


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

JUN1 g 1953

MEMORANDUM FOR THE SECRETARY OF DEFENSE

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

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

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

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

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

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

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

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

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

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

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

' accept that viewpoint.

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

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

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




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

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

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

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

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

N
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COMPENSATION

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

A. COMPENSATION PLANS BASED UPON, MEASURED,

BY PROFITS.

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

1. Are becofning increasingly more widely used as

a means of compensating employees and officers

for services rendered."

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

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

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

.AIR FORCE POSITION

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

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

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

“in its negotiations with contractors, has taken

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

_cost of performing the contract.

2. Profit-sharing is a method of distribu-

_tion of profits tealized. This is implic¢it in

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

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

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




- position makes it clear that their opposition

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

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

alike by contractors for most purposes.

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

~

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

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

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

by profits, The Government would not have derived

any benefits from the operation of the profit-sharing

plame

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

J .
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- effect for a number-of years,

~ alone, approximately $25 million a year.

employees in the distribution of profits in

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

The normal pressures exerted by stockholders

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

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

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

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

‘ihcreased significantly,

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

s pPlans meet the requirements of the Internal

Revenue Code and the regulations thereunder,

RS
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TAB B

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

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

Industry Po gition

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

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

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

Government Position

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

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

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

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

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

Government Position

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

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

Industry Position

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

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




Government Position

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

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

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

ISSUE 4

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

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

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

‘exclusively or predominantly with the government such competitive restraints do

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

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

. Industry Po sition

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

Government Poiition'

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

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




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

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

ISSUE 5

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

Advertising Costs o /\>

Industry Position

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

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

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

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

Governmert Position

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

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

s




Compensation for Personal Services

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

(:.i) Stock Options. .

Industry Pos:t:on

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

Government Position -

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

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

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

5 ¢, Co’ntribﬁﬁons and Donations .

ndustzy Position

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

: 'Gove'rnment Position.

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



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

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

Government Position

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

preference for one method of obtaining capital requirements over other methods

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

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

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

5 e, Plant Reconversion Costﬁ

Industry Position

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

Government Position

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

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

5 f, Research and Developmen-

Industry Position = : L
A LF of 1o 3ptias¥ : :
Under the inei pure research is allowed on a

/2




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

Government Position

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

| '

5 g. Traini:ig and Educational Costs

Industry Position

'I‘he proposed cost prmc:.ples' -.

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

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

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

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

scientific and engineering education (BUT NO SALARY OR

/ }.‘?4 Iﬂ!rm,}‘{.__{



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

. Industry Position

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

: Govermnent Position

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

Industry Pos;tzon

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

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

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

prmcxples, satisfies the industry obJectzon. - _ ’




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

.. Industry Position

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

Gove rnm"ent Po sition

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

.

Industry Posztion

Industry strongly urges that interest on borromngs be allowed as

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

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

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

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

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

. ‘f' -.-Government Posrtion

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

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

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

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

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

in (iv).

Government Position

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

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

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

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

Anvnncz.unnxaswﬁmnincs

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

n,,.Such agreement may be initiated by contracting officers individually or
jointly for all defense work of the contractor, as may be appropriate. Any
such agreement should be incorporated in cost-reimbursemeiht type contracts
or made a part of the contract file in the case of negotiated fixed-price
type contracts, and should govern the cost determinations covered thereby
throughout the performance of the related contract. The absence of such an
advance agreement on any element of cost will not, in itself, serve to make
that element either allowable or unallowable, However, the nature of certain
costs is such that advance agreements are normally essential., These are::

.,

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

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

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

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

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

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

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

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

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

'15-202(a) Adde

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

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

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

(a) Advertising Costs,

, (1) Advertising costs include the cost of advertising media
and corollary administrative costs, Advertising media include magazines, .
newspapers, radio and television programs, direct mail, trade papers, outdoor
advertising, dealer cards and window displays, conventions, exhibits, free
goods and samples, and sales literature, The followlng advertising costs are
allowables ) L

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

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

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

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

-

 CONTRIBUTIONS AND DONATIONS

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

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

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

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

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

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

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

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

~ RENTAL COSTS

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

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

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

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

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

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

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

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

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

3-801 Basic Policy. ,

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

3-801.2 Responsibility of Contracting Officers. ,

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

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

Government.

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

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

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

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

3—-802 Preparation for Negotiation.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

" 3—-806 Pricing Individual Contracts.

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

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

3-807 Cost, Profit, and Price Relationships.

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

3-—-808 Pricing Techniques.

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

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

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

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

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

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

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

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

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

3-808.3 Cost Analysis.

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

(i) effective competmon has not been obtamed _

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

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

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

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

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

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

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

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

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

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

‘ facturing the same or related items.

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

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

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

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

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

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

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

“timely compliance with contractual provisions, creative ability in product

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

3-808.5 Subcontracting.

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

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

(i) the purchasing practices of the prime contractor;

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

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

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

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

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

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

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

formance thereunder are considered inadequate; _

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

(iii) close working arrangements or other business or ownership

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

- higher subcontract prices than would otherwise be obtained;"

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

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

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

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

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

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

(List subcontracts »

3-808.6 Sole Source.ltems. When purchases of standard commerclal or’

modified standard commercial items are to be made from sole source suppliers,

use of the techniques of price and cost analysis may not always be possible..

In such instances and consistent with the volume of procurement normally
consummated with the contractor, the contractor’s price lists and discount
or rebate arrangements should be examined and negotiations conducted on the
basis of the ‘‘best user,’”” ‘‘most favored customer’’ or similar practice
customarily followed by the contractor. Such price negotiations should con-

sider the volume of business anticipated for & fixed period, such as a fiscal .

year, rather than the size of the individual procurement being negotiated.

3-809 Audit as a Pricing Aid.

(a) General. The audit services with the Military Departments should
be utilized as a pricing aid by the contracting officer to the fullest extent
appropriate. when the dollar amount involved is' sufficiently large to, or
- special circumstances exist which warrant the time and expense required for
the particular type of advisory audit, special survey, or audit analysis of
pnca or cost desired. Judicious use of audit services will expedite proper
pricing.. The determination as to the necessity of an audit report for pricing
. purposes is the responsibility of the contracting officer. When requesting
- audit services, the contracting officer shall state the purpose for which the
"report is to be used and define any specific areas of audit examination which
should be given special attention.

(b) Application. Except for contracts containing retroactive price
.revigion clauses, pricing techniques are concerned mainly.with estimates
of future costs. Therefore, audit reports for either retroactive or prospective
pricing should not only establish costs accrued to a specific cut-off point
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for price proposal purposes but also should include cost trends and other
available information which would be of assistance to the contracting officer
in price negotiation. Such audit reports will serve a useful purpose in:
(i) the evaluation of contingency allowances, overhead allocations,
purchasing management efficiency, and similar cost elements;
(ii) both the initial and subsequent pncmg of contracts containing
price revision clauses; !
(iii) establlshmg limitations on costs and price revision adjustments;
and
(iv) establishing negotiated overhead rates for cost-reimbursement
type contracts.

(c) Conditions forUse. Close coordmatlon between the audit agency and
procurement personnel will assist in determining the necessity of audit of
price or cost proposals or the necessity of special surveys relating to con-
tractor’s accounting or purchasing systems. Some of the conditions under
which the contracting officer should consider the use of audit services

include: :

' (i) inadequate knowledge concerning the contractor’s accounting

policies, cost systems, or substantially changed methods or
levels of operation;

(ii) previous unfavorable experience indicating doubtful reliability

of the contractor’ s estimating, accounting, or purchasmg

methods;
(iii) procurement of a new product for which cost expenence is
lacking; and .

(iv) contract performance requiring a substantial period of time.

3-810 Exchange of Information. In appropriate cases it is desirable to

exchange and coordinate specialized information regarding a contractor
between Military Departments, bureaus, technical services and other pro-
curing activities since it will provide uniformity of treatment of major issues
and it may aid in the resolution of particularly difficult or controversial
issues.

3-811 Record of Price Negotiation. At the conclusion of each negotia-
tion of an initial or a revised price, the contracting officer shall promptly
prepare or cause to be prepared a memorandum, setting forth the principal
elements of the price negotiation, for inclusion in the contract file and for
the use of any reviewing authorities. The memorandum shall be in sufficient
detail to reflect the most significant considerations controlling the establish-
ment of the initial or revised price. ‘
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Preseat ASPR

June 19, 1958 Draft

Differences

(undefined)

ble, unless othervise
pmm 1in the coatract.

Pro-contract costs are not
specifically covercd.

Research and davelopment
specifically applicable

to the suppliecs or sorvices

covered by the contract.

Bpecifically allovable.

The geaerul practice s to

iaterprot “supplies or
sérvices” as not including
research projects so that,
at present, research oca
rescarch is not allowed.

. DD Develomment
ble and

Grouped and allowed as
allocable against allocated to production
production and

in the product ling.
other research. .

Pro-contrect costs are virtually unallowable--this
preveats the copitalisation and amortisstion ptr- .
missable under the 19 June dnn

[ Blus Bkz ! !Aglled )
Grouped, eble and
allocable against pro-
duction and research.

Bluec Sky trestaent same
as 10 Sept. draft

Develo;

d as allocable
against any product-
1on contract in the
same product field.
Peramits allocation
"as facurred” or
capitalized upon a
contractor aelm:t.cd
basis.

Except a2 to the
capitalization aspect,
development coverage
is sintlar.

1.

Under the preaent ASPR, “Blue
Sky" research is allovable only
1f a specific provisios is in

the contract. Under the 10 Sept.
draft, “Blue Sky" stands alone

as allocable against all business,
vhereas, in the 19 June 1958
draft, applied research has been
coupled vith “Blue Sky" for
allocation against all business.

The present ASPR does not specifi-
cally cover applied research,
simply providing that resecarch and
development expenses are allovable
as specifically applicable to the
supplies in services covered by the
contract. Uoder the 10 Sept. draft
"applied research” 1s coupled vith
developmeat since both are said to
be related to actual hardvare and
are allowable upon & product line
basis, whereas under the 19 June
draft, only development expense 16
50 allowed.

The effect of the pre-coantract cover-
age in the 10 Sept. draft and tbe
practice under the preseat ASPR
coverage, is virtually to disallow
all expense from previous periods
which means that it is aot possible,
as provided ia the 10 June draft, to
cepitalize the expense and amortize
it over a reasonable period. The
thought behind the 10 Spet. draft end
present practice is that over a pertod
of time allowability of the expanse
on a curreat basis will achieve
equity wvithout the difficulties

fohereat in tbe capitalization of
past expenses.
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1.

2.

2".

Issues in Items of Cost
in Brief

Industry Coutention

Advertising Costs: (i) product
advertising creates mass markets,
which, in turm, contribute to
{ndustry’s ability to perform
defense worlk cheaggr; (11) in-
stitutional type advertising
affects employee and community
relations and stimulates in-

. terest in employment; and (11i)

the requirements of carrying out
the contract sometimes require
advertising for scarce materials,
subcontracting and the like., It
is contended that all should be

allowed.

Bad Debts: Although the Govern-
ment always pays its bills there

" are bad debts flowing from Govern-

ment business which justify al-
lowability of some bad debts.

Plant Reconversion Costs. Recon-
version from defense work to civi-
lian work may be so costly as to
make it inequitable to require
such reconversion to be paid for
by the new production. It is
suggested that allowability
should be stated in such a way-

as to not preclude payment there
for by the Govermment. L

Rental Costs. Iridustry objects to
the limitations of costs to

- "normal costs of ownership” of

(1) interplant rentals, and (11)"
facilities under sale and lease-
baclk arrangements, contending

that the general rule ought to .

- be "open market" rental worth of

the property.

Evaluation and Recommendatiop

Both product and institutionmal type
advertising are desigued to influepe,
the general public and should be gg
allocated. Vhile we should allow
the costs of carrying out the con.

~ tract, we have found no reasonable

way of separating this very small
item from the above and therefore
it is recommended that this expense

be absorbed in the fee allowance,

If there are bad debt situations
growing out of Govermment business,
they are not significant. Reconme

mendation: Conotime to disallow:
all bad debts. .

Malze-ready expense ought to be al-
located against the ensuing pro-
duction. Recommendation: That
edditional reconversion costs be

‘not allowed.

We must remove the incentive for a
contractor to increase the cost of

_the Government by his own action.
‘The limitation of costs to the

"normal cost of ownership” ac-
complishes this purpose. Recome
mendation: Allow only the "nmormal
cost of ownership”" in the two
situations describted.



6.

Research and Devel nt. Allow=-

ance of applied research.upon a
product line btasis, and disallow-

" ance of such product line research

in research contracts, is criti-
cized. The AIA criticizes, as
they did in their presentation

of 22 Jamuery, the requirement for -

negotiation of the research ex-
pense.

Treining and Educationsl Costs.
" Tpdustry objects to (1) the liml-

tation of 2 hours a week for
classes during working hours,

(11) allowance of only tuition,
etc., (but not salary and sub-
sistence) at post graduate levels

apd (111) unallowability of grants.

Applied research has for its C
the development of lmprovement e Se '
particular hardware. As such, it 1
appropriate that the cost therece b; )
borne by the product line involveq

and since the cost should be absorbeq
through sales of the product line ,

it should not be allocated againgt

other research projects specifically
awvarded to the contractor. Recom-

mend: No change. -

-The entire program was developed by

the procurement, manpower and re-
search interests of OASD and the
militery departments as a reasonable
program under today's conditions.
Recommend: No change in the principle..
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ISSUES IN ITEMS OF COST

Virtually every item of cost has been the subject of some

oritioism or comment by some of the respondees. Many of these

appear solvable by editing some of the points iﬁto the document.

As might be expected, all of the Assooiations did not make the

same comment nor oriticisze the same element. In order to reduce

the problem to the oosts whioch were subjected to the most oconsis-

tent and broad oriticism, the following are discussed:

1.
2.
3.
4.
5
6e

7.

8e

9.

10.

‘Advertising Costs (a).

Bad Debts (b)

- Compensation for Personal Services (f)

Contributions and Donations (h).

-Interest and other Finanoial Costs (Q).

Overtime, Extra Pay Shift and Multi-Shift Premiums (y)
Plant Rehabilitation Costs (ce)

Rental Costs - |

Reﬁearoh and Develomment (11)

Training and Educational Costs (qq)



Advertising Costs (a)
e . - -
Contention _ ;

NAM, NSIA, MAPI, AMA, AIA, C. of C., EIA, and CPA were oritical
of the ocoverage of the draft of this item, The reccmmendations
centered upon the allowability of product and institutional advertis-
ing, subject only to allocability and reasonableness. With respeot to
product advertising one asscciation suggested that in the establish-
ment of mass markets, the Government has received price benefits whioh
justify the proposed action. All contendsd that INSTITUTIONAL TYFE
ADVERTISING should be allowed sinoe such advertising "informs the
public on matters of general interest, stimulates interest and the
pursult of careers in science and engineering, or affeots employee
relationse” The American Institute of CPA's notes that it is."reason-
able to allow the cost of advertising for scarce materials, or for
second=hand machinery when new machinery is hard to obtain."

Evaluation
Industry generally seems to admit that product advertising ought not

to be allocated againgt Government contraots. Institutional advertising

may result in some benefit to the Government under certain ociroumstances,
Sut that benefit is someﬁha.t elusive and thus ree.so:iableneaa of c':ost is N
oxtremely diffioult to determine. .
On the other hand, advertising for needed specific materials, sub- -

ocontractors, engineering proposals, and ths like , for the purpose of
carrying out the contract, establish the kind of a relationship which
Jjustifies: allowanoce.
Reoommendation o
T 1. Disallow product and institutlonal advertising.

2 Adjust advertising for "soarce matarialer for seoond-ha.nd;
mi;.eria.ls"-a.nd for other advertising ciireétly related to the accomplishe

ment of the contraot missione.

2¢ Bad Debts.
Contention }
NSIA, MAPI, AMA, AIA, Co of C., and EIA proposed modifications

of the bad debts principle. Generally it is stated that the un- 7
allowability of bad debts is too sweeping since, it is asserted




that there are mamy kinds of oredit losses as ™"a result of handling
Goverzment business,"

Evaluation ' |

There is some merit ‘Eo th.e argument that tilere is a poa'sibility of
losses in oonneotion‘with subcontract operations which might be considered
to be in the nature of bad debts. However this is inaignifioa.nﬁ. Since
the major source of bad debts relates to oustomers, ‘and since the
Govermment, as & customer, pays its debts, such expense is not allocable

to the Government.

Recemmendation
Continus to disallow all bad dsbiew

3. Compensation for Personal Services (f)
Contention | _

It is contended that the proposed.coverage whisch disallows com=-
-pensation plans based upon or measured by profits of the immediate
distribution type (so-called profit-sharing plans) and stock option
teohniques of compensation, imposes "arbitrary limitations upon
allowable personnel compensation based on the form in which com-

~ pensation is paid" rather than upon the reasonableness of the total
compensation using all forms. .
Evaluation
The above is a genmeral complainte In September, 1967, when it was
considered urgent that a draft proposal be released to industry for their
considerat.'n_.on 80 that the project oould move forward several compromises

. wers reached and one issus was determined by SECDEF. Profit sharing un-

allowability was determined by SECDEF. Similar treatment of the costs

of stock options was one of the compromises. The issue was accompanied by

a memorandum which states, in parts
"eeit 18 proposed that this set of cost principles be furnished
immediately to the industrial associations for comment and after
full consideration of such comments and appropfiate modifications

2



‘of the principles, that they be inoorporatedlin the Armed Services
Proourement Regulation." A )
In determining the issue for the purpose of securing comment, SECDEF
determined the matter by disallowing érofit sharing.
Industry contends that both'profit sharing and stock options are
appropriate forms of oompensaﬁion and argues:

ae That immediate distribution compensation plans based

upon or measured by profits--
le are becoming increasingly more widely used as a means
of ocompensating employees and officers for services rendered.

2. are "oosts" by generally acoepted accounting prinoiples
anﬁ practioces, as distinguished frem a distribufion of profits.

3. are allowable for tax purposes and in renegotiation.

4. ave accorded different treatment from bonuses (which /”;\3
are allowable under-the draft), This distinotion is unsound since \
they "are treated alike by the employer for other purposes."

| 5} were fecognized as "essential to the ultimate maine
tenance of fhg Capitalistic System" in 1939 by a Senate Suboommittee
which investigated profit sharing (bi—partisaﬁ - Senators Vandenberg
and Herring).
be That 8tock Options--

1, are a proper meﬁns of 6ompensating employees for services
rendered. |

2. are recognized as costs by "generally accepted accounting
prinoiples and practices.” ‘

3¢ are allowable for tax purposes. /"\vi

'Recommendation

Allow immediate distribution type compensation plans which may be
3 , L =




dependent upon or measured by profits and the cost of compensation paid
by stock opfir)né both subject to the negotiation requirement of

ASFR 15-204.1(b).

4, Contributions and Donations (h) See also Training and Educational
: Costss 720

\

Contention

NAM, NSIA, MAPI, AlA, AIA, C. of C., EIA and CPA were oritical
of the disallowance of all contributions and donationse It is
stated that every concern is called upon to contribute to local,
state and national charitable and non-profit organizations and to
fail to do so would seriously impair the prestige of the contractor
and result in adverse public opinion and employee discontent. It is
stated also that such contributions aid in the development of technical
education and scientific research and are essential for the publie
welfarees It is stated that suoh contributions are allowable for Inoome
Tax purposes and have been allowed by the ASBCA in their findings. -

Eva.luation

We believe that this element of expense is an insignifioan‘k element
and that a case oan be made for the soundness of the policy of allowing
' reasom;tble oontributions under the basioe premisea of. our project.

