


~ ASSISTANT SECRETARY OF DEFENSE ' M-X;\
WASHINGTON 25, D.C.

JUN1 g 1953

MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUB.J'_EC’I': Contract Cost ‘Principl‘es

, Smce 1949, the Armed Services Procurement Regula.t:.on has contained
a very brief statement of the principles relating to the allowability of manu~
facturers' costs for use in connection with payments under contracts which are
on a cost reimbursement basis, This statement has contained principally three
listings, first, those types of costs which are regularly allowable, second,’
those which are regularly unallowable and, third, those which are allowable
[ only to the extent specially treated in the contract. The regulations have con-
! tained no principles or policy guidance with respect to the method of dealing -
with costs or cost estxma.tes in contracts of ty'pes other than cost. reimbursement '
contracts.

w ) For nearly five years there has béen'iﬁcreasingly intensive pressure
on the Department for the development of a new set of cost principles which

would both give more detailed and precise policy guidance in the treatment of
many cost elements and would be applicable to all types of contracting or con=
tract settlement situations. Specifically, the adoption of such a uniform, -
comprehensive set of cost principles has been strongly advocated by the House
Appropriations Committee, the Comptroller General of the United States, and
the Hoover Commission. :

We-ha.ve ‘been in the process of developing such a comprehensive set
of cost pridciples for several years. However, as I am sure you.will.recognize,:‘_ ‘
this is a highly complicated and controversial subject and one which generates
~ a wide variety of different views as to the treatment which should be afforded

each detailed cost element. As a result, the obtaining of a degree of agreement
on this set of cost principles has been a slow process. By last.fall we had
' obtained sufficient agreement among the different elements within the Department
of Defense to be able to issue a draft of the proposed principles to various indus- |
trial groups for their comment. These comments, which for the most part were
quite critical of the proposed draft, have been reviewed, evaluated and thoroughly
discussed with Assistant Secretary McNeil and the Materiel Assistant Secretaries
of the three military departments preparatory to our undertaking discussions ‘
{11 industry groups in an effort to resolve our differences to the extent practical.’
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Prior to our discussions with industry I believe tha.t you should be
of the policy approaches that we propose to take. :

The zndustry comment was cnnca.l with respect to each element of
cost, such as the cost of institutional and product advertising, which we had’
felt should not be charged to the government but which industry considered a :
normal cost of doing busmess. In other words they considered’ that all no
and proper costs of doing business’ should be 2 allowed by the g_overnment to
extent they were reasona‘éle ‘25d dllocable under the contractor 's_accounting
system evea th though seme uf such costs clearly have nothing to do with the
conduct of government business. We feel that there are some costs, such as.
advertising or allowances for bad debts, which although necessary in the

' conduct of the business should nét be allocated to government contracts.

The industry comment: also made it clear tha.t. so long. as there were
to be unallo::vable items of cost,. industry did not favor, the .extension of the use
. of cost principles to mcent:.ve e contracts, przce redeterm.inable cont;ncte and
ﬂ} other negot:.a.ted ""fixed pnce" type of contracts or to negotiatedsettlemew
of te term:na.ted contracta. The basis for this oppoeition seems to be a belief
that the use of cost principles in these situatione will lead to formula pricing
rather tban,tme negotiation, f'WeBelieve that ‘the deecriptlon which we have
inciuded in the cost principles themselves of the methods of use of these
principles in the pricing or settlement of these contracts is adequate to

@ve that they will not da.mage the negotia.ﬁ.on proceu.

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

' accept that viewpoint.

Tab A, attached, is a smnmary of the one rema.in:lng :I.uue on which

we do not have internal agreement and on which we seek your advice, . This

_has to dq with the allowability, as a part of total compensation to employees,
primanly involving executive compensation, of that portion which is dependent
upon or measured by proﬁts. _ The Air Force is opposed to allowance whereas
the Army, Navy, ASD(Comptro]ler) and ASD(Supply and Logistics) favor
allowing. This problem has been with us for several years and it was previousiy
decided by Mr. Wilson that such expenses should not be allowed as costs. The
question is again raised by the industry comment and there is againa lack of"
agreement. The arguments on this subject are included in Tab A.




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

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

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

‘,7 // A . /) 0 7 ,: ) E
PERKINS McGUIRE """~
Assistant Secretary of Defense
(Supply and Logistics)

4 Inclosures
Tabs A, B, Cand D
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‘Issues Between the Air Force and Industry. (ASD(S&L). (COMP), Army and Navy)

N
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COMPENSATION

INDUSTRY VIEW
(concurred in by ASD(S&L), (Comp), Army and Navy)
Basic Contention: The critically important considera-
tion underlying the compensation principle ought to
be the reasonableness of the total compensation paid
using any and all methods. The methods of compen-
sation usable ought to be that determined by the
contractor 8o long as the methods utilized are in
keeping with sound accounting practices and the
results achieved are reasonable in light of the
services rendered, - : '

A. COMPENSATION PLANS BASED UPON, MEASURED,

BY PROFITS.

Speciﬁéally, industry contends that cogr;pensation
plans based upon and measured by profits:

1. Are becofning increasingly more widely used as

a means of compensating employees and officers

for services rendered."

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

<3, Are allowable as costs for tax purpoaea and
t for renegotiatmn.

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

.AIR FORCE POSITION

: '_'Contentions' The Air Force position is that

. payments under proﬁt-aha.rlng plans should ot
' be recognized as a cost of performing defense

contracts.
1. Since January 1, 1955, the Air Force,

“in its negotiations with contractors, has taken

the position that payments to management under
profit-sharing plans are not allowable. The Air
Force has no objection to profit-sharing plans
as such. We do reject the philosophy that pay-
ments under such plans should be treated as a

_cost of performing the contract.

