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the contractor as direct cost or as indirect cost. The cost principles .
in Part 2 hereof do not cover every element of cost nor every situation /ﬁ\\,
that might arise in a particular case, Failure to mention any item of cost

in Part 2 is not intended to imply that it is either allowable or not allow-
able. They will be accorded that treatment which by analogy approximates

the philosophy reflected in Part 2. JUncovered elements which are signifi-
cently large in relation to the est ed cost of performance and which

are not susceptible for treatment by analogy will be subject to recommenda-
tion of higher authoritg

15-204.2 Listing of Costs. L

- (a) Advertising Costs.

(1) Advertising costs include the cost of advertising media
and corollary administrative costs. Advertising media include megazines,
newspapers, radio and television programs, direct mail, trade papers, out-
door advertising, dealer cards and window displays, conventions, exhibits,
free goods and samples, and sales literature. The following advertising .
costs are allowable: 7o Lhs 2y Tord s ln at glloepitile & Lonslf Lo

S=(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 mforma.tion within the contractor's N
industry; and : ,

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

Aﬂ,«( (v) institutional advertising, 1 €., a.dvertiaing
whick does not offer specific products for sale,
: but which places the contractor's name before
the public in order to maintain the contractor's
well-being as a commercial entity. '

( 2) In connection with this element, specia.l care must be
exercised in determining reasonableness. Reasvnebleness should be appraised
in light of: S ' : _ v

(1)  the pattern of past advertising progrems;

. NS




, v '_ (11) the presence or a.bsence of campetitive

‘ : Lo ’ restraints;

(111) the contractor's need for such advertising;
i.e., since institutional advertising is designed
primarily to maintain the contractor's well-being
as a commercial entity, contractors whose prin-
cipal custcomer is the Government have relatively
lese need for institutional advertising, and sub-
stantial expenditures for this type of advertising
by such contractors would. be unreasonable.

v
e

(3) Except as provided in (iii) and (1v) above, all adver-
tising which offers products for sale is unallowable.

(b) Bad Debts. Bad debts , including losses (whether actual or
/e/t:lma.ted) erising from uncollectible customers accounts and other claims,
related collection costs, and related lega.l coats are unallowable.

(c) Bidding Costs. Bidding costs are the costs of preparing
bids or proposals on potential Govermment and non-Government contracts or
projects, including the development of engineering 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

A normally shall be treated as indirect costs and allocated currently to all
business of the contractor, in which event no bidding costs of past account-
. / ing periods shall be allocable in the current period to the Govermment con-
> tract; however, the contractor's established practice may be to treat
bidding costs by some other recognized method. Regardless of the method
used, the results obta.ined may be accepted on.ly if found to be reasonable
and equitabdble.

. (a) Bonding Costs.

) (1) Bonding costs arise when the Govermment requires
assurance against financial loss by reason of the act or default of the
contractor. They arise also in instances where the contractor requires
the assurance in comnection with the performance of the contract... Included
are such bonds as bid, performance, pa.yment R a.dvance payment, infringement
a.nd. fidelity. _

(2) Coats of bonding required pursvant to the terms of the
contract are allowable. . .

(3) Costs of bonding required by the contractor in the
general conduct of his business are allowable to the extent that such

bonding is in accordance with sound business practice and the rates and
premiums are reasonable under the circumstances.

L B S
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(e) Civil Defense Costs. N

- - (1) Civil defense costs are those incurred in pla.nning 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 protection costs, first-aid training and supplies,
fire fighting training and equipment, posting of additional exit notices

w/y 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. o .
. - (2) Costs of capital assets acquired for civil defense
purposes shall be depreciated in accordance with (1) [ﬁepreciatiogbelow.

—~—
(3) Contributions to local civil defense funds and to

local civil defense projects are covered in (h).

(f) Compensation for Personal Services.

(1) Compensation for persona.l services includes all

» remuneration paid or accrued, in whatever form and whether paid immediately

r deferred, for services rendered by employees to the contractor during:

27~ the period of contract performence. It includes, but is not limited to,

I /}salaries , wages, directors' and executive committee members' fees, bonuses,

centive awards, employee stock optioms, fringe benefits, and contributions/‘\

to pension, annuity, stock-bonus and profit-sharing plans. Subject to spe-
ciﬁc ions set forth herein, such costs are allowable to0 the extent

T___}gg,m&_m ensation of individual employees, in whatever fom paid,.
8 reasona.ble _for the services rendereE.

- " (2) Compensation is reasonable to the extent that the total
emount paid or accrued, in whatever form, is commensurate with the contrac-
tor's established policy which conforms generally to compensation paid by
other contractors of the same size, in the same industry, or in the same
geographic area for similar services. ' Compensation paid to owners of
closely-held corporations, to partners .and sole proprietors, to members of
their immediate families, or to persons who have a commitment to acquire
a substantial financial interest in such enterprise, will be particularly
scrutinized to determine whether the compensation is reasonable in amount

- and actually is for personal services rather then a distribution of profits.
- In addition, compensation expenses must be particularly scrutinized in
‘1ight of the presence or absence of the restraints occurring in the conduct
of competitive business. Compensation disallowed as a deductible expense
for Federal income tax purposes, because it is unreasonable in amount, is
not allowable.

(3) Ccmpensation for services rendered in lieu of salary
to partners and sole proprietors will be allowed to the extent that it is

-8-
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reasonable and does not constitute a distribution of profits, even through
such allowances are not deductible expenses for Federal income tax purposes.

(4) In addition to the general requirements set forth in

(1) through (3) ebove, the following epply to specific forms of compen-

sation:
r‘b(i) Salaries and Wages. Includes gross compensa-
B “{/ »-V‘I/ -~ tion paid to employees in the form of cash,
' 11 v :.5' products, or services, and may include payroll
7, /T 4 L - texes, workmen's compensation insurance, and the
VN AV : cost of supplementsl unemployment benefit plens.
d Deferred wages and salaries are allowable to the

"J/@f’ extent authorized in (v) below.

’(ii) Cash Bonuses and Incentive Compensation. Cash
bonuses to employees and incentive compensation

]K(’ _ ‘ » ~ based on production, cost reduction, or efficient

(44

.management or performance, suggestion awards, and
safety awards, including compensation dependent
upon or measured by profits, are ellowable to.the

-~ ' ‘ extent paid or accrued pursuant to an agreement
entered into in good faith between the contrac-
tor and the employees before the‘services were
rendered, or pursuant to an established plan .
consistently followed by the contractor which
constitutes in effect an implicit agreement on
the part of the contractor to make such payment.
Deferred bonuses and incentive compensation are
allowable to the extent authorized in (v) below. .

(111) Bonuses and Incentive Compensation Paid in Stock.
Bonus and incentive compensation, as defined.in
(11) above, paid in the stock of the contractor
- or of an affiliate, are allowable to the extent
set forth in (ii) above (including the incorpo-
ration of the prineiples of paragrasph (v) for
- deferred bonuses and incentive compensation), ,
subject to the following addit:l.onal requirements' _

(a) Valuation placed on the stock shall be the
fair market value, determined upon the most
objective basis available. '

(B) Acecruals for stock prior to acquisition by
the employees will be subject to adjustment
‘according to the possibilities that the employees
~will not acquire such stock and that the accruals -

- -9-
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ﬁt ,),6,7,4: vill be forfeited. Such costs otherwise allowable —
are subject to adjustment according to the prin- - ‘
. #v ciples set forth in (v)(F) and (v)(G) bvelow. -
Orat’ 7 (iv) Stock Options. The cost of options to the em-
1 ployees to purchase stock of the contractor or of

_ 4) (v) an affiliate, whether restricted or unrestricted
(5 201 2 ( f)( as defined by Section 421 of the Internal Revenue

_ : Code, shall be allowed to the extent that the
market value of the stock exceeds the option
price at the date the option is granted. The
current market value of the stock shall be deter-
‘mined according to the criteria set forth in
paragraph (111) ebove. If the exercise of an
option is conditioned upon future contingencies,
the cost will be smortized rateably over the
period commencing from the issuance of the option
to the earliest date (other than death of the
employee) when the contingencies can be fulfilled.
Allowable costs for options that may not be
-exercised will be adjusted according to the
principles set forth in (v)(F) below.

(v) Deferred Compensation.

(A) As used herein, deferred compensation in- Y
cludes all remuneration, in whatever form, for ’
services currently rendered, for which the
employee is not paid until after the completion -
of the year in which the services are rendered,
except that it does not include normal end of
accounting period accruals, nor stock options.
It includes contributions to pension, annuity,
stock bonus, and profit sharing plans qualified
within the meaning of Section 4Ol of the Internal
Revenue Code; contributions to such plans that

- ' fare not so qualified; and other deferred compen-

- - W) sation, such as wages and salaries, bonuses and
incentive awards, whether paid in cash or in
stock. Deferred retirement ccmpensation may
include disability, withdrawal, insurance or
survivorship benefits.

(B) Deferred compensation is allowable to the
extent that it is for services rendered during
the contract period; is, together with all other
compensation paid to the employee, reasonable
in amount; and is paid pursuant to an agreement
“entered into in good faith between the contrac-
tor and employees before the services are rendered, A
«10-
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or pursuant to an established plan consistently
followed by the contractor which constitutes,
in effect, an implicit agreement on the part of
the contractor to make such payments.

(C) Contributions to a plan that has been
approved, pursuant to Section 4Ol of the Intermal
Revenue Code, by the Internal Revenue Service,
”will be presumed to meet requirements of (v)(B)
above. Such amounts are allowable as a cost
even though they are not currently deductible
for Federal income tax purposes because of the
limitations of Section 4O4 of the Internal
Revenue Code, provided such payments are for
services rendered during the contract period.

(D) Contributions to a pension or annuity plan
by a tax-exempt or nonprofit organization will be
presumed to meet requirements of (v)(B) above if
such plan, as determined by the Department to
vhich audit cognizance is assigned, fulfills the
_ equirements of a "qualified" plan according to
' \éection 4Ol of the Internal Revenue Code and -

' pplicable Treasury regulations. A determina- :
‘ tion by one Department that a plan fulfills these
- - requirements, in the absence of changed condi- =~

- tions, generally will be accepted by other
o departments. :

(E) Contributions to pension, annuity, profit
A - 8baring, and stock bonus plans which do not meet
. W the requirements of Section 4OL of the Internal
4 Revenue Code (including plans from which approvel
of the Internal Revenue Service has been with-
drawn effective during the course of performance
. C 4 of the contract) and other deferred compensation,
- are allowable to the extent that the total cam-
- pensation paid to the employees involved, in
vwhatever form, meets the requirements of (v)(B)

SRR above, . |

(F) In determining the cost of deferred compen-
sation allowable under the contract, appropriate
adjustments will be made for credits or gains ‘
arising out of both normal and abnormal employee
turnover, or any other contingencies that can
result in a forfeiture by employees of such
deferred compensation. Adjustments will be made
only for forfeitures which directly or indirectly

-ll-
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inure to the benefit of the contractors; forfei- /~ \
tures which inure to the benefit of other employe
covered by a deferred compensation plan with no
reduction in the contractor's cost will not nor-
mally give rise to adjustment in contract costs.
Adjustments for normal employee turnover will be
based on the contractor's experience and on fore-
seeable prospects, and will be reflected in the
~ amount of cost currently allowable. Such adjust-
ment will be unnecessary to the extent that the
contractor can demonstrate that its contributions
take into account normal forfeitures. Adjustments
for possible future abnormal forfeitures will be
effected according to the following rules:

(1) Abnormsl forfeitures that are foreseesble
and vhich can be currently evaluated with rea-
sonable accuracy, by actuarial or other sound
computation, will be reflected by an adjustment
of current costs otherwise aJ.'Lowable.

(2) Abnormal forfeitures, not within (1) a.bove,

may be made the subject of agreement between the
‘Government and the contractor either as to an
- equitable adjustment or a method of determining

"such adjustment. . ;/\

(G) In determining whether deferred ccmpensation
is for services rendered during the contract
period, consideration will be given to conditions
imposed upon eventual payment to determine whether
or not such a portion of deferred compensation
payment is for future services. A requirement of
continued employment does not necessarily indicate
that the deferred compensation pertains in part

to future services.

(vi) Fringe Benefits. See (o).

' (vii) Overtime, Extra-Pay Shift and Multi-Shift
R : Premiums See (y).

(viii) Training and Education E}Eenseé. See (aq).

(ix) Insurance and Indemnificstion. See (p).

12« . ’ A ’/_\
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(g) Contingency Reserves.

(1) 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.

(2) In historical costing, i.e., costing as related to past
events or experience, contingency reserves are not allowa.‘ble.

’ . (3) In connection with estima.tes of Tuture costs, contin-
gencies fall into two categories:

(1)

(11)

Those which may arise from presently known and
existing conditiors, the effects of which are
foreseeable within reasonable limits of accuracy;
e.g., anticipated costs of rejects and defective
work. In situations where they exist, contin-
gencies of this category are to be included in
the estimates of future cost under the several
elements of cost so as to provide the best
estimate of perfomnnce costs.

Those which may arise from preseatly known or ,
unknownt conditions, the effect of which cannot
be measured so precisely as to provide equitable
results to the contractor and to the Govermment;
e.g., possible inflation, and other general
business risks. Contingencles 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 contractual
coverage. See, for example, (p), (t), end (mm).

/ (h) Contributions and Donations.

(1) Reasonable contributions and donations to established

'nonprofit charitable, scientific, and educational organizations are allow-

able provided they (1) may reasonably be expected to result in future

benefits to the contractor through a.dvancing, directly or indirectly, the

technology of his industry or increasing the supply of trained manpower
available to it, (11) are in lieu of the cost of similar facilities which
the contractor would have to provide, such as employee medical or recrea-
tional facilities, (111) 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, or (iv)

contributions to local civil defense funds, or to local civil defense pro-
- Jects for use in the community in which the contractor opera.tes ) are

a.llowable .

-13-
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(2) The reasonableness of the amount of particular con- N
tributions and the aggregate thereof for each fiscal period must ordinarily.
be judged in the light of the pattern of past contributions, particularly A
those made prior to the placing of Govermment contracts, and should also
be judged in the light of the presence or absence of restraints occurring '
in the conduct of competitive business. The amount of each allowable con-
tribution must be deductible for purposes of Federal income tax, but this

condition does not, in itself, justify allowebility es a comtract cost. {//

-

(1) Depreciation.

: (1) 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

“bas reference to the prosrective period of economic usefulness in the

particular contractor's operations as distinguished from physical life_.--

(2) Depreciation on a contractor's nlant, equipment, and
other capital facilities is an allowable element of contract coss; provided
that the amount thereof is computed: ‘

(1) upon the property cost basis used by the contrac-
tor for Federasl income tax purposes (see Section
167 of the Internal Revenue Code of 1954); or

(11) 1in the case of nonprofit or tax-exempt organiza-
tions, 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

. (111) by the consistent application to the assets con-
cerned of any generally accepted accounting
method, including those recognized by Section

- . 167 of the Internal Revenue Code of 1954, as
- follows

‘(A) the straight line method, |
(B) the declining balance method, using a rate
not exceeding twice the rate which would have:
been used had the annual allowance been computed
under the method described in paragraph (A),
(C) the sum - of the years-digits method, end
(D) any other comsistent method productive of an N
annual allowance which, vhen added to all allowance
for the period commencing with the use of the o

-1l
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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 para-

graph (B).

(3) Depreciation should usually be allocated to the con-
tract and other work as an indirect cost. The smount of depreciation
allowed in any accounting period may, consistent with the basic objectives
set forth in (1) above, vary with volume of production or use of multi-
shift operations.

(4) Where a contractor has received a determination of true
depreciation from an Emergency Facilities Depreciation Board relating to an
emergency facility covered by a certificate of necessity, it may elect to
use either normal or true depreciation. However, the method elected must
be followed consistently throughout the life of the emergency facility.
Where an election is made to use normal depreciation, the amount thereof
shall be computed in accordance with (2) above. Where an election is ma.de

to use true depreciation, the amount allowable as depreciatiom

(1) with respect to the emergency period (5 years)
- shell be computed in accordance with the deter-:
mination of the Emergency Facilities Depreciation.
Board., and

(11) eafter the end of the emergency period shsll be’
computed by distributing the remaining undepre-
ciated portion of the cost of the emergency
facility over the balance of its useful life
(but see (5) below) provided the remaining un-
depreciated portion of such cost shall not
inclyde any amount of unrecovered true depre=-
ciation.

