARGE
. see Use allowance

UTILITIES
. as operation and maintenance expenses

UTTILITY CONSUMPTION
. abnormal
. as other direct costs
. multiple rates for allocating
indirect costs, justification for

VACATIONS

. allowability of cost

., 88 direct charge, computation

. a5 employee benefit expense, computation
. direct employees, as direct cost

WAGES
. see Salaries and wages

WORKMEN'S COMPENSATION INSURANCE
. 8llowability of cost

Revised Original
Section XV, Joint Letter Section XV
Part 3 No. 41 Part 3 Blue Book
15-304(v) 15-303.3 31
15-303.1(c)
I
15-304(4v)
15-304(41v) 15-303.1(c) 27(a)
15-304(v)
30
15-302.6
28
15-203(11i)
15-306.3(a)(111)
15-307.3(11) 15-304(m) 11
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15-303(1)
L
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE

Supply and Loglstics September 7, 1960

Dear Admiral Boyle:

Your letter of 8 July asks for our response to nine specific questions
relating to the application of ASPR 15-205.35, covering allowability of a
contractor's independent research and development costs, in light of the
provisions of ASPR 15-107 which provides for an advance understanding on
particular cost items (including research and development), and DOD Instruc-
tion 4105.52 which provides for uniform negotiation of such costs and estab-
lishes an Armed Services Research Speclalists Commlttee to provide sclentific
and technical advice 1n connectieon with the negotiation.

At the outset a brief analysis of the documents cited may facllitate
an understanding of the problem.

ASPR 15-205.35 allows a contractor's independent research and develop-
ment expenses on the basls specifically described. It indicates that ad-
vence understandings are particularly lmportant with contractors whose
work 1s predominantly or substantially with the Government. General guide-
lines a8 to the reasonableness of this cost item are included and several
alternative technlques are provided for use in those situastions where it
1s determined that the cost 1s unreasonable and, hence, the Government
should not bear its full gllocable share of the total research program.

DOD Instruction 4105.52 makes provision for the negotiation of con-
tractors' independent research and development costs by a single military
department when (1) the research and development costs are substential,
(ii) a substantial portion of the contractor's business is with the Depart-
ment of Defense, and (iii) the contractor's defense work involves contracts
wlth more than one military department. The Instruction also establishes
the Armed Services Research Specialilsts Committee and assigns to the Com-
mittee the mission of providing, when requested, advice to the sponsoring
department on the scientific and technical factors which influence the
extent to which the independent program should be supported.

Now we will respond to your specific questions.

1. Question 1l presumes that the Armed Services Research Specialists
Committee will negotiate advance understandings. As stated above, the
negotiations of research costs will be undertaken by the military depart-
ments rather than by the Research Specialists Conmittee. While the recom-
mendations of the ASRSC will necessarily be advisory in nature, they will,
nevertheless, be given great weight by the military departments.



The second portion of the question has to do with whether the nego-
tiation procedures are available (a) to any contractor who desires to
recover research and development expenses, or (b) who also does business
with more than one department. It wlll not be necessary for all contractors
who desire recovery of independent research and development expense to be
considered under the procedures established by DOD Instruction L4105.52.

Thus, where a small amount of cost 1s involved, elther because of the size

of the research and development program or due to the minor amount of defense
contracts, or where & contractor is dealing only with one Department, it will
usually not be feasible to utilize the centrallzed negotiation procedure.
However, a contractor who 1s dealing with more than one military department
and who particularly desires to negotiate a centralized advance understending,
notwithstanding the smount of cost involved, will be accommodated to the
extent that the current workload will permit. A contractor who is dealing
with only one department, but with several different activities within the
one department, may request a centralized negotiation within the department,
the results of which will be used throughout the department.

2. This question asks whether the dollar volume of contracting deter-
mines whether a contractor will negotiate centrally and inquires if there
ere additional factors which suggest the need for such negotiation. The dol-
lar volume of contracting, as such, is not significant; however, the amount
of independent research and development expense allocable to defense work 1s
an important criterion. Additional factors are whether a substantial portion
of the contractor's business is with the Department of Defense and whether
the contractor's defense work inveolves contracts with more than one military

department .

3. This question asks 1f contractors who will participate in the
centrallzed negotiation of research and development expenge will be limlted
to thoge who negotiate final overhead rates on a centralized basis. The
centralized negotliation of research and development expense will not be
restricted to those who centrally negotiate final overhead rates. Advance
understandings reached by the research and development negotiators will of
course be utilized during the negotiation of final overhead rates.

k, This question asks the role that Government scientific and techni-
cal personnel will play in negotiating advance understandings in the research
and development area. The Armed Services Research Specialists Committee will
review, when requested by the negotiator representing the sponsoring depart-
ment, the lndependent research and development programs of defense contractors
and will determine whether there has been an adequate segregation between the
. independent research and the independent development programs. Additionally,
the committee will report and meke recommendstions directly to the sponsoring
department on the scientific and technical factors affecting the basis or
extent to which a contractor's independent research and development program
should be supported. In carrying out its responsibilities, the commlttee
will utilize, where appropriate, the services of other research specialists.



5. This question asks whether the military departments will "control"
a contractor's independent research and development program. Our approach
1s concerned only with the problem of cost allowability end not "control."
When the cost of a contractor's independent research and development program
is found to be "reasonable", there is no question of "control" lavolved. Of
course, when a determination 1s made that a contractor's proposed program 1s
not reasongble and, hence, the full allocable portion will not be allowed,
there 1s a measure of control belng exerclsed. This type of control, however,
1s oriented toward the reilmbursement of costs under Defense contracts. Any
contrector 1s obviously free to pursue any type or level of research at his
own expense. The provision making independent development costs allowable
only on the besls of a showing of relationship of such costs to the product
lines for which the Govermnment has contracts might be consldered a type of
control. However, broad control of the contractor's lndependent research
and development progrem 1s not intended.

6.  This question asks 1f & distinction will be made between comtractors
whose bugliness 1s primarily commercial as against those whose business 1s
primarily Government. The mix of Government and commercilal business 1s an
lmportant conslderation in connectlon with the evaluation of many elements
of cost and will be particularly so in connectlon with research and develop-
ment costs. We have found 1t necessary to scrutinize costs wlth more care
in connection with contractors whose work ls predominently or substantliaelly
with the Govermment. However, the same tests of reasonsbleness will be
applied in each instence and the mix of government and commerclal buslness
wlll not, per se, control the final result.

7 and 8. These questions concern themselves with the use of cost
sharing formulae and request clerification as to whether cost sharing is
appropriate unless there has been a prelimlnary finding that the over-all cost
1s unreasonable. It is owr view that a preliminsxry decision of umreasonable~
ness should generally precede the use of cost sharing methods., In the event
a contractor!s business 1s substantially commercial, it is expected that the
pro rata amount of research and development expense sllocated to commerclal
business will act as a deterrent to the incurring of uunreasonable or unneces-
sery eosts. In such Iinstances a cost sharing arrangement will not normelly
be necessary or deslrable. However, 1ln those lnstances where a contractor's
business 1s primerily with the Government and the contractor's resesrch and
development program is so substantlial as to appear to be unreasonsble in
amount, it may be desirable to enter into a cost sharing arrangement in order
to provide a motivation for more efficlent accomplishment of the program.

9. This question asks whether further guldelines will be lssued to
contracting officers setting forth tests of reasonableness or other criteria
for the recognition of research and development costs. While we do not now



anticipate that further direction will be necessary from this level,
experience in operation maey dictate otherwise., In addition, the military
departments will issue such Implementing instructions of e procedurasl nature
as are necessary to operate the system which has been established.

Sincerely yours,

/s/

G. C. BANNERMAN
Director for Procurement Policy

Rear Admiral Jas. D. Boyle, USKN (Ret)
National Security Industriel Association, Inc.
1107 - 19th Street, N. W,

Washington 6, D. C.



PRICE WATERHOUSE & CO.

SEVENTEEN TEN H STREET, N, W.

WASHINGTON 6, D. C.

September 23, 1960

Mr. John Marschalk
2850 Belden Drilve
Hollywood 28, California

Dear John:

Your liast of ten gquestions, and Captaln Malloy's
list of thirty, seem to me to provide the basis for a thorough
and constructlive panel discussion. I have no further questions
to propose,

If it fits in with your idea of the discussion, I
would like to direct my remarks on these various questions
primarily toward the manner 1in which the trend of events is
being influenced by accounting and audlting consliderations,
and toward what seem to me to be probable consequences of the
trend of events. MajJor consequences, of course, include those
which have thelr impact on proflt. I think I can glve the dle-
cussion this kind of a twlst without invading the areas
reserved for the 10:30 sesslon on the Theory and Practice of
Profit and the other sessions which deal wilith auditling and
cost accounting. As a matter of fact I feel that, ours belng
the lead-off session, we have some obllgation to lay the
groundwork for developing the relationship between the
Procurement Regulation and the various other subject matters
which will be dealt with in other meetings.

As you may know, 1f 1s my feeling that the positiocon
the Government has taken in the development of the cost
principles 1s one which does some degree of violence to the
baslc conceptlion of coat and it therefore does violence also
to the baslc conception of profit, neither being very meaningful
in the business world without the other. You probably will
recall also that I see a chalin of inter-connected concepts
with cost definition at the front-end and severely detalled
regulation of business activity at the tall-end. Whoever
defines costs has thereby defined proflit, and whoever has the
custodianshlip of the measurement of profit reasonableness holds
alao the power of affecting economle life and death. These may
sound like abstractions but I think I can glve them a practical
turn in the panel meeting as the varlous indlvidual questions
come up for consideration.



My, John Marschalk - 2 = September 23, 1360

A particular aspect of these things which has interested
me lately has been the development of governmental controls over
subcontractors and thelr exercise through prime contractors.