2. Profit-sharing is a method of distribu-

_tion of profits tealized. This is implic¢it in

both the label and the conditions attached to .
this particular method of distributing corpo-
rate earnings., Distribution of profits under

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

company at the end of the fiscal year, Ina
profit-sharing plan the contractor purports
to be sharing his calculated profits with
certain of his employeed, I profit distribu-
tiond are treated as costs in determining
contract prices, the so-called "profit- .
sharing' is an illusion, For, while the con-
tractor would be publicizing a program as \,
"'"profit-sharing, "' the Government would; in
fact, be bearing directly the cost of suc}l Pla#.




- position makes it clear that their opposition

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

Cannot logically be separated from bonuses
~ (which are allowable), since both are treated

alike by contractors for most purposes.

Were considered "essential to the ultimate
maintenance of the Capitalistic System!' in
the one Congressional inquiry into such
plans in 19 390

~

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

4, Profit-sharing is not necessarily identi-
fiable with, nor measured by, efficiency., Net
profits available for distribution may be the result
of higher volume of business, sharp negotiations, -
or the peculiar tax situation of the contractor,

In fact, a manufacturer who has not produced
efficiently during a particular year could still,
out of profits earned distribute bonuses measured

by profits, The Government would not have derived

any benefits from the operation of the profit-sharing

plame

5. No;'mailly,' management is confronted )
. . with conflicting interests of stockholders an |

J .
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- effect for a number-of years,

~ alone, approximately $25 million a year.

employees in the distribution of profits in

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

The normal pressures exerted by stockholders

to prevent the indiscriminate distribution of
profits under the profit-sharing plan disappears
if the Government accepts payments under profit-
sharing plans as an allowable cost, particularly
in the case of companies predominantly in defense
-work., - .

6. It is significant that certain of our con-
tractors, who have had profit-sharing plans in 1
have never sought
‘reimbursement for payments under such plans,

*The effect of a formal policy allowing payments
under such plans would cause thege companies to
request reimbursement therefor and would stimulate
interest in other companies to inaugurate.such
plans, The Air Force estimates existing profit-
sharing plans could involve, for the Air Force

Any
general policy in favor of allowing payments
under these plans could cause this amount to be

‘ihcreased significantly,

7. Our po.éition is primarily addressed to
profit-sharing plans of the "immediate" distribu-
tion type., We would not object to allowability
of payments under profit-sharing "retirement"
plans as presently contained in the latest DOD
draft of the proposed cost principles, if such

s pPlans meet the requirements of the Internal

Revenue Code and the regulations thereunder,

RS
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TAB B

~Jdentification and Evaluauon of the S1gm.f1ca.nt Remaimni Issues -
R with Industry

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

Industry Po gition

With very slight exception industry agrees with the objective of uniformity
of cost treatment but is seriously concerned lest the application of these prin-
ciples lead government contracting personnel to resolve controversial points of

negotiation by unilateral accounting solutions rather than by overall bargaining.
Specifically they fear that the description, contained in the document itself,

~ of the "applicability" of these cost principles to fixed price types of contracts
may lead to formula pricing rather than to negotiation based upon factors other
than estimated costs. :

Government Position

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

ISSUE 2
Should the coat principles provide for the non-a.ccepta.nco by the govern-

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

oo f T general the industry view was that the government should accept its

PYS rata allocation of all normal and necessary costs of doing business., This
view was very generally stated by all industry's groups as well as by the
Comptrollers Insﬂtute.

Government Position

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

Plated to Issue 2'is the additional question as to whether the government
pisfie stion the ""reasonableness" or "allocability' to goverrment work of a.
cost which is-handled consistently under the contractor's norma. accounting -
system in accordance with ''generally accepted aecounting principles', Stated
differently,. this question is whether the cost princzples should contain rules or .
guidelines for determining the Vreasonableness" or ""allocability' of various
cost elements or whether we should a.ccept, as the criterion. “generally accepted
accounting prachcea" : :

Industry Position

Industry feels strongly and nearly u:n.iiormly that "reasona.bleneu" and
"a.llocabﬂ:.ty" of costs should be goveraed by good accounting practice as re-
flected in’ going accounting systems and that the government should not adopt
‘special tests or criteria which require significant variations in industry's
accounting systems. Hence, they feel that the cost principles should not ettempt
_ to prescribe how to evaluate the "reasonableness" or the "allocability" of any -

element of cost and, above au. that' we should not say tha.t a coet is,aot alloca.ble
to us. 4




Government Position

Q,/( ‘"Generally accepted accounting prmc;ples" are broad standards for the

. evaluation of the financial position of an enterprise and for the measurement of
income and expense over a given period of time. Thus a system may be main-

. tained in accordance with such principles and fulfill the requirements of manage-
ment, the stockholders, the taxing authorities, and others, and yet not yield cost
data satisfactory for cost reimbursement or to support pricing judgments without
some adjustments. Accordingly what may be '"good accounting practice, " for
the purpose of determining the company's overall income and expense may be
inappropriate when determining the price to be charged a particular customer
or c'ass of customers., ' )

ISSUE 4

'I‘he, propos ed cost principles point out that when we are buying from
companies or industries actively engaged in commercial competition, we can
normaily rely on the restraints of competition to assure that certain items of

- expense, such as general research, are kept by management decision within

 reasonable bounds. However, where we are dealing with firms whose work is

‘exclusively or predominantly with the government such competitive restraints do

t exist, To provide appropriate control in such instances and to avoid unex-
d disallowances of costs by the government, the cost principles suggest that,
with respect to elements of cost where reasonableness is hard to determine,

' particularly with contractors whose work is predominantly with the government,
there should be advance agreement as to the exteat of a.]lowability of such costs
and that such agreements should be :anorpora.ted in the contracts, The issue
is whether this provision is sound. :

. Industry Po sition

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

Government Poiition'