Recommendation

We reoamend allowance of this element.

5. Interest and Other Finanoial Costs (q)

Ce———— )
Contention

NAM, NSIA, AMA, MAPI, Co of Ce, EIA oritiocize the unallowability
of this iteme On the other hand, the AIA seeks the allowability of
interest only when it is asséssed as a result of proteo‘bin§ rights
of the Government and at the Govermment's direction. CPA agrees
with the disallowance of interest costs if it is made clear thet
the profit allowed is to be large enough to cover interest on the
turnover of borrowed capital in addition to a return on equity
capital, thus assuring equitable treatment of contraoctors employ-
'ing different methods of financing. "Those claiming allowability
of interest assert that it is a normal and legitimate cost of
doing business allowable by the courts, for tax purposes, under
renegotiation, under ASPR Seotion VIII, that the GAO would not
objeot; and finally, that the recent DOD restriotions upon finan-
olng of inventories and werk in process necessitates, and that the
DOD Direotives require, "that capital investment by the Contractor
will be taken into consideration in determining fixed-fee or allow-
able profit,"

4




Bvaluation ' - /\)

The allowability of interest as a cost has been considered meny times

over the years, and again as late as last fall, The general conclusion

'AS A COST, it was appropriate that the fee, profit or price be established

reached was that é.lthough it was proper that interest not be allowed 1
-

in light of the capital investment by the Contractor.

Reocommendation

We recommend that this concept be appropriately introduced into the
principlese This could be done with the concept used in DOD Directive
780046, as follows:
"However, the extent of’ the contractor'!s capital investment
in the performsnce of the contraoct will be taken into consideration
in the negotiation of the fee or price, as the case may be."
6. Overtime, Extra Pay Shift and Multi-Shift Premiums (y) q
Contention
NSIA, AMA, AIA, MAPI, Ce. of C., EIA and CPA oriticize this
principle stating that the draft perpetuates the existirg dif-
ficulties which are presently being correcteds It is stated
that what is required is a sound, operable overtime and extra
pay shift policy with a prinoiple embodying the revised policy.
Evaluation .
We. have. found industry®s complaint justified to the extent that the
. «
basioc policy has been adjusted. The adjustments have been coordinated \,)L (
with the NSIA Defense Advisory Council and have been considered fair

and operatle.

Recommendestion

meody the revised policy into an appropriate 'prinoi‘ple to the
following effeot:

While oontinuing the basic polioy against unnecessary overtime: q

l. reduce administrative burdens on both Government and
irvdustry




2. retain oontrol by the Government of overtime premium
and shift premiums at Government expense of an extended
nature

3. permit oontractors to exeroise management judgment with.
respect to overtime or extra pay shifts which are of a
sporadic or emergency nature, or which reduces overall
gost : _

. 4. apply the tests of "reasonableness" and "allooability"
- to overtime and shift premiums.

Plant Reconversion Costs (cc)
Contention

NAM, NSIA, AIA, C. of C., EIA and MAPI are oritical of the
allowability of only the cost of removing Government property and
the restoration or rehabilitation costs caused by such remowval.
It is ocontended that the nature of the Contractor's business and
the use of ths plant and the extent of his involvement in defense
procurement programs should be the determining factor in the
determination of whether these costs are allowablee The argument is
made that while the non-allowability may be correct with respect to
minor plant adjustments to undertake defense work, major or abnormal
ohanges ought to be allowed "on the basis of negotiation", partioularly

where there is knowledge that after performance of the Defense work
the contraotor will resume his previous operation.

Evaluation

The proposed action was takem in the belief that make-ready expense
ought to be a-llocated again'st the ensuing production. Thus, the Govern-
ment ought to allow the oosté of preparing for the production under its
oontraot and the oivilian production ought to take care of the make-ready
for the new produotion--thus such expeme;i:should not be allocated éga:lnst ‘
the Goverrment contract. Notwithstanding, we found it necessary to both
remove Gwez-nment'property from the contractors premises and to rqhabilita.te
the premises "caused by such removal®, | |

Recommendation

Maintain the principles

‘8¢ Rental Costs (hh)
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Contggtion o C L e

NsIA,*AIL. MAPI, Co" of’C., EIA, did CPA are oritical of two
provisions of the principle (i) the liMitation on inter-plant
rentuls that =uoh should not "exceed the normal coats of owner=-

“‘if*v‘ship ‘and’ (’”i) and that in genera]:’ ‘sald ’tand ‘lease back situations,

"subgeot to”negoti ted exceptions, the costs should not exceed

* that "Whibh would Have be¥h 4Hdirred Had ‘the contractor retained
legal title to the facilities." It is asserted that in both
situations the teste ough‘b to be reasonableness of the rental,
inoludidy stbh other tests P .‘"in 1i%s with those oharged for
Similar pz-caper‘!:.:l.es,"r and’! oompe.re.ble “jto normal rental to be paid
for like faecilities in the open market.r It is agserted that.the

2 sale-and-lease back technique' 13’ an "established method of re.ising

o capital,” B

&l
«
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E‘value.tion L e B

:...;m VT Both previsions are designed. t‘ ;.maintain rentals at reaeenable
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’levels and ‘remdve ,e.n initie.tive 9.5 ontraotor by h1e own a.otion to

. e © : w0
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Inoree.ee Governmentaf“'costs.

»i-‘f* c'osts Mto ’that "whioh wouiia he.ve occu";red had the transfe:r ‘not 'been mades

the same= time, the polioy reoognizes that these are ofjﬁ n a.rms-length

': .k

tre.nse.e‘l:ione of ‘the type whioh justify Gost a.d'justmen‘bs a.nd the draft

makes provisions for specific negotiations therefor.b One" Assooiation
. gt e T B AN - S TR ¥ U (0 o DDy v *
- » ' ‘reeoghiizes “the problems ~They say; "iTo judge the lee.eebe.ok rente.l in

¥

ey
! b IO sy S
FERA o -

“%orms’-oft the lessor 's “‘gosts had he retained t:.tle is’ to measure the

e cEO
ren‘be.l by the" very index which the leaeebeok e.rre.ngement was designed
R Tt 5
RS -5 repudiate’." Government's reoognition of the validity of this argument

, C g 95’1 -
‘v wes the very® Feason” for e.doption ot 'bh.e policy. If the ae.le and leasebaok

- ey e i5 s "; e

technitqued-is an ‘"”sta.bliehed method. of reising capi‘bal“, there is all
Ce o mETLL WAL
v "1l thé more reasdh why wé should ‘8ot allew’ excese codt e.ttribu‘ba.ble to this

P - 3 ‘:
o kK S S

technique inasmuch as we do not ellcw"w;:he costs of raieing capital

gener ally.

Racommendation

Maintain the principle. ' *Q
_ ‘ " 7




9¢ Rssearch and Development Costs (ii);

COntention

NAM, NSIA, AMA, AIA, MAPI, C. of C., and EIA have oriticized
tais principle, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The oritioisms relate to (i) the difficulty in breaking down all
research into basic and applied for the purpose of allowing the
applied on the basis of allocability to the product line; (ii)
the non-alloocability of research overhead to the aoccomplishment of
a research contragt mission; and (iii) the AIA partioularly oon=
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents an unwholesame control of
researsch.

Evaluation

It is recognized that it is sometimes difficult to break down all
research int6 basic and applieds However it is sound that applied re-.

search be allocated to the product to which the research attention is

| being supplieds This being true methods must be found for segregating

questionable projeots eppropriately.

When research is the service being pufohaéed'it seems manifestly
inapéropriate that other applied research expense be allocated against
such a migsion since, as indioated above, applied research should be
aliooated upon a product iihe basis and the costs should be absorbed
through sales of the product line. |

Only the AIA makes a strong oaseiagainst ihe degirability of
negotiation of the reas&nablehess andbﬁllooability of research expense.
This problem was recently analyzed fully as a part of the AIA presentation

of 22 January 1958, and that analysis is applicable hereto. The conclusion

reached was that this requiremant'must be retained since; (i) in the air-

oraft industry there are no competitive restraints to discipline the

oontractors and (ii) there is an urgent need for utilizing fully the re-

'~ sultas of the research and for relating all projects to others.

8



Fecommerdation

Maintain the orinoiple.

10. Training and Zducational Costs (qq) See also Contributions and
Donations, 4.

Contention

NAM, AMA, AIA, MAPI, C. of C., and EIA are oritiocal of the ex-
tent of allowability included in this principles Although the pro-
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the ourrent national policy to
stimulate scientifioc and technical study end thus it is incumbent

upon the DOD to encourage its contractors to minimize their efforts
in this regard, including cost support of the effort.

Evaluation
The present proposal:

(1) allows. in-training and out-training at vocational
and non-college levels.

(i1) allows part-time technical, engineering and scientifioc N
education, inocluding materials, textbooks, fees, tuitionm,
and, if necessary straight time compensation for attendance
of classes during working hours for 2 hours a week for the
year (1 course).

(11i) allows post-graduate tuition, fees, materials for fulltime
scientific and engineering education (BUT NO SALARY OR SUB-
SISTENCE), for bona fide employees for one school year for
each employee so trained.

(iv) grants to eduoétional institutions are considered donations
- and are unallowable by the draft.

The ‘above policy was developed cooperatively by the proouremen#,
manpower and reseérch interests of ASD an&ithe military departments.
During the development every Aspeot of the problem was reconsidered and
the above was adopted as being a reasonable freatment under today's
oirocumstances. | .'
In conneotion with (ii) industry objects to the limitation of 2 hours N
a week for the study during working hours, Basioglly, this sort of

aotivity ought to be accomplished'outside of'working hours but instances

9




Issues in Basic Concepts

1. The document should be recast into "Principles" format.

" Industry Contention

Industry stated that the title of the document, "Contract Cost
Principles", is a misnmomer. A "principle”, it is stated, is a concept
of fundamental truth, while the draft document includes additional
rules, regulations, and manual-type matter. Industry suggests that
the document be recast into "principle" format, and if audit instruc-
tions are needed, they should be provided as a separate document.
Evaluation -

Our 'experience over many years has led us to the conclusion that whb.t
was needed to cover cost considerations in procurement is a document which
(1) defines the cost areas, (ii) provides the necessary guidance to permit

the contractors, the contracting activities and the auditors to KNOW the

-treatment which will be accorded for the area, (i11) is drafted in a

manner suitable for incorporation by reference into cost-type contracts

8o aé to stipulate a sufficient reimbursement of cost provisions, but

- sufficiently flexible to cover the problem of the cost comsideration in

the pricing of fixed-price type contracts.
On the basis of this experience, the entire DOD (including the audit

and procui'ement elements of the military departments) is unanimous in

 the view that in basic format and content we need something very close

to the present draft. The staff does not believe this to be a serious

'ind.ustry_ objection. We believe that the argument is made simply to beg

‘for the moment the problem of the unailowables , but that aby document

(such as an audit manual) which has the identical unallowables would

be subjected to the same objections. In the event that industry wishes

to press this point it is recommended that we rename it. Among the _'names

could be: ‘"Comtract Principles and Rules", "Contract Costs“, 'Costs in
Negotiated Procurement", and'Cost Standards in Defense Contracting".

e
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Recommendation

Maintain the nature of the document and negotiate with industry om

an appropriate title for the concept.

2. Objective .
a. If adjustments are made the general objective 1s sound.

Industry Contention .

Industry (except MAPI) states generally that the objective of
one set of cost principles is sound for use, however, only in "cost-
related areas." While there is a diversity of view as to what the
cost related areas are, there is general agreement that it is im-
proper to use the set for the purpose of the submission of cost esti-
mates by contractors to support pricing. (See paragraph 3.a. en-
titled "Application - Contractors should not be tound by the prin-
ciples in submitting cost data in support of pricing estimates.")
There is some feeling also that the entire firm-fixed price area is
not a cost-related area. )

' Specifically, NSIA says the "uniformity of treatment of contractors,
without regard to the specific type of contract involved is, undoubteﬂ.‘!.y,
a desirable goal... However,”... "AMA calls it a commendable project”.
EIA says that "This Association has consistently taken the view that in

'theory no exception can be ta.keﬁ to the development of one set of cost

principles for __cost-type and fixed price contracts alike, provided..."
NAM says "We recognize the desirability of having a single set of cost
principles to be applied to all Govermment contracts when' costs are a
factor, provided..." AIA infers the same thing when it says that it
"has no objection fo the establishmégt of a set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts and _w_hi_c;._h_.. ." [ Notwithstanding, the AIA provideis an actual
pfoposal which provides different treatment of costs for both the nego-

tiation of prices and termination settlement. / The American Institute

of CPAs states concurrence "in the idea of & single broad set of cost 7
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Principles provided that in their application, recognition is given
to the circumstances created by each type of contract as a part of
the conditions and factors which have a bearing on ressonableness s

relevancy, allowability," etc. MAPI, on the other band, takes the

‘point of view that, "Few, if aﬁy, advantages are discernable and that

the suggestions bristles with possible disadvantages."
Eva.lua.tioﬁ | ’

Only‘MAPI thinks that the objective, eveﬁ. withAa.ccepta.nce of
cezfta.in policy chaenges, 1s unsatisfactory. There 1s general admission
that the use is proper (1) in cost reimbursement-type, (ii) incentive
type a.nd _price redetermination type coutracté , 80 long as the "sound"
policies in Part 8, Section III, Price Negotiation Policies and Tech= |
niques and Section VIII, Termination of Contracts are emphasized. |

Recommendation

The objective of the compi'ehensive set is sound. Continue the
development. Sée the issue entitled "Application - Contractors should
nbt be bound by the principles in submitting cost data in support of
Pricing estimates"(paragraph 3.a.) for discussion of and recommendation
with respect to the use of the Set by contractors in the submission of .
cost data by contractors to support pricing. |

b, Allowance of all costs which are "mormal costs of conducting

business 1is necessary,

Industry Contention

" The basic objective of the comprehensive set must be fairness
and equity to Govermment and to industry. Fairness to industry
requires recognition and allowability of ALL COSTS OF DOING BUSI-
NESS to the extent that such costs are allocable and reasonable.
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Specifically, NSIA says that the "cost principles must be based N

on the Government's willingness to recognize and accept all normal
and legitimate costs of doing business. The determination of such
costs should.' not be subject to shadings, gra.dations, or special cir-_
cumstances, nor should allowability be conditioned on the abilit& of
a cdntra.ctor to prev:louély hegotia.te special cost allowances into in-
dividual cootracts. Again the NSIA speeks against the "disauowﬁﬁce
in whole or in part of many elements of costs which are generally
considered to be normel costs of doing business, costs which cannot
be avoided merely because ‘the Government chooses to call thgm un=-
allowvable and which in non-Government business are normally recovered
in the .ma‘.rket place in the price of the article sold." AMA sa;vs that,
‘as a matter of sound philosophy, the Govermment must be willing "to

pay a fair and proportionate share of all the normal costs of conduct-

ing business." MAPI states that "To achieve a profit the business
first must realize enough ._-from the sale of its products or éérvices
to pay all its costs of doing business. To tﬁe extent that it fails
to recover all its légitime.te costs incurred in performing work for
a single customer it is subsidizing that customer. .../ This 7 s not
soﬁnd economics and it is not sound public policy in the Government
ihterést." The Chéinber of Commercé says that the "comprehensive_ set
h of ‘co_st principlevs should allow all legitimate costs of doing business.
provided they are reasonable and allocable to the confract involved."
ETA says it this w;.y- "The basis and foundation of such & set of
cost principles would be a recognition by the Government that all

normal and legitimate costs .of doing business are properly chargeable

N



to Government business depending on their rea.‘sona.bleness and alloca- |
bility to the.work in question." NAM states that the conmrehensive-Q
set,'ob,jective 1s sound provided the principleé "recognize the conecept
of reasonableness, generally accepted accounting pz;a,ctices and alloca-
bility, and encompass all normal costs of doing business.” The Comp-
trollers Institute of America hsa.ys that tt;e p;'oposal is defective
since it falls “to recognize or accgpt certain nofml and legitimate
costs of doing business and fails to give proper emphasis to the
basic principles of reasonableness, allocability and generally accepted
accounting principles and standards."
Evaluation | |

O:E"all the points raised by industry, this is probably the most
difficult» to resolve to thé satisfaction of both parties. We é,gree
that application of' the tests of allocability and reasonableness as
the sole criteria for determining allowa'bility is ai:pealing. However, -
such application for purposes of this statement is not adequate for
two reasons. First, the two terms "allocable"‘ and "reasonable,'

despite the fact that we have defined them, are indefinite, judgment

terms. The thousands of users need further guidance and a fuller
. description of their application to certain elements of cost if we

are to achieve any satisfactory degree of uniformity of treatment.’

Second, there are certain ¢osts which, (1) as a matter of public

policy, or (2) becauée allowance would represent 'duplicate recovery.

(1) “Public Policy". Entertairment expenses have become
an accepted cost in éommerci&l practice. They are, in part at least,
a selling expense. The code of ethics of public servants clearly pro-

hibits acceptance of such favors. Are we then to condone the practice
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‘'by inference by acceptance of such costs? UWe believe the answer is clearly”

and mst be specifida.lly stated.

(2) "To avoid duplicate recovery". In several places we have in-
cluded provisions wﬁich are designed to reach équitable results, but avoid
dupiicate recovery. For example, research and development costs incurred in
accounting periods prior to the award of the contract are not allowable, but

at the same time, we accept the cost of current reseerch and development

activities. This is done in order to prevent duplicate payment (i) when

originally accomplished and (1i) in the pricing of later production. We
believe that the results represents substantial equity to contractors who may

capitalize such costs as well as those who charge them to operé:bions as they

are incurred.

Recommendation

Based upon conversations with certain industry representatives and the

general tenor of the writtem comments, it is bélieved that some relaxa.tioﬁ
of our treatment of a few costs -would remove nbt only this objectlon to the
present draft but several others along with it, and still represent equitable
treatment. It is clear that their principal cbjections go to; (1) compensation
based upbn or measured by profits, (:_f.i) advertising, and (1ii) contributions
and donations. v |

ce Industry's "gains" won in ASBCAa.nd. the Courts shov;:ld. be allowed.

- Industry Contention

Industry contends that, in any event, the "gains" won in the ASBECA
and the Courts, ought to be made allowable.




‘ (‘

£
-

Specifically, MAPI, in criticizing the draft says that "in one
stroke, the effect of such Armed Services Board of Contract Appeals’

deciéion as Swartzbaugh, Wichita Engineering, Gar Wood and others

will have been mullified." It is stated further that "any revised
gset of contract cost principles should give full recognition to
doctrines propounded in the. deci.sions of the Armed Services Board of
Contract Appeals. That is to say, the spirit of such cases as the
Swartzbaugh case,the Wichita Eﬁgineering c.a.se should be preserved.”
The NSIA infers the same thing when, in eriticizing the disa.llowance

of "losses on other contracts" states: "As writtenm, the paragraph is

inconsistent with the Court of Claims decision in the Bell Aircraft

Corpora.ﬁion v. U.S. ...where a Govermment contractor was allowed to

capitalize losses on experimental contracts a.nd.- allocate them as

costs to other Govermment contracts.”
Evaluation

We believe that these "gains"ought to be reappraised cn an
objective basis in the manner in which all cost elements should.
To the extent that this consideration indicates disallowance , they
should be so trested. ASECA and Court cases are determinations of
existing facts only ba.séd. upon the'- then existing cost rules. The

q_uestidn of.‘_ whether these ruleé and, hence, these decisions are

'proper from a policy standpoint 15 now up for recommendation.