In the final analysls there 18 not much difference between a
subcontractor and any other suppller, and accordingly, the
development of this trend, under pressure from the Government's
auditors, 1s a matter which should be examined very closely by
many more businesses than simply those engaged directly in
Government contracting at the present time. I think this aspect
of the general question of subcontractors' affairs should be
brought out into the open for consideration. It may very well
be that this 1s an avenue through which the general business
communlity will ultimately be affected by the things we will be
talking about with the thought that they are now the special
problems of a special group.

I realize that we are very close to our deadline date
and that I have not given you much time to respond to these
general ldeas. However, I have confldence in your moderating
ability and in my willingness to be moderated.

See you in Monterey.

//7?;f’44;§,’

cec: Captain J. M, Malloy, Staff Director
ASPR Divilsion, Office of Procurement Policy
Assistant Secretary of Defense (S&L)
Washington 25, D. C.



QUESTIONS PRESENTED AT MONTEREY, CALIFCRNIA - 10/6/60

1., Today's practice for auditor and analyst recommendations and contracting
officers' decisions is to treat cost as the sole basis for pricing fixed
price business and to apply it by formula, Is this the intent of the
regulations? If not, what steps do you suggest for both government and
contractors to make practice conform to intent?

2. TYou say that if a procurement is competitive, that you don't give a

"hoot and a damn" what costs make up the low bidder's price. Maybe you
don't, but negotiators do. This is an obsession with most negotiators.

If your statement is the Government's philosophy, why isn't this philosophy
passed on to the negotiator'!s level, and to those who review his negotiations
before the contract can be approved?

3, Contractor's Resident Auditor always comments on what he thinks the
contractor's profit ought to be on an audit report of a fixed price or
redeterminable proposal. Isn't it the function of the Audit agency to
audit costs, period?

k. Audit Agency insists that audits of fixed price on redeterminable pro-
posals must be performed according to CPFF principles and reports to
Government negotiators are prepared on this basis, regardless of the ASPR
language regarding the use of CPFF principles as a %Eide. Contractor

is advised that reinstatement of disallowed overhead items must be made

by negotiator or contracting officer. Negotiators take the position that
they rust acecept auditors' reports as submitted and that they cannot allow
an item in overhead which the auditor has disallowed. Contractor is told
to "go home and work out your problems with your suditor,.” What can the
coutractor do? (Aside from giving up and going broke)

5. When will the DOD recognize that interest is a normal cost of doing
business and recognize it as such in definiticas of allowable costs? Or,
will DOD ever concede allowability of interest when necessary to perform
on a specific contract? This latter situation can easily develop where

a major contract is awarded to a company which contract is large relative
to the company's other normal business.,

6. Allowability of interplant, division and affiliate charges - Ref. -
ASPR - 15-205.22(e) Material Costs. Heretofore charges by one plant

or division against another have been generally acceptable to the Services
if on a cost basis (excluding any question of profit). Under the latest
cost principles apparently these costs rust also be in line with competitive
or current market prices to be acceptable. Is this correct? If so, does
this same Interpretation apply to affiliates (organizations under common
control, i.e, subsidiaries, i.e. separate corporate entities, etc.? Of one
type or another - minority interest but controlling, etc).




7. Could you briefly state the cost problem areas in which Advance
Understanding Agreements have been negotiated to date under the new
ASPR-157

8. Contracting Officers often require the application of learning curves

in arriving at prices before beginning production of a follow on contract,
and in other situations. Why are they reluctant (or refuse) to permit

the application of these same learning curve computations in arriving at

the starting costs of a terminated contract for termination settlement
purposes? Why aren't auditors for the government more familiar with learning
curve computations and agreeable to covering these problems in all audits,
i.e. for procurement and terminations alike?

9. 1Is an Advance Understanding - as contemplated by ASPR Committee -
(a) to be covered by special language, on a contract by contract
basis?

(b) "res judicata,” in later contracts -
(1) in some service
(ii) let by other military services
(c) to be negotiated on a single-service basis (like overhead rates)

10. Advance Understandings -

1. Is it not the general intent of "Advance Understandings" to bind
both the contractor and all DOD procurement agencies with which
the contractor does business?

2. What is the feeling of the ASPR Committee as to the incorporation
of "Advance Understandings” into contracts by amendment?

11l. In the case of a contractor which recelved its first govermnment contract
between Nov 1959 and June 30, 1960, what is the operating policy of the
Defense Department in amending CPFF contracts to incorporate the new cost
principles? Is an amendment of this type whelly at the discretion of the
contracting officer? Does the letter issued by the Department of Defense in
Feb 1960 mean thare is an obligation on the part of the contracting officer,
whether it benefits the Govermment or not, to amend contracts let after

Nov, 2, 1959, where the contractor received his first contract of a CPFF
nature?

12, Capt. Malloy, in view ox the fact that you are Chairman of the ASPR
Committee, could it be possible to get a ruling on this condition? For
example: A corporation who has a large diversification of products

has a division holding a prime contract. This prime division (A) has
requested competitive fixed price bids on a piece of hardware to all
companies willing to bid. This corporation has another division (B)

that has the capabilities te produce this piece of hardware and enters
into this competition and wins the award. Would the Government allow the
division (A) to include in its cost the price that the division (B) won
the award on and take a profit on this price?



13. 1-309 Solicitations for Informational or Planning Purposes. It is

the general policy of the Department of Deiense to solicit Dids, proposals
or quotations only where there is a definite intention to award a contract
or purchase order. However, in some cases solicitation for informational

or planning purposes may be justified. Invitations for bids and requests
for proposals will not be used for this purpose., Requests for quotatlons may
be issued for informational or planning purposes only with prior approval

of an individual at a level higher than the Contracting Officer. In such
cases, the request for quotation shall clearly state its purpose and, in
addition, the following statement in capital letters shall be placed on

the face of the request: "THE GOVERNMENT DOES NOT INTEND TO AWARD A CONTRACT
ON THE BASIS OF THIS REQUEST FOR QUOTATION, CR OTHERWISE PAY FOR THE
INFORMATION SOLICITED,"

Question - Will thls Regulation be revised to clearly state that
costs generated by these requests will be allowed in
burden?

ASPR - 1 July 1960 - Will ASPR ever eliminate other instructions
that are issued by other Services, such as
AFPT by the Air Force and NPD by the Navy?
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15-205.22 e

"Recognizing that it is the Contractor's long established practice

to price interorgenization transfers at other than cost for commercial
work, in connection with the work under this contract, the Contractor
shall be free, but not obligated, to use any article or service
customarlly produced, assembled, or provided by the Contractor in the
regular course of its business, provided such articles or services are
billed at the lowest commercial prices charged to an outside user

purchasing in similar quantities.”
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WALTHAM 54. MASSACHUSETTS . TWINBROOK 9-8400

12 January 1961

Mr, Kenneth K, Kilgore

Director. Audit Policy Division

Office of the Assisztant Secretary of Defense
Washington 25, D, G,

Dear Mr, Kilgores

The following are a group of questions which occurred to me after
reading your letter which might be worth discussing in the NSIA Cost
Principles Symposium Panels

1. What is the proper base for the distribution of the
Contractor®s Independent Development costs? There
are apparently two different points of view in the
Department of Deferses (1) That it can be distributed
only to the overhead bases applicable to production
contracts. (2) That it may be distributed to all of
the costs of a given product line, including product
line oriented-sponsored Research and Development contracts.

2. I have heard some interpretations to the effect that
that portion of a Contractior's Independent Research
and Development which is rnot shared by the Government
should become par® of the cost base for the distribution
of the Government s share of Research and Development
as well as other G & A costs,

3. Machinery exists for the negotiation of Advanced Under=-
standing 1n the areas of Research and Development,
Certain other costs mentloned in 15=107 should be
negotiated on a contract-py-contract basis with individual
contracting officers,e.g. pre-contract costs, royalties,
and possibly travel costs as related to special or mass
personnel movement, Would it be appropriate for ASPR to
establish machinery for the negctiation of Advanced
Understanding on other areas relating purely to general
and indirect costs?
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10.

11,

What is meant by the phrase "Product Advertising”?

Is an institutional advertisement displaying a Missile
System in a trade or technical journal properly considered
product advertising?

In order to avoid formula=pricing on negotiated fixed=

fee price contracts, would it be appropriate to expand
Part 6 to include a complete listing of all the considera-
tions other than cost which should govern the pricing

of a fixed-price contract!

Is an amendment to Section XV required to recognize the
cost of excess facilities and personnel resulting from
"stop work orders"?

Section XV -205,26 makes the statement that patent costs
in connection with the filing of a patent application
where title-is conveyed to the Government are allowable,
Is it the intent of this section to consider all filing
costs where the Contractor retains title but gives the
Government a non-exclusive royalty fee license, un-
allowable?

Why is a modest subsistence stipend for fuil time
graduate trainees considered unailowable especially
when in most cases this stipend constitutes the trainees
only means of support for himself and his family?

Is this a correct interpretation of Section XV 205.22 (e)3

That a Contractor who chooses, because of the need for

close Engineering liaisorn, better delivery, quality,

and reliability, to buy an item from a division within

his Company cannot charge the Government his cost if a similar
item is available on the outside at a lower price?

Since Independent Reseasth is distribuied to approximately
the same base (i.e. cost of sales, or cost of manufacturing)
as G & A expenses, 1s it practi-al to apply G & A to
Independent Research?

15~205,35 recognizes Independent Research and Development
to be an allowable cost for which an advance understanding
is recommended but not required. Why is the Government
unwilling in many cases to bear its full allocable share
of these programs in the light of the following premises:

(1) that the same competitive restraints exist in
the prices of government contracts as on most
commercial products.