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

| be unallowable only if subsequently found unreasonable which would not
3 - s




happen if there had been an agreement. This pomt can undoubted.ly be clea.rea

Yy a clearer rewrite of this section of the principles. Nevertheless, the bax/—\>
,uetwﬂl to some degree remain, We consider it highly desirable that there be
an advance agreement on the ground rules when we are dealing with traditionally
difficult questions of cost partxcularly where there is no motivation through .the -
' needs of competition to keep such costs within normal and reasonabls limits,
This will not lead to any less uniformity of treatment, probably to more, than -
we would have by complete. reliance on the concept of ""reasonableness" advocated
in the industry comments. As to the infringement on management decisions we
- are simply telling ma.nagement that, if they want reimbursement from us for
exceptional or unusual expenses in these troublesome fields, they should get our -
concurrence, The only way we could avoid such infringement would be to allow-
whatever they spend without regard to our judgment as to reasonableness,

ISSUE 5

'I'he subxs sues which follow have to do with our treatment of specific
elements of cost,. There are a number of minor points which are not considered
£ in this paper. The following are the significant points which were commented on
A adversely by several or most mdustry groups. ' '

Advertising Costs o /\>

Industry Position

"The mdustry comment strongly urged the allowability of institutional
advertising in all media on the ground that it stimulates interest and the pursuit

% of careers in engineering and science, affects employee relations and, by keeping
% the company before the public assists the company in other ways which are of

' indirect advantage to the government, as in malking it easier to attract investment
capital. To a lesser extent industry urged the allowance of the costs of product
a.dvert:.smg on the ground that the government benefits through cheaper prices

for defense work from the creation of mass markets for commercial prqducts.

Governmert Position

N Product and mst:.tutional a.dvert:.sing are essentially selh.ng expense
4 and are desxgned to influence the general public. The costs thereof should be
allocated to that portion of the contractor's business which is conducted with

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

s




Compensation for Personal Services

X! (i) Compensa.t:.on dependent upon ot measured by profits. See 'I'a.b A,

(:.i) Stock Options. .

Industry Pos:t:on

} Stock options are a proper means of compensatmg employees, they
dlare recognized as costs by generally accepted accounting principles and, under
[l some circumstances, are deductible for tax purposes. :

Government Position -

Stock opt.:.ons are not a cost of doing business in tha.t they do not get .

_ fon the ‘contractors' statements of income and expense, - In the form in which they

- -a.re currently used by industry they are not deductible by the employer as a cost .
- for tax purposes. They should not be allowed as a cost for pr:.c:.ng pnrposeu. '

5 ¢, Co’ntribﬁﬁons and Donations .

ndustzy Position

/ :
- The ma.k.mg of contributions is essential to the conduct of a busineu'
nd the failure to do. so adversely affects the contractor's standing in the com-~
unity and, hence, his employee relations.. Such contributions aid in the: .
levelopment of technical education and ec:.ent:.ﬁc researeb. 'I‘heae costs are
eductible for tax purposes. N '

: 'Gove'rnment Position.

i . - The" allowa.nce of contnbut:ons a.nd donations would put contractora ‘
‘the position of being able to give away the government's money. They bear
rela.tzon to the conduct of government work, - As a matter of governmenta.l



d. Interest . q
‘ '»‘“Iﬁdustry Position : L

All industry comment i.nd.icatés the belief that the intgreét on bor-
rowings made necessary by our contracts should be allowed as a cost against
our contracts.

Government Position

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

preference for one method of obtaining capital requirements over other methods

and therefore would provide an incentive for borrowing for the performance of

our contracts even where our cash requirements could be met out of available

- capital. The extent of capital requirements of our contracts should be con- /,
sidered in the fixing of fees or profits (See Tab C, Issue 2). /(

5 e, Plant Reconversion Costﬁ

Industry Position

a Reconversion from defense work to civilian work may be very
stly. Where unusually heavy expense is involved, a.llowability should not
: be precluded by the cost prmczples.

Government Position

: ‘The government does allow all initial set-up expense as a charge
i to its work. In addition it allqws the cost of removal of special government
? furnished machinery when special installations, such as large concrets founda-
étmns, are involved. This is considered equitable and it is felt that we should

¢ continue the policy of requiring that, upon completion of government work, '
set-up or make-ready expense for commercza.l work be charged against
ensuing: producton.

5 f, Research and Developmen-

Industry Position = : L
A LF of 1o 3ptias¥ : :
Under the inei pure research is allowed on a
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Dro-rated basis as a charge aga.mst any contracts. Product research-or
b nrent is allowed only as a charge against the product or product line -
PP ic benefited. Product research or development is not allowed as a
Ccharge against government research contracts. Some industry comment
: opposed the distinction between pure research and product research,
claiming that this would requirc a difficult segregation. Others felt that
product research should be allocable to government research contracts.
" Others, m@hﬂmﬁb&m&sw%aﬁn& o'bo_]ected to the
requirement for negot:.at;on to predetermine reasonableness of R&D expense.
there wes Sewn pac/o' ‘!Aaf Qa—r Halizedi °f J"“"j*‘”*"fp’”gas
w i th ﬁw"-“;&‘tﬁv“ oo"— & rFa Sr’w/i/C P{r'li -’A‘

Government Position

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

| '

5 g. Traini:ig and Educational Costs

Industry Position

'I‘he proposed cost prmc:.ples' -.

(i) a.llow in-training and out-tram.ing at vocatxonal and.
- non-college levels. o

(ii) allow part-time techm.cal. engmeenng and sc:entiﬁc
'~ education, including materials, textbooks, fees, tuition,
. and, if necessary, straight time compensation for

~ attendance of classes during working hours for 2 hours
a week for the year (1 course).