Recommendation

Reject the contention and reevaluate the items as .a.ppropria.té. :



€9

3. Amlication
a. Contractors should not be bound by the principles in submittin

- cost data in support of pricing estimates.

Industry Contention

‘Industry must not ‘be asked to accept the cost principles aé

a basis for their development and submission of cost data in sup-

port of pricing, repricing, progress payments, etc.

Specifically, AMA sé.ys, "...the contractor's price breaskdown sub-
mit*t;ed in support of firm price bids or proposals _cannot properly be
forced into the fra.meﬁork of any set of cost principles.” NAM and NSIA
state, "Under no circumstances cé.n we agree to omit from submissions of
cést data or estimates any costs that are incurred a&s legltimate costs
of d.oingl business a.nd properly allocable to a contract, even though the

Govermment may be disinclined to share in such costs."

Evaluation : ‘ _ . TN

We recognize that our proposed provision / 15-101(a)(11)(A).7 cenno.

be strictly enforced upon contractors, particularly in connection with

'precontra.ct negotiations. However, the statement of fact that contractors

are ‘expected to follow these principles as a guide,will, we believe, be
effective in most cases. Howe'}er, whether industry accepts or not, we

need an objective standard by which to evaluate price proposals and if

' 1ndustry includes unallowable cost elements we need to be able to identify

- such costs through expanded audit éva.lua.tion of proposals.

Apparently the requirement would be much less objectionable if certain
items were not flatly disallowed in every case.
Supported by this provision in ASFR, we believe that contracting

officers and auditors will be able to obtain the cobperation of contractors

in so making thein submissions. If so, auditing can be reduced to a

minimum.
-8 -
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Recommendation
Maintain this concept in the course of the negotiation with induatry
b. Application of principles in resolution of cost issues will harm
nggctia.tion.
Industry Contention

: Industry's objection to the epplicability provision which pro-
vides that the comprehensive set will serve as a "guide in the re-
solution of the acceptability of specific items of costs in forward

pricirg when such costs have become an issue" is usually coupled
with the contention relating to the ALLOWABILITY OF ALL COSTS.

_While the NSIA does the same thing, they do so in a wey which will
permit the isolation of this provision as a separate issue.
Speciﬁcally, NSIA construes the words as implying that "controversial

issues cannot be negotiated and tha.t they will be unila.tera.uy gettled by

the Goverment." Accordingly, NSIA suggests this a.pplica.tion be deleted.

Evaluation ' _
The general industry position is that the cost factors ought not to

be the subject of negotiation, that price, not cbsta, in fixed-price con-

tracting ought to be negotiated. Since the Governzixen'g agrees to the con-

clusion (see 3.b. above), provision is made that the principles shall be

used as a "GUIDE" in the establishment of the fixed price. Not to do 80

leaves the ASBCA and the Courts with the problem of the measurement of costs

in determining settlement of price without a yardstick. We consider the
guidance proper. |



Recommendation

Since ve belleve that it is sound to utilize the same yardstick in
'mea.suring_ costs in the settlement of issues as used in the negotiation
and termination action, adherence to the position is recommended.

4. "Reasonableness" and "allocability" are adequate standards for the
determination of costs. '

a... Reasonableness as & ata.ndard..

Industry Contention -

All comments offered indicated that "reasonableness! is a
critical consideration upon which a proper set of cost principles
should be constructed. They seem to say that use of the mere word
is all that is necessary to secure a proper performance. They
object particularly to some of our blanket determinations of une
allowability which have been determined on the basis that it is
unreasonable for any of the particular expense to be charged to
the Govermment. - They content. that the term cannot include "second
guessing" of contractor's management.. ' _
Specifically, ATA says that reasonableness is important, but they

suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the delsticm.cf the "competitive
restraints” test says that this test "will require both the Contra.cting
Officer and audit personnel to make economic determinations outside the
scope of their experience." NSIA says that "it is totally c;ntra.'ry to
‘good contracting policy"... to superimposé upon [' the contractor's
Judgnent] .+« "criteria involving retroactive review of individual
business judgments with respéct to the incurrence of costs.” AMA says
that "organizations must function through the judgments and discretion
of its executives in the accomplishing of the purpose for whic_:h the
contract has been let", and suggests that it is not proper to second-
guess this management judgment. MAPI concurs substantially with the

definition of reasonableness provided with minor modifications. NAM
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says that the requirement for special contract coverage "limits manege.

ment's preogative to make sound bgsiness decisions by requiring prior q

approval to incur ;egitima.te business expenses.
Evaluation

It is essential that the definition of reasonableness be agreed upon,
Once it is agreed upon, it will be incumbent upon the Government repre-'
sentatives to apply it 1n the performance under the contract. In the
event that such monitoring causes disallowances which will be interpreted
by contractors to be an "usurpation! of management prerogative, resolution
can be effectuated through the "disputes” procedure. ' If reasonableness is
to mean any‘bhing at all, it must presuppose that it is possible for scome=-
thing to be unreascnable, and if an action is unreasonable, the cost
thereof should not be allowed. If such a determination of unreasonableﬁess
of cost can be made in adirahce of the incurring of such cost, the contr&cf.gv
should be bemefitted.

Recoimendation '

The concept 1is sound and should be maintained.
b. Allocability as a standard.
Industry Contention |

) The concept of "allocability", like "reasonableness”, needs no |
definition or expansion. Any method of ellocation, if in accordance
with generally accepted accounting principles and practices, may be
used and must suffice for DOD contract costing purposes.
Specifically, MAPI says, "Comprehensive cost principles should recog-
nize that 'generally accepted accounting procedures' include a variety
of acceptable methods of expense allocation” (but accepts our definition

" with only the addition of an "or" in its detailed criticism). In AIA's

rewrite, the definition is omitted and mentioned is made only to the




effect that, "In ascertaiﬁing vhat constitutes allocable costs, any
generally accepted accouﬁting method of determining costs that is
equitable under the circumstances may be used..."

Evaluation _

For purposes of this document, it is believed that definition and
some discussion of the concept of allocation is necessary.  Allocation,
for certain business purposes such as published statements or texes,
does not require the degree of réfinement that is appropriate for our

costing purposes. Our proposal merely points out the various methods
‘of allocation which should be considered in distributing expenses for
contract cost purposes dependiné upon the circumstances. EIA seeméd to
recognize this view when they commented; "It (a set of cost principles)
would have &as itsAtwo main objectives, first, the enumération of ac~
ceptable methods of allocating earnings and expenses to segments of
the contractor's business and, where required, to specific contracts;
and secénd, the establishment of acceptable accounting methods for
identifying and reporting itemé_of income and expenditures, and those
items of & Contractor's income statement which do not represent cost
of operations."

Throughout we have provided for the greatest létitude b& such pro-
visions as: "The contractor's established practices, if in accord with
such generally accepted accounting principles, shall be acceptable" and
"This principle for selection is not to be applied so rigidly as to
unduly complicate the allocation where substantially the same results
are achieved through less precise methods."

It eppears that this criticism is actually directed, not at our coverage

of allocability, but rather to the fact that the principles have determined
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that certain elements such as conmtributions, profit sharing, and adver.

tising, are not allocable to Govermment contracts.

Reconméndation

That this approach be continued.

¢. Soundness of the requirement for negotiation in the determination
of cost treatment, particularly in relation to reasonablenmess .
and a.lloca,bility is questioned :

Industry Contention

: Uniformity in cost treatment is considered a sound objective.
However, this uniformity which has been a basic aim of all previous
drefts of the cost principles, has been lost by the requirement
that certain listed costs be the subject of negotiation to make them
allowable.

Specifically, NSIA states that "Uniformity of [ costj treatment...

| is a 'desirs.ble goal." But it states that the negotiation requirement -

"(a.) favors any compsny in a strong negotis.ting position, ('b) opens the
door to special treatment, and (c) limits msnagement's discretion...
merely because cost coverage had not previously been negotiated." Again

it is stated that the new test of a.ccepte‘biiity, 1.e. » "companies with

. a preponderance of Goverrmment business are not subject to competitive

restra.ints . ».would promote a la.ck of unifornrity in trea.tment. «." The

c. of C. notes an inference "tha.t the predetermination of basis for the

" allowability of costs mus'l_; be agreed to in advance" and recommends

deletion of the requirement. NAM feels ths.t the negotia.ting langusge

"'limits msnsgement's prerogstive to ms.ke sound business decisions by

requiring prior epprovs.l to incur legitims.te business expenses...and

. .special provisions are required which ha.ve the effect of defeating

' the objective of uniformity by favoring contractors in e strong nego-

tiating position. Inasmuch as uniformity and equity in the allowance
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of costs 1s one of the objectives of a set of cost principles, we fee)
that the Govermment should remove the requirement." EIA, although /‘)
criti_ca.lvof the actual provisions, seems to take a different iriew when
it says "provision should. .‘.be mede fOr the treatment of some items of
cost by coﬁ_tractual coverage where special or peculiar circumstances
 Justify it."

Evaluation | |
Some of the comments apparently arose through & mistaken impression

that failure to négotiate these items of cost in advance would make them
unallowable. - Tl;is 18 erroneous. Absolute uni_formify of cost treatment
and cost result cannot be achieved. As a matter of fact, industry's own
proposals feie.ting to the tests ,'_'.')f reasonableness and generally accepted
accounting principles, if applied, can only result in gross lack of
unifornﬂ.ty of treatment and cost result. The negotiation technique
complained. a.bout was included in the d.raft to cause specific consider- /->

| ation of the tra.d.itiona.ny difficult cos’cs vhich are potentially una.l-
lowable becuase of the high proba.bility of unreasonableness or nonale-
locability. We beiieve ’ mofeover ’ tha.tb the very best finding of reason-
* ableness of _covst' is one which is specifically considered and negotiated
between the parties in advence. Because we believe that the success or
failﬁre of the whole proJéct is tied a.rouﬁd. these difficult costs,

v believe that it is essem;ial that 'che concept 'be ma.inta.ined until it

is deternrlned. that & mutually accepta.ble DOD « Industry position can be
agreed upon.

Recommendation

. Meintain the concept at this time.
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d. Contractors Accounting Systems should be controlling if in
accordance with "Generally Accepted Accounting Principles”,

Industry Contention

The selection of an accounting system is a mansgement prerog-.
ative. If the system selected and applied is in accordance with
generally accepted accounting principles and practices and is
consistently applied, it must suffice for governmental costing
purposes. It is therefore improper that particular e.ccountins
gstandards be includ.ed. in the comprehensive set.

Specif_ica.lly, NSIA says, "It would require drastic revisions in
existing and accepted accounting systems of contractors." AIA says that

we "...should recogn:lie the basic principle that any financial system

must assign the total cost of doing business to the work performed upon
wha.tever ba.sis fits a company s particular req_uirements for the rea.listic
reporting of operating results to stockholders s the Securities end Ex-

change Comission, and others.” AMA states that we should recognize

. - "the eﬁéteﬁce and prima facie propriety of the ,selected contractor's
.established accounting system." (Underscoring added.)
Eva.luation _ |
Generally accepted accouoting principles ere broad._svtandvards' .for the
evaluation of the financiel position of an enterprise and fo'rk the measure- -
ment of incozieva.nd; expense overxr e. given period of time. Thus, a system
~ may be maintained in accordance with such principlee, fuJ.filling' tiae
| requirements of mna.gement ,"the stockholders ’ te#ing authorities, and
othera,‘and_. yet cot necessarily yield coets related to a8 product or
coctrect to vth'e extent required for cost reimbursement or to sﬁpport
pricing ,judgmente. Thus, we ‘have accepted the'concept ‘in its correct
sense by adding "applicable in fhe circumstances" me‘a.nihg-to DOD con- -

tract costing and pricing. 'i!he related point of consistency, we view

-15’)-




the same way. COﬁsistency is essential only so long as condi‘lﬁioﬁs Trew

main substantially the same. When conditions change, a system change N

may be required a.iso. The draft recognizes this fact.

As an émmple of the inadequacy of "generally accepted accounting

' principles end practices" for Governmeht contract costing i)urposes, we
might cite the treatment of deﬁreciation 6n, fully depreciated assets.

- ordinarily such depreciation could nof be charged as a cost under
generallyba.'ccepted a.ccouzﬁ:ing principles. | However, to achieve equity
in reimbursing the contractor fdr use of hissassets in this category
in any procurement program, we permit & "use charge"” under certain cir-
cumstances, which is the eq_uiiralent of depreciation.

Within ﬁﬁis very flexible framework of geﬁera.lly accepted a.ccountinfg

principlés and practices, in order 'vto achieve some degree of consistency

aod éé_uity of treatment of difféfent contracters and to eliminate as
. many quesﬁiona a.s' possible, we have set forth accounting standards or /j
guides in certain'instance-s. - These do not réquire that the contra.ctor' -
change his accounting system any more than a.\ta.x statute requires him
to change his own method of accounting. But such guides are necessary
if we .a.re to e.cl;ieve any reasonable degree of ﬁniformity of policy or
practice in the dealings of our thousands of procurement and audit
pérsonnei with the many Defense coﬁtré.ctors.

It V:I.é interesting to note that re'syé'onse of the Américaﬁ Institute.
of CPA's _did-mt contain objections to this ﬁspect of the ‘proposal.
Recomendation' o

- That this general approach be continued.



19SUES Tif ITEMS OF COST

'yirtually every item of cost has been the subject of some criticism o
comment by some of the respondees. Many of these appear solvable by 'editing
some of the points into the document. As might be expected, all of the
Associations did not melke the same comment nor criticize the same element,
In order to reduce the problem to the costs which were subjected to the mogt
" consistent and broad criticism, the following are discusseds

1. Advertising Cost's (a)‘. _
2. Bad Debts (b) |
3. Plant Rehabilitation Costs (cc)
‘4, Rental Costs
5.  Research and Development (11)
6. Treining and Educational Costs (qq)
1. Advertising Costs (a) |
" Contention | |
| NAM, NSIA, MAPI, AMA, ATA, C. of C., EIA, and CPA were critical of
the coverage of the draft of this item. The recommendations centered
upon the allowability of product and institutional advertising, subject
only to allocability and reasonableness. With respect to product '
advertising one association suggested that in the establishment of mass
merkets, the Govermment has received price benefits which justify the
proposed action. All contended that INSTITUTIONAL TYPE ADVERTISING
should be allowed since such advertising "informs the public on
matters of general interest, stimulates interest and the pursuit of
* careers in science and engineering, or affects employee relations."
. The American Institute of CPA's notes that it 1s "reascnable to
allow the cost of advertising for scarce materials, or for second-
band machinery when new machinery is hard to obtain." ’
Industry generally seems to admit that product advertising ought not
tc; be allocated agalnst Government contracts. Institutional advértisig |
'may result in some benefit to the Government under certain circumstances,

but that benefit is somevhat elusive and thus reasonableness of cost 1s

- exXtremely difficult to determiné. |




On the other hand, while ad.vertisin_g fof needed specific mteria.ls, Sube
contractors, engineering proposals, and the like, for the purpose of Cerrying /q
out the contract, establish the kind of a relationship which jJustifies alloy. \
ance, it is so minor in nature a.nd. so difficult to isolate as to indicate the
desira.bility that this aspect be absorbed in the fee‘ allowance.

Reconnnendation‘ : _
Disallow pioduct and institutional advertising.
‘2. Bed Debts. o |
Contention ‘ A
NSIA, MAPI, AMA, ATA, C. of C., and EIA proposed modifications

of the bad debts principle. Generally, it is stated that the un-

allowability of bad debts is too sweeping since, it is asserted

that there are many kinds of credit losses as "a result of handling

Government busineas."

Eva.lua.tion ‘ o

‘There is some merit to the ergument that there is & possibility of |
Alo_sse.s in connection with subcontract operations vhich might be considered q
| to be in the ‘nature of bad debts. However this is insignificant. Since |
 the major eource of bad debts fela.tes to customers, and since the Government,
as a cﬁstomer, peys its debts; euch ‘e.xpense i_s.no_t allocable to .tlr'le Government..

Recommendation

Contime to disallow all bad debts.
3. Plant Recomrers:l.on Costs (cc)
Contention

IIAM, NSIA, AIA, C. of C., EIA and MAPI are critical of the
allowability of only the cost of removing Govermment property and
the restoration or rehabilitation costs caused by such removal.
It is contended that the nature of the Contractor’s business and
the use of the plant and the extent of his involvement in defense
procurement programs should be the determining factor in the




determination of whether these costs are allowable. The argument ig
made that while the non-allowability may be correct with respect to
minor plant adjustments to undertalke defense work, major or abnormal
changes ought to be allowed "on the basis of negotiation", particularly
where there is knowledge that after performance of the Defense work
the contractor will resume his previous operation.

Eve.luation o | _ _

The proposed action was taken in the belief that make-ready expense
ought to be allocated against the ensuing production. Thus, the Gc\}ernment
ought to éllow the costs of preparing ;t’oi the production under its contract
and the éiﬁlian production ought to take care of the meke-ready for the
new production--thus such expenses should not be allocated against the
. Govermment contract. Notwithata.nding, we found it necessary to ‘bofh _

" remove Government property from the contractors premises and to rehabilitate
the premises "c_a.used 'by' such removel”. | '
Recommendation |

" Maintasn the principle.

L4, Rental Costs (hh)

‘Comtention .

NSIA, AIA, MAPI, C. of C., BIA, and CPA are critical of two
provisions of the prineiple (1) the limitation on inter-plant
 rentals that such should not "exceed the normel costs of owner-

ship" and (i1) that in general sale apd lease back situations,

subject to negotiated exceptions, the costs should not exceed

‘that "which would have been incurred had the contractor retained

legal title to the facilities." It is asserted that in both

situations the tests ought to be reasonableness of the rental,

including such other tests as "in line with those charged for

‘similar properties;" and "comparable to normal rental to be paid

for like facilities in the open market." It is asserted that the

sale-and-lease back technique is an "established method of reising

cepital.¥ ' :
Evaluation
Both provisions are designed. to maintain rentals at réa.‘sdnﬁble levels

and remove an initiative of a.‘éontre.ctor by his own action to increase




Governmental costs. The technique utilized is simply {;o limit fhe costs
t0 tha.t' which would have occurred .had. the transfer not been made. At the

| same timg,,_fhe policy recognizes that these are often arms-length t.ransactiongl
of the type which Justify cost adjustments and the draft meles provisions fop
sPecific negotietions therefor. One Association recognizes the problem.
They say, "o ,judge the leaseback rental in terms of the lessor 8 costs had
he retained title is to measure the rental by the very index which_the lease-
back arrangement wes desigﬁed to repudia.te."‘ "deerﬁment's recognition of the
validity of this argument was the very reason for adoption of the policy.
If the sale and leaseback technique is an "established method of raising
cepital”, there is all the more reason why we should not allow excess cost

attributable to this technique inasmuch as we do not allow the costs of

raising cepital generally.