(2)

(3)

(4)

satisfactory criteria for the reascnableness
of Research and Developmeni expenditures exist
or can be established

a contractor who is forced to share the cost
of his Research and Development is at a
competitive disadvantage on his Commercial
products which must absorb the unrecovered
costs allocable to Government Ceontracts on
his commercial products,

A contractor who chose the disputes route
can probably recover 100% of his Research
& Development on after-the~fact pricing
actions,

I am not sure that these questions are actually pertinent to the panel
discussion to which we have been assigned, nor would I object violently
if you eliminate most or all of them, I am sending you sufficient copies
to distribute these questions to Colonel Blattau and Mr, Jones, if you should
choose to do so, I am also sending Mr. Beall a copy directly. I would appreciate
receiving the questions suggested by the other members of the panel and I would
also appreciate further opportunity to raise additional questions as they occur

I am attaching to this letter, a copy of the brief biographical sketch
which I mailed to Mr. Youngblood of NSIA, I look forward to meeting you and
the other members of the panel at the end of Tuésday’s session,

V@;ul)yvz/ou S,
Chatles A, anéﬁAﬁénﬁber

Government Accounting Controls



Excerpt from Transcript of Eisenhower's News Conference on Domestic and
Forelgn Affairs

New York Times, January 19, 1961 - Page 18 C

% # *
For Informed Citizenry

A, - T know nothing here that is possible, except -~ or

useful - except the performance of the duties of responsible
citizenship. It is only a citizenry, an alert and informed
citizenry which can keep these abuses from coming about,

And I did point out last evening that some of this misuse of influence
and power could come about umwittingly but just by the vary nature
of the thing, when you see almost every one of your magazines, no
matter what they are advertising, has a picture of the Titan missile
or the Atlas or solid fuel or other things, there is becoming a great
influence, almost an insidious penetration of our own minds that the
only thing this country is engaged in is weaponry and missiles,

And, I'll tell you we just can't afford to do that., The reason

we have them is to protect the great values in which we belleve,

and they are far deeper even than our own lives and our own property,
as I see 1it.
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19 Jamuary 1961

V¥r, Aaron Racusin
6512 Kenhowe Drive
Bethesda, Maryland

Dear Aaron

l, BSo sarry that we were delayed in furnishing you the answers to ques-
tions which may come up during the panel discussions at the NSIA Seminar,
The following comments are based on our evaluation and feel for these ques-
tions and are as follows:

Question Neo, 1

Can consistency of implementation and interpretatlion ever be achieved
by all Services? What steps are being taken to attain this goal?

An swer

Several years ago, the Air Force decentralized to Adminietrative Con-
tracting Officers at Air Force Plant Representative Offices and Procure-
ment Districts the responsibility for negotiating overheads with com-
tractors whe are on negotiated rather than on actual overhead rate basis,
Our experience under this arrangement indicated that there were more pro-
blems with respect to lack of consgistency in implementation and interpre-
tation even within the Air Force, Consequently, steps were takem in 1959
to recentralize this responsibility. At the present time a small group
of negotiators, headed by Mr. Dale Bablone of my office, ls charged with
the responeibility for elther negotiating or delegating negotiation re-
sponsibility for all eontracters on negotiated overhead rates, As a
practical matter with respect to large divisionalized multi-plant con-
tractors, the negotiation is conducted by ome of the people here at Hg
AMC, This practice, plus the fact that close coordination is maintained
between Mr, Dale Babione and Mr. Les Todd, who has succeeded Mr. Christenat
in the Navy, tends to make what we believe 1s reasonable eonsistency

of implementation and interpretation as pertains to the negotiation of
questioned costs which are related to overhead, Of course, as a practical
matter, the guestioned cosis are developed by the DOD auditers and sub-
mitted in their audit reports pertaining to contracter overhead proposals,
Inasmuch as the audit organization is decentralized, there was always

the probabllity that there will be some lack of consistency in inter-
preiiilon made by suditors. This lack of consistency is minimised by



the fact that the audit organisations frequently coordinate with
oach other at the Washington level., I understand that the DOD
under Ken Kilgore is spomsoring a revision and re-write of the
Contract Audit Manual, This in itself would be & positive
factor in reducing lack of consistency insofsr as sudit interpre-
tation is concerned,

Question No, 2

How do the new Cost Principles affeet the role of the auditor vs
contracting officer in (a) price negotiations, (b) price redetermina-
tions, (o) overhead allowance? Oan a contracting officer overruls
the recommendation of an auditer?

An swer

Insefar as the Air Force is concerned the new Coest Prineiplss do

not affegt or change the role of the suditer ve the emmitracting
officer., Ap far asm I can determine the new Cost Principles bave

not had any discemibls effect an the approach or reporting by
suditors, In some arcas, the support for ilems which auditars

have been questioning is strengthensd by the new Cost Frineiples,
This is especially true with reference to iiems, such as sale and
lease-back which are more definitively covered in the new Cost
Principles as compared with the old Prineciples, With respect to
eontracting officers, there probably has been some ghange although
1t s diffigult to definditively establish what the nature of thia
change has been, Even under the old Cost Prineiples, contracting
efficers were using in the main these prineiples as guldes in the
review, evalustion and development of negotiation objectives, Under
the old Prineiples where there was no definitive policy statement
that these Principles would be a guide for fixed price contractsy
Oovernment eceniracting officers were probably mere willing to com-
promise during negotiations under the old Pringiples than they are
now under the new Prineciples., There are seome types of costs, such
s contributions, donations and advertising where greater considers-
tion is probably glven in the negotiation of fixed price contracts
than will be the practice under the new Frineiples, Some of these
costs were regosmised at least to some degree, BSuch recognition

was appropriate inasmuch as some of the coste were regular and neces-
sary costs of doing tusiness even though they were unallowable insofar
8s cost type contracts are comcerned, Some contracting officers have
indicated to us their approach singe cbteining of the new Cost Irined-
ples. It i» fundamentally the same as when the old Principles were
in effect. As indicated above, however, we believe that there pro-
bably has been some change becsuse of greater requirement for justifying
departure from the spplication of Cost Principles now that they are
specifically prescribed for guidance in fixed price omntracts. Ve
believe that this would apply whether or not we are concerned with
price negotiations, price redeterminations or overhead allowances,




There is, however, nc change with respect to the responsibility
and suthority of the eentracting officer. He is still charged
with negotiating and as such definitely does have authority to
depart from such recomendations as may be furnished by suditers.

Question No,

Discuss reasoning behind disallowance of ¢ertain recognized and un-
avoldabls coste of doing business, For example, contributions,
donations, cost of borrowings; most advertising.

Answey

We agree with you that it would be redundant to at this peint in time
to further discuss all of the factors and reasening behind the policies
oontained in Section XV, These were gone over in the many frequent
discussions between DOD and contractar organizations, Our previous
letter to you included our thoughts on these types of costs and with
your experience, you are undoubtedly more lmowledgeable regarding the
reasoning behind certain proviglons of the new Cost Principles than we
are,

Question o, h

Are the mew Cost Principles intended te place a premium on lncreased direct
costing?

Angwey

I have diseussed this question with Mr. Oeorge Frost, who is the Chair-
man of the NSIA Contract Finance Subcommittee and who is to make the
welooming talk at the Seminar, Ueorge says that this question was
included because it was raised by some member, He belisves that it
is fundamentally based on the Interpretation made by some people that
the language of the new ASPR favore direct costing as compared with
indirect costing, We have re-read paragraph 15-202 on Direct Costs and
paragraph 15-203 on Indirect Uosts and are unable to ascertain the
basls for a conclusion that these paragraphs favar direct costs as
compared te indireet costs, Our attitude and interpretation is that
the present Section XV is defined to glve recomition to the various
and varying methods followed by eentractors with respect to direct and
indirect gosting and as such is not designed to either favor one or the
other. As a practical matter, however, we recognise that most of the
arguments regarding the application of Sectian IV revolve around over-
head and applications and allocation of overhead, GSeldom are there
arguments regarding direct cost in relationghlp to Section XV provisions,



For this reason, rather than any partieular provision in Seg¢tion

IV, we believe thet thers oould be a on direct costing.

We do not, however, advocate the ent of axpensive and refined
sccounting methods and procedures merely to increase the number of
cost categories that are costed directly. Instead, we recommend
reasonable business-liks methods of accounting amd costing in relation=-
ship to the type of business organisation methods of manufacture, types
of contracts, and cther factorse,

Question No, 5

In connection with internal transfere what constitutes a "market
price"? Dees it mean your owm or your competiter's market prise?

Anower

There has been what seems %0 be a growing practice in Industry, especially
in the electrenics industry, for contractors to put items wmder so-
oalled catalog prices. We are not sure whethar this represents a trend
consistent with the developing nature of the elesctreamics business or
whethar it is a reaction to the fagt that the 3ervices, especially the
Air Forve, had placed considerabls emphasis on negotlating and support-
ing reasonable prices. The practice is that eontractors tend to classify
items as falling within the market price category on one or more ‘of the
following bases:

a, Items regularly sold on both the military and nen-military
marksts with definitely published price cataleg,

b, Items regularly sold on military and non-military markets
with published marikets but not published price catalogs,

¢. Itema sold substantially for military end use with either pab-
lished price cstalogs or published cataloges without prices where there
is more than one contractar capable of providing iteme to perform gimi-
lar m.umu

d. Items vhieh are manufactured for stock on the basis of economle
cal production runs and estimates of potential markets, whether sush
items are actually cataloged, pries cataloged wminouputﬂin.
Ubviously, such practices have created problems in negotiating reasons-
ble prices, especially vhere the contractor can only allege that the
item is competitive and is unable to demonstrate the axistence of
price compatition., We have not in public speeches to Industry made
referencs %o this problem simply becsuse we wers afraid that some con-
tractors who are now fumishing cost date might develop the bright
idea of putting items in the ocatalog category., In owr discussiens of

h



this problem with eontractors, we have taken the position that

the public mature of our business is such that we emnnot live
with any system whereby the contractor unilaterally establishes
prices, We are ready to recognise market prices whare econtractors
ean reasonably demenstrate that the prices are established under
conditions of price competition., We now have under consideration
for pablication in the AFPI the following statement:

"The Government will accept the price of an item identl-
field as a catalogue or standsrd cosmercial item without a
cort breakdown only where the contractor can dememstrate the
price of the item is determined by effective campetition om
each progurement, REffective competition is presumed to exist
whenever an item has been sold regnlarly in the markets where
other products, capable of perfarming the same or sindlar fune-
tions ar otherwise usable in place of the item, are available
from othar scurces and whare campetitive prieing ean be demon~
strated. In theabsence of such a demonstration the price of
such itsms will be negotinted on the basis of astual and esti-
mated cost data furmished by the contractar en each item,"

¥We believe that the atove appreach 1s better than an attempt to define
catalog price, market pries, standard commercial, semi-commercial and
other terms, The question: as to whether the market price is your owm
or your competitor's market price is really & nsw one to us, Whare

we recognise market priees, it is normally the contracter's market
price rather than the competitar's market price., HNowever, wa do
visualige that if the baying activity, whether it be the or
& prime eontractor, wvasz avare that a competitaor's market price was
lower, then the buyer would most likely refuse to accept the supplier's
maricet price which is in excess of his competiter's, Thip is, of eourse,
on the assumpiion that the items were very similar and thet there were

not other fagtars, such ap relisbili maintainahdly delivery schedules
or others .’u:nlvd'. bl W

2. Ve hope that the above will be of help to you. In the event that
you have further questions, please call either Dale Babione, whose home
phone nusber 1s AX 3-7586 or me. I oan be reached at

3. Ve will look forward to seeing you next weelk,
Sineerely yours

PHILIP J. BIATTAV

c UBAF

Chief, eing & legotiation Divigien
Directorate of Proowremsnt & Production



Thank you for giving me an opportunity to address s few remarks
to your seminar, This is the kind of forwm vhere an exchange of views
mmmm&a-mmdnnm
%o our mutual bemefit.

I should liks %o comsider my remarks as & part of the continuing
assanlt by the militery departments on the cost of defense programs.
I am certain that wost of you have hesrd this theme yepeated by owr
representatives in speeches at gatherings such as this in various
parts of the countyry in recent times past. Yet it is of such
importance that 1t demsnds repetition.

The ressons are quite cbvious. The magnitude of the Defense
procuremsnt program is sbout $25 billion & year--three times the
combined puwrchasing volume of General Electric, Gemeral Motors, and
¥. 5. Steel. It is 30§ of the total Government budget. Its fmpsct on

continuing scrutiny by the Congress. jnd the attitule of Congress
tovard owr procwremant operstions is o matter of great significance
to the Department of Defense, and, I mm swre, to industry as well.



Congress has called for a gemeral lmprovesent in owr procurement
practices and procedures and for remewed efforts %o reduce the
constently rising cost of defense materials. It expressed its
vievs in a most significant manmer in the last session--an across-
the-board reduction in appropristions by three percent.

As you know, the Department of Defense, during the past year,
adopted several significant changes in the Armed Services Procuremsnt
Regulstion relating to our pricing practices at the prime and sub-
contract levels. They concern owr eviev of "meke or buy" decisions,
the review of subcontract prices and the provision for twe-stap
formal advertising, to name a few. We believe they will have a
salutary effect. But in large measure, the benefits to be derived
depend upon owr mutusl diligent efforts to give meaningful effect to
the printed word.

Bince I am in the Department of the Alr Foree, I camnot, of
course, give you the dstalls of the accomplishments of the Amgy and
Havy in their afforts to achieve cost savings. I mm certain, howvever,
that they have excellent programs in effect and have sttained significant
doller reductions. I am in s better positiom to deseribe our own course
of sotion. We ezbarked on o vigorous cost reduction program with our
contractors. The response of many of them has been most gratifying.
Hejor cost reductions are being realised through increased mansgement
attention given to this subject. Rignificant ssvings have been made



through such messures as improved purchasing techniques, better
menegement of subcontracts, greater use of value engineering, closer
control of overhesd, and & gemerally tightensd cost control. We have
found excellent exsmples of aggressive action by owr comtractors teo
establish & genersl climate of cost consciousness. They have concentrated
on expanding competition through the development of new sources of supply,
elimination of sole sowrce situations, and use of more and broader
competition. Purther economies have been achieved through quantity
procuremsnt, comsolidation of orders, use of blamket pwrchase agresments,
special handling for high value items snd maintensnce of survelllance
temms in major subcontractors' plants.

Goe department of an Alr Force contractor has produced over 2500
cost reduction ideas over a three-yesr period resulting in documented
savings of §17,700,000. Another reports smmuwsl savings of $20 million
as a result of a formal cost reduction program. GS¢ill another reports
savings of §2.4 million over an lB-month period as result of value
analysis tecimigues. Yet snother, through vigorous mseasures in the
field of overhead expenses has schieved savings in such expenses of
$3,600,000 annwally, or 20§ of total expenditures. These are but a
few of the instances of cost reduction brought sbowt through well
designed, vigorously executed plans put inte effect by ouwr combtractors.
A canvas of less than half of the contractors involved shows tangible
cost reductions of sbout $575 million. This is something about which
both the Department of Defense and industry cam both be rightfully



prowd. But 1t is not enough., Much remains to be donme. Public
confidence in ouwr departmente as well as your industries is at stake.
We are under & continuing obligation to buttress that confidence by
Mmummm-umm
recurrence.

At this podnt 1% would be well for me %0 bring to yowr attantion
soae aress which we have noted that give us comcern.

(1) Spireling Engineering Costs—-As most of you knov, we have in
the recent past been greppling with comtractors’ independent research
and development effort. This has- incressed during -the-past three
yoers-by-10§. Bat there is mn infinitely grester problem sbout which
ve are nov gravely concermed and that is the vastly inereased smount
ammhu—,mlmnm
enginesring effort on owr comtracts. The cost of this effort has
inereased by spproximately L5% over the past three yesrs. Expressed
in dollars, this is en ineresse of spproximstely §l billion. We are
faced with an exsmple such as at one major contractor's facllity vhere
less than §l milliion was spent on independent genersl resesrch and
development, vhile during the same time period the comtractor spent
nearly 200 times this amount on false starts in production engineering
charged directly to the comtract. While we recognize that such false
starts are not wnusual in any teclmological development of a new wesapon
system, the magnitude of this high cost srea esphasizes the nsed for
closer management comtreol. We are giving this subject a searching



reviev mnd will take whatever precticsble means axe availeble %o
sssure tighter control. We expect industry to take similar action.

(2) The Mmmpower Wiilisation Subcommittee of the House Committee
on Post Office snd Civil Service published a report in Septesber 1960
entitled "Persomnel Procurement Costs of Selected Defense Contractors
for Recruitment of Emgineers and Scientiste, FY 1959." The data
included in the report vas developed by the departmental swdit agencies.
FY 1959 recruitment programs for the 102 compmnies in the report cost
approximately $21 million. The report also indicated ap oversll
recruitment cost mversge of §1,022 per mev hire for "predominsntly
Defense” contractors as against §751 for "predominemtly commereial”
firms. In three cases the cost per nev hire for "predominmntly Defense”
contractors was well over §2,600. The report is clear that recraitment
costs rvepresent & significant expenditure of funds and I can assuwre you
that this matter will be given particularly close review in the pricing
end administration of contracts. Im this conmection, some questions
you showld ask yourselves axre:

What analysis has ouwr firm made of recruitment costs to jJustify

the procurements made?

What controls do we have in respect to reoruitment expense and

what do we plan in this sres for the future?

Are elshorste help wanted ads really necessary to hire engineers

end scientists?
I submit that efficient management dictates that these matters be
accorded serious sttention.



(3) Another aves that must be reviewed is that of the use of
overtime. Because of the high priority assigned the ballistic missile
and epsce programs, they have been exempted from overtime restrictions
set forth in ASFR. Appropriate guidsncs, I am sure, has besn disseminated
to all procurement field sctivities =s well as applicable contractors
regarding the emsmption, controls and usage of overtime for ballistic
missile contracts. On the basis of the high contract overtime performed
at missile sites, it sppears to us in the Adr Force, that this exssption
has evidantly been constrwed %o wean that any and all overtime is
permissable, Continwous use of overtime on the same task is indicative
that other basic factors may be ot fault. Gdenerally, high overtime
usage reflects adversely on the guality of msnagement resulting in
unnecessary costs. We have suggested that this matter be reviewed by
all the military departments to determine the appropriaste meesures
reguired to asswre proper control of the use of overtime in the
performance of comtracts involving high priority programs.

(&) There is sother ares which I think requires your prompt
attention. I am sure you will agree that a businses of spproximstely
$100 million has & direct and vital bearing on the costs of Alr Foree
programs. This is the smount inwolved in our procuremsnt of technical
dsta such as mmmals, handbooks and other technical guides that relate
directly to hardweare. VWhile w are nstwrally concermed sbout the
editorial quality snd scocuracy of that tecimicel dsta, I would point
out to you the nsed for reducing tecimical psper work costs without
compromising the operstion and meintensnce functions related therete.



We have recently conducted extensive surveys in order to find out vhat
our technical deta wvesknesses are and vhat steps sre nocessary to correct
these weaknesses. We have taken corrective actions %o stremgthen owr
sansgerial responsidbility in this area. We wrge you to subject this
function o & thorough mansgement review st the top level of youwr
organisstions to eliminate existing or potential weak spots. Of
partiowlar importance in this wrea e the cost and accounting procedures
relsted to technienl data, ALl t00 often, the actusl costs of specific
publicstions related to individual systems are difficult to identify and
isolate. The Afr Force is moving in the direction of inserting cleuses
in contracts, vhich will require industry to identify these costs and
enable uws %0 knov sxactly vhat we sre paying for.

These are some of the soft spots which we think require close
reviev by you gentlemen snd those at all levels of your coxporate
ssnegenent. I assure you we iatend to give them owr closest abttention.