(idi) allow post-graduate ttut:.on, fees, materials for £u11-t1me

scientific and engineering education (BUT NO SALARY OR

/ }.‘?4 Iﬂ!rm,}‘{.__{



Issues on Which the Industry Views Have Been Adopted in Whole ,
o or in Part ' ' /j

. Industry Position

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

: Govermnent Position

Smce the intent of the proposed dra.ft was to continue our e:nstmg
pricing policies and since this intent was not understood from a z-ea.dmg of.
the draft, the "Applicability'' section of the dra.ft is being rewrztten to make
tlus intent clea.z' and, hence, to accommod.a.te the mdustry v1ews.

Industry Pos;tzon

Industry strongly urges tha.t interest on borrowmgs be a.]lowed as /j

W}ule we do not £ee1 that we should aeeede to this poa:.txon (See Tab B,
‘i Issue 5 d), we have emphasized elsewhere in ASPR, that the extent of the

; contractor's capital investment in the performance of the contra.ct lhall be
ta.ke.n into account in negotza.ting the a.mount of fee or proﬁt. I

prmcxples, satisfies the industry obJectzon. - _ ’




Issues on ‘Wh:ch the Industry Views Have Been Adopted in Whole
ST ormPart '

.. Industry Position

Industry strongly approves the existing section of ASPR that describes
‘our negotiation and pricing policies, These policies emphasize negotiated
- . bargaining toward reasonable overall pricing. The industry comments express
the fear that the proposed new cost principles would undermme this pol:.cy
- and lead to formula Pricing based solely on audxt Teports.

Gove rnm"ent Po sition

Since the intent of. the proposed draft was to contmue our existing’
pricing policies and since this intent was not understood from a rea.dmg of.
the draft, the "Apphcabzlxty“ section of the draft is being rewritten to make
th:.s intent clea.r and, hence, to a.ccommodate the mdustry views.

.

Industry Posztion

Industry strongly urges that interest on borromngs be allowed as

Wlule we do not £ee1 that we should aecede to this position (See Ta.b B,
 Issue 5 d), we have emphasized, elsewhere in ASPR, that the extent of the

. contractor’'s capital investment in the performance of the contract sha.ll be

3 ta.ken :.nto account in negotiati.ug the amount oi fee or proﬁt. N

3.!; Industry Pos:.t:non _

Industry felt that the treatment o£ overt:.me pay, extra pa.y ‘shift pre-
: m.iums and multi- shift prem:.ums was un.necessa.rﬂy complicated and would -
Iea.d to confusion among the servites to the d:.sadvantage of :.ndustry

. ‘f' -.-Government Posrtion

: N Smce the original submission of the draft for mdustry comment!, the
‘pohcy with: respect to overtime, extra pay shifts and multi-shifts has been

- V‘grea.tly simplified in its administration and this s::mpl:.ﬁca.non, carried into
3 prmc:.ples, sausfzes the industry objection.
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N ) SUBSISTENC.E), for bona fide employees for one schoo]
year for each employee so trained.

(1v) disallows grants to educauona.l mstitut:.ons since such
grants are considered donat:.ons.

In connect:.on with (ii), industry ob_;ects to the hnutat:.on of 2 hours a
‘Tweek for the study durmg working hours.

- In connection w1th (iii), mdustry objects to the non-allowability of salary
L :Fand subsistence,’ F:Lnally. industry obJects to the non-allowance of gra.nts

in (iv).

Government Position

- The above policy was developed cooperatively by the. pfocurement,
 manpower and research interests of OSD and the mzhtary departments.
During the development every aspect of the problem was reconsidered and -
the above was adopted as being a reasonable treatment under toda.y's cir-
cmnata.nces. e : :

el It was felt, in connection wzth (ii), that this sort o.f act:wity

IR to be accomplished outside of working hours, but instances were found
" in which this was not possible. Two hours per work week appeared to be a
’reaaona.ble solution. In connection with (iii) above, allocability of this
expense against. Government contracts is a tight question. . As a matter of
: policy, thereforﬁ, we sought a reasonable solution and one in which a
discipline to reasonableness would be provided. Sharing of the expenses.
rovides this incentive._ Grants, in (iv) above, were disallowed on the -
<~ basis that grants are in fact donations and should be a.l'l.owed only :L‘. cone -
> tributions genera.]ly are allowable (See Item #4)
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' Timetable for Completion
July 1958 | ° Meetings with industry associations
' 'Se'ptein_bcr : - Completion of revzsionl ltemmi.ng fromA
- ‘-meetings with industry-
‘October ) - Coordinat;on of final proposal i.ntemauy
S "~ . .and with Genera.l Accounting Oifice
November - .. Publication '
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TITLE 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.”

Anvnncz.unnxaswﬁmnincs

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

n,,.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-reimbursemeiht type contracts
or made a part of the contract file in the case of negotiated fixed-price
type contracts, and should govern the cost determinations covered thereby
throughout the performance of the related contract. 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, However, the nature of certain
costs is such that advance agreements are normally essential., These are::

.,

(11) royalties (ASPR 15-20L.2 (33));

(i§ pre=contract costs (ASPR 15-20L.2 (dd));
travel costs, as related to special or mass personnel

R
, ) ) movement (ASPR 15-204.2 (s8)(5));

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

(iv) use charges for fully depreciated assets (ASPR 15-20L4.2 (1)(6));

ccmpensation for personal services (ASPR 15-20L.2 (£));

deferred maintenance costs (ASPR 15-20L4.2 (t)(1)(ii)

(vii) research and development costs (ASPR 15-204,2 (ii) 6); 3 and
selling and distribution costs (ASPR 15-204,2 (kk)(2))."

| - 'DIRECT COSTING
- In 'order to take care of a concept idﬁ.ch" had been inadvertently cmitted
and to avoid duplication of charges under certain circumstances, we recommend
addition of the following sentence at the end of 15-202(a)s