. Recommendation o ' L o
. Maintain the principle. - " : . />

5. Reseerch and Development Costs (ii')

Contention

- NAM, NSIA, AMA, ATA, MAPI, C. of C., and EIA have criticized
this principle, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The criticisms relate to (i) the difficulty in breaking down all
research into basic and applied for the purpose of allowing the
applied on the basis of allocability to the product line; (ii)
the non-allocability of research overhead to the accomplishment of

& research contract mission; and (11ii) tih: AIA particularly con-
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents on unwholesome control of
research. :

Evaluation
It 1s recognized that it is sometimes difficult to break down all

research into ba.s:!.c and applied. However it is sound that applied re-

o | .




" gearch be allocated to the groduct to which the research attention ig being
supplied. This being true methods mst be found for segregating questionay),
Aprojects appropria.tely. |

tihen research is the service being purchased it scems manifestly inap.
propriate that other applied research exXpense ’be allocated ageinst such g
mislsionb siﬁce, a..'s indicated above, applied research should be abscrbed through
>, sales of the product line, |
‘onJy. the AIA makes a strong case againet the desirability of negotia.tion
" of the reasonableness and allocability of research expense. This problem
was recently analyzed fully as a part of the ATA presenta.tion of 22 Jamuary
. 1958, énd that analysis 18 applicable hereto. The conclusion reached was |
that this req_uirement mst be retained since, (i) in the a.ircra.ft industry
there are 1o competitive restraints to discipline the contractors and (ii)
there is an m’gent need for utilizing f‘ully the reeults of the resea.rch
and for rela.ting all pro,je_cts to others. '
Recomendation |

Maintain the principle.
6. ,'Bra.ining and Educational Costs (aqa).

Contention A _

NAM, AMA, AIA, MAPI, C. of C., and EIA are critical of the ex-
tent of allowability included in this prineciple. Although the pro-
posed allowances are considerably more liberal than the status quo,
the industry contends that it is the current national policy to.
stimilate scientific and technical study and thus it is incumbent
upon the DOD to encourage its contractors to minimize their efforts
in this regard, including cost support of the effort. : -

Evaluation R IR |

‘l‘he present proposa.]:

(1) allows in-training and out-training at vocational
and non-college ]_.evels.




(11) allows part time technical, engineering and scientific
education, including materials, textbooks, fees, tultion . BF

- and, if necessary straight time compensation for attendance q

- of classes during working hours for 156 hours per year.

(:Lii) allows post-graduste tuition, fees, meterials for fulltime
- seclentific and engineering education (BUT IO SALARY CR SUB-
SISTENCE), for bona fide employees for one school year for

_ each employee so trained.

(iv) grants to educetional institutions are considered donations
‘and are unallowable by the draft. _

The above policy was developed cooperatively by the procurement, mampower
and reseanch interests of ASD and the military departments. During the develop-
ment every aspect of the pro'blexn wes i'econsidered and the above was adopted ag
being a reasonable treatment under today's circumstances.

" In comnection with (ii) industry objects to the limitation of 156 hours a
year for the study dui'ing working noxzfs. Basically, this sort of a.ctivit}
ought .to be acconxpliehed outside of workins hours but instances were found.

. in which this was not poss‘ible.' This appears to be a reasonable solution. . q

In connection with (iii) industry obJects to the non-a.l.lowability of
.sa.le.ry and subsistence. Allocability of this expense- ageinst Govermment
contracta is a tight q_ueetion. As e mtter of policy therefore, we
sought a rea.eona.'ble solution and one in which a discipline to reasonableness
would. be prorvided. Skarirg of the expenses provides this incentive.

Final]y, industry ob,jects to. the non-allowance of grants in (iv)

These were disallowed. on the besis that grents are in fact dona.tions and
should. be a].lowed only if contributions generalLy are. allowable.

Recommendation

Maintain the principle except with respect to educational grants which

.

should be allowed as e contribution or donation.
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G O VERNME NT C ONTR A C T S

CONTRACT COST PRINCIPLES: MAPI Files Statement Supplementing
Its_Presentation During DOD Hearings on Proposed >sed Set of
Comprehensive Contract Cost Principles

As indicated in Bulletin 3560, MAPI participated in a joint
governmeht-industry conference at the Department of Defense on October 15,
regarding the proposed set of comprehensive contract cost principles.
Supplementing our oral presentation a written statement has been submitted
to Assistant Secretary of Defense Perkins McGuire, the text of which is
reproduced in this bulletin.

The MAPI statement of November 14 stands firm on the proposition B '
‘advanced and documented by MAPI since 1956, namely, that under no circum- ' .

stances should contract cost principles of the type embodied in ASFR, | :
Section XV, be applied to fixed-price contracts. This position is spelled - o

out fully in the MAPI statement in terms of current public policy on' the

subject supporting the MAPI position, pertinent regulations of the Depart-

ment of Defense which would be in conflict with any single set of cost .
principles, and the need, in our view, of a complete reappraisal of the : e
concept that a single set of cost principles be uniformly applicable in

government prime and subcontracting. The Institute has consistently

reasoned and argued that the result of the current DOD proposal would be.

to convert fixed-price contracting into formula pricing as employed in
cost—reimbursement type gituations.

-Qur other specific recommendations are sumarized on page 12 of
the letter to Secretary McGuire. In addition to the problem of fixed-price
contracting the statement recommends that advertised contracts, most sub-
contracts, and contract terminations be excluded from the applicability of
the proposed regulation. Treatment of specific cost disallowances is
covered in the December 16, 1957, MAPI statement entitled "Defense Procure-
ment and Contract Costs" which is incorporated as a part of our current
presentation. ' . . : .

3 ’ Comments and further suggestions from interested member companies
. will be appreciated. May we acknowledge again assistance from the MAPI
Accounting Council and the CTA Financial Council in connection with the
- Institute's work in this area.
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November 1k, 1958

Honorable Perkins McGuire

Assistant Secretary of Defense
(Supply and Logistics)

The Pentagon

Washington 25, D. C.

My dear Mr. McGuire:

In accordance with your suggestion of October 15,
1958, made during the joint industry-govermment conference,
we are submitting herewith a further amplification of the
views of the Machinery and Allied Products Institute in re- i
gard to the proposed adoption of a comprehensive set of con- -
tract cost principles. This statement is presented in

" behalf of the capital goods and allied equipment industries./’*\\

Although, as you know, many of the companies in these indus-
tries are important govermment prime and subcontractors, the 7
bulk of their production falls in the commercial area. .

May we express. once more_dur-appreciation for the
personal interest which you and Secretary McNeil have taken
in this subject, as evidenced by the Octobver 15 conference

.and by your willingness to receive supplementary written
- statements of industry views. Ideally, we might have hoped

for additional time in which to file our supplemental state-
ment, but we are most anxious to comply with the filing dead-
line of fifteen days from the date on which the transcript of -
the October 15 meeting was received by this organization.

In our opinion,vthe'proposal for application of a
set of comprehensive cost principles to all types of negoti-

ated contracts becomes wholly meaningful only as we relate

it to developments in the entire field of national defense.

‘For this reason we should like to review briefly the history

of its suggestion and--before proceeding to any detailed
examination of the proposal itself--to set it against the
backdrop of our total national defense program, considering
it in this broader perspective.

MACHINERY & ALLIED PRDDUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION. COUNCIL FOR
TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONGMICS OF CAPITAL Gooos
(THE FACILITIES OF PRODUCTION. DISTRIBUTION. TRANSPGRTATION,. COMMUNICATION AND COMMERCE)

IN AGVANCING THE TECHNOLOGY AND ruam:nmu THE ECONOMIC PROGRESS OF THE UNITED STATES .
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The antecedents of the present proposal.--For some years the De-

- i ion and partly b 8,
partment of Defense, acting partly upon its own mot P Y by reason
of suggestions from’congressional cormittees and the General Accounting Office,

‘has attempted to develop & set of cost principles which could be applied to

. negotiated, fixed-price contracts as well as cost-reimbursement contracts.

This process, covering a period of some four or five years, is an outgrowth,

" of course, of developments dating back to the World War II use of T. D. 5000,

the War and Navy Departments' "Green Book," the post-World War II Joint Termi-
nation Regulation and, finally, Sectlon XV of ASFR which controls the reim-

" bursement of contractors' expenses under cost-reimbursement type contracts.

This record of developments, culminating in the present proposal,
contains one interesting experience that is especially relevant to the docu-
ment here under consideration. A Munitions Board memorandum of November 15,
1949, which limited the mandatory application of ASFR cost principles to cost-

type contracts, nevertheless permitted their use "as a working guide" in fixed-

price negotiations. In practice the working guide assumed the status of a
rigid standard and, for this reason, permissive authority for the use of cost
principles in connection with fixed-price contract negotiations was revoked
by Department of Defense Instruction 4105.11, November 23, 195k,

. So much foria brief history of the current proposal's antecedents. .
Let us now consider the history of that proposal against the broad bvackground

of the over-all national defense program. :

. . Urgent need for reappréisal.--This recital of the present proposal's
history is important, we think, because of some startling recent developments

_in military technology that have altered radically and permanently the total

defense posture of the United States. The changed circumstances flowing from
these developments are financial and managerial as well as technological and
strategic. They are of such a fundamental nature as to require a most care-
ful re-examination of all procurement policy and procedure. We believe that
you should give primary consideration to the question of whether or not the
proposal for a comprehensive set of cost principles drawn in the form of
Section XV of ASPR--which has never been a completely sound proposal in our
Judgment--may not be altogether inappropriate at this time. -

The Soviet‘Spufnik.--As'we have noted, thé case.for épplication of .

. ASFR cost principles to all types of negotiated contracts has developed during
- the post-World War II period which culminated in the launching of an earth

satellite by the Soviet Union. This latter event, marking the dawn of the
Space Age, has given rise to grave Congressional concern with the state of our
national defense, highlighted by the hearings before the Preparedness Investi-
gating (thnson) Subcommittee of the Senate Armed Services Committee.:

In addition to its niumerous recommendations for enlargement and im-

'prbvemeht of our national defense in terms of military programs and weaponry--

with which this statement is not directly concerned--the Johnson Subcommittee

~recommended in connection with stepping up the tempo of our defense effort a
simplification of our military procurement procedures. With this latter recom-
- mendation our statement most emphatically is concerned.
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The testimony of certain witnesses pointed up the shortcomings of
our present procurement system, and such testimony is emphasized in the re-
merks of Senator Saltonstall in proposing certain amendments to the Armed
Services Procurement Act (lO USC 2301 et seq.) on October lh 1958. Senator
Saltonstall said: v

"We have great confidence in the vitality and initiative of
American industry. The free competitive system which has
enabled our nation to achieve unheralded industrial advances
should be able, as it has in the past, to achieve military
weepons superiority second to none. But, as Professor Liv-
ingston of Harvard so aptly pointed out when he testified
before the Preparedness Investigating Subcommittee hearings,
our present system of defense contracting does not encourage

~ those forces in our industrial establishment to work...
Ironically, Livingston pointed out, even in the controlled
economy and industrial establishment of the Soviet Union .
great rewards were provided for success in scientific and
technological areas, and.penalties for failure. The Russians
know full well the virtue of the incentive system. If the
future security of the United States depends upon its ability
to develop in the shortest possible time modern weaspons of
destruction so as to deter our enemies from aggression, then
we must make full use of the inherent characteristics of the
American industrial system which give it vigor and strength."

It should be emphasized that the remarks of Senator Saltonstall and
Dr. Livingston are typical of suggestions, both in and out of government, for
increasing contractor incentives.

Contradictory trends in government procurement .--The spirit of the
observations quoted above appears to have been reflected in a series of de-
velopments within government itself. First, it seems evident that the Mili-
tary Services themselves.are undertaking a fresh appraisal of the awesome
technological problems thrust upon them by the Space Age. There is evidence,
- moreover, of a desire on the part of the Services to share increasingly with

"private industry the technological and-financial burdens thus created.

General Quesada, newly appointed Administrator of The Federal Avia-
tion Agency, bespoke this attitude in a recent speech in which he suggested
that industry and government must "start work immediately on working out some
new concepts embracing the ways in which we reward industry's efforts for '
scientific and technologicel development of advanced weapons." The report of

~ the ad hoc Committee on Research and Development of the U. S. Air Force
Scientific Advisory Board--the Stever Report--emphasizes the same point in
these words: "Contracting procedures should be changed to give contractors
greater incentive to do research development work more effectively." In the
legislative area the extension of the Renegotiation Act for a period of only
six months--with the proviso that the process be subjected in the meantime
to. a searching Congressional study--would seem to offer further evidence of

. & new look by Congress at the whole question of providing incentives and re-

moving disincentives to more efficient production of war materiel.
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Within the framework of the Armed Services Procurement Regulation
itself we find within recent months substantial improvement in regulations
relating to pricing policies for negotiated contracts and in the acquisition
of contractors' proprietary technical know-how. This whole complex of state-
ments and asction had encouraged us to believe that a new spirit was abroad .in
the whole area of government procurement. Unhappily, the dogged pursuit of
this proposal for an across-the-board application of cost principles seems to
us wholly inconsistent with the current emphasis on the new spirit described
above and would, in our Judgment, represent a serious backward step.

Let us turn now from the background of this proposal to é more de-
tailed examination of specific questions which it involves.

Considerations of Public Policy

In the recent industry-Department of Defense conference on this
'subject, repeated reference was made by government spokesmen to considerations
of public policy, particularly as_they dictated the disallowance of certain
jtems of expenseé regarded by industry as normal costs of doing business.
Although raised for the most part in connection with the discussion of spe-
cific items of cost, we suggest that certain overriding considerations of
public policy apply with even greater force to the question of the applica-
bility of contract cost principles with which this supplemental statement is
primarily concerned. . o ‘ : : -

A.reading of the Armed Services Procurement Act (10 USC 2301 et.

' seq.) in conjunction with its principal administrative implementation, the

Armed Services Procurement Regulation, makes the advertised bid method of
public contracting & preferred method as an unmistakable matter of both
legislative and administrative policy. Although the statute deals with the

~ point only by indirection, ASPR, we think, harmonizes completely and specif-

ically with legislative intent in according the next order of priority in -

procurement preference to the firm, fixed-price contract. (Since the

descending order of subsequent preference is well summarized in a quotation
from Lt. Col. George Thompson, USAF, appearing at a later point in this
statement, we shall not now dwell further on the mtter.) - :

, -~ In addition to these ekpress legislative and administrative prefer-
ences of procurement policy, ASPR itself contains one further significant

.statement of general procurement policy that deserves repetition in this con-

nection: "It is the policy of the Department of Defense to procure supplies .
and services from responsible sources at fair and reasonable prices, calcu-
lated to result in the lowest ultimate’overfall cost to the government."

We regard these propositions as central and fhndamental policies

of Defense procurement to which all other considerations of public policy--

from whatever source drawn or imagined--must be subordinated. Moreover, we
cannot believe that policy demands a broadened application of proposed cost
principles if, as a result, "ultimate over-all cost to the government" is
increased. And this is precisely the result we predict -in that eventuality.

At the risk of repetition we cannot fail to add that the widespread
and continuing suggestions for the enhancement of private incentive in defense
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work--to some of which we have referred briefly above--are not only entirely
consistent with these basic policies of military procurement but would lead

almost certainly, in our judgment, to-improved contract performance, an in-

creased interest in defense production and a very considerable reduction in

ultimate over-all cost to the government.

‘ ~ The real issue to be decided.--The realities of the situation as vell
as the evident concern of your staff with questions of public policy demand .
that the resolution of the question now:before you be based upon the broadest
possible comsiderations of public policy. This being so, the issue to be de-
cided may be stated very simply: Would the present proposal for application
of contract cost principles in their present form to all types of negotiated
contracts serve the public interest?

We do not believe that it would.

 The Present Proposal

In turning to the applicability of the proposal before you, we
should point out once more that we do not regard ASFR cost principles--in
either their present or proposed form--as desirable or proper standards even
for cost-reimbursement type contracts. :

The principal change‘in procurement practice to be effected by
adoption of the current proposal would consist in applying a revision of the
present ASPR cost principles to fixed-price as well as cost-reimbursement type
contracts. Having in mind the effect of the proposal's adoption upon the
broad public policy question posed above, we should like to consider it in
terms of its essential nature, its effect on negotiated, fixed-price contracts,
its use and effect in "cost-related areas," its effect upon normal business

- incentives, its effect on subcontracts, its effect on contract termination,
- and its effect upon the normal incidents of contract negotiation.

The pnature of the proposal.--As a part of the colloquy on the sub-
Ject of applicability at the recent Pentagon conference, the observation was
mede that industry spokesmen were confusing the applicability of proposed cost
principles with their content. We submit that one can no more consider the
results of applying this proposal without considering all four corners of
the document than one could judge the worth of a horse without examining the
beast. What, exactly, is the nature of this proposal?

Althdugh thé document here invol#ed purports to be a statement of
cost principles, it consists in fact of a relatively brief statement of

principles followed by an extended and detailed specification of costs which

are allowable or unallowable in certain contract situations. - Experience per-
suades us that in a practical contracting situation the statement of prin-
ciples, such as it is, will be disregarded and the contract administrator
will rely upon the specified list of allowable or unallowable costs. Moreover

. --and despite protestations to the contrary with which we shall deal later--

the extent of allowability or unallowability of any item of contract expense
identified in these "principles" would. almost certainly be the same under
either a cost-reimbursement or a fixed-price type contract.
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_ ° We have relterated these elementary propositions only because we
regard them as fundamental to any consideration of the applicability of the
.PrOposed cost principles. |

The proposal's effect on fixed-price contracts.--Having in mind
the basic and unavoidable character of this proposal, we reiterate an argu-
ment which we have advanced repeatedly in the past that promulgation of a
"comprehensive" set of cost principles applicable to both negotiated, fixed-
price and cost-reimbursement type contracts will serve to convert fixed-
price contracts--in one degree or another--into cost-reimbursement agreements.
We regard this result as inevitable, both as a matter of logic and as a matter
of experience.

In their present form the proposed cost principles represent an
artful piece of draftsmanship and an evident effort to respond to prior
industry criticisms relating to the inevitable effects of an across-the-board
application of cost principles. Specifically, the proposal declares that
cost principles are to be used (1) "for the determination of" reimbursable
costs or cost-reimbursement type contracts, and (2) either (a) "as a basis
for" the development and submission of cost data and price analyses--in sup-
- port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu-
ation of cost data" in retrospective pricing and settlement or "as a gulde
" 4in the evaluation of cost data" in forward pricing.

The excerpts from the regulation quoted above are, of course, those
phrases which go to the very heart of applicability of the proposed set of
comprehensive cost principles. The distinction which the draftsman of this
regulation has attempted to meke between applicability of cost principles in
cost-reimbursement and fixed-price contract situations is an exceedingly nice
one. We believe, nevertheless, that this distinction, however nicely drawn,
will become a distinction without a difference in practice.

A chronology of the process by which the present phraseology of
applicebility came into being may be instructive. When this proposal was
first publicly mooted in Mr. Lloyd Mulit's letter of May 28, 1956, the Insti-
tute called attention to what we regarded as a built-in weakness in the pro-
posal--"...we urge that any generalization of contract cost principles be so
framed and administered that it may not serve as a deterrent to greater em-
phasis on firm, fixed-price contracting." Doubtless, other industry associa-
tions had the same concern. _

The September 10, 1957, draft of this proposal attempted--with
somewhat less than complete success--to avoid this change by careful distinc-
tion as between the proposal's application to fixed-price contracts and cost-
type contracts. Our comments of December 16, 1957, once again pointed to the
impossibility of a distinction in. practice.