I should like %o twn now briefly to two other subjects listed
for discussion on the program. 'The first relates to types of comtrects
in uwee in the Department of Defense. As you kmow, the various typee of
contracts wve use were the subject of an intensive reviev by Congressiomal
comuittees during the last session. This was undertsken as part of o
study required by the Statute which extended the Remegotimtion Ast.
Gpecial sttention was devoted to the incentive type contract. The
previous shortcoming in the negotiation of those contracts as revealed
in several Comptroller Jemeral Reports raised significent guestions in



Congress as %o their efficacy. We balisve thet, if properly used,
and I esphasive the work properly, much comtracte serve a very valid
purpose in obtainiag redused costs to the Covermment and increased
profits to imdustry where true economy eaad efficiemcy sre precticed
in the procurememt of our complex wespon aystems. Certain corrective
meagures have been taken 0 sssure the socuracy, currescy end
coupletencss of cost information which is used as the basis of
negotiating target costs. /n adlditiomal change, designed %o
eliminste o woakness by providing for s cambrectual right to amend
the price vhere incorrect cost information has been used, is being
adopted, JFor our part, we are axploring the spplicstion of incemtive
featwres to perforsance criteria, without waiving censiderstion of
the very vital cost aspect. Here is sm excellent tecimique where
greater esphasis on the wse of the iancemtive appreach should be
spplied in your own purchasing procedures. I suggest that this cam
be a truly effective wsy that cost comsciousmess in yowr suppliers
can be stimulsted through opportumitiss for imcreased profits
sttributable to efficient performance snd comtral of costs.

Thers are those, however, who comtend that the incemtive
contracts oontaln the seeds of wunwerrented higher prefite without
camensurste efficiency and ecomomy am the part of the camtractor.
The comtinued use of the incemtive comtract will depemd, in large
measure, upom hov well represestatives om both sides discharge their
responsibdlities.




Our procurement practices sre rightly of comtimuing inmterest em
the "Hi1l". Im its deliberations om such matters, Comgressiomal
comulttees are comfromted with the difficult task of evaluating a
mass of camflicting advice inm em effort to reach sownd decisioms.
Those deliberations arve made even move difficult by the fact that
the committees are removed frem the day-to-dsy operatioms of this
glgmtic procurement program. VWe must be sble to demomstrate
comclusively that owr joint efforts have brought shout meeningful
results, in improviag procuremsat prectices. Armed with such evidence,
wve feel confident we will be in an excellent position te comvince the
majority of our legislators thaet existing legislution ic sound; that
it is being somndly afministered.

The seoond point is that relating to profits. This is o matler
which could probebly be the subject of sn addvess in iteelf. I showld
mevely like to eaphasise that ia this fisld we are confromted with the
problen of trying to aveid the establiciment of rigid levels of profite
for spplication to all comtractors for eimilar items, irrespective of
the efficlency aad ecomomy and kmow-how of the individwsl comtractor.
Fixed patterns of profits are imequitable im that they revard the least
efficient more faversbly than the most efficiemt. Similarly, we have
avoided attempting %0 establish a commom profit level epplicsble teo all
types of vork aad to all fypes of comtracts. Ve Believe theat profite
should be msgotiated based wpom the spplication of sound judgment, takimg
into comsideration the many factors outlined in the ASPR to be used im
determining the appropriste level to be allowed in o particwlsr case.
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Without going into a lemgthy discussion, I thimk I eam state owr
fundsmental philosophy succinmctly im this fashiom: we vant to
see you mske a reasgnsble profit based upem descmstrated swperior
timely performance, =md cost reduction,

If 4t ceems that I have meglected a fuller trostesat or say
treatment of some of the items which sppear im the primted program,
you're right. I have dome 00 deliberstely in ma effort to foous yowr
attention on & subject which I foel is of wimost lmportance in owr
mitunl desire to attain cur commom objective of cbtaining & maximum
military posture at minimmm wecsesary cost., I can think of no more
apt langusge to Mdghlight vhat I have sought to stress earlier then to
persphrase come remarks made Ly Jemeral Anderson, the Commsading
Gemersl of the Alr Msterisl Command, in & recent address to the
Washington Chapter of yowr Association. He sald: "Wnless we--
the Departeent of Defemse end industry--do a batter job of curtadling
costs, the reflectiog of arbitrary percemtage cuts will cemtimue to
be the cutback or eliminstion of wgent projects. We, in effect,
have been told thet so long s we don't exert mexisem pressures for
beast cost result, them what we congider to be the very sindsum dollers
for owr procurenent will be further seduced.”

I trust this soninar opens new svesmes for owr mutusl fsprovessat
h-*“hh“mhmd'*.
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I would like to congratulate the MNational Securlty Industrisl
Association for its sponsorship of this seminar on cost principles. This
exceptionally large turnout is ample evidence that interest in cost
principles has not diminished.

I think it is a particularly good ldea to have this type of meeting
from time to time to talk about our common problems. However, this poses
certain fundamental problems for the Govermment representatives. We are
here today to trade experiences with you and to listen closely to what the
industry spokesmen have to say. We will be particularly interested in the
type of questions which you put to us as this should be a good barcmeter
with respect to trouble spots in the applicetion of our cost pripciples.
The Govermment representatives who are here today, including myself, are
not suthorized to speak officially for the Department of Defense. In fact,
we bhave had only a minimum of advance coordination with respect to ocur
presentations. However, we intend to provide you with our best informal
views and, realistically speeking, this should be quite helpful to you.

As you are aware, the subject of cost principles is an area in which
opinions vary widely. This is true obviocusly within the Department of
Defense and it would not surprise me to hear conflicting views expressed
by individual Govermment representatives. This, however, 1s the nature
of the beast and it 1s our feeling that the full expression of individual
views 1s the most practical wey of reaching the right decision with
respect to any particular cost item or cost interpretation.

It has been our experience that it is not possible to provide
formmule or book solutions to every costing problem. From time to time,
we are asked by contracting officers for such neat solutions and, oddly
enough, we get just as many requests from individual compeny representatives
for such automatic solutions. Everyone, of course, wants these neat
packages when it suits his own perticular purpose, but I am rather certain
that our discussion over the next two days will amply demonstrate the
fallacy of this epproach.

Our goal, during this meeting, it seems to me, should be to isolate
any possible soft spots that may come to light, so that we in Govermment
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may study the particular ares further, While we have found that there are i
often no easy answers to same problems assoclated with the cost principles,
particularly insofar as changing the Armed Services Procurement Regulation

is concerned, we frequently are able to take other administrative action to
advise our contracting officers and negotiators of the underlying purposes

of some of the ASFR provisions.

In any event, please be assured of our good intentions and motivations
in connection with our continuing study of contract cost principles. Above
all, I suggest that you not develop a feeliing of frustration just because
easy solutions are not forthcaming on the spur of the moment. After
all;, I need not remind you of the problems that remain in your own
companies from week to week,

I do not feel that any good purpose would be served by re-hashing
the many arguments and coumter-arguments which were fully explored and
evaluated prior to publication of our cost principles. Rather, I intend
today, to cover briefly the basic underlying purposes which motivated
us to adopt so-celled comprehensive cost primciples and some of the current
problems that we face in implementing eny regulation, particularly one as
complicated and as far-reaching as is involved in cost principles. I will
cover the use of cost principles and cost breakdowns in the pricing and
negotiations of comtracts as I am sure that this subject will bubble to
the surface several times during our discussions. I believe that you may
be particularly interested in some of the areas of the cost principles that
we are currently studying and, hence, I will outline these areas for you.

Most of you are aware of the fact that the cost principles were in
the process of consideration within the Department of Defense for a period of
several years prior to their publication on 2 November 1959. When finelly
adopted, they had been considered, in some detail, at high levels within
the Department of Defense. We had several basic purposes in mind in this
exercise. We had the obvious problem of updating our then existing cost
principles, which were originally published in 1949, and which remsined
essentially unchanged over the years. Also, we were seeking to achleve a
greater degree of uniformity on costing matters within the Department of
Defense and among our verious contractors. I recall a discussion which I
had about two years ago with the Congressman from my own District who was
an active member of the House Armed Services Cammittee. TFor scme reason,
he Just could not understand why, for example, the cost of incentive bonus
plans was not sllowed by ome military depertment, while the other two
departments had testified before the Committee that they could see nothing
wrong with this type of expense per se, end that it was being allowed to the
extent that over-gll compensation was reasonable. His rather pointed question
to me was, "Why doesm't the Department of Defense make up its mind with
respe::t to this area of cost and put all contracting officers on the same
team?"

In addition to seeking wniformity, we were also attempting to provide a

framework so that a particular cost would be treated, policy-wise at least,
the same way, regardless of the type of comtract employed. We could see no
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reason wvhy our policy should be different on an item -~ such as contributions
and donations -- under a cost-type contract as against a follow=-on contract of
a fixed-price type. In other words, we feel that a cost 1s & cost regardless
of the type of contract involved. In making this generality, however; we do
not intend to lose sight of the lnherent differences which are reflected

in the particular type of contract used. However, these inherent differences,
such as degree of risk, for exemple, should be locked at squarely, and
eveluated on the merits, rather than be buried in & different cost treatment.

In conmnection with the individual elements of cost, we adopted what we
consider the best result possible under all of the circumstances. By this,
I mean that other elements of the Government, such as the General Accounting
Office and the Congress, have long held strong views in some areas, and these
views could not be ignored. Up to the present time, we have been successful
in defending several of the allowable cost items against critics who feel
strongly that the Govermment should not pay for certain perticular types of
cost.

Many of you have bent my ear privately to convey the word that the
implementation of these cost principles throughout the Department of
Defense has been rather harsh. There are inherent problems of implementing
policy decisions in any organization, particularly one as large as the
Depertment of Defense. This 1s probably the most difficult problem that we
face in developing any important part of the Armed Services Procurement
Regulation. We attempt to develop policy which is at once applicable to the
large contractor and to the small contractor, and to the contractor doing a
large volume of business with the Department of Defense and a contractor
vhose total volume of business includes only a small portion devoted to the
Department of Defense. Interestingly enough, during the development of our
cost principles, one of the strongest industry objections was concerned with
the degree of specificity and detail which we insisted was & necessary part
of the cost principles package. We are now finding that industry representa-
tives are complaining that our regulation is not specific enough. In other
words, industry, on the one hand, argues for general policy guidelines with
meximm reliance on the application of individual judgment to specific
situations while, on the other hand, industry seeks specificity in the cost
principles as a protection ageinst the application of the wrong kind of
Judgment (from their point of view) being exercised by & contracting officer.