(5) Depreciation on idle or excess facilities shall not be

“allowed except on such facilities as are reasona.‘oly necessary for current

a.nd. imed.ia.tely prospective production.

b - (6) No depreciation shall be allowed, as such, or as a

tal or use charge, on assets still in use which have been fully depre- .
clated vhen a substantial portion of such depreciation was on & basis that
represented, in effect, a recovery thereof as a charge against defense
contracts or subcontracts. Otherwise, a mutually agreed upon use charge
may be allowed. 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.

-15-



mobilization production shall be the subject of a separate contract.

&

-

(1) oyee Morale, Health, and Welfare Costs and Credits. TN
Reasonable costs of health and welfare activities, such as house publica-
tions, health or first-aid clinics, and employee counseling services,
incurred, in accordance with the contractor's established practice or
custom in the industry or area, for the improvement of working conditions,
employer-employee relations, employee morale, and employee performance,
are allowable. Such costs shall be equitably allocated to all work of
the contractor. Income generated from any of these activities shall be
credited to the costs thereof unless such income has been irrevocably set
over to employee welfare orgsnizations.

(k) Entertainment Costs. Costs of amusement, diversionm, socia.l-
a.ctivities » and incidental costs relating thereto, such as meals, lodging,
rentz(alss)transportation, and gratulties, are unallowable (but see (J), (o),
and (pp

(1) Excess Facility Costs. Costs of maintaining, repairing,
and housing idle and excess contractor-owned facilities, except those rea-
sonably necessary for current and immediately prospective production purposes,
are unallowable. The costs of excess plant capacity reserved for defense

(m) Fines and Penalties. Costs resulting from violations of;
or failure of the contractor to comply with, Federal, State, and local
laws and regulations are wmallowable except when incurred as a result of g
compliance with specific provisions of the contract, or instructions in h
writing from the contracting officer. ’

- (n) Food Service and Dormitory Coots and Credits.,” Food and dormi-
tory services include operating or furnishing facilities for cafeterias,
dining rooms, canteens, lunch wagons, vending machines, living accommodations
or similar types of services for the contractor's employees at or near the
contractor's facilities. Reasonable losses from operation of such services
are allowable, (i) when it is, the policy of the contractor to cperate such .
services at a profit or at cost; and (ii) when it is the policy of the con-
_tractor to furnish such services at a loss, or without cost to the employee;
provided, however,. that such losses are allocated to all activities served.
Profits (except profits irrevocably set over to an employee welfare organi-
zation of the contractor in amounts reasonably useful for the benefit of
.the employees at the site or sites of contract performance) accruing to the
‘contractor from the operation of these services, whether operated by the
contractor or by a concessionaire, shall be treated as a credit, and allo-

cated to all activities served. .

(o) Fringe Benefits. - Fringe benefits are allowances and serv-
ices provided by the contractor to its employees as compensation in addi-
tion to regular wages and salaries. Costs of fringe benefits, such as pay
for vacations, holidays, sick leave, military leave, and employee insurance,
are allowable to the extent required by law, em:ployer-employee agreement, _
or an established policy of the contractor. N

-16-
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(p) Insurance and Indemnification.

(1) Insurance.includes (1) insurance which the contractor
is required to carry under the terms of the contract, and (ii) any other
insurance which the contractor maintains :ln connection with the genera.l
conduct of his business. -

(2) Indemnifica.tion 1nvolves a contractual commitment
between the Government and the contractor whereby the Govermment agrees
to secure the contractor a.ga.inst loss or dsmage falling upon the contrac-
tor from soiie stated responsibility assumed by the contractor or from a
stated demand of a third party.

(3) Costs of insurance required and ma.intained, pursuant to
the contract, are allowable.

(4) Costs of other insurance maintained by the contractor
in connection with the general conduct of his business are allowable sub-
ject to the following limitetions:

(1) types and extent of coverage shall be in accord-
’ ance with sound business practice and the rates
- ‘and premiums shall be reasoneble under the cir-
cumstances;

(11) costs allowed for Business Interruption Insur-
ance shall be limited to exclude coverage of
profit, interest, and any other items of cost
unalloweble under this Part;

(111) cost of insurance or of any contributions to

: any reserve covering the risk of loss of or
-damage to Government-owned property are allow-
able only to the extent that the Government shall
have required protection by such insurance or
reserve;

(iv) contributions to a reserve for a self-insurance
’ program if the types of coverage, extent of
coverage,and the rates and premiums would have
" been allowed had insurance been purchasable to-
cover the risks; and

(v) costs of insurance on the lives of officers,
partners, or proprietors are allowable to the
extent that (1) the insurance is part of an
employee plan, specified in (o), and (i1) addi-
tional insurance which represents compensation

-17-
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to the officer, partner or proprietors for serv-
ices rendered, within the provisions of (f).
Premiums for insurance in which the contractor
is the beneficiary directly or indirectly are
not allowable.

(5) Actual losses not reimbursed by pemissible insurance

: (through en approved self-insurance program or otherwise) are unallowable ,

unless expressly provided for in the contract, except

(1) costs incurred because of losses mot covered under
nominal deductible insurance coverage provided in
keeping with sound business practice, are alloweble.

(i1) 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.

" (6) The Goverrment is obligated to indemmify the contractor

for losses sustained on.ly to the extent expressly provided for in the
contra.ct.

=

(q) Interest end Other Fi Fina.ncial Costs. Interest (however repre-

: ,sented), bond discounts, costs of financing and refinancing operations, legal

and professional fees paid in connection with the preparation of the prospec-
tus, costs of preparation and issuance df stock rights, and costs related ;
thereto are unallowable except for interest assessed by State or local texing

authorities under the conditions set forth in (oo) /but see (xy :

(r) Labor Relations Costs. Costs incurred in maintaining satis-
fa.ctory relations between the contractor and its employees, including costs
of shop stewards, labor management committees," employee ‘publications, and
other related activities are allowable.’

- (8) Losses on Other Contracts. An excess of costs over inccme
under any other contract (including the contractor's contributed portion
under cost-shering contracts), whether such other contract is of a supply,
research and development, or other nature, is tmallowable as a cost of

' perfomance of. the Govermment contract. .

,(t) Maintenance and Repa‘ir Costs.

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

-18-
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(1) 1In the event the contractor accrues maintenance /
and repeir costs based upon a regular program
for the maintenance and repair of facilities in
accordance with sound industrial practice, such
accruals are allowable. -

(11) 1In the event a contractor does not accrue main-
C tenance and repalr costs, but charges them as
incurred, such charges are allowable to the ex-
tent that they are reasonable and in line vith
prior experience of the contractor.

-+ (2) Expenditures for plant and equipment which, according
to generally accepted accounting principles as applied under the contrac- .
tor's established policy, should be capitalized and subjected to deprecia-
tion are allowable only on a depreciation basis.

(u) Manufacturing end Production Engineering Costs. Costs of

- manufacturing end 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 )

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



. —~-

1

(v) Material Costs.

"(1) This item includes the net costs of such items as raw
materials, parts, subdssemblies, componemts, and manufacturing supplics,
whether purchased outside or manufactured by the comtractor, and may include
such collateral items as inbound transportation and intransit insurance.

In computing material costs consideration will be given to reasonable over-
runs, spoilage, or defective work. These costs are allowable subject, however,
to the provisions of subparagrazhs (2) through (5) below.

(2) Costs of material shall be sultably adjusted for
applicable portions 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 credits) to indirect costs. Vhere the contractor can
demonstrate that failure to take cash discounts was due to c1rcumstances‘be-
yond his control, such lost discounts will be allowed.

(3) Reasonable adgustments arising from difference between

-perlodic phy31cal inventory quantities and related material comtrol records

will be included in arriving at the cost of materials, provided that such” -
adjustments (i) do not include "write-downs" or "write-ups" of values, and
(1i) relate to the period of performance of the contract.

(L) Vhen the materlals are purchased.speclflcally for and
identifiable solely with: performance under a conmtract, the actual purchase
cost thereof should be charged to the contract. In determining cost of
material issued fron stores, the contractor's usual method of inventory
costing is acceptable if in. accord with generally accepted accounting
principles for invemtory costing. ‘then material in stores at the commence-
ment date of a contract have a probable replacement cost significantly
different from recorded cost, either party may elect to use the replacement
cost in lieu of recorded cost in costing issues of such material. When esti-
mates of material costs to be incurred in the future .are required, either
current market price or anticipated acquisition cost (if reasonably certain
and detérminable) may also be used, but the basis of or1C1ng nust be dis-
closed.

" (5) Sales or transfers of materials, services, and supplies

' between plants, divisions or organizations, under a common control, ordlnarlly
. shall be stated on the basis of cost to the transferrer. However, a

departure from this basis is permissible where (i) the item is regularly
manufactured and sold through commercial channels, or (ii) it is the con-
tractor's long established practice to price imter-organization transfers at
other than cost for comrercial work; provided in addition, that such price is
not in excess of the transferrer's sales price to its most favored customer
for the same item in like quantity, or the same or substantlally similar
items sold by other supnllers.

«20-

7] N v



'y

N

(w) Organization Costs. ILxpenditures, such as incorporation
fees, attorney's fees, accountants fees, brokers fees, fees to promoters
and organizers, in connection with (1) organization or reorganization of a
business, or (ii) raising capital, are unallowable (see (q) above).

(x) Other Business Expenses. Included in this item are such
recurring expenses as registry and transfer charges resulting from changes
in ownership of securities issued by the contractor, cost of shareholders!
neetings, 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
comnittee meetings. The above and similar costs are allowable when allocated |
on an equitable basis to all classes of work. '

(y) Overtime, Lxtra Pay Shift and lulti-shift Premiums.

_ (1) This item consists of the premium portion of overtims,
extra pay shift and multi-shift payments to employees. Preferably such
premiums should be separately identified and handled as indirect costs to
be distributed rateably to all work of the contractor. However, where it is
the normal practice of the contractor to handle these premiums as direct.
costs, such practice is acceptable if it does not result in the Government
absorbing a disproportionate share of costs. Similar consideration governs
their inclusion in or exclusion from the base for overhead distribution.
The amount of overtime costs, when allowable, shall be equitable in relation//a\\
to (1) the amount of such premium costs allocated to non-Government work : \
being concurrently performed in the contractor's plant and (ii) the factors
which necessitate the incurrence of the costs.

(2) Overtime, extra pay shift and multi-shift premium
expenses may arise in two distinct ways: (i) by initial agreement between
the contractor and the contracting officer that the accomplishment of the
contract schedule requires the use of such premium labor to a stated or
comtemplated extent; and (ii) to meet unexpected emergencies arising in

the course of the contract, not contemplated by the contracting parties.

<

- (3) Overtime, extra pay shift and multi-shift premiums
are allowable as follows: ' ‘

(i) To the extent that the contractor and the con-
tracting officer initially agree that such
premiums are necessary in order to comply with the
contract schedule, such costs are allowable,

(ii) With respect to situations arising in the course of
the contract, such costs are unallowable if the con-
tractor is already obligated tao meet the stated de-
livery schedule without additional compensation
therefor, as in the firm fixed price type contract.
Such allowance may be made in cost type contracts /?—\\

-
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(2) Factors to be considered in determining the
allowability of costs in a particular case 1nclude'

(1) the past pattern of such costs, particularly in
the years prior to the award of Government con-
tracts; '

(11)  tie 1mpact of Government contracts on the
contractor's business (i.e., what new problems
have arisen);

(ii1) the nature and scope of managerlal services
expected of the contractor's own organizations;
and

(iv) whether the proportion of Govermnment work to
the contractor'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 Government
contracts.

Retalner fees to be allowable mnst be reasonably supported by'evidence
of services rendered.

(3) Costs of legal, accounting, and consulting services,
and related costs, incurred in connection with organization and reorganiza-
tion, defense of anti-trust suits, and the prosecution of claims against the
Government, are unallowabls. Costs of legal, accounting, and consulting
services, and related costs, incurred in connection with patent infringement
litigation, are unallowable unless otherwise provided for in the contract.

(£f) Profits and Losses on'Disposftion'of Plant, Zquipment, or

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

sale 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 (1) (2) as to basis for depreciation).

(gg) Recruiting Costs. Costs ‘of "help wanted" advertis;ng,

'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 costs of employees while engaged in recruiting
personnel, 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 benefits or emolumerts offered to prospective
employees beyond the standard practices in the industry are unallowable.

23~
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and in the fixed-price incemtive type and the
price redetermination type contracts until
the prices becone fixed with tie approval or
ratification of the contracting officer.

(z) Patent Costs. Costs of preparing disclosures, reports, and
other documents required by tae contract and of searching the art to the
extent necessary 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 patemt costs, in connection with the
filing of a patent application by the Government, are allowable. (See also
(ii) and (jggabelow) ‘

(aa) Pension Plans (see (f)).

(bb) Plant Protection Costs. Costs of items such as wages,
uniforms and equiprent of personnel engaged in plant protection; depreciation
on plant protection capital assets; and necessary expenses to ccmply with

- military security requirements are allowable.

(cc) Plant Rehabilitation Costs.

(1) Plant rehabilitation costs are those incurred in the
restoration of the contractor's premises to approximately the same condition
as that which existed immediately prior to tiie commencerent of the military N
contract work, fair wear and tear excepted.

(2) The costs of the removal of machinery, tools, and
equipment, including restoration costs incident thereto, are allowable,
provided such costs are not recovered, or are not recoverable, under a
specific contract clause in the contract under which the costs are clalmed,
or in another Government contract.

(3) The costs involved in the reinstallation of pre-exlstlng,

~and the installation of new machlnery, tools and equipment are not allowable.

_ . (ad) Precontract Costs. Precontract costs are those which are
incurred prior to the effective date of the contract, are incurred directly
pursuant to the negotiation for and in anticipation of the award of the
contract, under circumstances in which such amticipation is necessary

to comply with the proposed contract delivery schedule. Such costs are
allowable to the extent that they would have been allowable, if incurred after
the date of the contract. _ v

(ee) Professiomal Service Costs - Legal, Accounting, Engineering,

and Other.

(L) Costs of professiomal services rendered by the members
of a particular profession who are not employees of the contractor are allow-
able, subject to (2) and (3) below, when reasonable in relation to the servicer ™\

" rendered and when not contingent upon recovery of the costs from the Govern-

ment (but see (w)).
.20
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. T o (hh) Rental Costs (Including Sale and Leaseback of Facilities).

: (1) . Rental costs of land, building, and equipment and
'other personal property are allowable if the rates are reasonable in light
of such factors as the type, life expectancy, condition, ard value of the
facilities leased, options available, and other prov:.sa.ons of the rental
agreemerrb. .

| ' - (2) Charges in the nature of rent between plants, d1v1sions ,
or organizations under common control are unallowable except to the extent
such charges 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.

3 - (3) Unless otherwise specifically provided in the contract, ,;,'<
rental costs specified in sale and leaseback agreements, incurred by con- e
tractors through sell:.ng 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 costs, such as depreciation, taxes, insurance, and main-
tenance, borne by the lessor, which would have been incurred had the con=
tractor retained legal title to the fac:.lltles. -

\l
/\\/

(i) Research and Deve10pnenh Costs.

N : - (1) Research and development costs (sometmes referred to
. | as general engineering costs) are divided into tw major categories, for the
purpose of contract costing; (i) general research, also referred to as
; basic research, fundamental research, pure research, and blue-sky research;
— and (ii) related research or development s also referred to as applied
' research, product research, and product line research.

(2) General ‘research 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 a practical application thereof.

Cogts of independent general research (that which is not sponsored by
a comtract, grant, or other arrangement) are allowable. Reasonableness

~ of the cost should be determined in light of the pattern of the cost of

past programs, par‘bicularly those existing prior to the placing of Government
coxrtracts. LR

T : R (3) Related research is that type of research wich is
: directed toward practical application of science. Development is the
sys‘bematic use of scientific knowledge directed toward the production of
useful materials, devices, methods, or processes, exclusive of design,
mnufac'burmg, and production engineering (see (1) above)., Costs of a
contractor's independent related research and development (that which is
not sponsored by a contract, grant, or other arrangement) are allowable under
_ any production contract to the extent that the research and development are
. . related to the contract product line and the costs are allocated to all

o ”
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(mm) Severance Pay. ' . - N

_ (1) Severance my, also commonly referred to as dismissal
wages, is a payment in addition to regular salaries and wages, by con-
tractors to workers whose employment is being terminated. Costs of
severance pay are allowable only to the extent tnat, in each case, it is
required by (i) law, (ii) employer-employee agreement; (iii) established
policy that constitutes, in effect, an implied agreement on the contractor's
part, or (iv) circumstances of the part:.cular employment .

oy
-;-‘

(2) Costs ‘of severance payments are divided into two
categories as follows:

(1) actual normal turnover severance payments shall
o , be allocated to all work performed in the
contractor's plant; or, where the contractor
provides for accrual of pay for normal severances
such method will be acceptable if the amoumt 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 con~
tractor'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 pay-
ment. Thus, allowability will be considered on
a case~by-case basis in the event of occurrence.