- Apparently unsatisfied with this attempt, as was industry, Pentagon
draftsmen have tried once more with the greatest care and the utmost sincerity
to overcome this problem in the language quoted above. We commend the effort.
We cannot fail, however, to entertain grave doubts as to the manmer in which

this theory of differing applicability will be treated in actual. procurement
practice.




gonorable Fe

rkins McGuire -7- November 14, 1958

The almost inevitable obliteration of any distinction in actual

ractice is illustrated oy a landmark decision of the Armed Services Board

Pf contract Appeals, the Swartzbaugh case. As you will recall, the question
gnyolved a dispute over the interpretation of a contract price revision art-
jcle. The contracting officer sought to apply present cost principles. In
its opinion the Board.said "in contradistinction to a cost-reimbursement con-
tract, Form IV of the Price Revision Article depends cn negotiation and its
seqpel,.compromise. "Under contracts calling for the reimbursement of costs
it is appropriate to audit in detail each expenditure and to test its allow-
ability by the standards of the statement of cost principles (ASPR, Section
V). oSuch a detailed audit is neither required nor desirable in price revi-
sion...The statement of cost principles (ASPR, Section XV) upon which many of
the disallowances were specifically based by contracting officers is not con-
trolling in negotiations for revision of price."

‘The case in question involved a redeterminable, fixed-price contract
put the principle announced by the Board of Contract Appeals applies equally
to the negotiation of price under any type of fixed-price contract. We be-
lieve the philosophy of the Swartzbaugh case is entirely correct, but we
think this philosophy would be largely destroyed by adoption of the proposal
here under discussion, and The Pentagon's own past experience with the Muni- -
tions Board memorandum referred to above further. convinces us of this result.

The proposal's use in "cost-related areas".--The case for an across-
the-board application of contract cost principles appears to rest finally upon
the proposition that such a standard is required for examination of "cost-
related areas" under both fixed-price and cost-price contracts. A corollary
proposition holds that a cost under a fixed-price contract is no different
from & corresponding cost under a cost-type contragt and that both should,
therefore, be judged by reference to the same standard, i.e., a common or
comprehensive set of cost principles. o

. We think no one would argue seriously that there is any essential
difference between an item of expense under a fixed-price contract and a simi-
lar expense under a cost-type agreement, nor that the manufacturer incurring

either cost must recover it in the selling price of his product. And to argue

from this truism that both costs should, or must, be judged by reference to
the same standard seems eminently proper as: a matter of pure theory.

We are not, hdwever, dealing with a theoretical exercise but a '
practical procurement situation. Let us consider the effects of the theory.

Assuming a lO0-per-cent fixed fee under a cost-type contract, this
minor part of the whole price is the absolute limit of the contractor's risk
and thus the limit of possible incentive. Conversely, a fixed-price contract,
with no predetermined fee or profit, has a much wider area of risk for profit
or loss and, logically, a much greater degree of incentive to the contractor.
Moreover, it is precisely because the range of incentive in the latter case is
S0 much greater than in the first that fixed-price contracting is preferred as
a matter of policy. ' :

This contrast goes to the very heart of our case against a compre-
hensive set of cost principles Just as the propositions recited above

~



Honorable Perkins McGuire . =8- ~ November 1k, 1958

conétitute--as”we'undefstand it--the core of your staff's case for their

adoptién, with the issue thus squarely joined let us conmsider for a moment
what this proposal would do to contractor incentive.

Tt seems to us inevitable that reference to the proposed cost
principles in pricing or repricing fixed-price agreements will very greatly
reduce the area of risk and the incentive possibilities of such contracts.
Insofar as "cost-related areas” thereunder are subjected to the proposed
cost principles such contracts will have been effectively converted into
cost-type contracts--and price will be established by rote.

Finally, we should like once again to point out that fixed-price
negotiations will degenerate into formula pricing at the very time that
serious and responsible students of the procurement process are calling for
{mmediate and drastic improvement in defense contract incentives.

‘ The proposal's effect on normal business incentives.-~As we have
already suggested,,SEEE applicable law and regulations express a clear prefer- .

ence in defense contracting for firm, fixed-price agreements let either by
formal advertisement or direct negotiation. An excellent capsule statement
of this preference has been made by a leading contract pricing authority, as
follows: ' : -

"our objective then is to negotiate a contract type and
price that includes reasonable risk and provides the con-
tractor with the greateét_}ncentive for efficient and
economical performance. In all cases it is basic to our
pricing philosophy that a contractual arrangement lacks
incentive until we reach a firm agreement on price. The
firm, fixed-price contract obviously supplies this incentive
to the fullest degree, and it is the type preferred in the
Department of Defense. We also prefer fixed-price types of
cost-reimbursement types and firmed fixed pricing over retro-
active pricing." (Underscoring supplied.)/l .

We concur completely with this statement of policy. Moreover, its
emphasis upon retention of maximum incentive to efficient performance is en-
tirely consistent with the observations of General Quesada to which we re-
ferred very briefly above. In the course of his remarks on this subject,
General Cuesada further called attention to the fact that the process of cost
reimbursement tends to penalize the efficient producer and to reward the in-
efficient producer. The point is by no means a new one--although few have
made it as well as General Quesada--and we raise it again here simply to rein-
force the statement of our conviction that the cost-reimbursement process has

a built-in disincentive character which now, in our judgment, would be trans- -

ferred to all fixed-price contracts by adoption of the present proposal.

1/ Lt. Col. George W. Tﬁbmpson, "The Pricing Significance of Contract Types
Used in Negotiated Military Procurement," XVIII Federal Bar Journal,
h No. 2, April-June, 1958, p. 136. Lt. Col. Thompson was recently awarded

the Legion of Merit for his outstanding contributions to Air Force Pro-
curement. _
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The Institute firmly believes that the presently proposed set of
comprehensive cost principies should have no application to gny type of fixed-
price contract. As contrasted with the cost-reimbursement situation, the .
contractor under a fixed-price contract must assuwe the risks associated with
the price fixed prior to:the incurrence of costs through contract performance.
If the contract price has been.fixed at too low a level the contractor may
suffer a loss which is not recoverable from the government. Under cost--
reimbursement contracting, on the other hand, the contractor faces no such
problem. He will be reimbursed for contract costs incurred and, in most
cases, will be paid a fixed-fee profit determined by formulas prescribed by
ASPR. Under such a contractual arrangement the contractor has little or no
incentive for the most efficient and expeditious contract performance. How-
ever, in the fixed-price area, when a contractor has no such profit guarantee,
contract performance must of necessity be both efficient and expeditious or
any originally hoped-for profit will be completely consumed by costs. Thus,
under fixed-price contracting, the contractor's incentives and his concurrent
risks are maximized. _

The proposal's effect on subcontracts.--The manner and degree in
which the proposed cost principles would apply to subcontracting are not en- -
tirely clear from the draft proposal. Nevertheless, its reference to "the
use of cost principles and standards...in contracting and subcontracting”
(Par. 15-101) clearly implies a fairly extensive application.

In the vast majority of cases no privity of contract exists between
a defense subcontractor or vendor and the govermment--a point, incidentally,
upon which the government has frequently relied to its advantage in proceed-
ings before the Armed Services Board of Contract Appeals. This being true,
a cost-reimbursement prime contractor, bound personally by Section XV and with
his costs examined by reference thereto, may be placed in the situation of hav-
ing to justify the costs of a subcontractor over which neither he nor the

- government exercises any control. He mighi as a result be required to absorb

a subcontractor's disallowances as well as his own.. It seems to us also that
an already overpowering and very costly apparatus of contract administration
will be further enlarged and normal commercial relationships between contrac-

tors will be seriously disturbed. -

We urge, therefore, if the proposed contract cost principles in
their present form are mede a part of ASPR that they be amended specifically

to exempt from their application all subcontracts which lack privity with the

govermment.

o The proposal 's effect on terminations.--In its present form the pro-
posed set of contract cost principles would apply to the allowance and dis-

- allowance of costs in termination settlements. It would replace the considerably
more liberal set of special termination cost principles presently found in

Section VIII of the Armed Services Procurement Regulation.

_ _ Tt seems to us that this further evidence of insistence on rigid
application of the proposed cost principles in all "cost affected" areas em-

phasizes once again the spurious logic of applying them to all types of con-
tract price negotiations in the first instance. As we have already suggested

-
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in our 4i ugsion of the essential difference between f;xed-price and cost-
PricgrconiiaCting situations, we think the logic of a general and unrestricted -
application of the proposed cost principles is wholly illusory.

A Rather obviously, & contractor is in no way to blame for a decision
to terminate its contract for the convenience of the government. The equities
' of the situation seem to us to demand a more liberal treatment of accrued
costs than would be permitted under this proposal, and the fact that cost
principles now appearing in Section VIII of ASFR are, in fact, considerably.
more liberal, would seem to indicate that this point has been recognized in -
the past. Moreover, no justification has been offered for a failure to con-

tinue to recognize this.

The proposal's effect on the process of contract negotiations.--We
have already voiced our concern over the virtual certainty that adoption of
the proposed set of comprehensive cost principles would convert many, if not
most, fixed-price contracts into simple cost-reimbursement agreements. We
think this view is supported when one applies to the present proposal the
acid test of a practical contracting situation. _

The contracting officer is directed by Section III, Part 8, of ASFR
to prepare some form of price analysis in-every_negotiated procurement. In
the absence of competitively established prices available to the contracting
officer, his fulfillment of this regulatory requirement customarily takes the
form of a demand on the contractor or prospective contractor for a cost analy-
sis of the proposed contract price. (This is borme out by the experience of
capital goods manufacturers who report an increasing volume of demands for
cost data with respect to negotiated fixed-price procurement together with a
concomitant increase in pre-contract audits of contractors' books and recordsi).

. It is understandable that, in many situations, the govermment will
request pre-contract cost analyses. This is done on the basis that the con-
 tractor's costs are a factor to be considered together with many other fac-

tors (ASPR 3-10l) in determining a reasonable negotiated price. :

' Two important questions, however, are raised immediately--questions
which are made more critical by the proposal now before us. First, are costs
as submitted by a fixed-price contractor in a pre-contract price analysis to
be judged by the ordinary standards of business or by an arbitrary manual of
cost allowance and disallowance? Second, assuming a pre-contract audit, what
form will that audit take and to what use would it be put?

The first of these questions answers itself when one examines the
present proposal. The second, relating to the form of a military audit report,
has been described by one of the members of the Navy panel of the Armed
Services Board of Contract Appeals as follows: A - '

"In other than cost-reimbursement contracts, the govern-
ment audit report is merely advisory and generally the
form of the report clearly segregates, in separate col-
ums, those costs which are accepted, those which are
questioned, and those which are disallowed--so as to

. permit proper examination at the contracting officer and:
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Board levels in accordance with the cost principles .
applicable to the particular type of contract involved.
(Underscoring supplied.)/2 ”

This statement makes clear that advisory audit reportﬁ on contractor-
furnished data presently include an itemization of "unallowable" estimated

costs. To what extent such "unallowability" is presently based on ASPR
section XV is not at all clear; if Section XV is now made directly applicable
to fixed-price contracts there can be no question as to the source of such
munallowability." Indeed, such advisory audit reports would probably serve,
under a broadly applicable set of cost principles, as the basis for uni-
Jateral disallowance of expense items now proscribed by the proposed draft
of comprehensive cost principles. ]

_ Faced with an "advisory" audit report based directly on a revised
Section XV of ASPR--as here proposed--and which "advises" him that many of
the contractor's costs are "unallowable," can we expect our hypothetical con-
tracting officer to engage in the "exercise of sound judgment" which another
section of ASPR (Part 8, Section III) demands of him? As a practical matter,
' we think his judgment will have been stultified by this development.

Thus, it seems to us that the fictional character of the distinction . .
now sought to be drawn between the application of cost principles to fixed- N
price contracts and to cost-type contracts (see page 6, supra) is amply il- ’

lustrated.

2Jhe proposal's effect on the "All Costs" concept.--Just as we believe
* the adoption of this proposal would so circumscribe a contracting officer's -
area of discretion as substantially to deprive him of the exercise of any real
judgment in contract negotiations, so do we think it would lnevitably tend to
make unallowable under fixed-price contracts certain unquestioned costs of
doing business which are presently disallowed under cost-type contracts.

Consider once again the "advisory" audit report to our hypothetical
contracting officer who is directed by the regulation "to employ Section XV of
ASPR as the basis for the evaluation of cost information...Whenever such in-
formation becomes a factor in pricing, repricing, etc.,..." This means, of
course, that some thirty-odd specific elements of normal business cost are to
. be regarded as unacceptatle and are to be disregarded in arriving at a con-

tract price. : L ' '

‘The Institute has long objected to the arbitrary and categorical
disallowance under cost-type contracts of such items as advertising, selling
expenses, etc. We have thought such rejection economically unsound and, in
the long run, unwise from the standpoint of both government and industry. To

"-zdopt the proposal for a comprehensive set of cost principles will compound

the direct subsidy to the government--and the corresponding disadvantage to o
other customers of a government contractor--which such disallowance neces- N

sarily requires.

3] Jonn Green, "Costing and Pricing in Contract Appeals Procedures,"
XVILI Federal Bar Journal, No. 2, April-June, 1958, p. 189.
| ‘ _ : _
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We repeat our suggestions of the past--which are set out in the
attachment to this letter--that, with minor exceptions dictated by law and.
public policy, those portions of all legitimate and reasonable costs of doing
business properly allocable to govermment work should be reimbursed as proper
contract costs. We cannot but view with dismay a situation in which this
principle is to be all but obliterated in govermment contract work..

Speciflc Recommendations as to Applicability of the Present -Proposal
Summarized C : '

1. That the draft of comprehénsive contract cost principles
not be published in its proposed form.

2. That if the Department of Defense desires to pursue the
- goal of a broadly applicable set of cost principles, that
it confine the publication of regulations in the area to
principles alone, as suggested on pages 1l and 12 of our
letter of December 16, 1957, copy attached.

3. That if a set of cost principles in the approximate form
of this proposal is to be published, that certain specific
exemptions be made to its applicability, as summarized be-
low: = - '

(a) That contract cost principles be made specifically

inapplicable to (1) advertised contracts, (2) all

- firm, fixed-price contracts, (3) all subcontracts
except those clearly involving privity with the
government, and (4) contract terminations. (As
a corollary we recommend that cost principles now
appearing in Section VIII of ASFR be retained for
application to contract termination.)

(b) That as to all other types of fixed-price contracts,
general principles only (enumerated in Paragraphs
15-100 through 15-203 of the proposed draft) as dis-
tinguished from that portion of the draft which is
a catalog of allowances and disallowances (15-204
"Application of Principles and Standards") be made
applicable to such contracts. . '

Application of Principles and Standards

. ' The Institute has commented repeatedly in the past on the proposed
- comprehensive cost principles' treatment of specific items of cost. We think
it unnecessary to reiterate at length the arguments already advanced in prior
statements and, with that in mind, we are attaching an extra copy of our
statement of December 16, 1957. '

We do want to acknowledge significant improvements which have been
made by your staff in the September 10, 1957, revision of the proposed cost
principles, particularly in such areas as executive compensation, research
and development, and the allowance of overtime costs. Important as those

T —p—_———— T
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firm, fixed-price contracts, (3) all subcontracts
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appearing in Section VIII of ASFR be retained for
application to contract termination.)
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tinguished from that portion of.the draft which is
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"Application of Principles and Standards") be mede
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The Institute has commented repeatedly in the past on the proposed
comprehensive cost principles' treatment of specific items of cost. We think
it unnecessary to reiterate at length the arguments already advanced in prior

- statements and, with that in mind, we are attaching an extra copy of our
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jmprovements are, we continue to velieve that if the Department of Defense
deems it essential to publish a set of cost 'principles in substantially the
form here proposed, then its treatment of specific items of cost should be
further liberalized in accordance with prior recormendations in the attacheq

statement.

We should like once again to thank you, your staff, and your
associates for your courtesy, your patience, your understanding, and your:
obvious perspnal concern with the resolution of this most important question.
May I assure you again of the Institute's desire to cooperate in any way

possible.
Respectfully yours,
Pres iden

CWS:mo

Enclosure
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' guch research, the primary aim of the investigator is a fuller knowledge

DRAFT
9 Dec 58/qMM

COST PRIRCIPLE FOR RESEARCH AND DEVELOPMENT

1, Basic research, for the purpose of this regulation, is that type

~ of research which is directed toward increase of knowledge in science. 1In

~

or understanding of the subject under study, rather than any practical
applicaticn thereof. Applied reéearch,’ for the purpose of this regulation,
consists of that type of effort which (1) normally follows basic ressarch,
but may not be seversble from the related basic research, (2) represents
efforts to determine and expand the potentialities of new scientific dis-
coveries, and techniques, and (3) represents efforts to "advance the state
of the art." Applied research does not include any such efforts when their |
principal aim is the dssign, development, or test of specific articles or
services to be offered for sale, which are within the definition of the tem
development as hereinafter provided.

2, Development is the systematic use of scientific knowledge which
is directed toward the production of, or improvements in, useful products
to meet specific performance requirements, but exclusive of mamufacturing
and production engineering,

" 3. A contractor's independent research and development is that
research and deveiopmant which is not sponsored by a cmtract; grant, or
other arrangement.

h. A contractor's costs of independent research as defined in (1)
and (3) above shall be allowable as indirect costs (subject to paragraph (8)

below), provided they are allocated to all work of the contractor,
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§ NUMBER 4105, 34
'wv R AN pATE 1 July 195’4

@urg?r?“é P B

- Department of Defense Instruction

SUBJECT Treatment of Deprecia 'on on Emergency Facilities Covered by

I.

‘II.

Certificates of Necessity for Contract Pricing Purposes

PURPOSE

The purpose of this instruction is to restate and amend Department
of Defense implementation of Defense Mobilization Order No. III-l
(former DMO-1l), Amendment 1, issued by the Acting Director of
Defense Mobilization, effective 21 July 1952, as amended by Amend-
ment 2, issued by the Director of Defense Mobilization, effective
10 Msy 195k, with respect to the extent to which accelerated amorti-
zation may be allowed as a cost in negotiated contract pricing. The
pertinent paragraphs of this amended order read as followa:

"6, For the purpose of cost computations in negotiated contract
pricing, true depreciation, which includes any extraordinary
obsolescence reasonably assignable to the emergency periocd,
is allowable. Any accelerated amortization of depreciation
which is in excess of true depreciation, regardless of =
whether such excess is included in tax amortization certif-
icates, is not allowable as an element of cost in negotiated
contract pricing. _

"7. It is recognized that cost determination in negotiated
contract pricing is a function of the procurement agency
concerned. With respect to facilities to be used in the
performance of negotiated contracts for which certificates
have been or will be issued, the procurement agencies con-
cerned will, to the extent required for the purpose of cost
computations in connection with the negotiation of contract
prices, have the responsibility for determining true depre-

. ciations The Office of Defense Mobilization will, on _
request, furnish the procurement agency concerned with such
-information as it has or is readily available to it which
is pertinent to the detemination of true depreciation.®

APPLICABILITY

A. The principles and procedures set forth in this instruction
shall be applicable in the consideration of costs for purposes of
pricing or repricing of all negotiated contracts of the Departments
of the Army, Navy, and Air Force, the performance of which requires
the use of emergency facilities. The term ''mnegotiated contracts",

~as used herein, means all contracts, other than those awarded pursuant

to formal advertising, in which costs are a factor in contract pricing;



it includes cost-reimbursement-type contracts, contracts containing
price redetermination clauses, incentive-type contracts, and fixed-
price contracts where estimated costs are used in negotiating firm
prices. - The term "negotiated contracis", as used herein, also covers

- ‘subcontracts of the same types as prime contracts to the extent that

the policies of the respective military departments make their repre=
sentatives responsible for the approval or disapproval of prices or

costs of such subcontracts. With respect to subcontracts under nego-
tiated prime contracts the procurement agency concerned shall have no

greater responsibility than heretofore.