In any event, the military departments have issued very little in the
way of implementing instructions. All of the departments are in complete
agreement that it would be unwise to allow extensive unilateral implementation
of the cost principles. This is not to say that there have been no suggested
implementations. For exemple, many contracting officers feel that our
coverage on travel per diem, and moving expenses is too broad. They want
yardsticks, such as suggested per diem rates, or maximum limitations on the
weight of household effects such as are appliceble to Govermment personnel.
For the moment at least, we are of the opinion that these matters are best
left for individual evaluation against the over-all test of reasonableness.



I would like to turn now to the use of cost principles in pricing. I
have found that feeling often runs high vhenever this subject is broached.
Az a matter of fact, the applicability of our new cost principles in the
fixed-price area was the most significant area of discussion within the
Department of Defense in ocur comsideration of the cost principles. Many
knowledgeable people within the Department were genuinely concerned that
any cost principles developed for use outgide of the cost reimbursement
contract ares would inevitably result in formula pricing, or the automatic
resolution of pricing problems strictly along accounting lines. Others felt
Just as strongly that it was essemtisl to sound pricing that the parties
have a clear understanding of the cost base, and that the peculiarities
of the contracting situation should thereafter be handled through appropriate
types of contracts or special comtract provisions.

We have set forth our policy direction om the spplication of cost
principles to other than cost type combracts .in Sectiom XV, Part 6.
Here we have dome our level best to come at this problem in & realistic
fashion. We made what I consider to be a valid distinction between retro-
spective pricing and forward pricing. We very carefully indicated that our
basic pricing policies and procedures, which are contained in Section III,
Part 8 of the Regulation, are governing and shall be followed in the
negotiation of fixed-price comtracts. We have indicated, in a straightforward
manner, that the cost principles are to be used as a guide in the evaluation
of cost data, when such evaluation is required to establish fair and reasan-
able prices.

I have often been asked to elaborate on the term "shall be used as
& guide." Here we simply mean that our cost principles should be followed
in the usual situation, and that a contracting officer who departs from the
cost principles assumes the burden of Justifying his action. This seems
only fair, and is the type of complience which you would expect from the
employees of your company in carrying out stated company policies. However,
we mean what we say when we indicate that cost and accounting data may
provide guides for ascertaining fair compensation, but are not rigid
measures of 1t. Other types of data, criteria, or standards may furnish
reliable guides to fair compensation. The ability to apply standards of
business judgment, as distinct from strict accoumting principles, is at
the heart of a negotiated price or settlement.

I am aware of the industry comtemtion that, however well intended
our policy pronouncements in this area, the actuasl fact is that defense
contracting officers are engaging im formuls pricing on a large scale.
It 1s most difficult for us to objectively evaluate this comtention. I
think it safe to say that we are paying a great deal more attention to cost
analysis now than we did im the past. We are also requiring our major prime
contractors to do the same thing. This greater attention to cost om our
part is not necessarily attributable to the publication of the cost principles.
We have a great deal of evidemce, particularly from reports issued by the
General Accounting Office, that we and our prime comtractors have not been
attentive enough to the cost aspects of our megotiatiom procedures.
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We fully intend that our people pay more attention to cost; but only in
those areas where such attentlon is essemtial to sound pricing. We
make no apology for this, and consider it to be a sound step in our
determination to tighten up a2ll along the line in our pricing and
edministration of large contracts.

I would like to change direction slightly at this polnt in order to
advise you of some of the actions which we have recently taken in the area
of cost principles, and to outline some of the specific matters which we
have under active study at the present time.

We have completed drafts of cost principles applicable to the
acquisition of facilities and to comstruction contracts. These cost
principles will appear in Parts I and 5 of Sectiom XV. Both of these new
Parts incorporate the basic principles found in Part 2, and set forth only
those particulars which are peculiar to facilities or construction.
Appropriate industry associations are cwrrently being afforded the opportunity
of reviewing and commenting on these new Regulations.

The Bureau of the Budget has very recently revised its circular A-21,
vhich prescribes cost principles applicable to research contracts with
educational institutions. ASFR Section XV, Part 3 will be changed in the
neer future to reflect the changes directed by the Bureau of the Budget.
Thege changes are, for the most part, of a clarifying nature, although the
cost of the Sabbatical leave will be allowable, whereas this item is
unallowable now.

We firmly believe that chenges in Section XV, Part 2 should be kept
to the absolute minimm. Other speakers on today's progrem will elaborate
on the difficulties that are encountered when different sets of cost
principles are beilng used by a particular comtractor. We have been thinking
seriously of establishing a new Part 7 im Section XV, which would contain
so-called cost interpretetions. Here we might include additlonal guldelines
as to reasonableness or ellocability in comnection with a particular cost
item, even though the cost principle itself remains undisturbed. This may
gound like an easy solutlion to the problem of mimimizing changes in the
cost principles themselves, but we have found, on analysis, that the creation
of a part on cost interpretations might well introduce a myried of additional
problems, particularly of a legel nature. While we have not necessarily
abandoned this idea, we have not as yet come upon a specific situation
which would lend itself to this treatment.

Now, for some specific areas that have been, or are currently occupying
our attention. We are making a change in Paragraph 15-205.6 which concerns
the reasonableness of location allowances -- sometimes called "supplemental
pay" or "incentive pay." The effect of this change is that these costs will
be recognized only where, and so long as, the 1solation or umfevorable
enviromment of & particuler site makes such payments necessary to the
accomplishment of the comtract work without unacceptable delays. This change
vhich will be published in Revision 3 on 31 January 1961 should have & minimum of
effect on most contractors, and will be spplicable only to certain situations
where abuses have developed.
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The total cost involved in the area of recruiting expense combinues
to be a metter of concern to us. A recent study by the Department of N
Deferse indicates that the level of recruiting expense for defense con-
trec.ors 18 considerably in excess of that belng experienced by contractors
eng,ﬁd in civilian business, While we might logically expect higher
cost i» 1n the less stable area of defense business, we can all recognize
the 7tentisl mbuses which are possible. The Military Departments will
comimie to edminister this particular category of expense with a heavy
hand. We do not, however, contemplate anmy change in the cost principles
covering this item.

Advertising in trade and technicel jourmals is presenting some
very difficult problems of administration. This ares involves a small
fraction of the total cost picture, but there is, nevertheless, &
substantial amount of momey imvolved. Our cost principle is couched
in eneral terms, and we have been faced with different applicatiocns
witrin the Depertment of Defense imn this area. We are slso awaere thal
the mmber of trade and technical jourmsls is increasing at & fast clip.
We have attempted to develop an smplification end clarification of our
cogt primciple, but without much success. We are now undertaking a basic
st to determine Just what our defemse policy in this area should be.
I am unable to predict the outcome of this study at this time.

A question has erisen with respect to whether independent development
expense can be allocated to all work of the comftractor In the contract
product lime (imcluding research and development work), or whether
independent development expense can be allocated only o production -
confracts. While the problem arose with respect to the interpretation of :
the provislons of the cost principles as now worded, we are studying
‘the matter to seek the right solution. In other words, a de novo look.
This 18 a close question and we hope to have this matter clarified in the
near Tuture,

A problem has arisen with respect $o the allocation of certain
per: nal property taxes. This problem is aggravated in states where the
applicabllity of state taxes to defense material is in dispute. The
quertion is whether such taxes should be segregated and allocated directly
to :mch class of customer, l.e., Govermment work and commercial work, or
whether these taxes should go imto an overhead pool for allocation in the
usuel mamner, It is our tembtative view that these taxes, when significant
in amount, should be handled as direct costs. We are in the process of
studying the appropriate method of implementing this conclusion. This may
result in a change to the cost primciples and to our standard tax clsuses,
as w211,

We are begimning to hear that same comtractors are seeking to gain
g llberalization of the cost primciple concermed with charges for material
transferred between plants or divisions under s common comtrol. Our present
ASFR coverege on this subject represents a Ilberalization from the prior
treatment. Many of you will recall that industry recommended a more liberal
policy in this area. However, the presenmt regulation ie essentially one
of campromise between the industry and Govermment positions. Some companies -~
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have indicated that they do not want to give the Govermment the "most
favored customer" price. Problems have also arisen with respect to the
term "sold by the contractor through commercial channels." Problem
areas arise here in comnection with an item that has only a military
application, and is sold as a subcontract item exclusively to other
defense contractors., I think it safe to say that we are not disposed
to make any basic change im this particular cost principle at thils time.

One final item concerns itself with bidding expense. Several
abuses have been reported in this area, such as extensive research and
development effort that is lmproperly labelled as bidding expense. There
are also problems in the ares of unsolicited proposals. We are receiving
& great meny unsolicited proposals which are submitted in great detail --
that is, they are completely engineered to the final line on the blueprint,
rather then belng presented in broad framework for evalustion. The costs
of this effort go into overhead and are, of course, reimbursable through
our contracts. We feel that there is an area of excess cost involved here
and, more important, there may be a waste of critical engineering talent.
This is en area in which we have very little comtrol today. Obviously,
we want to continue to receive unsolicited proposals for evaluation,
but we definitely do not need such extensive engineering detall, and we
definitely want to cut down on needless cost in thils area. Our
appropriation situation is such that we can only fund a small fraction
of the proposals which are recelved. Continued lack of restraint in this
ares will inevitably require that we impose additional restrictions in our
Regulation.

It has been my purpose this morning to provide you with scome back-
ground material with respect to the contract cost principles. We do not
cleim that everything is perfect. We recognize that both Govermment and
Irdustry are still acquiring experience under the new cost principles.
However, we have heard nothing yet to indicate that any basic or major
chenges are necessary or desirable in our current Regulstion. We are
most amxious, however, to take such steps as may be necessary to clarify
and improve our Regulation. We most certainly are desircus of preventing
the misuse of the cost principles. I have indicated to you the ereas that
are currently causing some difficulties and are requiring our attemtion.
I am locking forward with anticipation to a discussion in depth over the
next two deys on this important sublect. It will surely produce good
results -- 1f only to make everyone, on both the Government and industry
sides, more precisely aware of the ground rules.