(nn) Special Tooling Costs.  The term "special tooling" means
property of such specialized nature that its use, without substamtial modifi-
cation-or alteration, is limited to the-production of the particular supplies
-or the perfornance 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. Costs of special
tooling acquired for performance of the contract are allowable and shall
be charged di.rectly thereto.

" (00) Taxes.

(1) Taxes are charges levied by Federal, State, or local
govermnents. 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: , N
| -26- | | S
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production work of the contractor on the contract product line. Such costs

: aré allowable under research and development contracts.

() Independent research and development projects shall
absorb their eppropriate share of the indirect costs of the department
vhere the work is performed.

(5) Research and development costs (including emounts
capitalized), regardless of ‘their nature, which were incurred im account-
ing periods prior to ‘the award of a particular contract, are unallowable.

(6) The reasonsbleness of expenditures for independent
research and develcpment must be scrutinized with great care in connection
with contractors whose vork is predomina.ntly or substantially with the

- Government. Where such expenditures are not subject to the restraints of

conmerciel product pricing, contrectors may seek the future advantage that
follows & large research program substantially financed by Government con-
tracts. There must be assurance that these expenditures are made pursuant
to a pla.nned research progrem vhich is reasonable in scope and is well
ma.na.ged. The costs should not " exceed those which would be incurred by

" an ordinarily prudent person in’ the condnct of a competitive business.

(kk) Selling Costs.

(1) Selling costs arise in the marketing of the contrac-
tor's products end include costs of sales promotion, negotiation, liaison

between Government répresentatives and contractor's personnel, and other

related sctivities.

' - (2) Such expenses are allowable to the extent that the
costs are ellocable to Govermment business.

(3) Sealesmen's or agents compensation, fees, commissions,
percentages, or brokerage fees which are contingent upon or resulting from
an award of a contract, are alloweble only when paid to bona fide employees
or established commercia.l or selling agencies maintained by the contractor
for the purpose of securing business.

_ (11) 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 defective parts, making refunds in the case of

inadequate performance, etc. When contract terms covering the sale of
defense products include such an obligation without additional separate
payment, service and warranty costs are allowable. In pricing actions
vhich involve estimates of this element of cost, care should be exercised
to avoid duplication of the a.llowance es an element of both estimated -
product cost end risk.
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(1) Federal income and excess profits taxes;

(ii) taxes in connection with financing, refinancing
or refunding operations (see (q));

(iii) taxes from which exemptions are available 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 incidemt to obtain-
ing the exemption outweighs the corresponding
benefits accruing to the Government; and

(iv) special assessments on land which represent capital
~ improvements.

(2) Taxes otherwise allowable under (1) above, but which may -
be illegally or erroneously assessed, are allowable; provided that the
comtractor prior to payment of such taxes:

(1) promptly requests instructions from the contrac‘bing
officer concerning such taxes; and

(ii)  takes all ‘action directed by the contracblng ‘
officer, including cooperation with and for the
benefit of the Government, to (A) determine the
legality of such assessment or, (B) secure a
refund of such taxes. S -7

Reasonable cost of any such action undertaken by the contractor at the
direction 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, . :

- (3) Any refurd of taxes, interest, or penalt:.es, and any
payment to the contractor of interest thereon, attributable to taxes, interest,
or pemalties which were allowed as comtract costs, shall be credited or paid
to the Government in the manner directed by the Government, provided any
interest actually paid or credited to a contractor incident to a refund of
tax, interest ard penalty shall be paid or credited to the Government only
to the extent that such interest accrued over the period during which the
comtractor had been reimbursed by the Government for the taxes, interest,
and penalties. .
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. (pp). Trade, Business, Technical and Professional Activity Costs. /(\

_ (1) Iemberships. This category includes costs of
memberships in trade, business, technical, and professional organizations.
Such costs are allowable to the extent reasonable.

(2) - Subseriptions. This item includes cost of subscriptions
to trade, business, professional, or technical periodicals. Such costs are

allowable.

(3) Meetings and Conferences. This item includes cost of
rneals, transportation, remtal of facilities for meetings, and costs
incidental thereto, when the primary purpose of the incurrence of such costs
is the dissemination of technical in.formt:.on or stimulation of production.

.Such costs are allowable,

(qq) Training and Educational Costs.

_ (1) Costs of preparation and maintenance of a program of
instruction at noncollege level, designed to increase the vocational effective-
ness of bona fide employees, including training materials, textbooks,
salaries or wages of trainees during regular working hours, and

(1) salaries of the director of training and staff »
when the training progranm is corxiucted by the —~
contractor; or / ‘

(ii) tuition ard fees when the training is in an
institution not operated by the comtractor;

are allowable.

(2) Costs of par't.-tme techm.cal, englneermg and
scientific education, at an under-graduate or post-graduate college level,
related to the job requirememts of bona fide employees; including only:

(1) training materials;
(i1) textbooks HE | '
(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 institution; and
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(v) straight-time compensation of each employee for
time spent attending classes during working hours °
not. in excess of 156 hours per year where
circumstances do not permit the operation of
classes or attendance at classes after regular
working hours;

are allowable.

(3) Costs of tuition, fees, training materials and

textbooks (but not subsistence, salary, or any other emoluments) in connec-

tion with full-time scientific and engineering education at a post-graduate
(but not under-graduate) college level related to the job requirements of
bona fide employses for a total period not to exceed one school year for
each employee so trained, are allowable. In unusual cases where required

“by military technology, the period may be extended.

(L) Maintenance expense, and normal depreciation or fair

. rental, on facilities owned or leased by the contractor for tra -
_ purposes are.allowable to the extent set forth in (t), (i), and (hh) above,

respectively.

(s) Grants to educational or training institutions,

‘including the donation of facilities or other mroperties, scholarships

or fellowshirs, are considered contributions (see (n) above)

- (rr) Transportation Costs. Transportation costs include

' freight, express, cartage, and postags 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 direct costed as transportation costs or added to the cost of such
items (see (v) above). Vhere idemtification with the materials received
cannot readily be made, inbound transportation costs may be charged to the

appropriate indirect cost accounts if the contractor follows a consistent,

equitable procedure. in this respect. Outbound freight, if reimbursable
under the terms of .the contract, should be “reated as a direct cost.

(ss) Travel Ixpenses.

. (1) Travel costs include costs of transportation, lodging,
subsistence, and incidental expenses, incurred by contractor personnel in a |
travel status while on official company business.

(2) Travel costs are allowable and 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 tie method used does not

result in an unreasonable charge.
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(3) Travel costs incurred in the normal course of over-all TN

administration of the business and applicable to the entire business are
allowable.. Such costs shall be equitably allocated to all work of the
contractor. -

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

(5) Necessary, reasonable costs of family movements and

personnel movements of a special or mass nature are allowable, subject to
allocation on the tasis of work or time period ben_efited when appropriate.

N
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DRAFT - 18 Feb 1959
Part 7 = Fixed-Price Type Contracts

15-700 Scope of Parte This Part sets forth the guidelines to be

u‘sedv for the evaluation of cosfs in negotiated fixed-price type 'contracté
a.nd subcontracts, including terminations thereof, in those instances where

such evalua‘bion is required to establish prices for such contracts,

“Fixed-price type® contracts include, for purposes of this Part, the following:

(1) firm fixed-price contracts (ASPR 3-403.1)

(11) fixed-price contracts with escalation (ASFR 3-403.2)
(iii).-' fixed-price contracts providing for the redetermination )
| of price (SRR 3-b03.3) |

(iv) fixed-price incentive contracts (ASFR 3-403.4) o

(v) nbn—cost-reimbursableportion of time and materials
~contracts (ASFR 3-405.1)

15-701 Basic Considerations. (a) Under fixed-price type contracts,
the negotiated price is the basis for payment to a contractor whereasr
allowable costs are the basis for réimbursement under cost-reimbursement
type édntracts. Accordingly, the policies and procedures of ASFR Section
I1I, Part 8, are governing and shall be followed in the negotiation of

fixed-lprice 'type contracts, Cost and aécounting data may provide guides

for ascertain:i.ng fair compensation but are not rigid measures of it.
Other types of data, criteria, or standards may mrnish equally reliable
guides to fair compensation, The ability to apply standards of business

Judgment as distinct from strict accounting principles ié at the heart of a

negotiated price or settlement,



(b) Among the different types of fixed-price type contracts,

the needtforfconsideration of costs varies considerably as indicated belows

(i)} Retrospective Pricing and Settlements, In negotiating

f£irm fixed prices or settlements for work which has been
completed at the time of ﬁegotiation.(e.g., final negotia=-
" tions under fixed-price incentive contracts, redetermina-
tion of price after completion of the work, or negotiation
of a settlement agreement under a contract terminated
for convenience of the Govermment), the treatment of
costs is a major factor in arrivihg at the amount of the
pfice or settlement. However, even in these situations,.
the finally agreed:price or settlement may represent -
something other than the sum total of acqéptable costs, /’;“\
since the final price accepted by each~pﬁrty does not
necegsarily reflect agreement on the efaluation of each
element of cost, but rather a final resolution of all
issues in the negotiation process.

(11) Forward Pricing. The extent to which costs influence

 forward pricing vafies greatly from case to case. In
negotiations covering future work, actual costs cannot be
vknown and the importance of cost estimates depends on
the circumstanges.A The contracting officer.must considér
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 contractor's

record for efficiency, economy and ingemiity, as well as
1 2 ' :
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_ avmable cost estimﬁtes. 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 and cost reduct:l.on. In
negotiating such a price s 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 not control negotiation of prices
for work to be performed in the futnre, Cegey negotiatioxi
of a firm fixed-price contract, an intermediate prﬁ.ce
revision covering, :Ln whole or important part, work which is
yet to be performed, or a target price under an incen;ive |

contract,

 15-702_ GCost Principles and Their Uses (a) When, pursuant to ASPR 15-701,
costs are to be considered in,the‘ negotiation of fii:ed-price type contract, |
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 cbndunct.ior’; with of.per
pertinent considerations as set‘_foﬁh more fully in ASHi Section III, Part 8,

. (b) Vhenever an occasion arises in which ac'ceptabﬂity' of a specific
item o£ cost becomes an issue, Section IV’, Part 2, w:ul serve as a guide for the
resolution o.f. the issue,

(c) In applying Part 2 of this Section XV to ﬁxed-pr:l.ce contracts,
| éonﬁraéting officers wills (i) not be required to negotiate agreement on each
individual element of cost; and (i1) be expected to use their Judgment as to
the degree of detail in which they consider the individual .elemepta of cost in
arriving at their evaluaf.ion of total cost, where such evaluation is appropriate,

However, the negotiation record should fully substantiate and Justify the
reasoning leading to any negotiated price,
3
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Part 2 ) an

Cost Principles Applicable to the Settlement of Terminated

Contracts.

negotiation

In the consideration of costs incident to the

of termination settlements, the cost principles

a.nd procedures in the applicable Part of ASPR, Section XV,

shall be use'd as a guide in conjunction with those set

forth below:
(1)

Common Items. The'cost of items reasonably

usable on the contra.ctor's other work shall

not be considered acceptable unless the

- contractor submits evidence that it could

- not retain such items at cost withdtrb sustaining

a loss. In deciding whether such items are

h\

reascnably usable on other work of the contractor,

the contracting officer should consider the

contractor's plans and orders for current and

scheduled production. | Contemporaneous purchases
of common items by the contractor shall be
regarded as evidence that such items are

reasonably usable on the contractor's otherwork,

 Any acceptance of common items as allocable

' to the terminated 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 2

requirements of other work.

2
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(11) _Costs continuing after termination. If in é.
pa;;ticlﬂ.ar case, despite all reasonable
efforts by the contfé.ctor, certain costs
cannot be discontihued 1mediafhel.y after the

'effective_'date' of termination, -such costs
are gené;a.‘i.‘l.yfa.cceptable within the limita-
tions set forth in ASPR XV, and this
paragraph 8-&3, except that any such costs
continuing after termination due to the

negligent or wilful failure of the contractor

shall be considered macce;pta.ble.

(111) Initial Costs, including starting load snd '

' preparato‘ry:costs » are generally accéptablé;
~(A) Sta.rt:Lng load costs are costs of a non-
recurring nature arising in the early stages of

production and not fully absorbed because of the

‘termination. Such costs may include the cost 6f
~ labor and material, and related overhead attributable

‘to such factors as (I) excessive spoilage resulting

production occasioned by testing and cha.ﬁging methods
of processing, (III) employee training, and

(Iv) unfamiliarity or lack of experience with the

. product, materials, manufacturing processes and

techniques.

 from inexperienced labor, (II) 1a1e time and subnormal
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(B) Preparatory costs are costs incurred in !/'\\

preparing to perform the terminated contract, in-
cluding costs of mtia.l plant rearrangement and
alterations, mgnagement and personnel}orga.nizaﬁion,
production planning and similar activities, but
excluding special zﬁachinery 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 o

high wnit cost incurred during the early stages of .'

the contract. , B
(D) When the se_ttlexﬁent proposal is on

the inventory basis, initial costs should nommally

be allocated on the basis of total end items called

for by the contract imediatelybprior to termination;

however; if the contract includes end items of a
diverse nature, some other equitable basis may be .
useﬁ., such é.s mach:;.ne or ia.bor hours.

| (E) When iﬁiﬁialcosts are includéd in the
setrt_:lanent proposal as a direct charge, such cosfs
shall not also be included in overhead. |

" (F) Initial costs attributgble to only one

| contract shall not be apportioned to other contracts.

i
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(1v)

(v)

Loss of useful value of specié.l tooling,

special machinery a.nd.eiui@nen‘t 1s generally

accep table: provided (A) such special tooling,

‘machinery or equipment is not reasonably capable

of use‘in fhe other work of thé crontra.ctor;

(B) the interééf of the Govermment is protected
by transfer of title or by other means deemed
appropriate by the contracting officer; and

(C) the loss of useful value as to any one
terminated contract is limited to tha.t por'tion
of the acquisition cost which bears the sa.me
ratio to thg total acquisition cost as the
terminated portion of the contract bears to

the entire terminated contract and other

Government contracts for vwhich the specilal

 tooling, special machinei-y'a_.nd. equipment was

-acquired.

Rental coéfs under unexpired leases are generally

a.cceptabie where clearly shown to have been

_ rea.sona.’bly necessary for the performance of

- the tem.:!.na.fed. contract, less the residual

value of such leases, if:

(A) the amount of such rental claimed does not -

exceed the reasonable use value of the property leased .

for the period of the contract and such further period

as may be reasonable, and
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(B) the contractor makes all reasonable effort

to terminate, assign, settle, or otherwise reduce

the cost of such lease.

(vi)

There é.lso ma.y be included the cost of altera-

-tions of such leased prolierty, provided such

alterations were necessa.rjr for the performance

of the contract, and of reasonable restoration -

-required by the provisions of the'lease.

: Settlement expenses including the following

are generally acceptable:

(A) accounting, legal, clerical, and similar

costs reasonably necessary' for (I) 'the preparation a.nd.

presentation to contracting officers of settlement =/

claims and supporting data with respect to the terminated

portion of the contract, and (II) the termination and

‘settlement of subcontracts; and

(B) reasonable costs for the storage,

transportation, protéct:l.on, and disposition of property

acquired or produced for the contract.

(vit)

Subcontractor claims, including the allocable

portion of claims which are common to the
contract and to other work of the contractor

are generally acceptable.
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- Part 3

8-302  Cost Principles Applicable to the Settlememt of

Tenminated Contracts. See ASRR 8-213.

Reference Changes
8-303(a)

8-30k(v) (1i1)

8-5030 5

Page:83l - Line 4 change parenthetical feferen:e
8-302(b) (27) to 8-213 (vi).
Page 832 - Line 3 change parenthetical reference

8-302(b) (13) to 8-213 (ii1).

-8-302a (l)(a.)(ii) to 8-213 (:L)

' 8-701 Clause par(

8-703 Clause par(

£) - Page 862 Line 3 change reference 8-302 to
8-213.

f) - Page 872 - Line 3 change reference 8—302 to

- 8-213.