'15-202(a) Adde

"When items ordinarily chargeable as indirect costs are charged to Govermment
work as direct costs, the cost of like items applicable to other work of the

contractor must be eliminated from indirect costs allocated to Goverrment work,"

a 'll" ‘ 1 | TAB A
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| | ADVERTISING q
15-204s2 listing of Costs. o

(a) Advertising Costs,

, (1) Advertising costs include the cost of advertising media
and corollary administrative 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 sales literature, The followlng advertising costs are
allowables ) L

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

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

' (1i1) costs of participation in exhibits sponsored by the
’,\ _ Govermment for the purpose of developing military
. . applications of products, /j
(iv) advertising relating to accomplishment of the
contract mission for the purpose of obtaining
- scarce materials or equipment, or disposing of
scrap or surplus materials,

(2) Except as provided in (iii) and (iv) above, all advertising
which offers products for sale is unallowable, , T

-

 CONTRIBUTIONS AND DONATIONS

Reasonable contributions and donations to established nonprofit charitable
oganizations are allowable provided they are expected of the contractor by the
community and it can reasonably be expected that the prestige of the contractor
in the community would suffer through the lack of such contributions,

The propriety of the amount of particular contributions and the aggregate
thereof for each fiscal period must ordinarily be judged in the light of the
pattern of past contributions, particularly those made prior to the placing
of Government contracts. The amount of each allowable contribution must be
deductible for purposes of Federal income tax, but this condition does not,

’m itself, justify allowability as a contract cost, /w
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INTEREST ON BORROWINGS

Proposal: Maintsin unallowability of intérest as a COST, but revised profit
poﬁcy appearing in ASPR 3-808.4 by adding a new subparagraph (d) and
relettering the remaining subparagraphs. The inserted paragraph will read:

nd, Extent of the Contractor's Investment.
| The extent of a contractor's tdtal investment in the performance of

the contract will be taken into consideration in the fixing of the amount of the
fee or profit." ' v

(cc) Plant Reconversion Costs, Plant reconversion costs are those
incurred in the restoration or rebabilitation of the contractor's facilities
to approximately the same condition existing immediately prior to the ’
commencement of the military contract work, fair wear and tear excepted,
Reconversion costs are normally unallowable except for the cost of removing
Govermment property and the restoration or rehabilitation costs caused by .
such removal, However, in special circumstances whers equity so dictates,

, additional costs may be allowed to the extent mutually agreed upon. .
A Whenever such costs are given consideration, care should be exercised to 4
3 avoid duplication through allowance as contingencies, as additional profit or
M  fee, or in other contracts, »

~ RENTAL COSTS

(hh) Rentsl Costs, (Tncluding Sale and Leaseback of Facilities).

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

(1) Rental costs of lahd, building, and equipment and other
personal property are allowable if the rates are reasonable in light of

' such factors as market conditions in the area, the type, life expectancy,
condition, and value of the Zacllitles leased, options available, and other
, provisions of the rental agreement, Application of these factors involves
- along with other considerations comparison of rental costs with costs which

woﬁ& Ye allocable 1T the facilities were owned by the contractor,

3 /‘ X . .
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3-706 Coordination. When more than one Military Department con-
templates the use of negotiated final overhead rates with the same contractor,
the service having the preponderance of cost-reimbursement type work will,
generally, sponsor and conduct the negotiation. Each Department having
an interest will be notified of the pending negotiation and will be invited to
participate in the negotiation. If a Department doeg not have a representative
at the negotiation, the sponsoring’ Departmer}t will Tepresent the absentee
Department. The results of the negotiation will be binding upon ail Depart-
ments. At the completion of the negotiation, the sponsoring Department
will prepare and distribute to the other Departments a negotiation report or
summary as provided for in ASPR 3-705(e). Each Military Department
shall thereupon amend or supplement the affected contracts in accordance with
the rates and other data set forth in the negotiation report or summary.

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

ARMED SERVICES PROCUREMENT REGULATION T 3-707
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Part 8—Price Negotiation Policies and Techniques -

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

3-801 Basic Policy. ,

3-801.1 G@eneral. It is the policy of the Department of Defense to
procure supplies and services from responsible sources at fair and reasonable
prices calculated to result in the lowest ultimate over-all cost to the Govern-
ment. Sound pricing depends primarily upon the exercise of sound judgment
by all personnel concerned with the procurement. : ‘

3-801.2 Responsibility of Contracting Officers. ,

(a) Contracting officers, acting within the scope of their appointments
" (and in some ¢ases acting through their authorized representatives) are the
- exclusive agents of their respective Departments to enter into and administer
contracts on behalf of the Government in accordance with ASPR and Depart-
mental procedures. Each contracting officer is responsible for performing or
having performed all administrative actions necessary for effective contracting.
The contracting officer shall exercise reasonable care, skill and judgment and
shall avail himself of all of the organizational tools (such as the advice of
specialists in the fields of contracting, finance, law, contract audit, mobilization
planning, engineering, traffic management and cost analysis) necessary to

accomplish the purpose as, in his discretion, will best serve the interests of the

Government.

(b) To the extent services of specialists are utilized in the negotiation of
contracts, the contracting officer must coordinate a team of experts, requesting
advice from them, evaluating their counsel, and availing himself of their skills
as much as possible. The contracting officer shall obtain simultaneous coor-
"dination of the specialist efforts to the greatest practical extent. He shall not,
‘however, transfer his own responsibilities to them. Thus, the final negotiation
of price, including price redetermination and evaluation of cost estimates,
remains the responsibility of the contracting officer.