QUESTIONS PRESENTED AT NSIA COST PRINCIPIES SEMINAR
2l and 25 January 1961

1. Although you have sald that it may be necessary for the Services
to issue implementing instructions - why does the Department of Defense
permit conflicting instructions to be issued on interpretations of the ASFR?

2. Why doesn't the Department of Defense require that all implementing
instructions by the three Services be cleared by the Department of Defense
to assure that the instructions are in compliance with ASFR?

3. Why is it that one branch of the Govermment (Internal Revenue Service)
allows a contractor's expense and another branch of the Govermment (D) does not?

Examples: Advertising
Interest

. Entrance into an advance understanding on independent R&D expense
must be done with full knowledge of all the particulars involved. If patent
rights to independent R & D inventions are not requested at the time of the
advance understanding but are requested during the negotiation of individual
contracts subject to the advance understanding, a contractor does not know
the full cost of the advance understanding entered into.

What ls the Govermment's intent on requesting patent
tights to independent R&D inventions and when will it
request such rights?

5. In guoting on Fixed-Price contracts, why is it necessary to prepare
cost breakdowns, bills of materials, tabling lists, etec. when the contracting
agency admits frankly it is only Interested in the low bid? This adds
considerable costs to our operations when the Information is not used unless
one is low,

6. Is the Statement of Cost Principles the only published or unpublished
statement of policy (or interpretation of policy) on "Pre-Contract Costs?"

7. Use of contingencies in contract pricing. Why should contingencies,
properly used, be frowned upon and cost questioned by audltors and negotiators?
Contlngencies can be effectively used to both increase or decrease a basic
price proposal, or any element thereof,

8. In the implementation of Section XV of the ASPR, many people expect
contracting officers to use sound business Jjudgment in determining reasonableness,
yet every day most of the problems result from a difference of opinion on
reasonableness., What is being done to insure C. O. development in this
sould business judgment?



9. On the question of mortgage interest - Should steps be taken to
distinguish this cost from other kinds of interest thereby removing
the present penalty of realty ownership?

10. Let's face the fact that all DD procurement is ing from
difficulties with GAO and Congress. Why, as you lay awak% worrying
about new ways to squeeze the contractor, do you not also seek ways to pay
for fair costs incurred? Money which you are, in effect, borrowing from the
contractor - not even GAO could argue that this 4s a fair cost.

11l. With the development of different approaches to cost recovery
as implied by the issue of separate set of cost principles by AEC, what
efforts are being exerted to achieve a common set of cost principles for
all Govermment agencies?

12, Has Bureau of Budget authority to diectate changes in ASPR cost
prineclples? If so, on what authority - statute, executive order, or what?

13. Re ASPR-15-205.4L(b). Costs of part-time education relative to
job requirements of bona flde employees. The words "related to job
requirements" are subject to different interpretations. Could you discuss
the intent of the paragraph, ASPR 15-205.U4li(b)?

1. Location Allowances at Field Test Sites. Expense allowances and/or
bonuses for living at field test sites must be considered along with total
salary in determining reasonableness of over-all compensation to personnel.

How does DM propose to control (through ASPR Cost Principles) the payment

of expense allowances or site bonuses without also controlling over-all

salary? Is it proper for the DOD to attempt control of salaries? (I think not).
How do contractors meet competition in payments to employees when controls

on method of payments are imposed?

I would like to have some discussion on this subject.

15. Lawyers and the problem of "consideration' are blamed for the DCD
refusal to permit wholesale substitutlion of the new principles for the old.
Couldn®t this be done under Title II residuary authorlity - "without consider-
ation"” - on the Secretary's finding that it would facilitate the national
defense (in administering controls)?



16. The 10 February 1960 memo of the Assistant Secretary of Defense
to the Assistant Secretaries of the Army, Navy and Alr Force relative to
uniform procedures for the implementation of the revised cost principles
provided that contracts entered into after the effective date for the "new"
cost principles (1 July 1960) could provide for the extension of the
applicability of the "old" prineiples through the end of the contractor's
current fiscal year. Where the extension has been granted, do the '"new"
cost principles automatically come into effect at the close of the con-
tractor's fiscal year or does 1t remaln as a requirement that thse shift
from the "old" to the "new! cost principles may be allowed only if there
is no disadvantage to the Govermment?

17. In the absence of an amendment to an "old" contract to provide
for the application of the "new" cost principles, is it proper for
contracting officers to seek the incorporation of the "new'cost principles
to amendments or supplemental agreements to such contracts where the scope
of the work or procurement 1ls significantly increased?

18, What is the real intent of the new Sale and Ieaseback Provision?
Is Mr. Landesco's interpretation correct?

19, Re: Sale and leasebacks:

1) Is rule different when lease used as a means of original
financing - (i.e., where contractor never had title) -
as opposed to when contractor had title, then calls a lease-
back?

2) Is contractor prohibited from realizing legitimate product
so long as rental fixed is fair, reasonable and competitive?

20, Why should any costs be disallowed?
Why not allow all costs to be spread proportionately over all
types of business, and apply the rule of reasonableness, plus
acceptability of the contractor's accounting system?

21. ASPR III, Part 9, apparently intends that (a) contractor's
Purchasing Systems and (b) Major INdividual Subcontracts will be reviewed
and approved on basis of new ASFR XV (i.e., in pricing and cost analysis)
among other bases.

a. What 1s the ASPR Committee planning to do regarding some
of the "cost audit and transfer" (from subs to primes) problems mentiocned
by Mr. Cook of Westinghouse?

b, In the meantime, what can procuring activities do to meet
such problems?



HEHARES
BRIEFINO G GOVEIUMENT CONTRACTS
THE H.
—————

It is aluvaye & pleasure for =e te partisipste in these briafing conferences.
They provide an excellent forum for the public discussion of the really impertent
issuss of the day in the field of Govermment comtracting.

This afterncon we will be engaged in s discussion of dafense cost primeiples - -
their content, aduinistration, and use. Costs always somm %o remind ome of profits,
so it is only natural thet our discussion include this mest laportent and
interesting subject.

I don't intend %o dissuss the coat principles in much detedl today.

You ave all ewere of the fact that the Departasnt of Defense published ite
new cost prineiples in November 1559. This was the culmination of many years
of offort to resclve conflicting views within the Departsant of Defense and
witn industry. Waile we wers able %o resclve cur differing views internslly,
I sm afraid that some segnents of Industry remnin in the oppesition to cost
principles which deny recovery of certain costs, irrespective of the ratiomale
supporting the dlsallowance., Secretary MeOuire once cbasrved that he expected
the epiteph on his tonbstons to read like this: " Here liss the man whe
published the mew cost principles.”

In smy event, thay were published and wo all swrvived - - and, strengely
enough, ®o hes Industry. The new principles were generally effective on

1 July 1960, although maiy large conpenies did not cut over to the new prineiples
wtdl 1 Jumary 1961. This wes possidis under our ground rules in line with




our detersdnation to meke the trunsition frem old %o new as painless as pessible.
In effect, we provided the flaxibility to have the effective date colmside with
the contraster's fiscal year.

The Department of Defense has been watching the actual application of the
new cost principles very closely. Our contracting officers and auditors repert
thet no insurssuntable difficultiss have developed se far, although all
recognive that we are still acquiring experience under the new cost principles.
However, we have heard nothing yot to indicste that any basic or major changes
are necessary or desirable in eur cwrrent Hegulation.

This 49 not %o say that there are o proliless being enscunbered.

We have many of the uwsual probilems of interpretation of the printed word.
Hany comtractars have been ssarching diligemtly for loopholes, while the
Oovernment representatives on the firing line have been trying o stay one
Jump shead of the opportunists.

Nuch remaing to be done in the area of advance understendings.

Kany contracters are seeking advanse understandings where no selid reasen
exists for the uwse of this techmique. On the other hand, some Defense
contracting officers sesm t0 De mulustant to make use of this prevision
in the cost principles. Mr. Steger will puwrsus this interesting area
in grester depth todsy.

The resemrch and development principle was the most diffioult of all
the ocost principles for ws to develop. In making a contracter's independent
research and developmsmt coste allowable, we were mware that our biggest
problen would be one of aduinistration. An incressing smount of Defense

tusiness mst be marded on the basds of technicsl supardority.
2



This situstion provides a substantial incentive to memy cempanies to get the
Junp om their competition. This type of industrial campetition is, of course,
wob bad in dtsslf. In fact, it is the kind of free sntesprise drive that

has made owr sountyy grest. However, we wore quite sware of the dangere
izherent in this ares if some type of ruasonsble restraint and surveillance
was not Lmposed om the enthuslasm of our contractors. Thees potential dangers
invelve both momey and technicel manpower. The problem we faced, then, was
one of eentrel - -~ %o aveld extromes and %o svold providing coupetitive
advanteges through our support. We found mo casy solution for screee the
board spplication. Rather, we determined that it would be necessary to cxmuine
esch situstion inwelving significant expense on & cass by case basis.

e esteblished the sdministretdve nechanism %o handle this progrem en a
dofonse wide basis. Nany comtractors have already been through the mill

on this eme. The results have been generelly satdsfactory for both sides.
Some cospanies have reseived spproval of thedr totul pregren. Others have been
spproved in part ouly. There is no subosatic ssower 0 evary cuse.
Partioular enphasis is placed on the degree of exnellence of the comtractor's
progran snd the sownt of efiford previcusly devoted to this area. For cxumgple,
one company asked us to approve a seven millicn dollar independent research
progrem. The company had previcously devoted sbout ome-half million dellars

to this ares. Ve did not inbend thet ouwr cosd primsiple have this affect on coste.