" Page 841 - Line 5 change paranthetical reference
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UNDERLYING CONSIDERATIONS IN THE DEVEI.OHEENI‘ ,
OF N
A COMPREHENSIVE SET OF CONTRACT COST PRINCIPLES

'OBJECTIVE

To adopt a uwniform set of contract cost principles, applicable alike
to cost determinations and cost estimates in those situations in which
costs are a factor in pricing.

. DEFINITION AND USE:

A listing and definition of individual elements of cost and statement
of conditions of allowability or una.].lowability thereof applicable to all
situations in which costs are useful, as follows:

a. For incorporation by reference to cover reimbursement in cost-type
contracts and in the determination of formula termination settlements, and

"}}: b. For use by ‘-

\'/ (1) Contractors in providing pricing, repricing, and termination

settlement proposals;

(2) -Audit agencies in their advisory capacity of providing
accounting information;

(3) Contra.ct:lng officers in any evaluation of cost infomation
vhenever such information becomes a significant factor in
pricing or termination settlements. .

~ CONSIDERATIONS: g S N

a. Cost treatment should be equalized between the several types of

- contracts so that one type of contract will be neither less nor more

attractive to a contractor or to the Govermment, by reason only of the
cost treatment. Thus, the selection of contract type can be based upon
the merits of the negotiation, i.e., the conditions surrounding the

required product or services and the extent of any contingencies covering |

&

risks, rather than external influences arising out of cost treatment.

b. Risk in the form of a contingency principle ought to be recognized.
in those instances in which there is risk exposure.

¢c. The objective ought to be faimess and equity in the development of
"one".set of cost principles. We should not deny or restrict allowability
of a cost, otherwise fair, bwuon of reasonableness, in some
i.nsta.nces » mBY be difficult. A . v

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

question. This conclusion requires adoption of a definition of "reasonable"

and "allocable™ &n application of these definitions in the elements of
cost. ~ N " ——

e. Uniformity of cost treé.tment and cost result are important objectives.
However, they should not be achieved by arbitrary formulae in terms of allowa- SN
bility and by unnecessary :Lurposition of accounting methods and techniques.
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SECTION XV
CONTRACT COST FRINCIPLES

Part 1 - APPLICABILITY

O/J. sﬁ}— 5-10 Scope of Part. This Part prescribes the use of the cost
I ™ Principles a.nd standards set forth in the sevex'a.l succeeding Parts of this

'Section in contracting and subcontracting a.nd delineates the nature of
such use under different circ\mstances.
v ' _ 5-101. Use. Part 2 1is prescribed for use as follows-
-: (a) It shal.l be used as a contractual basis, by mcorporation
by reference in the contract, for detemination of: ,

(1) Reimbursable costs under cost-reimbureaent type
contracts, 1ncluding cost-reimbursment type ;
eubcontra.cts thereunder, ' , A )

. | | - (2) Reimbursable costs under the coet-reimbursement
N part of time and materials contracte, and
(3) Costs of terminated contracts of the type set forth
. in (1) and (2) above.
(o) It shall be used in fixed-price type contracts as general
guj.da.nce in tﬁe negoﬁia.tion_ of fair' and reagsonable prices rather than as
a'r-. prescribed baein for detemining such prices. In this re:pect, ‘th_e »
- policiel and procednres eet forth in ASER Section III, Part 8, are
overn.ing asd shall be followed. The degree of use of the principles
. in Pu't 2 in fized-priee type contracts is dependent (1) on the
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circ\mltanceu of the procurement and (ii) the form of tixed-price
type contract s 88 follcwr .
‘ (1) In foma.uy advertised contracts, Part 2 is
mpplicable.
(2) In m fixed-price type negotiated contracts ’
~ where, according to ASFR 3-808.3, cost analysis is
required, Part 2 is to be used primarily as a means
of determining the pecessity for certain costs, and

their reasonableness and a.llocabilitl, rather than

as a primary basis for arriving at a price. I'om'ulsf
type pricing, i.e., costs plus proﬁt equals price, '

is improper and shall not be used. Costs are but

one of many factors to be used in the negotiation /“\
of nﬁ;t tixed-price type contractas.

(3) Part 2 is not preséribed, by contract, for use in
ﬁxed-pricé incentive and redeterminable contracts.
Nevertheless, because of the major significance of
costs in the establishment of pﬁces under these »
types of contracts, the use of Part 2 in determining
allowabiliﬁy-oﬂ such costs ,mnﬁ, of necessity, be }fwr-ﬂ-’-‘*]
patterned after 1ts use under . cost-reimbursement “ |
type contracts. Howéver, since incentive and
red.eterm:l,ﬁable contracfa are basically of the fixed-

&
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| jrice type, the fact that a specific item of cost
is set forth as "unallowable" in Part 2 shall not,
except as set forth in (4) below, preclude special "
v :considemtion of such an item vhen requested by the
contractor on _the-'basis ‘that it contributes to the
perfom#nce of thé contract. This paragraph (3)
1s equally applicable to terminations of incentive
and redeterminable contracts.
(%) Notnthatanung (2) and (3) above, certain iteums"
of costs are mppropriate for inclusion in Goverment
contracts as allova.ble items of eolt, rega.rdleu orr |
the type of contract. Therefore, to tha extent ,
_cost analysis is required in fixed-pricé type c¢ontracts, |
the rules of non-allowability, set forth in Part 2
as to the following items, shall be applied precisely
as requﬁe& for cost-reimburseinent type contracts:
a. Federal Income and Excess Profit Taxes. |
~b. Entertaimment expenses. o
c. Fines and Penalties.
(c) Costs under temimtions of m fixed-price type

| -eontruetl, advertiled or negotiated lhall be governed by Part 2, subject
%o thc spec:lal provision. pemining thereto set forth in ASFR Section XV,

Part 5. (THEIS WILL REQUIRE PICKING UP FROM SECTION VIII APPLICABLE
PROVISIONS PERTAINING TO TERMINATIONS OF STRAIGHET FIXED-PRICE TYPE CONTRACTS).
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‘Proposed Amendments to Draft Dated 21 August 1958
»15-00_0 Scope of Séction. | This Section contains general cost prin-

ciples and standards for use in connection with (1) the determination of
coste under cost-reimbursement type contracte, (11) the utilization of

cost data by contracting officers in the negotiation of fair and reaeonable
prices under the various types of fixed price contracts, and (iii) the |

i toln ot A_
- dm preparation and .preeentation 2 cost estimates by prospective contractors,
f £ contractors, and subcontractors, A
‘ Part 1 - App]icability L
. _ | 15-101 Scope of Part. This Pa.rt prescri‘oes the use of the cost

principles -and standards set fortl; in the eeveral succeeding Pa.rte of this
Section in contracting and subcontracting and ‘delinea.tes. the nature of
such use under different circumstances, |
15-101,1 Use. -_Part 2 Ais prescribed for use: |
_ (1) As a contractual basis,by incofporation by reference in the
contract, for determination of: -

(A) reimbursable coets 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-reimbm-senent contracts;



. terminations when the amounts thereof are determined

unilaterally by the contracting officer in accordance

- with ASPR 8-209.7(a).

(D) the detennination of final overhead rates.
0w (11) By contracting of ficers in the evaluation of cost data in LovwECTi6
wiTh f:.xed-price incentive and redeterminable type contractf and

negotiated termination settlement agreements, as follows:

,.
L.

(A) In Retrospective Pricing and Settlements, In negotiating -
firm fixed prices or settlements for work which. has beanr
completed or substa.ntially completed at the time of

negotiation (i.e. , final negotiat!.ons under ﬁ.xed-prlca

mcentive contract, redstermination of price. arter com'.__. v "
: . | o : , ple‘bion of the work, or negotiation of a settlanen‘b A
‘ : agreemant under a contract tem:.nated' for the corrvenience
of the Govemmeﬁt) s ’the ﬁr’eatmen‘b» of costs is a iajor
factor in arriving ﬁt the amounﬁ of the price or settle-
menﬁ. Accordingly, ASPR Section XV, Part 2, shall s‘efve
as the basis for eiraluatiqn of cost data (but see para-
graphs (C) and (D) below), However, the i’inally. agreed _ 7
’ price or settlement represents something other than the |

WJ) ?r’\¢F‘f
S actotal fsum of acceptable costy, since the .f.‘inal price

*

- . accepted by ea.qh party does not necess_arily reflect
agreement on the evaluation of each element of cost,
‘but rather a final resolution of ali_fssues in the

‘ negotiation process,




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

~

”i ;%“{Lli‘“ in forward pricing (i.e., an intermedlate price revision
. covering, in whole or important part, work which is yet
to be performed or a target price under an incentive
contract), ASPR Section XV, Part 2, shall be utilized to
provide general guidance 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 ITI, Part '8, are governing
and shall be followed, . The extent to which costa”- l,
influence M \prlcing varies greatly from case to a -
case. In negotiations covering future work, actual.co;té“};;gg
cannot be known and_ths’impdrtance of cost estimates
depeﬁds on thg circumstanceé. The contracting officer
‘must consider.ali the factérs affectiﬂg the reasonable-
: neqs of the total proposed price, such as.the technical,
production or financial risk assumed, the éomplexity of
work, the extent of competitive pricing, and the
contractorts recOrd.fpr efficienéy; economy and ingeﬁuity;

S as well,és.available tost estimates. He mﬁst be free

:‘; to bargain for a total price which equitably distributes
the risks between the contractor and the Government and
pfovides incentives for efficiency and cost reducticﬁ.'

‘In negotiéting such a pricé, it is not possible to

_ N L
th . v identify the treatment of specific cost elements since the//g\\

3

/ bargaining is on a total price basis,

3
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(D)

In view of the considerations set forth above, the .

contracting oi‘ﬁcer:-will not be required to specifically

" evaluate and eecplain the treatment accorded each
individual item of cost in eubstantiating the justi-
- fication of a pi'ice. _
Pa.rt 2 is not prescribed by this regulation for

(7 incorporetion in fixed-price incentive and redeterminable :

\ type contracts. While recognizing the significance of

~ one of negotiating a fixed 'pf'.l.ce ra'ther'tha.n.the -

\

costs in the estab]ishment of pnces under these types
of contracts, the use of cost principles in such

situations must be flexible because the problem ia RS

determination of allowable or una]low_aple costs;._‘ L

5 [/Eince fixed-price incentive and redeteminable‘tjpe'

contracts are basically of the fixed-price type,

nothing in this Part 2 shall be construed as preventing

the subnd.e_sion'by contractors 'of requests for considera-

pes
I,

~ tion of any item which is considered by the contractor .

to contribute to perfomance of the contract. Such

requests shall be in add:.tion to and shall bve

- specifically excluded from the development and submission
':"'of cost data and price analysis contemplated by |
- ASFR 15-101,1(1v) below. Such 1nfonnation may be taken

into consideration by the Contracting officer i.n
determning the overall price to the extent approprlate

to the circumstances of the par'ticular procurement,

S



(1ii) By contracting officers in the negotiation of fimm fixed-price /—e\

e | type contracts.

_-:E.- In negotiating" firm fixed-price type contracts, (including
‘those containing escalation provisions) and the
3 B _ : non-cost-reimlcursement portion of time and materials
| T W fp | 'contracts,- tne usev_vof cost analysis as a pricing aid is
3~ ¢ ¥.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
N ' . ) :

ff ‘é : | of pricing‘ enumerated in ASPR Section III, Part §, will R
t“}i . 7(Qnot be adequa.te. In these instances, cost estimates ‘can (
N E | be of assistance in the negotiation of a fair and reasonable
. \\[;:g o price- however, primary concern is with the level ot | »
| é\ . ' estmated cost and secondarily' with the types of costs /&\
=3 f included in the estimates. These cost ’estimates will -
N é _usually require evaluation primarily on a cost e&@ 3—
' \:}\\ - basis, 8.2+, the reasonableness of the total labor

estimate giving consideration to total estimated manhours
or the reasonableness of the overhead f:.guree on a rate i
basis. In this connection, the general principles set

_ forth in ASPR 15-201, 15-202 and 15-203 should be

R utilized to the maadmmn degree practicable.

(iv) By contractors, prospective contractors, and subcontractors,
as a basis for the development and submiss:.on of coat data

- and price analyses to contracting officers for the purpose




-

i

,.
RO

L4

.above,

- of negotiating estimated costs undér cost-reimbursement type
wi 2 E .'_,'contra.cts or prices under fixed-price type contracts, with
':}'4'.".—.*?1".1'13 éxc‘aption of those proposals expected to lead to the

negotiation of firm fixed-prices where the prices are to be
esﬁablished prior to or at the‘outsét- of the work, The
above exceptioh includes fixed-priée contr#cts_ containing
escalation provisions and the non-cost-reimbursement portion
of time and materials contracts,

(v) By the Audit Agenéies in their advisofy capacity of

. - DYie ) ' .
providing accounting:\\in the situations enumerated in (iv)

epeng .

RENT
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Part 1 - Applicability

1210]. Scoge of Pa.rb This Part prescribes the use of the cost

principlu end standards set forth :Ln the several succeeding Parts of
thia Section in contracting and subcontra.ctins and delineates the na.ture '
of such use under different eircumstancee.

15-101.1. Use. Pert 2 13 prescri‘bed. for use:

" (1) As a contractual basis, by incorporation by reference in the
contract, for determination of: |
(A) reimbursable costs under coet-reinbursenent type contracts
including cost-reimbursement type subcontracts there\mder,
the coet-remburaanent portion of time and ma.ter:l.a.ls
contra.cts and costs of terminated coet-reimbnraenent contrnete. .
(11) With respect to (1) above the decisions set forbh in this. Pa:.'t 2
as to tma.lloveb:l.lity bave been dictated ‘oy a vnriety of reasons ’
- including the edministrat:l.ve d:l.fﬁcu.‘l.ty of controlling certain
expenditures. Accordingly, nothing in this Part 2 shall be
. construed as prevent:l.ngthe submission by contractors of
requests for epecﬁ,el’ consideration of any expenses for which
the contmctoi' would not otherwise be reimbnreed..' Such
requests shall be in addition to and shn].‘l. be speciﬁ.ca.uy
L " excluded rran the d.evelopnent and submission of cost data.
T In determiining the fee to be paid, contracting officers are
o ‘authorized vhere they consider it appropriate to do so to
include a factor vhich will give recognition to any legitimate
confnactor expenses when such-exyensee are reasonable under fhe

circumstances of particular procurements.
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(111) Tnder fixed price ‘ype contracts the objective is the

’ negotia.tion of a mutuau:r satisfactory price or settlement

| - rather than the detemination of a.uowability or unallowa.bility
of individual cost 1tens. Accordinsw, under such fixed
price type ccntra.cts, the principles 1n this pa.rt are
mtendgd to a.fford. geneml gu.i.da.nce only to (a) contractors
in the preparation and submission of cost representations,
(b) auditors in the rendition of advisory audit reports,
ana (c) contract:l.ng. officers in their considerations of
cost da.ta :an:ld.ent to the negotiation of contract pricee.

12101.2 "Allova.hle a.nd. "!ma.llm'ble in Connection with F:!.xed Price
Type Contracts. As used. in ASI’R, Section XV, Part 2, the words "allorvable,

"\hﬂléﬂbie, end the 1:I.ke, shall, in connection with any ﬁxed-pr:lce type

contract, mean a.c_ceptable," 'f}macceptablg, and the like,
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Part 7 - Fixed-Price Type Contracts

lé;lOO Scope of Part. This Part sets forth the guidelines to be

ﬁsed.faf’thc ovaluation of costs in negotiated fixed-price type contracts,

including terminations thereof, in those instances where such evaluation

is rqguired to establishgprices for such contracts., “Fixed-price type“

contracts include, for purposes of this Part, the following.
(1) firm fixed-price contracts (ASFR 3-403.1)
(11) fixed-price contracts with escalation (ASFR 3-403.2)
(i11) fixed-price contracts providing for the redetermination
of price (ASFR 3-403.3)
(iv) fixed-price incentive contracts (ASFR 3-403.L) s
}(v) nonscgst-reimbursabla portion of time and matcrials f}’=.
contracts (ASPR 3-405,1) | ‘ |

15-701 Basic Considerations, (a) Under fixed-price type contracts,
prices, not separate elemén$s of cost plus profit, are to be negotiated,

A negotiated price is the basis for payment to a contractor under fixed=

| price type contracts; allowable costs are the basis rof reimbursement

under cost-reimbursement type-contracts. Accordingly, the policies and.
procedures of ASPR Section III, Part 8, are governing and shall be followed
in'the negotiation of fixed-price type contracts.