3-801.3 Responsibility of Other Personnel. Personnel, other than the
contracting officer, who determine industrial mobilization plans and type,
quality, quantity, and delivery requirements for items to be purchased, can
influence the degree of competition obtainable as well as have a material effect
“upon prices. Failure to finalize requirements in sufficient time to allow:

(i) a reasonable period for preparation of requests for proposals;
(ii) preparation of quotations by offerors;
(iii) contract negotiation and preparation; and

. (iv) adequate manufacturing lead time;
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causes delinquency in delivery and uneconomical prices. Requirements
jssued on an urgent basis or with unrealistic delivery schedules should
be avoided since- they generally increase price or restrict desired com-
petition. Personnel determining requirements, specifications, mobilization
plans adequacy of sources of supply, and like matters: have responsibility
in such areas, equal to that of the contracting ofhcer, for timely, sound
and economical procurement.

3—-802 Preparation for Negotiation.

3-802.1 Product or Service. Knowledge of the product or service,
and its use, is essential to sound pricing. Before soliciting quotations,
every contract.mg officer should develop, where feasible, an estimate of
the proper price level or value of the product or service to be purchased.
Such estimates may be based on a physical inspection of the product and
review of such items as drawings, specifications, job process sheets, and
prior procurement data. When necessary, requirements and technical spe-
cialists should be consulted. The primary responsibility for- the adequacy
of specifications and for the delivery requirements must necessarily rest
with requirements and technical groups. However, the contracting officer
should be aware of the effect which these factors may have on prices and
competition, and should, prior to award, inform requirements and technical
groups of any unsatlsfactory effect which thelr decxslons have on prices
or competition.

3-802.2 Selection of Prospective Sources. Selection of qualified
sources for solicitation of proposals is basic to sound pricing. Proposals
should be invited from a sufficient number of competent potential sources
" to insure adequate competition. (See also ASPR 1-302, 1-307, 3-101,
3-104, 3-105 and 12-102). : :

3-802.3 Requests for Proposals. Requests for proposals shall con-
tain the information necessary to enable a prospective offeror to prepare a
quotation properly. The request for proposals shall be as complete as possi-
" ble with respect to: item description or statement of work; specifications;
Government-furnished property, if any; required delivery schedule; and con-
tract clauses. If a price breakdown is required, the request for proposals
shall so state. Requests for proposals shall specify a date for submission
of proposals; any extension of time granted to one prospective offeror shall
be granted uniformly to all. Each request for proposals shall be released
" to all prospective offerors at the same time and no- offeror shall be given
the advantage of advance knowledge .that proposals are to be requested.
Generally, requests for proposals shall be in writing. However, in appro-
priate cases, such as the procurement of perxshable subsistence, oral re-
quests for quotations are authorized.

3-803 Type of Contract. (a) The selection of an appropriate contract
type and the negotiation of prices are related and should be considered
together. ASPR 3-402 lists some of the factors for this joint consideration.
The objective is to negotiate a contract type and price that includes reason-
able contractor risk and provides the contractor with the greatest incentive
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" for efficient and economical performance. When negotiations indicate the
need for using other than a firm fixed price contract, there should be com-
patibility between the type of contract selected and the contractor’s ac-
counting system. :

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

3—-804 Conduct of Negotiations. Evaluation of offerors’ or contractors’
proposals, including price revision proposals, by all personnel concerned
‘with the procurement, as well as subsequent negotiations with the offeror
or contractor, shall be completed expeditiously. Complete agreement of
the parties on all basic issues shall be the objective of the contract ne-
gotiations. Oral discussions or written communications shall be conducted
with offerors to the extent necessary to resolve uncertainties relating to the
purchase or the price to be paid. Basic questions should not be left for
later agreement during price revision or other supplemental proceedings.
Cost and profit figures of one offeror or contractor shall not be revealed to
other offerors or contractors.

3-803 Selection of Offerors for Negotiation and Award. .

(a) The normal procedure in negotiated procurements, after receipt of
initial proposals, is to conduct such written or oral discussions as may be
required to obtain agreements most advantageous to the Government.
Negotiations shall be conducted as follows:

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

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

[ The next page is 342.1]
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Whenever negotiations are conducted with more than one offeror, no indi-
cation shall be made to any offeror of a price which must be met to obtain
further consideration, since such practice constitutes an auction technique
. which must be avoided. No information regarding the number or identity of
the offerors participating in the negotiations shall be made available to
the public or to anyone whose official duties do not require such knowledge.
Whenever negotiations are being conducted with several offerors, while such
negotiations may be conducted successively, all offerors participating in
such negotiations shall be offered an equitable opportunity to submit such
pricing, technical, or other revisions in their proposals as may result from
the negotiations All offerors shall be informed that after the submission
of final revisions, no information will be furmshed to any offeror untxl award
has been made.

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

“tequest for proposals notifies all offerors of the possibility that award may
be made without discussion of proposals received and, hence, that pro-
posals should be submitted initially on the most favorable terms, from a
price and technical standpoint, which the offeror can submit to the Govern-
ment. In any case where there is uncertainty as to the pricing or technical
aspects of any proposal, the contracting officer shall not make an award
without further exploration and discussion prior to award. Also, when the
proposal most advantageous to the Government involves a material departure

- from the stated requirements, consideration shall be given to offering the
other firms which submitted proposals an opportunity to submit new proposals
on a technical basis which is comparable to that of the most advantageous
proposal; provided, that this can be done without revealing to the other
firms any information which is entitled to protection under ASPR 3-109.

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

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

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

" 3—-806 Pricing Individual Contracts.

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

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

3-807 Cost, Profit, and Price Relationships.