Be These 'principlea and prccedures shall be applicable to all -
negotiated contracts placed after the effective date hereof and to

" all existing negotiated contracts (including letters of intent) at

that date where firm prices have not been finally detarmined or rede-
termined and to all existing cost-reimbursement-iype contracts not
completed at that date except as to predetermined overhead rates or
f£ixed amounts of overhead which have finally been agreed upon for
particular periods. ' .

BASIC PRINCIPLES

A. As indicated by DMO-11l, Amendment 1, "for the purpose of cost.
computations in negotiated contract pricing, true depreciation which =
jncludes extraordinary obsolescence reasonably assignable to the emer=- R
gency period, is allowable. Any accelerated amortization of emergency
facilities which is in excess of true depreciation, regardless of whether ﬂ
such excess is included in tax amortization certificates, is not allow=
able as an element of cost in negotiated contract pricing." '

. Be The meaning of the term "true depreciation” shall confor:h to
the generally accepted concept of depreciation accounting which may be
defined as follows: A system of accounting which aims to distribute

" to the cost of operations, the cost of capital assets calculated to have

expired for any accounting period due to such causes as wear and tear,
action of the elements, and prospective inadequacy or obsolescence.
Obsolescence of facilities may be brought about by reduced economic

"utility of facilities without loss of productive utility, such as by

technological changes affecting the demand for the products of an indus-
try, as well as by changes affecting the economic use of individual
machines.. Special requirements for relocation of facilities may alse
result in obsolescencee. ~ o

C. Obsolescence of emergency facilities due to prospective loss
of economic utility after the emergency period is a special hazard in
some industries. However, in some cases possible overcapacity in an
industry is really represented in pre-existing facilities which are in
fact obsolete; in such cases the new facilities may be expected to dis-
place the old facilities after the emergency, and it may not be said
necessarily that there is extraordinary obsolescence applicable te the
new facilities during the emergency periods In cases where the

-2-
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jntroduction of emergency facilities may cause prospective obsolescence
of existing facilities after the emergency period (when such existing
facilities are not already obsolete, in fact), true depreciation for
emergency facilities should not include allowances for prospective
extraordinary obsolescence of the existing facilities; however, in

. such cases extraordinary obsolescence applicable to the existing

facilities, when used in military production, should be considered

. separately to the extent approprigte in the circumstances.

D. In the case of emergency facilities covered by Certificates
of Necessity, for the purpose of depreciation computations in contract
pricing, an arbitrary assignment of five years from date of completion
of construction or acquisition of the respective facilities shall be
made as representing the period of the emergency. The entire cost of
such facilities first shall be fairly apporticned as between the emer-
gency period and the post-emergency period; secondly, the portion of
the cost of such facilities assigned to the emergency periocd shall be
prorated over the fiscal pericds thereof for purposes of determining

. overhead costs in any fiscal pericd to be allocated to the cost of

performance of defense or other contractse

Es The allocation of the cost of facilities as between the emer~
gency period and.post-emergency period shall be made with consideration
of the follouing:_ . ' .

1. The estimated prospective post-emergency usefulness
"~ of the facilities in number of years of useful productive
life. Consideration should be given to the post-emergency
use (both civilian and military) which it is expected the
~facilities will have. In this connection, the character of
-the expected post-emergency use may be different than the
emergency-period use. . : C

- 2o The additional costs of special;construction features
of the facilities fairly assignable exclusively to defense
‘requirementse.

3e - Subject to the application of the principles outlined
herein, consideration shall be given to the portion of the cost
of emergency facilities certified for amortization plus so-

- called normal depreciation for tax purposes during the emer-
gency period on the uncertified portion of the cost of such
facilities. (See particularly paragraphs F and G of this
sections ) ' '

Lbe The normal peacetime life of facilities having a
normal peacetime utility. If Bulletin 7 of the Bureau of
Internal Revenue is used in connection herewith, care must
be exercised in its use, as its data may not be typical of
any specific contractecr or industry, especially in the
emergency period. ' : ‘ -

-3 -




Tt must be emphasized that this is a process of cost allocation
which does not contemplate an appraisal of the resale value (other
than residual salvage value) or replacement cost of emergency
facilities at the end of the emergency period. Potential tuse
value® to the particular contractor concerned after the emergency
period should be the primary basis on which loss of economic use-
fulness, and therefore true depreciation, is determined,

F, Certificates of Necessity have been issued in some cases
providing for the amortization of emergency facilities for tax pur-
poses during- the emergency period in amounts in excess of true
depreciations It is also possible that Certificates of Necessity
may have been issued in isolated cases providing for the amortization
of emergency facilities for tax purposes in amounts less than true
depreciations Such variances may be attributable to the granting of
other incentives than true depreciation, or to the practice of
following industry-wide patterns of certification without reference.
to true depreciation in specific cases. The excess of tax amorti-
gzation over estimated true depreciation shall not be allowable as a
cost for the purpose of pricing negotiated contracts, either directly
or indirectly as a factoer of "contingencies" or profit allowance.

Ge It is the intent of this instruction to give contractors a
reasonable and properly allocable allowance to cover the estimated
loss of economic usefulness of their emergency facilities in produc-
tion under defense contractse The procedures for determining such
allowances must be such as will expedite determination; this requires
avoidance of an impossible perfectionisme There is no intent to o7
limit the cost allowance to depreciation that would be allowable for
income tax purposes if there were no Certificates of Necessity, nor
to necessarily require that the allowance be below tax amortization
covered by certificates, Each case must be judged on its merits in
‘the light of these principlese If the result obtained by the applie
cation of the principles outlined herein indicates substantial jus-
tification of the total amount of amortization and depreciation
allowable for tax purpcses during the emergency periocd, as a reasone-
able measure of true depreciation, such amount shall be accepted,.
without adjustment, as true depreciation. In those isolated cases
- where substantial justification can be shown for a larger amount of
true depreciation than the total amount of amortization and depre=-
ciation allowable for tax purposes during the emergency period, the
larger amount shall be allowable as a cost for purposes of contract
pricing.. ‘ b _ , _ .

He Contract pricing for the post-emergency period will be based
upon allowing as a cost, depreciation on emergency facilities, com=-
puted by allocating the undepreciated cost of such facilities at the
end of the emergency period (cost less true depreciation for that '
period) over the estimated remaining life of the facilities.

.
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PROCEDURES | |

A. Cost determination in negotiated conmtract pricing is a
function of the procurement agency concerned. With respect to emer-
gency facilities used in the performance of negotiated contracts
for which Certificates of Necessity have been or will be issued,
the procurement agency concerned shall be solely responsible for
estimates of such depreciation for contract pricing purposes in the
light of the principles set forth herein. .The Office of Defense
Mobilization will, on request, furnish the procurement agency con=-
cerned with such information as it has or is readily available to it
which is pertinent to the determination of true depreciation == such
requests should be held to a minimnm

Be In order to expedite administration of the determination of
true depreciation for the emergency period for a specific contractor,
it will be appropriate to make over-all determinations of true depre-
ciation of emergency facilities covered by Certificates of Necessity
on a plant-wide or product-wide basis of classification of such
facilities by such groupings as may be appropriate in consideration
of general similarity of the facilities from the standpoinz of length
of useful prodnctlve lifes

Ce In the case of contracts to which this instruction is appli-
cable which are in force at the effective date of this instruction,
price redeterminations, cost-incentive adjustments, and cost reim=
bursements may continue to be made in accordance with the pricing
formula established in the initial pricing negotiations, provided the
contractors are agreeable, and provided there is no evidence that the
contractor has been allowed more than true depreciation in priecing,
either directly or indirectly. When costs of such contracts are
redetermined in the 1light of .the principles set forth herein, cone
sideration shall be given to possible redetermination of the entire
allowable costs and profit (or fees), as pricing factors, to the
extent required to avoid excessive or duplicate allowances in costs
or profits for such true depreciation. Allowances for contingenciss
and profits in initial price negotiations in some cases may have
included indirect allowances for the excess of true depreciation or
tax amortization over normal depreciation; in such cases no more
should be allowed in total pricing for this factor than true depre~

. ¢iatione

D. Contractors shall be required to set forth to the authorized
representatives of the procurement agencies; all the pertinent facts
having a bearing on estimates of true depreciation together with their
evaluation thereof. Such authorized representatives of the procuree-
ment agencies will be expected to exercise reasonable judgment in
their review and evaluation of the facts in arriving at estimates of
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true depreciation, in the light of the basic principles set forth herein,
recognizing the impossibility of having absolutely demonstrable proof of

the conclusions reacheds

E. Where the emergency facilities of any contractor at one plant
or at one general location are used in the performance of contracts for
more than one of the military departments, one of these departments shall
make determinations of trus depreciation binding upon each other department.
The responsible department shall be the one, if anmy, having plant cognizance
procurement assignment; in the absence of such assignment the responsible
department shall be the one, if any, having single-service audit responsi-
bility; otherwise the responsible department shall be the one having the
largest interest in effecting current procurement at the time of the
determinatione Similarly, each military department shall be responsible
for delegating responsibility therein in a manner to avoid duplications in
determinations of true depreciation within that department. : _

F. The following additional procedure is applicabls to Emergency
Facilities covered by Certificates of Necessity issued after 1 July 195Ls

- "yhenever a major portion of the cost of facilities in sub-
stantial amount is to be reimbursed to a contractor as an .
element of product prices during a relatively short period,
it will be expected in appropriate cases that consideration
will be given in negotiation to protecting, by appropriate
agreement, the Govermment's interest in the contimued availe
ability of the facilities for Defense use,"

CANCELLATION

This Instruction cancels Department of Defense Directive L105.3h, dated
10 December 1952, and Department of Defense Directive Transmittal 5u-U3,

TMPLEMENTATION =

Such implementing regulations, directives, or instructions as may be
necessary shall be issued within each military department, and coples
shall be furnished to the Assistant Secretary of Defense (Comptroller)

.-and the Assistant Secretary of Defense. (Supply & Logistics) within forty=

five (LS) days from date 'hereof.'

EFFECTIVE DATE =~ |
This instruction is effective on the day of issuances

_ T. P. PIKE
Assistant Secretary of Defense / = 4
(Supply and Logistics) .

-h = v A 1196
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE

Supply aod Logtetics | Septenber 7, 1960

Dea.rAdmi.ral Boyle: _ |
- Your letter of 8 July asks for >our response to nine specific ques'bions

| relating to the application of ASFR 15-205.35, covering allowability of a

contractor's independent research and development costs, in light of. the
provisions of ASPR 15-107 which provides for an advance understanding on
particular cost items (including research and development), and DOD Instruc-

- tion 4105.52 which provides for uniform negotiation of such costs and estab-
- 11shes an Armed Services Research Specialists Commlttee to provide scientific

and technical a.d.v:!.ce in connection with the negotiation.

At the outset a brief analysis of the documents cited may facilitate
an undu-sta.nding of the problem.

ASPR 15'-205.35 allows a contractor's :Lnd.epen@en’c research and develop-
ment expenses on the basis specifically described. It indicates that ad-
vance understandings are particularly important with contractors whose
work is p;ndon:lna.nt]q or substantially with the Govermment. General guide-
lines as to the reasonableness of this cost item are included and several

‘alternative techniques are provided for use in those situations where it

is determined that the cost is unreasonable and, hence, the Government

- should not. bear its full allocable share of the total research program.

DOD Inst:mction 4105.52 mekes provision for the negotiation of con-
tractors' independent research and development costs by a single military
department when (1) the research and development costs are substantial,
(11) a substantial portion of the contractor's business is with the Depart-
ment of Defense, and (ii11) the contractor's defense work involves contracts
with more than one military department. The Instruction also establishes

~ the Armed Services Research Specialists Committee and assigns to the Com~

mittee the mission of providing, when requested, advice to the sponsoring
department on the scientific and technical factors which influence the
extent to which the independent progra.n should be supported. .

M va_vi].l respond to your apec:lﬁc q;uesﬁons.

Question 1 presumes that the Armed Services Research Specialists
Comﬂ.ttee will negotiate advance understandings. As stated above, the
negotiations of research costs will be undertaken by the military depart-
ments rather than by the Research Specialists Committee. While the recome

' mendations of the ASRSC will necessarily be advisory in nature, they will,

e

nevertheless, be given sreat weight by the nd.litary departments.
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‘ The second portion of the question has to do with whether the nego-
tiation procedures are available (a) to any contractor who desires to
recover research and development expenses, or (b) who also does business
with more than one department. It will not be necessary for all contractors
who desire recovery of independent research and development expense to be
considered under the procedures established by DOD Instruction 4105.52.
Thus, where a small amount of cost 1s involved, either because of the size
of the research and development program or due to the minor amount of defense

.contracts, or where a contractor is dealing only with one Department, it will

usually not be feasible to utilize the centralized negotiation procedure.
However, a contractor who is dealing with more than one military department
and who particularly desires to negotiate a centralized advance understanding,
notwithstanding the amount of cost involved, will be accommodated to the
extent that the current workload will permit. A contractor who is dealing
with only one department, but with several different activities within the
one department, may request a centralized negotiation within the department,
the results of which will be used throughout the department.

‘2« This question asks whether the dollar volume of contracting deter-
mines whether a contractor will negotiate centrally and inquires if there
are additional factors which suggest the need for such negotiation. The dole-
lar volume of contracting, as such, is not significant; however, the amount
of independent research and development expense allocable to defense work is
an important criterion. Additional factors are whether a substantial portion .
of the contractor's business is with the Department of Defense and whether
the contractor's defense work involves contracts with more than one milita

department.

3 ".Ehis question asks if contractors who will pa.rticipate in the
centralized negotiation of research and development expense will be limited .
to those who negotiate final overhead rates on a cemtralized basis. The
centralized negotiation of research and development expense will not be
restricted to those who centrally negotiate final overhead rates. Advance
understandings reached by the research and development negotiators will of
course be utilized during the negotiation of final overhead rates.

4. This question asks the role that Government scienmtific and techni-
cal personnel will play in negotiating advance understandings in the research
and development area. The Armed Services Research Specialists Committee will
review, when requested by the negotiator representing the sponsoring depart-
ment, the independent research and development programs of defense contractors
and will determine whether there has been an adequate segregation between the

. 1ndependent research and the independent development programs. Additionally,

the committee will report and make recommendations directly to the sponsoring
department on the scientific and technical factors affecting the basis or
extent to which a contractor's independent research and development program
should be supported. In carrying out its responsibilities, the committee
will utilize, where appropriate, the services of other research speclalists.

N
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5. '.Ehis question asks whether the military departments wi]_l "con*tn:'ol"
a eontractou."s independent research and development program. Our approach
is concerned only with the problem of cost allowability and not "comtrol.”
When the cost of a contractor's independent research arnd development program
i3 found to be "reasonable”, there i1s no question of "control" involved. Of

- course, when a determination is made that a contractor's proposed program is

not reasonable and, hence, the full allocable portion will not be allowed,

there is a measure of control being exercised. This type of control, however,
is oriented toward the reimbursement of costs under Defense contracts. Amy
contractor is obviously free to pursue any type or level of research at his

 own expense. The provision making independent development costs allowable

only on the basis of a showing of relationship of such costs to the product

- lines for which the Govermment has contracts might be considered a type of

control. However, broad control of the contractor's independent research
and development program is not intended.

6 * This question asks if a distinction wJ.JJ. be made between conmtractors
vhose business is primarily commercial as against those whose business is
primarily Government. The mix of Government and commercial business is an
important consideration in connection with the evaluation of mauny elements
of cost and will be particularly so in connection with research and develop-
ment costs. We have found 1t necessary to scrutinize costs with more care
in connection with contractors whose work is predominantly or substantially
with the Govermment. However, the same tests of reasonableness will be
applied in each instance and the mix of government and commercial business
will not, per se, control the ﬁ.nal result.’

T and 8. These q_uestions concern themselves with the use of cost
sharing formmlae and request clarification as to whether cost sharing is
appropriate unless there has been a preliminary finding that the over-all cost
is unreasonable. It is our view that a preliminary decision of unreasonable=-
ness should generally precede the use of cost sharing methods. In the event
a contractor's business is substantlially commercial, it is expected that the
pro rata amount of research and development expense sllocated to commercial
business will act as a deterrent to the incwrring of unreasonable or unneces-
sary eosts. In such instances a cost sharing arrangement will not normally
be necessary or desirable. However, in those instances where a contractor's
business 1s primarily with the Government and the contractor's research and
development program is so- substantial as to appear to be umreasonable in :
amount, it may be desirable to emter into & cost sharing arrangement in order

- to provide a motivation for more efﬁ.cient accomplishment of the program.

Fed

9. This question asks whether further guldelines will be issued to
contracting officers setting forth tests of reasonableness or other criteria

foa.' the vrecognition of research and development costs., WUhile we do not now
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OFFICE OF THE ASSISTANT SECRETARY COF DEFENSE

Supply and Loglstics - - September T, 1960

Dear Adn:l.ra.l Boyle:

Your letter of 8 July asks for our response to nine specific questions
relating to the application of ASFR 15-205.35, covering allowability of a
contractor's independent research and development costs, in light of the
provisions of ASPR 15-107 which provides for an advance understanding on
particular cost items (including research and development), and DOD Instruc-
tion 4105.52 which provides for uniform negotiation of such costs and estabe
lighes an Armed Services Research Specialists Committee to provide scientific
and technical advice in connection with the negotiation. :

At the outset a brief analysis of the documents cited may facilitate
an understanding of the problem.

ASPR 15-205.35 allows a contractor's independent research and develop-
ment expenses on the basis specifically described. It indicates that ad-
vance understandings are particularly important with contrastors whose
work 18 predominantly or substantially with the Govermment. General guide=-
lines as to the reasonableness of this cost item are included and several
alternative techniques are provided for use in those situations wvhere it
is determined that the cost i3 umreasonable and, hence, the Govermment
should not bear its full allocable share of the total research program.

DOD Instruction 4105.52 makes provision for the negotiation of con~
tractors' independent research and development costs by a single military
department when (1) the research and development costs are substantial,

(11) a substantial portion of the contractor's business is vith the Depart-
ment of Defense, and (111) the contractar's defense work involves contracts
with more than one military department. The Instruction also establishes
the Armed Services Research Specialists Committee and assigns to the Come
mittee the mission of providing, when requested, advice to the spomsaring
department on the scientific and technical factors which influence the
extent to which the independent program should be supported.

Fow we vill respond to your specific questions.

l. Question 1 presumes that the Armed Services Research Specialists
Committee will negotiate advance understandings. As stated above, the
negotiations of research costs will be undertaken by the military depart-
ments rather than by the Research Specialists Committee. While the recom=

- mendations of the ASRSC will necessarily be advisory in nature, they will,

nevertheless, be given great weight by the military departments.
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_ The second portion of the question has to do with whether the nego-
tiation procedures are available (a) to anmy contractor who desires to
recover research and development expenses, or (b) who also does business
with more than one department. It will not be necessary for all contractors
who desire recovery of independent research and development expense to be
considered under the procedures established by DOD Instruection L4105.52.