- (b) 4e recognized in ASFR Section III, Part 8, there are within

l'the fixadpprice type category of contracts certain situations, 99T,

incentive‘and redeterminable contracts, in which costs are a significant
factor in the negotiation of prices. In such situations, costs mist be

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

TAB C
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appropriate in neéotiating fair and reasonable prices, However, since ,~ .
jhc bc.cic;.objectiire, even in these situ?.tions » 1s the negotiation of a
price rather than the determination of allowable and unallowable costs,
the use ‘of cost principles must be flexible, . '
15-702 Cost Principles and Their Use, (a) _Wheh_, pursuant to

. ASPR 15-701, costs are to be conéidered in fixed-price type contracts s

Section XV, Part 2, shall be used to provide general guidance in the
| consideration ofvcoét data in condunctiod witli other pertinent considerations
as set forth more fully in ASPR Section III, Part 8, required to establish
a fair and reasonable price, '

(b) In using Part 2 of this Section XV for general guidance 5.

contracting officers are not necessai;‘ly required t

—

‘each individual item of cost (as is required for cost-reimbuisament type

contracts) in establishing a price, nor shall they be required, in sub-
stantiating or justifying a negotiated price, to explain the treatment |
accorded each such item of cost. Notwithstanding the abova,‘contracting
officers are required to fully substantiate ard ;justify any negotiated

price = -~ bjeres

3(,4,&» ASPR 3 - ?H

e : g . ' 3
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SECTION XV

‘. | . CONTRACT COST PRINCIPLES

15-000 Scope of Sectiones This Seotion contains general cost pi'inoiples o

o ._and standards in oonn;eotionvwith (i) the determination of historical costs,
(ii) the preparation é.nd presentation of c‘o.?:t estimates bir oontren.ctors. and -
. suboontraoi:ors, and (iii) the review, a;udit end evaluation of cost data; in
b the negotiation and administration §f Go,vez"nment oontracts and subcontracts
thereﬁ.nder.
’ Part 1 - Applicability |
15=-100 vSoope of Parts 'This Part presori‘uea thev dirox.nnévta'n‘oes ﬁndef ‘_whiéh
' - the o‘oSt principles ‘a:_ld. standards set forth 'in.tl;é several auooeéding Pa.i't:s“ |
‘ _of fhis Seotion shall be 'uégd in cént’;e.o‘hing and subcohtraotiﬁg and th‘e‘nature
| | of that usé. _ | -
- : '15-1'.61 Appli_.c,abilit&' of Part 2, (a) Generales In all contraots desoribed
in ASFR 16-200, ASPR, Section XV, Part 2, shalls .
| (1) ve ihodrpérated by refe'rence'so as to provide the contractual
basis for a.scer‘ba.ining -
(A) reimbursable oos‘ts under cost-reimbursement type contracts
 and the ooéterembﬁréement poréiﬁﬁ. of time and materials
oontfa.ots. and ‘ o | ‘ 7
(B) .costs which will_be allowed by the contracting officer in
un;l.laterally Vdeterminihg the amount due the contractor
under a fixed-price ty;}e contz;e.ot terminated fér the
’ S : | convenience of the Government or a terminated cost-
.l . reimbursément type oonfraot; |




<

Craft

10 September IQ;ZQN\

(ii)_‘serve as the basis for =
i (A) the develofment end submission of cost data and price
analyses by coﬁtraoters and prospective contractors in
support of prioing,;refricing, negetiated overhead
retes, feqpeets fof progrese peyments, and termination
settlement proposala;“ |
.(B) the evaluation of cost information by contracting
officers in the negotiation and administration of
‘contraots, whenever such information becanes a factor
in pricing, reprieing, eetablishing overhead rates,
dispoainé of requests for progress payments, or settle-
ment of termination claims by agreement;
(c) the resolution of.questiOns of aooeptability of //—\\
”speoifio items of cost in retrospective prioing; |
(D) audit reports.pfe;ered bj audit agenoiee in their -
advisory capacity of providing accounting information; and
(ii1) serve as a guiﬂe for the resolution of questions of aooeptability'
of specifio items of costs in forward pricing when such costs

have beoome an issue.

(b) Use in Retrospective Prioing e and Settlementeo In negotiating firm

fixed prioes or settlements for work'whloh has been completed or subetantially

campleted at the time of negotiation (e.g., final negotiatlons under fixede

price incentive contract, redetermination of prioe after ocompletion of the work,

L

' negotiation of final overhead rates, .or negotiation of a Settlement egreement

™
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under & ocontract terminated for the convenience of the Government), the treat-
ment of costs is a major factor in arriving at the amount of the price or settle

mente Accordingly, ASFR, Section XV, Part 2,_she11 serve as the basis for

the development and evaluation of cost data, and in any event for the resolu=

tion of questions of acceptability of eests‘inAretroapeotive prioinéa However,
the finally agreed price or settlement repreeents something more than the sum
total of aoceptable costs, since the final price accepted by e ach party does not
necessarily reflect agreement on the evaluation of each element of cost, but.
rather a final resolution of all issues in the qegotiation processs -

(¢) Use in Forward Pricinge To the extent that costs are a factor in

~ forward priciﬁg, ASFR, Section XV, Part'Z; shall apply ﬁo'the develorment and.

evaluation of ocost datas The extent to which costs influence forward pricing
varies greetly from case to cases In negotiations covering future work, eotual ,
oests cannot be known and the impofﬁenee of cost estimates depends on the cira.
eumstahoee. The ocontracting officer must consider all‘the factors affeoting the
.feaaenableness‘ef the total propoeed_prioe, such as the technical, production
or finaﬁoial risk‘assumed, the ocmplexitonf work,.the exteﬁt of ccmpefitive
prioing, and the contreotor's record for effioiency, eoenemy and ingenuity, as
well ee'available'cost estimatess He must be free to bargain for a total price
which equitably dletrlbutes the rieks between the oontraetor and the Government
and provides inoentives for effioiency and cost reduction. - In negotiating such
a prioe, it is not possible to identify the treatment of specific cost elements
since the bargaining is on a total price basise Thus, while Part 2 will be used
to~develop end evaluate cost data, it willinot.contrel negotiation'of'priees for

work to be performed in the future (e.g., negotiation of a firm fixed-price
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contract an intermediate price revision covering, in whole or important part,

. work‘whiohvié &at to be performed, or a target price under an incentive contract,

_provisions of ASFR 154101, general principles and standards for the evaluation

Nevertheless, when the question of acceptability of a specifio item of cost
becomes an issue, Part Z_Will serve as a guide for the resolution of the issue.

(4). "Allowable" and."Unanowable"' in Connection with Fixed-Priée Type

Contracts.e Ag used in ASPR, Seotion XV, Part 2, the words "allcwable," "unale

lowable,“ and the like, shall, in connection with any fixedpprics type contraoct,

" "unacceptable,” and the like.

mean "acceptable,
Part 2 - Prinoéples and Standards Applioable
to Supply, Ser7vics, and Research ami
Develupmsnt Contracts with Commeroial
Orgenizations

15-200 Soope of Parts This Part contains, for use in accordance with'fhe ‘

A : 7N
and determination of costs in ocomnection with supply, service, and research and

development contracts, other than (1) such contracts with educational or other
nonp:ofit inétitutipns, (ii) construction oanfraéts'and contracts for architeot-
engineering services related to construotion, and (iii) faoilities oonfraots and‘
clauses in supply or service contraots providing for the furnishing‘of faocilities.

15-201 Basio Considerationse

‘ 15-501.1‘ Compoéition of Tofal Coste The total cost of a contract is th§
sum of tﬂgvallcwablé direot and indirect o;sts_allbcable to £he contract, in-
ourred or to be incurred, lesa any'al1ooab1e oreditse In asoerfaining what
oonstitutes oosts, aﬁy generally accepted meth;d of defermining or estimating
costs that is equitable under the oircums tances may be used, including standard

costs properly adjusted for applicable variancese

TN
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15-20142 Fgotors Affecting Allowability of Costse Factors to be considered

in determining the allowability of individual items of cost inolude (i) reasonn»

 ableness, (ii) allooability, (11i) epplication of those generally accepted

aocount:ng prinoiples and praotioes appropriate to the part*oular oiroumstances,
(iv) significant deviations from the established practioes of the contractor

whioh would substantially inorease the ‘oontract costs, and (v) any limitations or

" exoclusions set forth in this Part 2, or otherwise included in the contract as %o

types or emounts of cost itemse

lg:gg&;g Dofinition of Reascnablenesso A ocost is reasonable if, in its

nature or amount, it does not exceed that which would be incurred by am ordi=-

narily prudsnt person in the oonduct of oompetitive businesso The question of

the reasonableness of speoifio oosts must be eorutinized with perticular oare in

noonneotion with oompanies or separate divisions thereof which are'not eubaeot to

competitive restraints because the prependeranoe of their'business is with the
Govermment or neoause of any other reason. .ﬂhst is :easonable depends upon &
varietj of oonsiderations and oiroumstaneesAinvolving both the nature and.amount
of the cost in question. In'defermining nhe‘reesonableness.of a given cost, |
oonsideration shall be given to1t o |
- (i) whether the cost is of a type generally recognized as ordinary |
.'and.neoessery for the oonduot of the oontraotor‘s business. and
the performance of the contraot; v |
(i1) the restraints or requirements ‘imposed by suoh faotors as
generally aoeepted-eound buslness practiees, arm's length bar-
gaining,‘?ederal and state laws and regulations, and contract

terms and specifications; and
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(iii) the action that a prudent business man would take in the cire /
”cumstances, considaring his responsibilities to the owners of
" the business, his employees, his customers, the Government and
the public at larges ’
1520104 Defiﬁitidn of Allocébili@yp A cost is gilooable if it is assigne ~

able or chargeable to a partiocular cost objective, such as a contract, product,

prédunt lihe, prooeﬁs, or oiass of ocustomer orvactivityg'in acoordance with the
relative benefits received or other equitable relationshipe Thus, a cost is
allocable to a Government contract if its
‘(1) is inourred specifically fof the ocontracts
(11) benefits both the contract ahdiothér work or both Government
work and other work and can be.distributed to them in.reasdnf
able proportion to the benefits received; or | N
(1i11) 1s necessary to the over-all operation of the business,
although a direct relationship to any particular cost objeotiva
oannot be showne |

'16=201,6 Creditse The applicable poftioh of any actual or anticipated

income, rebate, allowance, and other credit relating to any allowable oost, I'Gw
ceived. by or accruing to the oontraotor, shall be oredited to the Government
either as a cost roduotian or by oash refund, as appropriateo

15-202 Direct COStS.

(a) A direct cost is any cost inourred or to be inourred solely for the

benefit of a single cost objective. Classification of an item as a direot cost

is not determined by its incorporationlin the end product.as material or labore

N

e : ‘ _ .
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cestsvof the c‘ontract and are to be charged directly theretOo Costs incurred

solely for the beneﬁ.t.of other -worlc of the contractor are direct costs of that

work and' are mot to be charged to the contract directly or indirectlye |
(b) 'I'h:l.s deﬁ.nition shall be app]ied to all items of cost of significant

' amount regardless of the established accounting practices of the contractor

\mfﬁess the contractor demonstrates that the application of his current practice

achieves substantially the same results, Direct cost items of minor amount may
be distributed as indirect costs as provided in ASFRITS~2(02o
_  15-203 Indirect Costs

(a) An indirect cost is any cost incurred or to be incurred for the benefit
of more than cne cost objectives Minor direct cost items may be coneider_ed to be
indirect costs for reasons of practicality. After direct costs have been .d'.eter-

i mined and charged direct]y to the contract or other work as apprcpriate, :Lnd:l.rect
o coste are those remad.ning to be allocated to the several classes of worke |

-(b) - Indirect costs shall be accumulated by loglcal cost ‘groupings with
due consideration of the reasons for incurring the costs wlﬁch are in turn dis-
tributed to the cost objectivee. Eachgrouuing shou®3 be determined €o as to
permit distribution of the group:l.ng on the basis of the benefits accr\ﬁ.ng to t»he

_ eeveral cost objectivese COnmonJ,y, manui‘actuﬁ.ng overhead, selling expenses, and
_ general and administrative expenses are separately groupedc Similar]y, the par-

ticu]ar case may require subdivisions of these grcupings; e.go: bu.ﬂding occupan-
cy coste nﬂ.ght be. separab]e ﬁ'om tbose of personnel adnin.tetration within the
mamfacturing overhead groupe The number and cmnposition of the groupings ehonlﬂ
be gove:med by practical consideratioﬁﬂ #d should be' Sifch as not‘to unduIy cOme
plisate the alldeatitn where substantially' the sate results are a.chieved through

less precise methods,
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v(c) Each cost group:l.ng shall be distributed to the appropriate cost ob,
tives, 'Ihis necessitates the selection of a distribution base common to all
cost objectives to which the grouping is to be allocateds The base should be
selected so as to permit allocation of the grouping on the basis of the benefits |
accru:!.né' to the seﬁ:ﬂ cogt objécf.iirés. This principle foi' selecH on is not to
be applied so rigidlyas to undu.ly complicaﬁ'e the allocation where substéntiam |
the sané results are achieved through less predise methodse

(d) The method of allocation of indirect costs must be based on the [aP=
ticula.r circumsta ces involveds The method sha.li be in accord with those gen-

" erally accepted accounting pr:!.nciples which are applicable in the circumstameso
‘The contractor's established practices, if in accord with such genera.l]y accepted

accounting principles, shall be acceptables However, the methods usad. by the

‘ contractor may require reexanﬂ.nat.ion whenz N

(1) any substantial di fference occurs between the cost patterns
of work under ‘the contract and other work of the contrgctor; or
(11)any eignificant change occurs in the nature of the business,
the extent of submntractmg, f:bnad asset improvement programs,
the i.nventories, the volume of sales and production, mam:fa@ux:l.ng
process'es,‘ the cont:;actor‘s products, or other relevant
R cix.'cxmstax.ces. . _
_ (é) "A base period for ailocation of indirect coéts_ ig the perioci d1ring

~which suéh Eosts are indurréd and accumulated féi' distribution to work perfoi'med
- in that periods The base period or periods sbail be so selected as to represent

the perisd of contract performance and shall be sufficiently long to avoid

N
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Vhen the contract is performed over an extended period of time, as many
such base periodswill be used as will be required to represent the period

of contract performance.

15-201; Application of Principles and Standards.

| 15-20h.1 General .

(a) - Costs (including those discussed in ASPR 15-20L.2) shall not be
allowed except to the extent that they are reasonable (see ASER 15-201.3_) s
allocable (see ASFR 15-201;11), an& determined to be allowable in view of the
other factors set forth in ASPR 15-201.2 . | |

(b) The extent of allowability of the selected items of cost covered
in ASPR lS-ZOh.Z has been stated to apply broadly to nazv accounting eystems

in varying contract situations. Thus, ags to any given contract, the reasonable-~

‘ness and allocability of certain items of cost my be difficult to determine,

perticularly in the case of contractors whose business is predominantly or
substantially with the chernment. In order to avoid controversy and
possible subsequent disallowance based on unreasonableness or non-allocabil-
ity, the extent of allowability of such costs should be specifically dis-

cussed” and agreed to in advance of the contractor's incurring of such costs -

,urﬂer' cost-reimbursement type contracts s fixed~-price incentive contracts ’ and
.fixed-price contracts eubject to price redetermimtion. Any such agreement

' ehould be incorpcrated 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 of the rslated contract. Such items of cost include:
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- (1) use chorges for fully depreciated assets (ASFE 15-204.2(1)(6.
”:(ii) food and dormitory service furnished without coust to
| . eﬁployees or involving significant losses (ASFR 15-20L4.2(n));
(11i) deferred maintenance costs (ASPR 15-20Lk.2 (£)(1)(i1)); .
_(if) pre-contract costs (#SFR 15-20L4.2(dd)); v -
A(v) research anﬂ dévelopment'cOSts (ASFR 15-20h.2(ii)(6));
(i) royalties (ASPR’lB-ZOh.Z (33));
(vii) selling ord distribution costs (ASER 15-20&'.2(1:1:)'(2)); and
(viii) travel custs, 2s related to special or noss personnel move-

ment (ASiR 15-204.2(s3)(5)).

(c) Selected items of cost are consicdered in ASPR 15-20L4.2. However,

ASFR 15-204.2 does not cover every elemert of cost end every situation tha#

miéht arise in'a-perticular_case.v‘Failure to ﬁtéqt any item of cost in '/’*\\
ASHR lS-ZOh.ZAis not intended to imply tihct it is either allownble or unallow~ |
able. Vith respect to all'items, whether or not specifically covered, deter-
mination of allowability shall be based on the principles and standards set

forth invthis Phrt and, where appropriate, the treetment of similar or related

selected items.