- (a) When products are sold in the open market, costs are not necessarily
the controlling factor in establishing a particular seller’s price. Similarly
where competition may be ineffective or lacking, estimated costs plus esti-
mated profit are not the only pricing criteria. In some cases, the price appro-
priately may represent only a part of the seller’s cost and include no estimate
for profit or fixed fee, as in research and development projects where the
contractor is willing to share part of the costs. In other cases, price may be
controlled by competition as set forth in ASPR 3—805(a). The objective of
‘the contracting officer shall be to negotiate fair and reasonable prices in
” which due weight is given to all relevant factors, including those in
: ASPR 3-101.
‘ . (b) Profit i3 only one element of the price proposal and normally repre-
sents a smaller proportion of the total price than do such other estimated
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elements as labor and material. While the public interest requires that
excessive profits be avoided, the contracting officer should not become so
preoccupied \'v'i_tF’pa‘rfiLcular elements of a contractor’s estimate of cost and
profits that the most important consideration, the total price itself, is dis-
torted or diminished in its SIgmﬁcance Government procurement is pnmanly
concerned with the reasonableness of a negotiated price and only secondarily
with the eventual cost and profit.
(c) Particularly where effective competition is lacking the estimate
for profit or the proposed fixed fee should be analyzed in the same manner as
all other elements of price, applying tests and considerations discussed in
ASPR 3-808.4. A fair and reasonable provision for profit cannot be made
by simply applying a certain predetermined percentage to the cost estimate
or selling price of a product. If, for example, a factor of 10 percent were
used as a flat percentage rate for estimating profit in a situation where two
sources were needed-to meet the requirement, the result might be grossly .
inequitable. If one supplier proposes to and produces at a unit cost of )
$1,000 and the second at a unit cost of $1,500, with a flat 10 percent factor
applied to both transactions as estimated profit, the second and higher cost
supplled would receive 3150 profit while the lower cost supplier would re-
ceive only $100.

3-—-808 Pricing Techniques.

3-808.1, General. Policies set forth in this Part may be applied in a .
variety of ways in the evaluation of offerors’ or contractors’ proposals and in -
the negotiation of contract prices. The extent to which any particular method, : .

y or combination of methods, 'should be used will depend upon the judgment of :
, the contractmg officer. The following paragraphs describe several ofthe.
principal price negotiation techniques and the circumstances under which
eah may be used. The congiderations set forth thpplx-

mlﬂe’_’ﬁgl_m_t__l_v_ima.miwlrequent price negotiations.
: 3-808.2 Price Analysis. ’

(a) Some form of price analysis should be made in every procurement,
even when competitive proposals have been submitted. The presence of -
effective competition, however, may make it possible to limit consxderably
the degree of price analysxs reqmred .

- (b) One form of price analysis is the comparison of prior quotations and
contract prices with current quotations for the same or similar end items.

.. To provide a suitable basis for comparison, appropriate allowances may have

- to be made for differences in such factors as specifications, quantities

ordered, time for dehvery, Govemment-furmshed matenals, and the genera.l
level of business and prices.

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

3-808.3 Cost Analysis.

(a) The need for cost analysis depends on the effectiveness of the
methods of price analysis outlined in ASPR 3-808.2, the amount of the
proposed contract, and the cost and time needed to accumulate the infor-
mation necessary for analysxs. When cost analysis is undertaken, the con-
tracting officer must exercise judgment in determining the extent of the
analysis. Cost analysis is desirable whenever:

(i) effective competmon has not been obtamed _

(ii) a valid basis for price comparison has not been established,
because of the lack of definite specxﬁcatlons the novelty of
the product, or for other reasons;

(iii) price comparisons have revealed apparent inconsistencies
which cannot be satisfactorily explained or othermse reason-
ably accounted for;

(iv) the prices quoted appear to be excessive on the basis of
-information available;

(v) the proposed contract is of a significant amount and is to be
awarded to a sole source;

(vx) the proposed contract will probably represent a substantial
percentage of the contractor’s total volume of business; or

(vu) a cost-reimbursement, incentive, price redetermmable, or '
time and matenal.contract' is negotiated. /\>

(b) Cost analysis involves the evaluation of specific elements of cost
and the effect on prices of such factors as:
(i) allowances for contingencies;
(ii) the necessity for certain costs;
(m) the reasonableness of amounts estxmated for the necessary
costs;
: ' (iv) the basis used for allocation of overhead costs; and
R § - (v) the appropriateness of allocations of pamcular overhead
s costs to the proposed contract.

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

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

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

‘ facturing the same or related items.

(d) Forecasting future trends in costs from histotical cost experience
is of primary importance in pricing. In periods of either rising or declining"
costs, an adequate cost analysis must include some evaluation of the trends.

. Even in periods of relative price stability, trend analysis of basic labor
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and materials costs should be undertaken in cases involving production of
recently developed, complex equipment. In some cases, probable increases
in ‘labor efficiency, and reductions in material spoilage as a contractor’s
work force gains in experience with such new products can be predicted
statistically. Efficiency curves may be devised to predict the reduction
in the spoilage rate; learning curves may be devised to evaluate reductions
in labor hours. Effective use of learning curves depends on the presence
of the following elements:
(i) direct labor should represent a substantial element of the
total price;
(ii) the contract price should be large enough to warrant the time
spent in collecting the statistical data necessary to construct
valid curves; .
(iii) the proposed contract should cover production over a relatively
long period; ‘
(iv) a substantial body of historical labor cost data must be avail-
able; and
(v) the product must be a complex, non-standard item requiring a
substantial amount of assembly labor (where relatively large
amounts of automatic machinery are to be employed, or the
product is a relatively standard item, learning curves may be
of little value). : o
EEEEN 3-808., Profi. , e T
& ' (a) General.” Where competition is adequate and effective and proposals Y
g are on a firm fixed-price basis, the contracting officer normally need not
SR considerin detail the amount of estimated profit included in a price. However,
when detailed ahalysis of profit is appropriate due to lack of competition
or for some othér reason, the factors discussed in the following paragraphs
should be considered. (See ASPR 3-807 (c).)
(b) Degree of Risk. The degree of risk assumed by the contractor
- should influence the amount of profit-a contractor is entitled to anticipate,
. For example, where a portion of the risk has been shifted to the Government
/ through price redetermination provisions; unusual contingency provisions,
or other risk-reducing measures, the amount of profit to which the contractor
is reasonably entitled is less than where the contractor assumes all risk.