This conpany has agreed to & cost-sharing forsmila,
Other problems have arisen in the subgontract area. These invelve the
control of coste, advance understandings, and the mdit of subcontractor costs.
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In comnection with the latter, our Government suditors are making svery
effort to assist prime centractors by providing sudit reperts, particularly
in instances whers wo have a Govermmemt muditor in residemce at &
partisular comtractor’s plant.

As most of you arv sware, the new coet principles are spplied to
future pericds on a contract Ly contract basis. Nemy existing oomtracts
will continue for momths, sume for a peried of years. This situation results
S the use of both the old and new prinsiples st the same time by magyecontractors.
Vo did the best we omild to provent this situstion, bt the problass were
mewseuntable. We are hepafil that at some thee in the fubure, porhups W
the end of thia yoar, we will be in a pesition %o previde pructicsl guidelines
that will enalile we to amend axisting condracte %o provide for the uee of the
nsw cost principles across the board.

It is owr hape that changes in owr cost principles can be kapt to the
absolute minimas. hile certain clarificstions may well be in order,
we realise thet the problem of different sets of cost principles would be
oampounded if we made important changes frequently. We also intend to control
rigidly the issuance of fnplemeniing reguistions. You have seen few, if sny,
such isplementations so far. In faet, my Lplescntetion, bty elther the
procurement or sudit elsments of the military departments requires the adsance
spproval end authordsation of the Gffice of the Searviaty of Dafempe.

¥We have couploted drafts of cost principles applisable to the soquisition
of fagilities and to contruction comtrects. These cost prinsiples will appesr
in Parte L and 5 of Sectdion XIV. Doth of these new Parts incasporsie the
besie principles found in Part 2, and set forth enly those partisulars which
are peculiar to facilitiss or construstion. Appropriate industry associations
are cwrrently being afforded the opportunity of reviswing and ocsmenting on
these new Regulations.

L ]



The Buresn of the Budget has veary recemtly revised its clreular A-21,
which preseribes cost principles applicabls to research conmtracts with
educstionsl instdtutions. ASFR Sectiem XV, Part ) will be changed ia the
near future to reflect the changes directed by the Bureau of the Budget.
These changes are, for the most part, of a clarifying nature, although the
cost of Sebbaticsl leave will be allowshile, wheress this item s wnallowalle now.

Now, for soe spovifio sress that have besn, or are currently cooupying
our sttontion. We are making a change im Paragruph 15-205.6 which concerms
the ressonablenees of location sllowances — oemetimes called "supplemental
pay” or "inceutive pay.” The effect of this change is that these coste will
be recognised only shere, and so long a5, the iselation or wnfavershile
enviroment of a perticular nite makos such payments necessary to the
acocmplhshment of the contraet work without umsceeptabls delays.

This change, which will be published in Revision 3 of ASFR, should have a
minbmm of effect on moet comtractoms, and will be spplicable omly to
certain situstions where almges have developed.

We are comtioming to watch the ares of recruiting expenses.

This cost element is of particulsr intwest to the Congress. The potentdal
sbuses in this ares need no claboratien.

Advertising in trade and techuical jowmsls is presenting some very
difficult problems of admimistration., We are in the process of studying
this ftem clossly to doterinine Just what owr defenee poldey should be.

We are also working on the cost primeiples dealing with the alloeation
of indspendemt development expense, certain personal property taxes, and chamgons
umwmm.m-——-m
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™his review en owr part is occasiconed by problems whish have arisen in the
spplication of the cost principles over the past year.

The wse of cost prinsiples in pricing 1s & very dnteresting snd
Leportant area. I have found that foeling often rums high whensver this subjeet
is troached. As & matter of fact, the spplicability of our new cost primciples
to fixed-price contracts was the most significant ares of discussion within
the Department of Defemse in our consideration of the cost prinedples.
Yany nowledgeabls pecple within the Department wore gemidnely comcerned
that any cost principlas developed for use outside of the cost reimbursement
contract wrea would inevitably result in formla pricing, or the awtomatic
resolution of prising problems strictly along sceounting lines. Others felt
Just as strongly thet it wvas cssentdal o sound pricing that the partics have
s claar wnderstending of the cost base, and that the pemuliarities of the
contrecting situation should thereafter be handled through spprepriate typee
of contracts or speeial comtract provisiens.

We have set forth our pelicy direction en the spplication of cost principles
% other than cost fype contracts in Section XV, Part 6. Here we have done
owr lovel best to come ot this problem in & realistic fashion. We nade what
I consider to be a valid distinotion between retrospective pricing and forward
pricing. Wo very carefilly indicsted that owr besic pricing policies and
procedures, which are contained in Seotion IXI, Part § of the Regulstien,
are governing and shall be followed in the negotiation of fixed-price comtracts.
¥e have indicated, in a straightforwerd mamner, thet the cost prineiples are %o
bo used a8 & gulde in the evalustion of cost data, when sweh ovalustion
is roquired to estabilish fair and reascnable prices.

[



I have often boen asked to claboruie on the term "shall be wsed oo a guide.”
Here we stuply woan that our cost primeiples should be followed in the wsual
situstion, and that a contracting officer who departs from the cost principles
asmumes the burden of Justifying his action. This seass only fuir, and ds the
type of casplisnce wvhich you would expect from the employees of yowr oampany in
carrying out stated company policies. lHowever, weo mean what we say when we
indicate that cost and scocunting data mey provide guides for ascertaining
fair compensation, but are net rigid messwres of it. Other types of data,
criteria, or stendards may fwndsh relisble guides to falr compensation.

The ability $o spply standsrds of usiness jJudgment, as distinet from strist
scoounting principles, is at the heart of a negotisted price or settlemsnmt.

I m sware of the industey contention that, howewer well intended our
policy promouncements in this sres, the actual fact is that defense
contracting officers are engaging in formsmls pricing om a large scals.

Tt is most difficult for us to objectively evaluate this contenmtien.

I think it safe %o suy that wo wre paying & greoar desl mexe attention to
cost anglysis now than we did in the past. Ve are alse requiring our major
prize contractors to do the s thing, This greater sttention %o cost on our
part is not necesserily attrilutelde to the publication of the cest prinsiples.
We have & great dedl of evidense, partieviarly frem repords issusd by the
Gomeral Accounting Gffice, that wo and our prime contractors have not been
attentive enough to the cost sspecte of owr megutistien procedures.

Ve fully tntend that ouwr pecpls pay more gitenidon to cost, but onily in those
areas where such sttention is essentisl to sownd pricing. VWe make no apology
for this, end consider 4t %0 bo a sound step 14 cur determination to tighten
wﬂhh&hnﬁ?“dm“.



I wnild ke o turn now $0 & brdef dlscwssion of profits.

One often hears the statement that profits gemersted on Covernment business
are %00 low. Depressed profit levels, it is sadd, discourege campanies from
doing business with the Covermment, It is drying wp investment funds and

making it Lspossible to replaco ageing plant and oqdpment. Uovernmewt persennel,
it is alleged, do mot tame into considerstion thet the profit or dee wust absord
wost of the unallowable costs that must be incwrred Ly contractors, even though
oot sllowed a8 coste iy the Govermmnt. Seme have sstisated this sren to be &
high as 25. S0 the avgumnt goes.

The generality of this arguent is of serious contern to the Depariment of
Defonng:. It goes to the vary heart of the issentive problam. It 40 an eres
“nh““_h*d.u““. e fact is,
howover, that we have wot experisnced any lack of interest in cur Wwusiness
on the part of Ancrdsen industry. In faet, the line ab the door of comtracting
officors i» getting longer each day. As you are fully aware, weo endeaver
to instil] 25 much competition into cur procurements as is posaibls.

In these situstions, we in Govermment do not depress profite. Ve Way ab & price,
a good tight price we hope, and the profit clement 19 govermed by conditions
in the sarkot phece. This is as it sheulld be in the best traditien of the
Assyican free outerprise econtafy. I sulmit thet it would be imgproper for
Govermment twyers to be other than hard-hoaded bDusinesmmen in scquiring
the goods needed for the Defense of this eowntry. Ve strdive to by
ab a good prdce and to fnsure that profite thereafter are carned — - «
Ly the application of management afficiences and tight comntrol of costa.
Profit should uwot bo gusrantesd ~ ~ 1% should be cmrmed.
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— Thare is, of course, a large segeent of owr husiness that must necsssarily

te hen-stmpetitive as to price. In these instances, we use the eriteria

oot Sorth in ASFR Section III, Part 8. These, I sulmit, are good criteria.

They provide for certain plus and mirus considerations in relation to the
relative risks invelved, and in relstiom to assistance previded by the Govermment,
such as vhen facilities and financing ave provided. Ve intend that these oriteria
be applied on @ case by case basis, depemding on the individwal situatien,

We don’t like %o see the sutesatic spplication of a fixed percentaege as the fee.
Ve are svmre that this is sesetines the case — sumstimes by ouwr owm pecple

and somgtines by contrectors. The real problem here, as I see if, is not to ruise
the generel level of everyome's fees, Wt rather, to revard the officient |
contractor, or resognise the difficult job, by allowing higher fees.

And, of cowrwse, it follows that we should reduce the curremtly allowed feecs

when such conditions do mot exist. In other words, I think there are too many
instances today where the best, the routine, end the peer comtracter

are receiving the sue recognition in the fee area Wy the routine spplication

of so-called standurd fees. If we can find & way to break wp these

cwvent prestices, we will surely introduce sound incontive to d0 business

with the Government.

One fimal thought. While I have taliced to you today about cost prinsiples
and thelr wse, and of profite, I suggest that all of us not become 80 engrossed
in this type of discussion that we lose owr perspective with respect to the
most isportant svea of all -~ - - the mownting cost of Defense. I would like So
sse w all more concernad with finding ways o reduce costs - - perfectly
lagitinate costs in themselves (such as overtime) instead of spending so much of
v tdme ~~ "  and debeting the relatively misor ftems which are listed in owr

Ses a5 beine wnallowed. 3
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