Thus, where a small amount of cost 1s involved, either because of the size
of the research and development program or due to the minor amount of defense
contracts, or where a contractor is dealing only with one Department, it will
usually not be feasible to utilize the centralized negotiation procedure.
However, a contractor who is dealing with more than onme military department
and wvho particularly desires to negotiate a centralized advance understanding,
notwithstanding the amount of cost involved, will be accommodated to the
extent that the current workload will permit. A contractor who is dealing
with only one department, but with several different activities within the
one department, may request a centralized negotiation within the department,
the results of which will be used throughout the department.

2. This question asks whether the dollar volume of contracting deter-
mines whether a contractor will negotiate centrally and inquires if there
are additional factors which suggest the need for such negotiation. The dolw~
lar volume of contracting, as such, is not significant; however, the amount
of independent research and development expense allocable to defense work - 2N
an important criterion. Additional factors are whether a substantial por
of the contractor's business is with the Department of Defense and whether
the contractor's defense mk involves contracts with more than one military

‘department.

3. This gquestion asks if contractors who will pa:rl:icipa.te in the
centralized negotiation of research and development expense will be limited .
to those who negotiate final overhead rates on a centralized basis. The
centralized negotiation of research and development expense will not be
restricted to those who centrally negotiate final overhead rates. Advance
understandings reached by the research and development negotiators will of
course be utilized during the ‘negotiation of final overhead rates.

4. This question asks the role that Government sciemtific and techni-
cal personnel will play in negotiating advance understandings in the research
and development area. The Armed Services Research Specialists Committee will

. review, vhen requested by the negotiator representing the sponsoring depart-

ment, the independent research and development programs of defense contractors
and will determine whether there has been an adequate segregation between the

. independent research and the independent development programs. Additionally,

the committee will report and make recommendations directly to the sponsoring
department on the scientific and technical factors affecting the basis or
extent to which a contractor's independent research and development program
should be supported. In cerrying out its responsibilities, the committee
will utilize, where appropriate, the services of other research specialists,
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S. This question asks whether the military departments will "control"
a contractar's independent research and development program. Our approach
is concerned only with the problem of cost allowability and not "control.”
When the cost of a contractor's independent research and development program
13 found to be "reasonable”, there is no question of "comtrol" involved. Of
course, when a determination is made that a conmtractor's proposed program is
not reasonable and, hence, the full allocable portion will not be allowed, >
there 13 a measure of control being exercised. This type of control, however,
is oriented toward the reimbursement of costs under Defense contracts. Any
contracter is obviocusly free to puwrsue any type ar level of research at his
own expense. The provision meking independent development costs allowable
only on the basis of a showing of relationship of such costs to the product
lines for which the Govermment has contracts might be considered a type of
control. However, broad control of the contractor's independent research
ard development program is not intended. '

6. ' This question asks if a distinction will be made between contractors

| whose business is primarily commercial as against those whose business is

primarily Government. The mix of Govermnment and commercial business is an
important consideration in connection with the evaluation of many elements
of cost and will be particularly so in connection with research and develop-
ment costs. We have fournd it necessary to scrutinize costs with more care
in connection with contractors whose work is predominantly or substantially
with the Govermment. However, the same tests of reasonableness will be
applied in each instance and the mix of government and commercial business
will not, per se, control the final result. :

T and 8. These questions concern themselves with the use of cost
sharing formulae and request clarification as to whether cost sharing is
appropriate unless there has been a preliminary finding that the over-all cost
is unreasonable. It i3 owr view that a preliminary decision of unreasonable=-
ness should generally precede the use of cost sharing methods. In the event
a contractor’s business is substantially commercial, it is expected that the
pro rata amount of research and development expense allocated to commercial
business will act as a deterremnt to the incwrring of unreasonable or unneces-
sary costs. In such instances a cost sharing arrangement will not normally
be necessary or desirable. However, in those instances where a contractor's
business is primarily with the Government and the contractor's research and
development program is so substantial as to appear to be unreasonable in
amount, it may be desirable to enter into a cost sharing arrangement in order
to provide a motivation for more efficient accomplishment of the program.

9. This question asks whether further guidelines will be issued to

contracting officers setting forth tests of reasonableness or other criteria
for the recognition of research and development costs. While we do not now
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‘anticipate that further direction Will be necessary from this level, ‘
experience in operation may dictate otherwise. In addition, the military
departments will issue such implementing instructions of a procedural natwre

. a8 are necessary to operate the system which has been established.

Sincerely yours,

/¢/

G. C. BANRERMAN
Director for Procurement Palicy

Rear Admiral Jas. D. Boyle, USK (Ret)
National Security Industxrial Association, Inc.
1107 = 19th Street, N. W. :

Washington 6, D. C.
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Draft
21 August 1953
‘ - Proposed Amendments to Draft Dated 10 September 1957 '
| . SECTION XV

CONTRACT COST PRINCIPLES

.1§~000 Scope of Section, Thia_Section>qontains general cost principles
and standards for use in connection with (i) the determination of historical
costs, (i;) the preparation and presentation of cost estimates by prospective

cdntractors,'contractors QES;EFbcontractgzgmin negotiated procurement and in

termination for convenience of the Govermment, and (1ii) the audit of cost
in the négotiation_and administration of contracts, and (iv) the evaluation

" of cost data in procurement and contract administrationm.

- . N Part 1 - Applicability

15-101 Soqpé.gg Part. This Part prescribes the use of the cost princiﬁlea
‘ ‘and standards set forth in the sevo'x;al sncceeding Parts 'or'this Section in A
contracting QQS;ESEijgtfiffigg'and deiineates the nature of such use under
different circumstances,
15-101.1 Uss. Part 2 is prescribed for use:
, '(i) As a contractual basis, by incorporation by reference in the
‘contract, for deternina£ion of:
(A) reimbursable costs under cost-reimbursement type contracts

1@9;92;35_ggg;:;ginbniaemag&_&zgg“aubcontrﬁcts thereunder -

"and thﬁ'cost;reimburaément portion of time-ahé materiaI;
contracts; | “

(B)_ terminations when the amounts thereof are determined

| unilaterally by the coﬂiracting offiesr;

‘ . (C) costs of tofniﬁnted cost-reimbursement. contracts,
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('ii). As a basis for:

(A) the develorment and submission of cost data and price
analyses by contractors an¢ proépective contra:tors as
requirsd in support of negotiated priéing, repricing,

| negotiated overhead taﬁes, requests for progress payments,
‘and settiement proposals under terﬁinatioﬁ;

(B) audit'reports‘preparedvﬁy igg Audit Agencies in their
advisory qapacity of providing accounting informatien
respecting negotiated pricing, repricing and termination.

(144) By Contracting Officers in the evaluation of cost data, as

-‘followsz

~(A) Im Rotroséectiva Pricing and Settlements, In_negoti#ting
| firm fixed prices or settlements for work which has been 1
completed or~subatantially’ccﬁpletedlat-tho tinme of: |
negotiation (e.g., final negotiations undﬁr fixedgpriao
incentive contract, redetermination of price- after com—
| pletion of the'vork,.hqgotiation of final overhegd ratﬁa,
or negotiation of a settlement agreement under a contract
terminated fof the convenience of the Goverrment), the
t:eatmont of costs is a major factor in arfiving at the
| amount of the prico'qr settlement. ‘Acqprdingly, ASPR,
~Section IV, Part 2, Shall serve as the basis for evaluation
of cost data, However, the fin#lly agreed pric§ of '
gsettlement represents something other than the sﬁn total
‘of acceptable costs, since the final price accepted by

each party does hot necessarily reflect agreement on the

2
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tha inporténce of cosh estinates depsnds on the sircuz-
atanses, The contracting offlcer amst consider all t:a

fastora affacting the rsaéonableaes; of the total zroyszud
prizs, such as tﬁo tachnical, production or firaaeial. - =
risk assumed, the ccmplexity of work, the sxtent of N
compstitive pricing, and the contractor's record for N
efficiency, economy and inger.ity, as well as 573113515

cost estimates, He must be fi:s to bargaln for a tota%i»

'price which eqnitably‘distributsé the risks batwsen tha

contractor and the Goverrment and providas incentives for
efficiency and cost reduction. In negot;ating anch a
price, it is not possible to identify the treatment of

specific cost elements since the bargaining is on'a total

‘price basis, Thus, while Part 2 will be used to evaluate

cost data, it will not centrol negotiation of prices for

" work to be performed in the future, e.g., negotiation of

‘eovering, in whole or important part, work which is yet

8 firm fixed-price contract, an intermediate price revision

. //-\«
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to be performed, or a target price under am incentive
| céniract.
(1v) As the basis for the resolution of quesiidnsvof acceptability
of individual cqsts whenever such.questions be;ome iasues.

15-101.2 "Allowable" and "Unallowable" in Connection with Pixed-Price

. Type Contracts. As used in ASPR, Section XV, Part 2, the words "allowable,"
f"unallowable," and the like, shall, in conmnection with any fixed-price type

contract, mean "acceptable,” "unaccsptable," and the like,

e : ' ) gt
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Neéotiation Requirement

N

Modify 15-204,1(b) to read as follows:

(b) The extent of allowability of the selected items of cost coversd in
ASPR 15-204.2 has beén'stated to aprly bfoadl; to many accounting sysiems in
varylng contract situations. Thus, as to any given :ontract, the reasonableness
~ad allocability of certain items of coét may Se difficolt to determins, particﬁlanL
in the case of contractors whose business is predominantly or substantially with
the Govermment. In order to avoid possibls subsequent disallowance based on °
unrzasonableness or non-allocability, it is important that prospective con- ‘
tractors, particularlj those whose work is.prgdominantly or substantially with

Lhe Govermment, seek agreement'with_the Goverrment in advance o:ﬂgggAincqgrqnc§
Aof special or unusual costs in categoriea whero/reasonableness or allocaSilityi ’
are diffi:ult.to determihe. Such Agreemgﬁt may be initiated by the contractiné
olficer, Any such agreement should b§ incorporated in cost-reimbursement type/’qx\
contracts or mace 2 part of the contracf file in £he case of negotiated fixed-
price “ype contraéts, and should govern the cost determinati@ns covefed therebf' |
£hroughout the performance_of the rélatedvcontract. Included are such elements as:
(1) compensation for personal services (ASPR 15-204.2(f)); ]
(11) >use charges for fu%iy depreciated assets (ASPR 15-204.2(1)(6));
(141) food and dommitory service furnished without cost to employees
- or involving aigniticant losses (ASPR 15-20&;2(n)); C e |
| (1v) deferred maintenance costs (ASPR 15-204,2(t)(1)(14));
(v) pre-contract cbs;a_(ASPR 15-20h.2(dd))§
_(vi) rese#rch and developu;nt costs (ASPR 15-204.2(11)(6)); )

(vii] royalties (ASPR 15-204.2(33));

[ B et
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{viii) selling and distribution costs (ASPR 15-204.2(kk)(2)); and
{(1x) travel costs, as related to Special or mass personnel movement

(ASPR 15-204.2(s8)(5)).
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Compensation for Personal Services !

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

(1) Comggnsatioﬁ for Personal Services,
(1) éeneral. a. COmpgnsation for personal services includes all
remuneration paid éﬁrrentiy of'agcrusd, in whatever form and whether paid
immediatelj,or deforfed, for services rendefod by émployeesvto the contractor
during the‘pdriod of contract pefformancc; It incindes, but is not limited
to, salaries wages, directors' and exscutive comeittee members! fees, bonuses,
incentive awards, cnployne stock options, employee insurance, fringe benefits,
and contributions to pension, anmuity, stock-bonua and plans fer incentive
canpeneafion of mahagénent anployeég. Except as othgrvise Speeifiéally pfb-
vided in this paragraph (f), such costs are allowablq téuthe oxteﬁt that thc’ »
total compensation of individual employees is feasonable.for the serviceafbl 7
rendered and aré-not in excess of/thoae coetﬁ'which are ;llowable by the
Internal Revenue Code and regulations therennder.
Q. Conpensation is reasonable to the extent that

the total amount paid or accrned is corensurate with compensation paid under '
tpe contractorts established policy and conforms generally to compennation paid
by other coniractora of the same size, in the same industry, or in the séme_
geographic area, for similar services, However, certain conditions give rise
to the need for special considoration and possible limitation as to alloutbility

T
for contract cost purposes where amounts appear excessive. Among such conditiona

ar§ thélfollowing:
(i) cqmpensation paid to owners of closely held
//, corporationa, partnera sole proprietors or members of the immediate families TN
7

e
& . , o
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théreof, or to peraons. who are conﬁractuan.y cémmitted to acquire a mbétanti.;l
finahcial interest in the contractor's enterprise, Detemination should be ude
that such conpenaation is reaaonsble for the actual personal services rendered
rather than a distribution of profits.

-3

¢ | o A (11) Any change in a\éontr,actdr'a compensation

oy \.-_\"”._ ' _ | .
'} policy yresulting in a substantial increase in the contractor!s level of"

compensation, particularly when it was concurrent with an increase in the ratio
of Government contracts to other bnlinoae , Or any change in the treatment of
allowability of speeigic types of compensation dus to_ changes in Gsygrrment
policy. | | . .
'(iii) The contractor!s business is such that his
- conponsation lovela ‘are not subject to the restraints normally oecurring in
" the conduct or compotitive bnaineuc@géz !
c.. Ccapensation for services rendersd: paid to partners.
and aolo proprietors in lieu of salary will be allowed to tho extent th;t it
is reuomblo and does not constitute a distribution of profits. *
d. In add.tt:lon to tho gonoral requimcnts set sorth
:Ln a through ¢ above, certain tom of ccupenution are subject to further
reqnireuuu as specified in (2) through (10) below.
: (2) Salaries and Wi _gge_a_. Salariee and wages for current services
nelndo grou eonpenntion paid to enployua in the form of cash, prodnct:,
or services, md are allmble subject to the qvalifications ot () belcw.
| (3) Cash Bcnuna and Incontive anmnution. Incentive ccnponutibn
for mnageno_nt employees, cash bonuses, euggution amrds ’ sa.f_atj‘ avard§ , and
) ';neontivé compensation based on ﬁroduction, ‘cost rednction,‘ or effichnt_

. . | ]
performance, are allowable to the extent that the overall compensation is

8

el
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determined to be reasonable and such costs are paid or accrued pursuant to sn//*\\
agreement entared into in good féaith between the coatractor and the employees
before the services were rendered, or pursuant to an establiahed plan followed
by the contractor so consistently as to 1mply, in effect an agreament to make
such payment, (But see ASPR 15-204. l(b) ) Bonusea, awards and 1ncentive
compensation when any of them are deferred are allowable to the extent provided
in (6) below. o

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

bonuses and incentive compensation paid in the stock of the contractor or of
an affiliate are allowable to the extent set forth in (3) above (ineludingvv
- the incorporation of the principles of paragraph (6) below for deferred bonuses

- and incentive compensation), aubject to the following additional requirements:

R (1) valuation placed on the stock transferred shall be the N

fair market value at the time of transfer, determined
upon the most objective basis avaiiable; and
(ii) accruals for the coﬁt of stock prior to the issuance
of such stock td the employees shall be subject to adjuste
 ment according to the possibilities that the employees
will not rqcéive sﬁch stéck and their interest in the
' aceruals will be,forfeited;A | :
vSuch costsa othnruiaeﬁallouable are lubjectito adjnstnent according to ﬁhé | ?
principlec set forth in (é)c. bolav. (But see ASPR 15-204, l(b) ).
(5) Stoek Options. The cost of options to enployeo- to purch:ao stock
, of the contractor or of an affiliate is nnallcwable. ' ‘
* (6) Deferre CGnggnsatiqn. a, As used hgrsin, deterfad eonp;nsasion
| inciudea‘all fununerntion, in whatever rorn,(for services currently rondoroé) '

5 -
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for which tha employese is not raid until after the lapse of a stated period

of years or the occurrence of other events as provided in the plans, except

-r,

that it doee not inelude normal end of accounting period accruals, It ineludee

————

,(i) contributione -to pension, annuity, stock bonus, and profit sharing plans,

(ii) con*ributions to dieability, vithdrawal insurance, survivorehip, and

e R L .--.-

eimilar benefit plans, and (iii) other deferred compenaation, whether paid
in cash or in stock. T ——e ‘“““f""""——
b, Deferred compensation is allowable to the extent
thet (1) it is for services rendered during the contract period; (ii) it is,
together with all other compensation paid to the employee reasonable in
amount (iii) it 1s paid pursuant to an agreement entered into in good faith
betueen the contractor aqd employees before the services are rendered, or :
pursuant to an eetabliehed_plenifollowed‘Sy the contractor so coneietentlf
as to imply, in effect, an'agreement.to make such payments; and (iv) for a _
plan which is subject to apprcval by the Internal Revenue Service, it felle
within the criteria .and standards of the Internal Revemnue Code and the |
regulatione of the Internal Revemue Service. (But see ASPR 15=-204,1(b), ).
| ' e. In deﬁernining the cost of deferred compensation
alloiable under the contract, appropriate adjustments shall be made ter _
| credits or gains arising out of both normal and arnormal employee turnover,
or any other contingencies that can result in a ferteiture by employses of
such deterred eanpenaetion. Adjustmenﬁe shall Se made only for forfeitures
which direetly or indirectly inure to the benefit of the eontreeier, for- .
feitnree uhieh inure to the henefit of other employees eovered by a deterred

,compensation plan with no reduction in the contractor's eosts will not- nonuelly

10 /
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. give rise to adjustment . in contract costs., Adjustments for ncrmal eup'loyv/A\ ‘

* turnover shall be based on the contractorts experience and on foresesable

[

pfoapecis , and shall be nﬂectid in the amount of cost currently allowable,
Such adjuttnenia td.ll be ‘unnecessary to the extent that the contz;&ctor can
demonstrate that its contributiens take into aecount normal rorfeitmu.
Adjustments for possible future abnormal forfoitnru shall bo effected cécording
to the following rules: , '
(1) abnormal forfeitures that are ft;:oso:ablo
© and which ean be currently evaluated with.
reasonable accuracy, by actuarial or other
‘soind cupﬁtat:loh, shall be reflected by an _
adjustment of current costs other\d.sot_:
allowable; and | | e
(1) abnormal forfeitures, not within (1) abowe
| may be made the veulvaject of agreement between
the Govermment and the i:ontracto:; either as
to an equitable vadjutlent or a methed of
determining cuct_i adjnatnent.'

4. In dotemining whether deferred compensation is
foi ‘sem’on rendered during gho contract p.e:v's,od} or 1is 'toi-' future services,
conlidoution shﬂi be gi'nn to eonditiiona imposed upen. eventual payneu‘.t , such
as, requirmntl of continued caploymnt » conmltation after retirement, and

covom.ntl not to compete,

(7) Eringe Bemsfits. 8ee (o). s v,
(&) Qrertize, ae-__and__t_iﬂi_f&__m See (7).

11 ' o
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(9) ZIraining and Education Expenses, See (qq).

(10) Insurance and Indemnification. See (p).

12
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77N
(11) Research and Development Costs,

- (1) Research and development costs are divided into two major
categories for the purpose of contract costing — (i) basic research, also
referred to as general research, fundamanﬁal research, pure research, and
blue-sky research and (ii) applied. research and devélbpment, also refsrred
to as product research and product line reseafeh.