15-20L,2 Selected Costs.

(a) Advertisingggoats.

(1) Advertisin; costs include the cost of gdvertlsing medin ord
corollary administratlye costs. ‘Advert.sing medi2 include magazines, news-

)papers, radio and television progrars, direct mail, trade papers, oumdoor

advertising, dealer cards and window dlsplays, conventions, exhibits, free

goods and samples, 2rd sales literzpure. The followﬁng advertlsing costs are
: N
10 ‘
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bonds as bid, performance, payment, _a.dﬁance payment,  infringement, and fidelity
bonds. o | _
(2) Costs of bonding required pursuant to the terms of the contract

are allowable.

(3) Costs of bonding required by the contractor in the ﬂeneral con-:
duct of his business are allmble to the extent that such bonding is in
accordance with sound business practi.ce and the rates and premiums are reasonable
under the circumstances. ‘

(e) Civil-Defense Costs;,
(1)' Civil defense costs are those incurred in planning for, and the

' protection of life and property against, the ,possible effects of enemy atta.ck.

Reasonable éc,sta of civil defense measures (including costs in excess of mormal
plant protection costs, first-aid training and supplies, fire fighting training
and equipment, ﬁosting of additional exit notices and directions, and c;ther
approved civil defense measures) undertaken on the contractof's premises pursuant
to .éuggestions or requirements of éivil defense authoritits are allowabls when
allocated to all work of the contractor. v

.(2) Costs of capital assets under (1) above are ellowable through

' depreciation in accordance with (1) below.

(3) For contributiona to loca.l civil defense ﬁmds and projects, see

(b) below. = ) |
(£) Comgenéagj,on for Personal Services, |
(1) Gemerasl, a. Compensation for personal services includes all |

remuneration paid or accrued, in whatever form and whether paid immediately or
~ deferred, for services rendered by empiayees to the contractor during the pericd
. of contract performance. It includes, but is not limited to, salaries, weges,

12




4
e

e

o Draft ,
10 September 57

(1) edvertising in trade and technical Jourpals, provided
such adnertieing‘doee not offer specific products or
services for sale but is placed in journals which are
valuable for the dissemination’of technical information .
within the contraotor's 1ndustry,

(11) help wanted advertising, as set forth in (gg) below, when

- ccneidered in conjunction with a.lvother recnuitlng costs.

'(2) A1l other advertising costs are unallowable.
(b) Bad Debts. Bad debts, including losses (whether actual or

~estimated) arising from uncollectible customers' accounts and other claims,

related collection costs, and related legal costs, are unallowable. ,
(c) E;ﬁd;_g_gggﬁg Bidding ooete‘ere the coate of prepening bids or

propoeale on potential Government and noanovernment contracts or projects,

.including the development of engineering data end cost data necessary to

support the contractor's bids or proposals. Bidding costa of the current

‘accounting period of both guccessful and unsuccessful bids and proposals

normally shall be treated as indirect costs and allocated currently to all
business of the oontractor, in which event no bidding costs of past account-
ing periods shall be allocable in the current period to the Government con-
tract; however, the con%raetor‘s estatlished practice may be to treat bidding :
coete by some other recognized method. Regardless of the method used, the -
results obtained may be accepted only if'found_tO'be reasonable and |
equitable. | “

(d) Bonding Costs.

(1) Bonding costs arise when the Government reqnires assurance

against financial loss to itself or othere by reason of the act or default of
the contractor. They arise also in instances where the contrector requiresA

gimilar assurance. Included are such
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director.;s' and executive committee members' fees, bonuses, incemtive awards,
employee stock opfion’s s fringe benefits, and contributions to pension, annuity, .
stock-bonus and profit-sharing plans. Except as otherwise specifically provided
in this paragraph '(f') 5 such costs are allowable'to the exb»erit that the total
compensation of indiﬁ'idual employees is reasonable for the sorvices rendered.

b. Compensation is reasonable to the cxtent that the total amount

paid or accrucd, is commcnsurate with compensation paid under the contractor's

established policy and conforms gunerally to compensation paid by other con-
tractors of the same size, in the same J.ndustry, or in the same geographic arca,

for sim.lar services. Componsat:.on will be parbiculerly scrutinizcd to determino

' whcthor the compcnsation is reasonablc in amoumt and is for actual personal

.services, rathcr than a dlstribution of profits, when pa:.d (1) to owners of.

closeltpld corporations, (ii) to partners and sole proprietors, (iii) to
merbers of the immediate familics of persons within (i) and (ii), above, or (iv)» )
to persons who are committed to acquire a substantial nfinang:ia.l interest in the
cont:"a‘ctor'vs e\nterpriser 'In‘ addition,r cqmpensatioh cxpenses nmst'b'e‘p‘articularl&'
scrutihized 1n lighﬁ cﬁ.‘ the presence or abscnce bf the restraints occurring in
the cénd'uct of competit'ive busihess. .

- c. Compc.nsatlon for services rendered paid to partners and sole

proprletors :Ln lieu of salary will be allowed to the oxtent that it is reason-‘

-able and coces not constituto a distrlbutz.on of prof:.ts.

- In addition to the gcneral rcquirem.nts set forth in'a through ¢
above, certain forms of compensation aro subject to furthg:r requirencnts as

specified in (2) through (11) bolow.

13
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(2)? Salaries and Wages. Salaries and wages for current services N

include grose campensation paid to employees in the form of cash, preducts, v.—
services, and are allowable subject to the qpalifications of (y) below.

(3) Cash Bonuses and Amards- Cash bonuses, suggestion awards, and

safety awards, based on production, cost reduction, or efficient management or
performance, are ellowable to the extent paid or accrued pursuant to an
agreement entered into_in good faith between the contractor and the employees
before the services were rendefed,Aor pursgant to an estsblished plan followed

by the contractor so consistently as to imply, in effect, an agreement to make

'such payment.

(4) Bonuses and Incentive Campensation Paid in Stock. Costs of -

bonuses and incentive compensation paid in the stock of the contractor c? of an .

affiliate are allowsble to the extemt set forth in (3) above (including the
incorporation of the principles of paragraph (7) below for deferred bonuses ?/—\\
and incentive compensation), subject to the following additional.reqni:ements;
| (1) valuation placed on the stock shall be the fair market value,
_ determined mpon the most objective basis avaeilable; and |
(11) accruals.for the cost of stock prior.to the issuance of such
| s ‘ stock to the employees shall be subdect to adjustment
: according to the possibilities that the employees will not
| receive4such stock and»their interest in the accruals will

‘be forfeited.

Such costs otherwise allowable are subject to addustment according to the

principles set forth in (7)ec. below. (But see ASPR 15-201; 1 (b).).

- (5) Stoekfoppions The cost of options to employees to purchase

stock of the contractor or of an affiliate are unallowable. N

et

(6) Profit Sharing Plans. For purposes of these principles, profit

S
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sher:.ng plana are divided imto two types, namely, immediate payment plans and

o deferred dlstribut:.on plans. Immediate payment plans include those which provide

for payment (o:f.‘ tho profits being distributed) to the individual officers and

emplo‘yees shortly after detsrmination of the amount dueé to each rather than after

~a lapse of a stated period of years or upon the retirement, death or disability

of the individua‘l officors and umployees. Deferred distribution plans include
thosc which .provide for payment (of the profits beirg d istributed) into a separate
bank a_ccouxrb or fund usually under the control of a trustec, for disbursement to
the individual officers and employces aft.er\a stated pcriod of years or upon their
retirement, deafh or disability; Pr.efit sharing plan costs under plans‘ of the
immediate distrib'ution type are unallowablc. Proflit. sharing plan cost",s'un'der' |

plans providing for deferred dlstrlbutlons will be allawable » subject to the pro-

N '151ons of paragraph (7) below, only in those cases and to the extont the d:.str:.-

but:.ons of benofits are to b made upon or after rctirement, d:.sab:.lrby or death .

of the Vcovered officers and employees.

(7) Deferred Compensation. 2. As used herein, deferred compensation in-

-cludes all remuneration, in whatever form, for services currently rendered, for

’whic_h. the ex:iployee is nct paid until after the lapse of a stated periol of years or

the occurrence of other evemts as provided in the plans ,except"that it does not in-
clude mrmal end of accounting period accruals; ' It includes (i) contributions to

pa;nsn.on, annuity, stock bonus, and profit. sh‘.ring plans, (ii) contribut:.ons to ‘dis~-

ability, withdraWal, insurancc s surv:.vorship, and s:.m:.lar benef:.t plans ) and (iii)

other deferred compensation, whether paid in cash or in stock.
- b. Deferred ccmpunsation, including profit slha‘r:.n'g' plan costs
al_loweble undor (6) above, is allowable to the extent that (i) it is for ser-

ices rendered during the comtract period; (i1) it is , togsther with all

15
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other compensation paid to the employee, reasonable in awount; (111) it is pajf’;\
pursuant to an agreement entered into in good i‘aith between the contractor a.nd; -
emplo&ees before the services are rendered, or pursuent to an established plan
followed by the contractor so'consistently as to imply, in effect, an agreement

to make such payments; and (iv) for a plan which is subjeot to the Bureau of

- »In'terna,l‘ Revenus, it falls within the oriteria and standards of the Internal

Revanue Code and the regulations of the Bureau of Internal Revenus. (But see
ASFR 15-204.1(b).)

' Se In determining the cost of deferred compensation allowable

_under. therocﬁntract, appropriate adjustments shall be made for oredits or gains ‘

“arising out of both normal and abnormal employee f.urnovext » or any other ocontin-

goncies that ocan result in a forfeiture by employeéé of such 4defarred sompen=
sation. Adjustments shall be made only for fori-‘eitures’:whioh direotly- or in—
difeotly inure to the benefit Of the oontré.ctor;' forfeitures which inurp ’tov th
b'enei;it of other employees covaréd by a deferred ccmpensation plan with no ‘
reduction in the contraétor'# -éosts will ﬁot nbrmally give rise to adjustment in

contract qosts; Adjustments for normal employee turnover shall be based on the

 contractor's experience and on foreseeable prospeots; and shall be rei‘le'oted.

in the amount of cost ourrenfiy allowablee Such adjustments will be unnecessary . .

“to the extent that the contractor camn demonatrate that its contributions take |

into aégoui;t normal _fdrfeitures_. Adjustxﬁehfs for possible future a.bnormal- for-
feitures shall be éff_eote& a.o'c.ording‘té the following ruless
| - (1) ebnormal forfeitures that are foreseeﬁble and which can
- be currently evaluated with reasonable accuracy, by
actuarial or other sound oomputation,‘ shall be re'fleolted
by an adjustment of ourrent costs otherwise allowable; and.,/\g
(11) abnormal forfeitures, not within (_i) above, may be made ‘

the subjeot of agreement béi:wee‘n the Govermment and the
16 :
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contractor either as to an equitable adjustment or a |
nethod of dqtérmining such adjustment.
de. In determining whéther déforred compenséiion is for services
renderced during the contract perid&_pr is fbr future services, éohsiéeratioh :
shall be given to conditions'imposed upon evcﬁtual pajmeht,usuch as, requircments
of continued employment; consultationvafﬁer-retirement, and covenants not to com-
péte. Similar consideration should be given to0 ‘the cost of past service credits
of pensioh'and annuity plans.

(8) Fringe Benefits. Sec (0).

(9) Overtime, Extra-Pay Shift and Multi»Shift Prumiums. See (y).

(10)' Training amd Education Expensese. See'(qQ).

. (11) Insurance and Indemnification. See ().

(g) Contingencics.

(1) A contingency is a possible futurc evemt or condition arising
from presentlyvkncwn'or unknown causeé, the outcome of which is indeterminable
at a present time.

| (2) In historical costing,'i.e.; costing as rclated to past events or

expericnce, contingencies are not allowable.

(3) ‘in connéctidn with eétimates‘of future costs; continéenciesvfall

into twévcatégorigs: ' _‘ | | |

o  ;%’  (1) - those which may arisezf:om p:esently known andvexisting
- conditichs, the éffects of ﬁhich.are foresceable within
rcasomble limits of accuracy; e.g., anticipated costs of
rejeccts and defective wqu; in such situations ﬁhere they
exist, contingencies of this category are to be included in-
the estimates 6f fuiure cost so as to provide the best
estimate of performanée costs, and"

17
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(11) those which may arise from presently known or unknown ;/;ﬁ\\

conditions, the effect of which cannot be measured 80 )
precisely as to provide equitable results to the con- |
tractor and to the Government; éeg., resuits of pending
litigation;:and other general business risks., Contin=-
genoie#-of‘this oategory are to be excluded from cost
estimates under the several items of cost, but should

be disoloﬁed separately, including the basis.uppn‘which
the cohtingency is oamputed in order'té facilitate the

negotiation of appropriate contractual coverage (see, for

example, (p), (£), and (mm) below)e

(). Contributions and Donationse Contributions and donations are !
unallowables. A | R h : ' | .//;;\

(1) Depreciations

(1) Depreciation is a oharge to ocurrent operations which distributes

the cost of a tangible oapital asset, less estimated residual value, over the

. estimated useful 1life of the 2sset in a systematic and logical manner. It does

not involve a process of valuatione Useful life has reference to the prospective
period:bf economic usefulneas in the particular contractor's operatidns as dis-
tinguished from physical life. .

..~ (2) Normal depreciation on a Gontractor's plant, equipment, and other

capital faoilities is an allowable element of contract cost; provided that the

amount thereof is computeds
(1) upon the property cost basis used by the contractor for
Fedaral income tax purposes (see Section 167 of the Internal

. 7N
_ Revenue Code of 1954); or

18
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' ‘ | (ii)_ in the case of nonprofit or tax-exempt organizations‘, upon
‘ | | a. propért& cost basis which could have been used by the
oontragfor for Federal inéome tax purposes, had such
organizatioﬁé been subjeot to the payment of income tax;
- | » - | and in '_eithe:r oase. | | ' | |
(:!.ii) by the oconsistent e.pplioa;tion to the a.;s.sets conocerned of
any generally e.ocepted aocounting method, a.ndrsubjeot to
the limitations of the Internal Revenue Code of 19564,
inoluding == |
(A) the straigh‘b line method:
(B) the deoli.ning bale.noe method, us:.ng a ra.te not
| eeto‘eeding twice the rate whioh would have been
‘used had the annual allowanoce been o cmputed undér, ._
. S - | the method deseribed in (a) above;
| (C) +the sum §f the years-digits method; and |
- o .. (D) any other consistent method productive of an annual
" allowance which, when added to all allowances for
the period aommencmé with the use of the .property ‘
- a.nd inoluding the current year, doea not,v during ‘the
first two-thirds of the useful 1:lfe of the property,
exceed the tota.l of such allowanoea whioh would have
: been used had such allc:wa.noea been oomputed under the
method desoribed in (B) abovee
(3) Depreo:.a.tion should usually be allooated to the contract a.nd
other work as an indirect ocst.' The amount of depreoia.tion allowed in a.ny
. o accounting period may, consistent with the basio objeotives set forth in (1)

~ above, vary with volume of production or use of multi-shift operations. '
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(4) - In the case of emergency facilities covered by certificates of/”‘\

‘necessity, a contractor may eleot to use normal depreciation without requesting

a determination of "true depreciation” or may elect to use either normal or
"true depreciation" after a deferﬁinet’idn of "true depreoiation" has been mads
by an Emergency Fa._oili"l:ies. Depreoia'l;ion Boarde " The mefhed elected must Be
followedv oonaistentiy'throﬁghout vf.he life of the emf-xrgenoy faoility. Where
an electien is made to use normal depreoiati_on, the amotint thereof for both the
emergency period and the post-emergency period shall be computed in accordance

with (2) abovee. Where an election is made to use "true depreciation,” the

amount allowable as depreciation:

| --(1) with respect fo the emergehcy pericd (5 years), shall be
_computed in accordance with the determinatieh of the ;
Emergency Facilities Depreciation Boe.rd:v and

(i1) after the end of the emeréenoy period, shelil be cemputed' bh ’
distributing the remaining undepreciated portion of the cost
of the emei'genoy facility over the balance of its useful life
(but see (8) belew) 3 g‘ rovided‘:the remaining end.epreoiatedb _ |
portion of Asuoh'oost shall not inolude any amount of un~
recovered "true ‘ depr:eoiation." | |

(5) Depreoiation on idle or exoesa facilities sha.ll not be allowed

exoep‘b on such faoilitiee as are reasonably necessary for ourrent and immedie

‘ e.tely proepeotive productione

(6) Yo depreeiation, rental, or use oharge shall be allowed on the
contractorts e.ssets which have been fully depreciated when a aubetantial portion

of suoch deprec:.ation was on a basis that represented, in effeot, a recovery

thereof as a charge against Government contracts or subcontracts. Otherwise, e.f/\

20
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( . o :
. mutually agreed upon use charge mey be alloweds (But see ASPR 15-204.1(b).)
, In- determining'.this oharge, oonsideratibn should be given to cost, total esti-
mated useful life ﬁ.t time of negotiafion, and effect of any inoreased maintenance

‘ charges or decreased efficienoy due to agee .