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

Vtracto'r by the Government, such extraordinary assistance should have a
¥ modifying effect in determining what constitutes a fair and reasonable profit.
(See also ASPR 3-404.3 (d).) : ,

(d) Contribution to the Defense Effort. The contractor’s past and
present performance and cooperation in such areas as engineering (including
inventive, design simplification, and developmental contributions) and
quality control should, in appropriate measure, affect the amount of profit.

[ASPR 3-808.4 continued on next page]
[Next page is 346.1]
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(e) Character of Contractor’s Business. Recognition must be given
to the type of business normally carried on by the contractor, the complexity
of manufacturing techniques, the rate of capital turnover, and the effect of
each individual procurement upon such business. For example, where a
contractor is engaged in an industry where the turnover of workmg capital
is low, generally the profit objective on individual contracts is hxgher than
in those industries where the turnover is more rapid.

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

“timely compliance with contractual provisions, creative ability in product

development (giving consideration to commercial potential of product),
management of subcontract programs, and any unusual services furnished
by the contractor. To encourage and maintain a hlgh degree of contractor
effxcxency and economy, the negotiator must recognize that good performance
deserves a greater opportunity for profit than poor performance.

3-808.5 Subcontracting.

(a) The amount and quality of subcontracting may be a ma]or factor
influencing price. Since a large portxon of the procurement dollar is spent by
prime contractors in subcontracting for work, raw materials, parts, and com-
ponents, efficient purchasing practices by a contractor will contribute heavily
toward efficient and .economical production.

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

(i) the purchasing practices of the prime contractor;

(ii) the principal components to be subcontracted and the contem-
plated subcontractors, including (A) the degree of competition
obtained, (B) cost or price analyses or price comparisons
accomplished, and (C) the extent of .subcontract supervision;

(iii) the types of subcontracts; i. e., firm fixed-price or other (see
ASPR 3-401); and

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

[ ASPR 3-808.5 continued on next page]
' [ Next page is 347]
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The evaluation of total subcontracting should not be reduced to applying
arbitrary percentages of profit to subcontract prices in negotiating the prime
contract price. Such elements as economies achieved through ‘‘make or buy”’
decisions, and the necessity of close supervision of subcontractors per-
forming complex work (through the furnishing of engineering or other technical
assistance), should be fully considered.

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

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

(i) the prime contractor’s purchasing policy and system or per- .

formance thereunder are considered inadequate; _

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

(iii) close working arrangements or other business or ownership

affiliations exist between the prime and the subcontractor
which may preclude the free use of competition -or result in

- higher subcontract prices than would otherwise be obtained;"

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

(v) a subcontract is to be. placed on a price redetermination,
fixed-price incentive, time and material, or cost-reimbursement
basis. ‘ )
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The contract provisions relating to subcontracts should be consistent with
the amount and character of subcontract work and with the over-all character
of the prime contract, involving the Government to the minimum extent
peacticable in the contractor’s exercise of management responsibility, but
giving reasonable assurance that the Government is receiving the greatest
practicable return for its expenditure. Provisions in prime fixed-price con-
tracts relating to subcontract review may, as appropriate, be confined to one -
major subcontract; to certain classes of subcontracts; may set a floor above
which advance approval of proposed subcontracts may be required before
placement; or may be tailored to cover unusual or particular circumstances.
In those instances where a contractor’s purchasing system has been deemed
adequate, review of subcontracts generally may not be necessary. However,
contracting officers shall conduct periodic reviews of the application of the -
r— system to insure conformance therewith. In instances where subcontracts
have been placed on a cost-reimbursement or time and materials basis, con-
tracting officers should be skeptical of approving the repetitive or unduly -
protracted use of such types of subcontracts and should follow the principles
L. of ASPR 3-803 (b). : '
(e) In cases where the prime contract reserves a right for the contract-
ing officer to review or approve subcontracts, the prime contract shall also
reserve to the Government the right to inspect and audit the books and records
of such subcontractors. Whenever such first tier subcontracts are of the
cost-reimbursement, price redetermination, fixed-price incentive, or time and
material type, a similar right shall be reserved to the Government to inspect
and audit the books and records of lower tier subcontractors; provided, that '
such a right shall not be reserved contractually below the point where a /)
firm fixed-price subcontract intervenes. : ' ;
(€) Where subcontracts are placed on a price redetermination or fixed-
- price incentive basis, it is particularly important in negotiating revisions of
prime contract prices that there be substantial assurance that there was
initial close pricing of subcontracts. Also, contracting officers should be
alert to the risk of establishing firm redetermined prime contract prices while
a major subcontract is still subject to price redetermination and may even-
tually be redetermined at a price far lower than that ascribed to it in re-
determining the prime contract price, with consequent profits to the con-
tractor far in excess of those contemplated in the prime contract price
negotiation. However, in 'some cases, it may be appropriate to negotiate
firm prime contract prices even though the contractor has not yet established
- final subcontract prices, provided the contracting officer can justify as
reasonable the amount included for subcontracting as, for example, where
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fairly definite cost data on subcontract prices are available. In other cases,
guch as where certain subcontracts are subject to redetermination and avail-
able cost data on these subcontracts are highly indefinite but other circum-
stances require prompt negotiation of revised prime contract prices, the
contract modification which evidences the revised prime contract prices
should provide for adjustment of the total amount paid or to be paid under
the contract on account of subsequent redetermination of specified sub-
contracts. This may be done by including in the contract modification a
provision substantially as follows:

“‘Promptly upon the establishment of firm prices for each of the sub-
contracts listed below, the Contractor shall submit, in such form and

detail as the Contractmg Officer may reasonably require, a statement -

of costs incurred in the performance of such subcontract and the firm

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

(List subcontracts »
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