€y

(';])' Employ.'ée‘Morale, Health, and Vlelfare Costs and Credité. Reasonable
.costs. of hgalth and welfare aﬁtivifies, such,aa house publicatiohﬁ » health or |
first-aid oliﬁios, reoreational activities, and employee oounseling servises,
incurred, in aocbrdance with the contractor's establisheci practice or custom in -
. the industfy or _aréa., for the improvement of working conditions, employere
émployee relations, employee ﬁzbrale, and'emplo_yee performance, are allowablee

Such costs shall be equitably allocated to
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all work oflthe contractor. Income generated from any ef these activities she/ga\f
be'ore&itéd'tdithe costs thereof unless'suoh income has been irrevooably set over
to employee welfare organizationse

»(k) Entertainment Costse Costs of amusement, diversion, social activities

. and inoidental costs relating thereto, sush Qs meals, lodging, rentals,.transpor-

tation, and.gratuitles, are unallowable (but see (j) and (pp))e

(1) Excess Facility Costss Costa of maintaining, repairing, and housing

idle and excess contractor-owned facilities, except those reasonably necessary
for current and immediately prqspeotivelproduﬁﬁion purposes, are unallowable.
The ocosts of exéess plent capacity reserved for defense mobilization produsction
snall be the subject of a aeparate contraoto | |

(m) Fines and Penalties° Costs resulting from violationa of, or failure

of the oontraotor to ccmply with, Federsal, State, and looal laws and regulatlonal\\
are unallcwable except when inourred as a result of compliance with speoifio

provisions of the contract, or instructions in writing from the contracting -

-of ficete

(n) Food Service and Dormitory Costs and Creditss Food and dormitory

services include operating or furnishing facilities for cafeterias, dining rooms,
oanteegﬁ) lunch wagons, vending machines, living accommodations or similar types

of services for the contractorts employees at or near the,oontractcr'é fdoilities“

'Reasonable losses from the operatlon of suoh services are aIIOWable if they are

allocated to all aotivities serveds There it is the polioy of the contractor to
operate such services without‘odat~to-the employee, reascnable. costs of such
operations are aIIGWable if they are allocated to all aotivities served. (But

sea ASPR 15-204.1(b) ) Profits (exoept profits irrevocably set over to an em~

N
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the benefit of the employees at the site or sites of contract performance)
acoruing to the oontraotor from the operation of these services, whether operated
by the oontraotor or by a concessionaire, shall be treated as a oredit, and

allocated to all activities gserveds

(¢) Fringp Benéfitso Fringe benefits are allowances aﬁd servioes.pré- |
vided by the oontraofqr fo its employees ﬁs'oompensation in addition to regular
wages and 581;;;;50. Costs of fringe benefits, such as pay for vdeaticus, lLoli=
days, siok leave, military leave, employee insurance and subplemsntal employment
5enefitaplans, are allowable fb the extent réquired by law, employer-employee
agfeement, or an established pblicy of the oontractores

(b). Insurance and Indemnificatione

(1) Insurance inoludes (i) insurance whioh the oontractor is required

. to ocarry, or which is approved, under the terms of the contract, and (ii) any

other insﬁrance which the contraotor maintains in comnection with the general
oonduct of his businesse
8e Costs of insurance required or approved, and maintained, pure
suantvto the contract, are alldwableo |
‘  be Costs of other insurance maintained by the ocontraotor in con-
nection Wwith the general oconduct of his business are allowable subjeqt to the
following limitationss o -

B (1) ﬁypes,and éttené ofiobverage shall be in aooordance
with sound business practice and the rates’ and premiums
shall be reasonable under the ciroumstances;

(11) costs allowed for business interruptiqn or other
insurance shall be limitéd tc exoiude §overage of
profit, interest, and any other items of ooat.unp

- allowable under this Partj
23
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Bl _ ~ (i11) ocosts of insurance or of any contributions to any reservr/g\f

covering the ri.sk of loss of or damage to Governmentwowned .
property are allowable only to the extent that the Govermment
- shall have required or app'rove'd such ;:osts;
(1v) contributions to a reserve for an approved self-insurance
program}a.re allowable to the extent that the types of'
coverags, extent of oova.rage, and the rates and premiums
would have been allowed had insurance been purchased to cover
the risks; and
(v) costas of insurance on the lives of offioer's » partners, or
- © proprietors are allowable to the extent that the. insuranoe
| represents edditional compensation (see (£) above).
8¢ Actual losses which could have been covered by permissible A~
insﬁra.noe" (through an approved self—insurance progrem or otherwise) are unallcw~4 |
able unless expressly provided for in the contract, except; |
(1) ocosts inourred because of losses not covered under nominal
deduotibie insurance ooverage provided in keeping with
sound business practice, are allowable; and
- (ii) miﬁor. losses nof oqvered‘ by insurance, suchas spoilage,
breakage and disappearance of small hand tools , which cocur
in the ordinary course of doing businesa, are allowablee |
(2) Indamnifioation inoludes aeouring the contractor against l:le.bili-
ties to third persons and»other losses, not oompensated by insurance or otherwise.
The Govermment is o‘bligated to indemnify the contractor on}.y to 'E‘ha extent ox=
pressly provided for in the contract, except as provided in (1)¢ | above.

' TN
(g) Interest and Other Finenoial Costse Interest (however represented), \

bond discounts, costs of financing and refinancing operations, legal and prow=
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fessional fees paid in conneation with the'preparation of prospectuses, costs of_

prepardtien end issuance of stook rights, and costs related thereto, are un-

‘allowable exoept for interest agsessed by State or looal taxing authorities unde:

~ the eonditione set forth in (00) belows (But see (x)e )

(r) Labor Relations Costs. Costs inocurred in maintaining satisfaetory

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

(e) Loseee on Other Contractse An excess of costs over income under any .

'other contract (including the oontraotor's contributed portion under oost—sharing

ocntraets), whether such other contract is of a supply, research and development,

or other nature, is unallowables

(t) Maintenance and Repain Costse

(1) Costs necessary for the upkeep of preperty'(ineluding Government
property unless otherwise provided for), which neither add to the permanent value
of the property nor appreeiably prolong its intended 1ife, but keep it in an
effioient operating oondition, are to be treated as follcwe (but see ASFR 15-
204:2(1))

-

- (1) normal maintenance and repair oests are allcwanle; |
. '(ii) extfderdinar&4maintenanee:and nepair costs areiallawable,
: 'prOvided_euoh'are dlloeated to‘the.peniods to which appli-
cable fer-purposes of determininé contract oesfs. (Bnt

- see ASFR 15-204.1(b).)
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(2) Expenditures for plent and equirment which, according to generally

accepted accounting principles as applied under the contractor's established

. polioy, should be oapitalized and sub;jeoted to depreoia’cion are allowable only

on a depreoiation basise

(u) Uanufacturing and Production Engineering Costss Costs of manufactur-

ing a.nd’produdtion engineering, inoludiﬁg ezi_gineering aotivities in connection
with the foliowing, are allowable:
(1) ourrent manufacturing processes such as motion and time
study, methods analysis, job anallysis » and tool design and
| improvement; and : ’
(i1) ourremt produotion problems, such as materials analysi; for
production suita.biiity a.nd component design for purposes of'/.\\
~8implifying produotiono |

(v) Me:heria.l Costse

(1) Material oosts include the costs of such items as rew materials,
parts, sﬁbaasemblies.'eomponen‘ts » and manufacturing supplies, whether purchased

ocutside or manufaotured by the contraotor, snd may include such collateral items

- a8 inbound transportation and intra.nsit‘ insuranse, In computing material costs

oonsidera.ti.on will be given to reasonable overruns, spoilage, or defective work
(for oor{'gotion of defective work, see the provisions of the contract or propoaed

contraat relating to inspeotion and correotion of defeotiva work)e These costs

‘are allowable subject, however, to the provisions of (2) through (5) belows
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(2). Costs of material shall be suitably a@justed for applicable por-

:tians of 1neome and other oredits, including available trede discounts, refunde,

. rebates, ailowanoee.Aand cash disoounts, and oredits fer sorap and salvage and

material returned to vendors. Such inceme and other oredits shall either be |
oredited direotly to the cost of the material involved or be allooated (ae
oredita) to indirect ooats. However, where “the oontreotor oan demonstrate that
failure to fake cash discounts was due to cirocumstances tayond his ocontrol, such
lost discounts need not be so orediteds B

(3) Reasonsble adjustments arising from differences between periodic

 physioal 1nyentery quantities and related material ocontrol records will be ine

oluded in arriving at the oost of materials, provided such adjustments (i) do not
inolude "yrite-downs™ or “write-ups of values and (11) relate to the period of
performance of the oontraot. |

(4) Then the materials are purchased specifically for and identifiable

solely with performance under a contract, the actual purchase cost thereof should

be charged te the oontraot. If material is issued from ateres, any generally

recognized method of prioing suoh material is acceptable if that method is con=

s;atently applied and the results are equitable. When sstimates of material |

 costs to be innurred in the future are required, either ourrent market price or

antioipated acquisition cost (if reasonably certain and determinable) may be
used, but the baeia of pricing must be disaloeed..

(5) Costs of materials, servioes, and supplies sold or transferred be-
tween plants, divisions or orgenizatione, under a common control, ordlnarily shall
be allowable to the extent of the lower of cost to the trahefefervor ourrent mare

et prices However, a departure from this basis is permissible where (i) the
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item is regularly manufactured and sold by the contrastor through ccmmeroial //QQ\

- channels and (ii),it is the. contractor?'s long~established practice to price interw
. organization fransfers at other than cost forfocmmqroial work; providéd that the

- charge to the contract is not in excess of the transferor's sales price to its

:nost favored_oustomer for the same item in like quaﬁtitf, or'ths ourrsnt market
price, whichever is lowere -

(w) Organization Costae Expenditures, such as 1noofporation fees, ate

torneys! fees, accountants! fees, brokers! fees, fees to promoters and organizers,

in comneotion with (1) organization or reorganization of a business, or (i1)

raising capital, are unallowable (see (g) above).

(x) Other Business Expenses. Included in this item are such,redurring

prenses a8 registry and transfer charges resulting from changés in ownership

-of securities issued by the oontraotor, cost of shareholders! meetings, normal//*%\

proxy solicitations, preparation and_publicafion of reports to shareholders, pr...
paration and submission of required reports and forms to taxiﬁg and other regula~
tory bodies; and inoidental costs of directors and committee ﬁéetings. The above
and similafvéosts are allqwable when alléoatad on an e quitable basis to all
classes of worke |

(y) Overtime, Extra Pay Shift and Multi.shift Fremiums,

fA(l) This 1tem,oonsistsvof the premium portion of overtime, extra pay
shift an&_mﬁlti—shift,payments to employeese Preferably such premiums should be
separately‘idsntified and handled as indirect costs to be allocated to all wqfk
of the contraotor.v Howaﬁer, where it is the normal practioce of the sontractor to
handle thésé premiﬁms as direoct costs, such practice is ao@eptable if it does not
éesult in the Government absorbing a disproportionata share of costss The same

zonsiderétions govern their inclusion in or exclusion from the base for overhea

28
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distributiozi. Such premiums, when allowable, shall be equitably allocated in

" light of (i) th.e” amount of such premium costs allocated to non-Govermment work

_ being occncurrently perfomed in the contractor's plant and (ii) the factors whioch

necessita.te the incurrence of the oostse
(2) Overtime, extra pay shift. and multi-ahift premium expenses may
arise V:l.n two distinot ways in connection with the contract: (i) by initial
agreement bétween the contractor and the contracting officer that kfxown condi-
tions warrant the use of such premium labor;.and (ii) to meet unexpected ccmdi-
tions or emergevnoies arising in the course of the contiaot, not contemplated by -
the ocontracting partiese ' | |
" (3) The allowability of overtime, extra pay shift e.nd multi-shift
premiums will be determined as follows: _ _
(:I.) to the extent that the contractor and the oontraoting offioer
‘initially agree that such premiums_ are necessary in view‘of
- knowm oonditiong » and the d‘ontra'oting offioer- so authorizes
mwriting; such costs aré allowable; and
(11) with respect to unexpected conditions or emergencies arisiné
in the course of fha ocntract, such costs are =
- © (A) unallowable if the contractor 1s already obligated to
' ' meet the'odntraof; delivery schedule without a.dditionavi
s . qompgﬁsation therefof: '

(B)" allowable to the extent authorized in writing by the on="
tracting officer, in thg oase of qos‘t‘:‘_’ reimbursement fype
oontracts; and "

(C) allowable to the extent authorized in writing by the con=
tracting.dfﬁoer prior to final pricing, in the‘.oase'o_f‘

fixedw=price redeterminable or incentive type contraotse
29 |
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(z.)._, Patent Costso Costs of preparing disclosures, reports, and other !

doouments ;equired_by the qonfraot and of searching the art to the extent necés-
éary to make such invention aisolosuzfes, are allowables In accordance with the
olauses of the contract relating to patents, costs of preparing dooumenta and
any ofher patent costs, in connection with the filing of a patent a.pplica;tion
where title is oonveyedv to the Govarnment; are allowablee (See also (ii) and
(33) belows) o |

(aa) Pension Plans. See (f) abovee

(bb) Plant Protection Costs. Costs of itams such as (i) wages, uniforms,

: _and. equipment'of personnel engaged in plant protection, (ii) dépreoiation on

plant protecticn capital assets, and (iii) necessary expenses to ocmply with

' military security requirements, are a.lcha.bleo

(co)  Plant Recorversion Costse Plan‘b reoonversion costs are those mour:*@d
in the restoration or reha'bil:i.tation of the co_ntra.ctor‘s facilities to approx. '
mately the same ocondition exl's’cihg immediately prior to the ocmmencement 61‘ th_e_
military contract work, feir wear and tear exceptede Reoonversion costs are
unallowable except for the cost of removing Government property and the restora-
tion or rehabilitation costs caused by such removale

(dd) Preoontraot Costs. Procontract costs are those incurred prior to the

effectiva date of the oontraot directly: pursuant to the negotiation and in

: antioipa’cion of the a.va.rd of the oontrao‘b where suoh inourrence is neoessary

e

to oomply with ’che proposed contract dslivery Sohednle. Such costs ars allowable
to the extent that they would have been allowable if incurred after the date

of ths contracte (But see ASPR 15-204.1(b) ) -

(ee) Professional Servioce Costs = legal, Accounting, Engineeriig, and

N
Others
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(l) Coete of professional servioes rendered by the members of a

‘partieular profesaion who are not employeee of the contraotor are allcwable,A

subject to (2) and (3) below, when reasonable in relation to the services
rendered and when not contingent upon recovery of the eeets>from the Govermment
(but see Gw) above)s | - ’
- (2) Faoctors to be considered in determining the allowabilify of costs
in a pertioular oase inoludes | |
(1) the past pattern of such costs, partisularly in the years
prior to the award of Government contractss
(1i) tﬁe impact of Government contracts on the oontraotor's‘bgnie
hese (.00, what-new problems have erieen); | ;
(11i) the nature and scops of managerial services expeoted of the
oontrautpr s own organizations; and
(iv) whether the proportion of Government work to the contractor's
| total business is such as to influence the oontreotor 15
favor of inourring the cost, partioularly'whefelthe sord ces
rendered are not of a continuing nature end-have 1ittle
. relatioﬁship to work under Government oontfaote; |
Retainer fees to be allowable must be reaeonably supported by evidenee of aervioee
renderedu o | - k _ -
(3)3 Costs of legal, accounting, end'oonaﬁltihg services, and related

costs, inourred in comnection with organization and reofganization, defense of

: anti-truet suits, and the prosecution of olaims. againet the Government are

unallowable. Costs of legal, eoounting, and oconsulting servioee, and related

- 0o8ts, incurred in oonnection with patent infringement litigation, are unallowable

unless otherwise provided for in the contraote
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(££) Profits and Losses on Disnosltion of Plant Equipment, or Other Capita.

Assets. Profits or losses of any nature arising from the sale or exchange of

plant, equipment, or other capital assets, including sale or sxohangs of either |

short or long term inwestments, shall be exoluded in computing oontract ooats

(but see (i) (2) above as to basis for deprsoiation).

(gg) VReoruiting Costse FCosts of "help wanted" advertising, operating costs

of an employment office necessary to seoure and maintsin an adequate labor forca;

costs of operating an aptituds and educational testing program, travel costs of

. employees while’engaged in recruiting personnel, and travel costs 6f applicants

for interviews for prospectivs employment are allowablee thre the oontrsctor

uses employment agsnoies, costs not in excess of standard oommeroial rates for

o~

" uch services are also allowables Costs of special benef&ts or emoluments VN

. offered to prospective employces beyond the standard practices in the 1ndustry

are nnaIIGWable.

(hh) Rental Costs. (Inoluding Sale and Leasebaok of Facilities),

(1) Rental costs of land, building, and equipment and other personal

property are allowable if the rates are reasonable in light of such factors as

the typs, lifs expeotanoy, oandition, and'value of the facilities leased, options
availabls, and other provisions of the rental agreement. Application of these
factors involves ocmparison of rental oosts with oosts whioh'would be allocable
if the faczlities were cwnsd‘by the oontractor.

-(2) Charges in the nature of rent between plsnts, divisions, or orgsni-'
zstisns under common control are unallowable except to ths‘extent such charges do

not exceed the normal costs of ownership, such as depreciation, taxes, irsurance,-

.  «nd maintenance; grofided that no part of such costs shall duplicate any other

allowed costso
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(3) . Unless otherwise speoifically provided in the ocontract, rental

costs specified in sale and leaseback agreements, inourredAby contractors

vthrough‘selling plant faoilities to investment orgenizations, such as insurance

companies, or to private inﬁestore, and oonourrently leésing back the same
facilities, are allowable only to the extent 1hat such rentals do not exceed
normal oosts, such as depreoiation, taxes, insurance, and maintenance, borne ‘
by the lessor, which would have been inourred had the contractor retained legal

title to the facilities.

(11) Researoh and Development Costs.

(1) 'Research and development costs (scmetimes referred to as general
engineering ooste) are divided into two major oategoriea for the purpose of con=

traot costing - (i) general research, also referred to as basic reseernhs funda~ -

; nental research, pure ressarch, and blue-sky research and (ii) related research or

development, also referred to as applied reeearoh,bprOduot'reseereh, and'prodnot_
line research, | '

B (2) General researoh is that type of research which is direoted toward
increase'of knowledge in science. In such researoh~ the prinary aim of the

inveatigator is a fuller knowledge or understanding of the subject under study,

'rather-than a practioal application thereof. Costs of independent general

researoh (tuat which 18 not eponsored by a oontraot, grant, or other arrangement)

" are allowable,‘subjeot to (6) belowe Reasonableness of the cost should be: deter-

mined in light of the pattern of the»oost of past programs, particulerly those -

exlsting prior_to the placing of Government contractse

(3) Related reeearoh'is that type of reeearon whiech is direoted‘
toward practioal epplioation of science. Development is the syetematio use of‘
soientlfio knowledge directed toward the production of useful materials,. devioes,.

methods, or prooesses, exclusive of design, manufacturing,_snd production
- 33
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‘engineering (see (1) above). Costs of a contractor's independent related
-researoh and development (that which is not sponsored by a contract, grant, or

_other arrangement) are allowable, subjeot to (6) belew, under any production con-

tract to the extent that the researoh and developmsnt are related to the oontraot
product line and the costs are allocated to gll produotion work of the contractor
on the oontiaét produo£ lines Such costs are unallowable under research and
development contractse

(4) Independent research end development projects shall absorb their
appropriate share of the indirect costs of the department where the work is pere
formedeo | | | |

(5) Research and development costs (inoluding amounts capitalized),

~ regardless of théir nature,:whioh'were inourred in accounting periods priorfto

the award of a partioular contract, are unallowables : N
(8) .Thé reasonabloness of expenditures for independent research and

development must be sorutinized with great cars in comnection with ocontractors

whose work is predominsntly or substantially with the Goverrmente ‘here such

éxpenditpresva:e not subject to the restraints of commercial product pricing,

there must bé,assurancs that these expenditures are made pursuaht to a plamned

researoﬂ program whioh is réasonablé in socope and is well managed. The costs

should not exoeed those whioh‘would be inourred by an ordinarily prudent person

in the conduoct of & oompetitive bus1ness. (See ASPR 15-204.1(b) )

(jj) Royalties and Other Costs for Use of Patentse

(1) Royalties on a paxent or amortization of the cost of aoquiring by
purchase a patent or rights thereto, necessary for the proper performance of the

contract and applicable to sontract products or processes, are allowable, un185§4\\
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. - . (1) the Govermment has a license or the right to free use
“ of the patents
(11) the patent has been adjudicated to be invalid, or has

been administratively determined to be invalid;

e (1ii)A the patent is aonsidered to be unenforceable; or
(iv) the patent is expiz;edo |
| (2) Special ocare should be exsroised in determining reasonablensss where
g the royalties may have been arrived at as a result of less than arm's length
bargaining; .e. got | . |
(1) roy_a.lties paid to personé, including' oorporations,
" affiliated with the contractors
(11) royalties paid to unaffiliated parties, 'inoluding. ooraz
. ‘ v : ' porations, und‘erA an agreement ehtereq info in ooﬁtem-

plation that a Government contract wéuld be awarded; o_r>
(1ii) royalties paid under an agreement entered 1nt9 after' the
» award of the contracte ' | |
(3) ., Special care should also be exeroised with respect to .royalti'es
paid to unaffiliated parties, including corp;:rations , upon patehts the cost of
which, or the cost of research and development work thereon, were sﬁbatantially
_ reoovex{qd' thrpugh Govermment grants or charges against Goﬁment contrao;ta or
s‘ul.aoonf'z"'e.dts; | | - o |
E (4) In eny case involving a patent ’fo’rnienly owned by fhe contractor,
the amouﬁt §f royalty allowed should not exceed the cost which would have been
allowed had the contractor retained title thereto,
| (6) See ASFR 15-204.1(b).

. S (kk) Selling Costse

(1) Selling costs arise in the marketing of the contractor's products
. 35 ,

< 2 ° - - - .




Draft
10 September 1957
and include costs of sales promotion, negotiaticn, liaison between Goyarnment//«Qg

reprqsentafives and contractorfs personnel, and other-related activitiese

(2) Selling costs are allowable to the extenf they are reasonable

" and are allocable to Government business (but see ASPR 15-20401(b)). Allocability

of selling ocosts ﬁiil beJdgtermined in the light of reasonable'benefit to the
Governﬁent arising from such activities aglteohnioal,'coﬁsulting, demonstfation,
and othsr services which are for purposes sach as application or adaptation of
the contractor!'s products to Govermment uséo »

(3) Notwithstanding (2) above, salesmen's or agents! compensation,

. fees, commissions, perocentages, or brokerage fees, whioch are contingent upon

the award of oontracts, are allowable only when paid to bona fide employees
or bona fide established comueroial or selling agenoies maintained by the aon=
tractor for the purpose of securing businesse

(11) Servioé-andLWhrranty Costss Such costs include those arising from

fﬁlfillment of any ocontractual obligation of a contractor to provide services, .
suoﬁ as installation, training, corre&ting defeots in the products, replacing
defeotive parts, making refunds in the case of inadeqﬁﬁte‘performanoe, oetoe
When not inconsistent #ith-the terms of the oontract, sush service and warranty
costs are allowablee Fwaaver, cate should be exercised to avoid duplicatiog of
the allowance as an element of both esﬁimated pfoduct cost‘gnd riske

(mm) Severance Pay.

: (1) Severance pay, also commonly referred foAas dismissal wages, is
a payment in addition to regular salafies and:wages, by 6ontraotors to workers
whose employmsnt'is being terminatede Costs of severance pay are allowable onl&
to the extent that, in eéoh case, it is required by (i)_iaw,,(ii) employere
employee agreement, (iii) established polioy that oonstitutes, in effect, an /)*\\

implied agreement on the contractor'!s part, or (iv) ciroumstances of the

partioular employment. 36
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(2) Costs of severance payments are divided into two oategorieé as
followath:

.(i) aoctual normal turnovar‘severance paymenta shall be
allocated to all work performed in the. oontraotor's
plant, or, where the ocontractor provides for acorual
of pay for normal severances such method will be
acceptable if the amount of the aoorual is reasonable
in light of payments actually made for normal severanaces
over a representativa pagt period, and if amounts acorued
are ailodated to all work.performed in the oontraotofis
plent; and

(1) ebnormal or mass severance pay is of such a oonjeoturAL

‘nature that ﬁeasurement of cost by means of an acorual
will not achieve equity to both paéties. Thus~acofuala
for this purposse a?e not allcwable. _Hdwavar,’the Govérn-
ment recognizes its obiiéation to participate, to the
‘extent of its fair share, in any specific payment. Thus,
allowability'wiil'be ooﬁsidered on a case-by-case basis
in the evant of oocurrenoe.

(hn) Special Toolﬁ_g,Costa. The term 'special tooling means property

of such. speoialized nature that its use, without substantial modifioation or

"_alteration, is llmitad to the production of the par ticuler supplies or the

_performance of the particular services for‘which aoquiredror furnishede It

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

37
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taps, speoia.l ge.ug'es, and special test equipme'ﬁt.. The cost of special tooli
when aoquired for and its usei‘ulness is limited to one or more Government conw-
traots, is allowable and shall be allooated to the specific Government con=
tract or oontracts. ‘ | |
(c0) Texes.
(1) Taxes are charges levied bjr« Federal, Sta,te,. or local goverrments,
They do not include fines and penalties eﬁ:oept ‘as otherwise provided‘hereino
In genera.l; taxes (including State and local inocome té.xes)A whioh the contractor
is required to pay and which ére paid or acorued in accordance with generally
accepted aooognting \principlea are allowable, exoept fors
“ (1) Federal income and excess profits taxée;
(ii) taxes in commeotion with finanoing, refina.noing or
refundmg operations (see (q))3 : /‘\
(i11) taxes from wh:lph exemptions are available to the ocon-
tractor direotlj or available to the omtractor based
on an exemption 'a.t‘fordeld the Government except when
the 'oontr'a.ct_ingvoffioer.defermines that fhe adminis-
trative burden incident to obtaining the exemption
outweigha .the 6orresponding benefits accruing to the
Government; and i »
: (iv) Qpeoial asseeamenta' on lanq whioh represent capital
improvements o
(2) Uﬁadjudioated taxes otherwise allowable under (1) above, but
which may be illegally or erroneously asseésed, are allbﬁraﬁle; grovided that.'

| the contraotor prior to payment of such taxess
N

/

(1) promptly requests instructions from the contracting

officer concerning such taxes; and
| 38 I
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(1) tekes all aotion directed by the cecntracting

officer, including cooperation with and for the

benefit of the Govemmsnt, to (A) determine the

legality of such assessment or, (B) seours a

refund of such taxeae

of the oonﬁracting officer are allowables

_Reasonablev costs of any such aotion undertaken by the contractor at the drection

Interest and penalties incurred by a

contractor by reason of the nonpayment of any tax at the direotion of the con-

tracting officer or by reason of the failure of the contracting officer to

assure timely direcotion s.fter prompt request therefor, are also allowables

(3) Any refund of taxes, interest, or pemalties, and any payment to

the omtractor of interest thereon, attributable to taxes, interest, or penalties

 which were allowed as coh‘tte@ot costs, shall be oredited or paid to the Government

in the manner d rected by the Govermment, provided any interest actually paid or

oredited to a contractor incident to a refund of tax, interest or penalfy shall

be paid or oredited to the Govermment oniy to the extent that such interest

acorued over the period during whioh the contraotor had been reimbursed by the '

Govermment for the taxes » in‘ﬁerest, or penalt:l.eeo

(pp) Trade, Business s Technical and Professional Aotivity Costso

(1) Mambershigso This oa.tegory inoludes costs of memberships

in 'l:ra.ds, business, teoh.nioal, and professional organizations. Such costs are

a.llowa.bleo -

(2) Subsoriptionse

This item inoludes cost of aubsoriptions to

trade, business ,. professional, or technical periodioa.la. Suoh costs are

allowabls .

()

Meetings and Conferencese

This item includes cost of meals, |

transportetion, rental of facilities for meetihgs, and costs inciden‘bsl

7
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thereto, when théiprimary purpose of the incurrence of such costs is the dissc
mination of technical information or stimulation of prodzdtion. Such costs are
allowablee

(qq) Training and Educational Costse

98 | - - ,
(1) Costs of preparation and maintenance of a program of instruce

tion at nonoollége level, designed to inoreése fhe vocational effectiveness of
bona fide émployeés, including training materials, textbooks, salaries or
wages of trainees during regular working hours, and A
(1) salaries of.the director of training and astaff
when tha'fraining program is conducted by the
contraoctor; or - ‘ ) |
(11) tuition and fees when the mi_n;Ag is in an
institution not operated by the contractor; ol
are allowable. _ | | _

(2) Costs of part-time technical, engin;ering and soientifis
education, at an under-graduate ér post-graduate college level, related to the
Job_reéuirements of bona fide employees, iﬁoiﬁding only:

| (1) training materialsy |
] (11) - textbooks}s
- (141) fees 6h&ged by the educational institution;
"_ii -:(iy) ‘tuition charged b& thé éducationai institution, or
o in lieu of tuition, instructors! salaries and the
related share'of indirect cost of the educational
institution to the extent that the sum thereof s
not in excess of the tuition which would have
been paid to the partiocipating educational
institution; and
40
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(v) straight-time ocmpensation of each employee for
time spent attending olasses during working hours |
not in eidesa of 156 hours per year wheré oiroum-‘
stances do not permit ‘the operatien of olasses or

~ .attendance at olasses after regular working hours;»'

are allowables

i(s) Costs of tuition; fees, training materials and textbooks (but
not subsistence, salary, or any other eméluments) in connsotion with fulltime
soientifid ind angineéring'eduoation at a poSt-graduaté (but not undar-gradﬁate)
oollege level related to the job requirements of bona fide employees for a
total period not to exceed one school year for each employee so trained, are
allowables In unusual cases whe:e_required by military'teohnnlogy; the pgriod B
may be.extendsd.‘ | | | | | ’ | |

(4) Maintenanse expense, and'ﬁormal depreciation or fair rental,

on facilities owned or leased by the contractor for training purposes are

N <

allowable to the extent set forth in (t), (1), and (bh) above, respectively.
(5) Grants to educational or training institutions, inoluding

the donation of faoilities or other properties, soholarships or fellowahips,

‘are oonsidered oontributions (see (h) abova).

(rr) T?ansportatiqn Costse Tranaportation costs include freight,

express, oartage, and postage oharges relating either to goods purohased, in

prccess, or dalivered. Ihese costs are allcwable. When such aosts cen readily

be ldentified with the items involved, they may be drected costed as trensporta~
tion costs or added to the cost of such items (see (v) above). Where identifi-

oation with the materials received cannot readily be made, inbound transpoftation '

4]
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oosts may be charged to the appropriate indireoct cost accounts if the contra;
follows a oconsistent, equitéble-prooedure in this respecte Outbound freiéhg,
if reimbursable under the terma of thq oontract, should be treated as a ]

3 direct costo
| (ss) Travel Costse

(1) Travel ooﬁta inolude costs of transportatiocn, lodging; sub-
sistence,‘and incidental expenses, inourred by cantractor personnel in a
travel status while on official company businessge

(2) Travel costs mey be based upon actual costs incurred, or
on a per diem. or mileage basis in lieu of actual ooé 8, or on a combination of
the two, provided the method used does not result in an unreascnable oharge.

-(3) Travel costs inourred in the normal course of_ovpr-all admine=

-j istration of the business and applicable to the entire4busina§s are allowablgfzaw
Such costs shall be squitably allooated to all work of the oontraotore' o
(4) T:afel costs direotlj attributable to specific contract per-
formance are ailcwable and mey be charged to the contract in aooordance‘with
the prinociple of direot_oosting (See ASFR 16-202),

| (5) Necessary, reasonable costs of family movements and personnel -

movemegts of a special or mass nature are allowable, subject to allocation

5 on the basis of work or time period benefited'when appropriato. (But see
ASFR 15-204.1(\:) )
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