(2) Basic research is that type of research which is directed
toward increase of knowledge in science, In such research, the primarj aim
of the investigator is a fuller knowledge or understanding of the subject
- under study, rather than avpractical application thereof. Costs of indepen-
dent basic research (that which is not sponsored by a contractf grant, or
.other érrangement) are allowable, squect to (6) below and subject also io
~ their being allocated to all of the work of the contractor, 7N

(3) Applied research.is-that type of feseareh which is directed |
toward practical application of science, Developﬁent iavége systematic use
of scientific knowledge directed toward the productiod of or improvements in
useful materials, devicea, methods, or processes, exclusivi of design, manu-
facturing, and prodnction’engineering. Costs of a contrgc{or'stindependent
applied research and development (that which is not _s_'pon«.are‘d by".a contract,
grant, of other arrangeﬁaht) are alloﬁaylo;’subject to (6).below; under any
production coqtract to the extent that sﬁqh applied research aﬁd development
are fplated fé the prodﬁct iines for whicﬁ the Govermment has cdnfracts and
such costs are allocated as indirect coatt ?o all p:oduction iork of'the

contractor on such contract prodnct’lines._ Costs of independent applied

contracts, However, in cases where a comtractor's normal eourse of business

13



- does not involve production work, the costs of independent applied research and
development work (that which is not sponsored by contract, grant or other
arrangeﬁent) are allowable, subject to (6) below, to the extent that such work
is related and allocated as an indirect cost to the field of effort of the
deernmeﬁt applied research and,development cqntracts.'

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

(5) Research and development éoetl (ineluding amounts capitalized),
regardlésa of their nature, which wera incurred in accounting periods prior
to the award of a particular eontfact, ars unallorablo. | |

| (6) In #ddition fo the definition of reaaonablﬁnesq prbvided;in .

ASPR 15-201.3; the reasonableness of éxpenditures for 1ndopondeﬁb‘reee;rch1
and development should be determined in iight of the.psttern of the cost of '

| past ppograms.(particularly those existing prior to the’p}aéing of quefnmeni
contracts), with due cons;deration to changes in science and‘techﬁglogy. Saéh
expenditures must be scrutinized with great care in connection with contractors
;hose-work is predominantly or substantially with the Goverrment, %Where suchA
expenditures are not subject to the restraints §I coﬁmércial product pricing,
there must be asanrance.that these preﬁditnres are madé pursuant to a planned
rehearcb'program which is reasonable‘injgcbpe and is well managed. The costs
should not~§§need.those which would be‘incﬁrfed by an ordinarily pfudent

person in the conduct of a competitive busineaa. (See ASPR 15~204.1(Db).)

e : ' . e
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COST PRINCIPLE FOR RESEARCE AND DEVELOPMENT

1. Basic research, for the purpose of this regulation, is that type
of ro_aaardi which is directed toward increase of knowledge in science. In
‘such research, the primary aim of the investigator is a fuller kndwlnge )
or underatandiﬁg of‘tho subject under study, rather than any practical
spplication fhereof, Applied research, for the pufpose of this regulation,
consists of that type of effort which (1) normally follows basic ressarch,
but may not be seversble from the related basic research, (2) represents
efforts to determine and expand the potenﬁialities of new sclentific dis-
coveries, and techniques, and (3) represents efforts to "advance the state
of the art." Applied research does not include any such efforts when their
principal aim is the design, devalopment, or test of spéc:Lfic articles or
services to be offered for sale, which are within the definition of the temm
development as herelnafter provided.

2. Development is the systematic use of scientific knowledge which
is directed toward the production of, or improvements in, useful products
"to meet specific performance requirements, but exclusive of mamfacturing
and production engineering.

3. A contractor's 1ndependént research and development is that
research and developrent which is not sponsored by a contract; grant, or
other nrrnngément.

k. A contractor's costs of independent research as defined in (1)
and (3) above shall be allowable as indirect costs (subject to paragraph (8)

below), provided they are allocated to all work of the contractor,
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COST PRIKCIPLE FOR RESEARCE AND DEVELOPMERT

1. Basic research, for the purpose of this regulation, is that type
of research which is directed toward increase of lmowledge in science, In
‘such research, the primary aim of the investigator is a fuller knoﬂnge 4’
‘61- understanding ofk the subject under study, rather than any practical
application thereof. Applied research, for the purpose of this regulation,
consists of that type of effort which (1) normally follows basic research,
but may not be seversble from the related basic research, (2) represents
efforts to determine and expand the potentialitias of new scientific dis-
coveries, and techniques, and (3) represents efforts to "advance the state
of the art." Applied research does not include any such efforts when their
principal aim is the dssign, development, or test of specific articles or
services to be offered for sale, which are within the definition of the temm
development as herelnafter provided. |

2. Development is the systematic use of scientific knowledge uhich
‘15 directed toward the production of, or improvements in, useful products
to meet specific performance requirements, but exclusive of mamufacturing
and prodﬁction engineering. |

3. A contractor's independent research and development is that
research and developmant vhich 1s not sponsored by a contract, grant, or
other arrangement.

L. A contractor's costs of independent research as defined in (1)
and (3) above shall be allowable as indirect costs (subject to paragraph (8)

below), provided they are allocated to all work of the contractor,
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- Paré 7 -Fihd-?iiccrypccmﬁu.v

. 18-700 Scope of Pars, This Park sets forth the guidelines to be
‘used for the evaluation of qosts in nogotiated fixed-prise type contrests,

inolading terminations thareef, in those instances vhers such evalnation
re@irod to establish prices for mhh contracte, "Find-pm. typ-" .
contrasts inalude, for purposes of this Part, the followings
(1) firm fized-price sontrasts (ASFR Mos 1)
(11) fixed-price sontraats with md.ation (A.sm 3-&03.2) o
(114) fixed-prise eontracts providing ter the mumum
‘ of price (Asm 3—&03.3) e
o £1x0d-price ineentive aontrntc (:.sa 3-&03.3)
o, -‘ ,A(v) _mwmm peruon of: td.nt u:l -m:ms
. contrutc (ABPR 34205 ) i ' ;?"
Ho: Basie Considerstions. (8) Undur med-pm tnn mh-stt,
pmu, net separate ellmhclcuiplnproﬂt, are te ba unmtd.
A negotixted price is the basis for pqmt ta contrum nnlur ﬂz-d-
prno tm eontmu; o.uonhh oot u-c tbo basis for m«ut
‘.WGWWMWcW m.rdingly. thcponcinaﬂ e
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the nni-pm. type cutcgory ef cmm mttin s:ltutiom, o.c., :
incnnﬁn anﬁ redotcrd.mhh coatnctl, m saieh. conts m & liaauic:nt
tacm 1a the negotistica of pmu In such .ituauon-, sonts mt bo V
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COMPTROLL™R CENERAL OF THE UKITED STATES
WASHINGTOR 25

B.lzhizs

Honorable Perkins MeGuire
Asgistant Secretary of Defense
(Supply and logistics)

Dear Mr. MoGuires

In response to your letter of October 22, 1957, we are
pleased to send you our preliminary views on the Septen-
ber 10, 1957, draft of Armed Servieces Procurement Regula-
tions, Section XV, Contract Cost Frinciples.,

¥e note from your letter that the Department of De-
fense subscribes to the view that it would be advantageous
to have cost principles which are applicable to all types
of negotiated contracts, This 1s a position in which we
concur and one which we feel will foster an atmosphere of

m:tual understanding among contractors and contracting of=-

ficers of the various egencies, It should ultimately lead

tc more effective negotiation and administration of Govern-
ment contracts., e recognize that this is a difficult un-

dertaking, and we are pleased to learn that differences of

opinions witi:in the Department of Defense have been largely
resolved,

¥e prefer to review and comment on the cost prineiples
after industry conments have been analyzed and accepted
surrestions have been incorporated in the proposed princi-
ples, There are, however, & few comments we would like to
make at this time eoncerning the over=all philosophy of the
cost principles, Ve hope thesc comments will be helpful to
you,

We have long had an interest in the objective of es-
tablishing cost principles for use on all types of negoti=
ated contracts within the Department of Defense as evidenced
by our letters to the Secretary of Defense on May 31, 1955,
December 16, 1955, and March 11, 1957, We understend that
the adoption of uniform eost principles far Governmentewide
use is now being considered., We also endorss this objece
tive, and our corments which follow give recognition to the
possibility of the proposed cost prineciples being adopted
for Covernmentewide application, .
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Paragraph 15-000, Scope of Sectioxi, ocontains & con-
cise statement of the three basic uses for cost principles,
namelys

_(1) the determination of historical costs

(41) the preparation and preaantation‘of cost esti-
: mates by contractors and subcontractors, and

(111) the review, sulit end evaluation of cost dataj
in the neyotiation end administration of Oove
ernment contracts and suboontracts thereunder

tc believe that this pararraph properly expresses the
eppropriate use of the cost principles; however, suhsequent
parsrrephe, and in particular parsgraph 15-101, appear to
deemphasize the importance of the cost factor in contract
pricing, and thus the importance of the co:t principles,
Ye visualige thc cozt principles as a vehicle to provide a
basis for mutual understending by eontractor and Government
representatives as to the ground rules for a highly impore
tant factor in contract nepotietion snd ednindstration.
Teemnhssis of ihe relative imrortance of the cost factor,
particularly in a statenmcnt of the eost principles, would
almost surely impair efforts to obtain a more rezlistic
eveluation of tris important factor in eontract pricing.

Fartieular altention 1s invited to the following por-
tion of parerraph 15=101{c) of the September 10, 1957,
draft of the contract cost prineiples.,

"To the extent that costs are a factor in
forward pricing, ASFR, Section XV, Part 2, shell
aoply to the development and evaluation of eost
data. The extent to which costs influence for-
vard pricing varies greatly from ease to ecase,

In negotiations eovering future work, actual

costs cannot be knoun and the importance of cost
estimates depends on the circunstances, The eon-
tracting officer must consider all the factors af-
fecting the reasonableness of the total prorosed
price, such as the technical, production or finsnw
eial risk assumed, the complexity of work, the
extent of oompetitive pricing, and the contrao-
tor's record for efficlency, econaxy and ingemi-
ity, as well as availatle cost estimates. He
mst be free to bargain for a total price which
equitably distributes the risks between the cone-
tractor and the Govermmcnt and provides incentives

CoPY
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for efficiency and cost reduction. In negotiat-
ing such a price, it is not possible to identify
the treatment of specific cost elements since the
bargaining is on a total price basis, Thus, while
Part 2 will be used to develop and evaluate ecost
data, 1t will not control negotiation of prices
for work to be performed in the future (e.g., ne-
gotiation of a fiem fixed-price contract an inter-
mediate price revision covering, in wtiole or
important part, work which is yet to be performed,
or a target price under an incentive contract).
Fevertheless, when the question of acceptability
of a specific iten of cos! becomes an issue,
Fart 2 will serve as & guide for the resolution

~ of the issue,® '

Our exarinations of contract activities have disclosed
scrious weaknerses in the procurement procedures sterming
fro~ insdeguate consideration of the cost factor in con-
tract pricing, These have included failures to ottain pe-
riodic cost data needed to exercise repricing opiions,

, _ failure to obtain the latest availatle cost cata at the

‘ time of price negotiations, inadequate analysis or verifi-
cation of cost data and recognition of cost trends, and
failure to properly examine future cost estimates and re=-
lated supporiing data, Further, our reviews have disclosed
failures on the part of both the Government and prime cone
tractors to obtain oost data or other informstion as to the
basis for the price where awards were made without competi-
tion to suppliers at firm fixed prices. Various measures
have been adopted to improve these conditionsy however, we
feel that inadequate consiceration of the cost factor in
contract pricing is a continuing problem. Therefore, we
‘strongly surpest that the foregoing paragraph be rephrased
to emphasize the importance of cost as & pricing factor
rather than to subordinate it,

When prices are determined by megotiation rather than
simply by eomparison of competitive bids, as in the case of
formally advertised contracts, the actual or estimated cost
of performing the work should normally be a very important
factor in appraising the reasonablenecas of a proposed price,
Hence, a thorough analysis and evaluation of such eost data
are essential to sound eontract negotiations, whether 4t be
a negotiated firmm fixed-price, redeterminable fixed-price,
or a costetype contract or suhcontract. We understand that
the eost principles are intended to be guides for preparing

! cost proposals and negotiating priees; therefore we supyest

' that the document be written with particular emphasis on

e3e
corPx |
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the importance of costs and aupropriat.e evaluation thereof
- in the process of negotiating ecntract prices,

 We would also suggest some reconsideration of the
statemcnt that treatment of specific cost elements 48 not
possible because the bargaining is on a total price basis.
Certeainly, so far as Govermment negotiators are concerned,

there should be a full showing of all factors considersd in “

arriving at the price and the files should show the basis
for aceeptance of the price, ¥when competitive forces are
not present to assure a reasonable price, one of the major
consicderations is the actual or estimated cost of produce
tion and the record should reflect the negotiator's treat-
ment of it in arriving at a price acceptable to the
Govermment., The quoted statenent seemns to encourare faile
ure to adequately consider cost end to document the deci-
sions made, Tiils weakens contract negotiations and impairs
subsequent acainistrative and other reviews of the aectivity,.

e note thst part 2 iz to be incorporated in contracts
to provide a contractial basis for ascertaining reimburs-
ahle costs under cost=reimbursenent-iype contracts and the
oos t=reirhursenent portion of time end materisl coniractie
and unilateral determinations under terminzated fixed-price
econtracts, %e recormend that these principles also be in-
corporated by reference in nerotiated eontraects w:ich proe
vice for reprieing during or after parfarnmsnce., OJontrovere
gies over what typos of eosi are tc be recognized in the
ncotiation of a price ecould be substantislly minimized by
an advance unlerstanding by the contracting parties of the
cost principles to be followed, The principles would then
have offieial standing by contract stipulation and their use
would be required in the subnission of cost data and in the
eveluation and negotiation of the contract prices.

ve reconmend that subparacraph (iii) of paragraph
15-201,4 (page 6) be deleted. The provisions of this sub=
parazraph appear to be so broad as to qualify almost any
cost of & contractor as allocable to Oovermment work,
vhether or not there is any relationship to the work, The
provisions of subparacraphs (i) and (ii) seem to be broad
enough to recognize any cost appropriately assignable to
Covernment work, particularly if the phrase ®or other equi-
" table relationship® wore added to subparacraph (11).

Ye note that the eost principles relating to indirect
costs provide in paragraph 15-203(d) (page 8) that the con-
tractor's established practices, if in aceord with generally
accepted acoounting principles, shall be acceptable, Ve

-l‘-

corl
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believe that a further qualification should be added that
the results of the allocation must be equitable to both eon-
tracting parties when viewed and tested against the contrac-
tor's activity under the contract,

Subparagraph 15-20L.1(b) (page 9) recognizes that the -
extent of allowability of certain costs should be agreed to .
in advance of the contractor's incurring of such eosts, It
provides that such agreement should be incorporated in cost=-
reimbursement-type contracts but would only be made a part
of the contract file in the case of negotiated fixede-price-
type contracts, Ve believe that it would be extremely help-
ful if such arreements were to be incorporated in any type
of contracts where there are priecing or repricing. or coste
reimtursement determinations to te made suMequent to the
award,

In eéons dering the application of the cost principles
on a Covernment-wide basis, some 0f the agencies may con-
sider it desirable to make speecial arranrements and to have
an advance arreement concerning the extent to wiich "home
office" expenses are to be applied to CCCO contracts
(foverment-owned, contractor-oprrated) and similar
mansrenent-type contracts, perticulerly where the opera-
tions vnder the contracts are sufficiently autonomous so as
to require little or no essistance from the Phome office."
e recomend that the cost principles specifically reeog-
nize that these circumstances require linited acceptance or
nonaceeptance of ®home office" expense, _

Fending your receipt and eoncideration of ecorments
from incdustry, we will withhold commuents relating to the
"Selected Cost=® contained in %Application of Frineiples
and Stancdards" (paracraph 1Li=20l:), However, our review of
the docurent would be facilitated by a further explanation
of the treatment of ocompensation for personal services, and
depreciation, and representetives of our Office will eommue
nicate with your staff on these matters, We shall, of
ecourse, be glad to discuss any other matters with you or
members of your staff should you so desire,

Sineenly yours,

Comptroller General
of the United States

CoPY



COST PRINCIPLES

APPLICABILITY

Draft as of 21 August 1958

Proposed that the cost principles be applicable to all types
of contracts as follows:

8. Cost-Reimbursement Tvpe Contracts

As a contractual basis for termination of costs.

b. Fixed-Price Tvpe Contracts

_ As a basis for submission of cost data and price analyses
by contractors, the evaluation of cost data by contractinrs officers to
the ertent that coste become a factor, the resolution of cost questions
ir retrospective pricing, and as a gulde for the resolution of cost
questions in forward pricing.

c. Audit Reports

Aes a basis for the preparatiorn of advisory audit reports.

d. Contract Terminations

Unilateral determinations in contract terminations.

- Industry
Strongly protests the application of detalled cost principles to

fixed-price contracts on the basis that formula price fixing would
result and negate the advantages of campetitive and negotiated prices,

Special Working Oroup Recommendation

The military departments have objected also to the applicability
of cost principles to fixed-price contracts. It is contended that
forrmla pricing would result, and that the traditional concept of
negotiating fair and reasonable prices would be lost. It is proposed



w

that the cost principles be revised to provide for a separate spplica-
bility treatment for fixed type contracts consistent with the current
pricing principles in Part 8, Section III, ASPR., A new Part 7. Section
XV would be added providing:

:; a. That the prieing policy in Part 8, Section IIT would de
governing and followed in the negotiation of fixed-price type eontracts.
In brief, this philosophy provides that prices not aeparat.e elements of
oost plus profit are to be negotiated.

b, V¥hen cost principles are being considered in fixed-price
type contracts, the cost principles will be used to provide general
guldance in establishing a fair and reasonable price. This would be
particularly arplicable to incentive and redeterminable contracts.
Even in these situations, the use of the cost xrinciples would be
flexible.

T
Recommended Army Position “]

Concur in the Special VWorking Group recormendation.



COST PRINCTPLES

COMPENSA TION

Draft as of 21 August 1958

Compensation is reasonable to the extent that the total amount
paid or accrued is commensurate with compensation paid under the
contractor's established policy and conforms generally to compensa-
tion paid by other contractors of the same size, in the same industry,
or in the same geographic area, for similar services.

Special Working Group Recormendation

To reconmige that in the determination of the reasonableness
of total compensation, contracting officers, as a practical matter,
can only cope with the unreasonableness or ocut of line situation.
The followiny addition is proposed:

In the adninistration of this principle, it is recoenisged
that not every compensation case need be subjected in detail to the
above tests. oSuch tests need be anplied only to those cases in
which a general review reveals amounts or tvpes ol cormensation
which arpear unreasonable or otherwise out of line,

Recormended Anty Position

Concur in the Special Working Group recommendation,
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fake care of the past service pemsion crefit probles by deleting the phruse
"for services currently rendered” frus 15-208.2(F)(6)a, and insert st the
beginning of paregrapd d(1): }
"Exept for past service pension costs, it 1s for services
rendered Suring the cantract period.”
Vammotmmmwwumdm
ecmpensation plans, introduce the concept 0f management by exception by
Wammewmh)um:
 "b. Compensation is reasonshle to the extent that the total smount
peid or accrued {s commensurate with compensaticn paid under the
} contructor's estahlished policy snd conforss generally to compensa~
’ tioo peid by other contractors of the same sise, in the seme industry,

ormtbemwmhicm for sinilar services, _p;mmmu—/_)'
tration of thie principle, particular sttention should be given to
remmeration which {2 obviously out of lins. However, certain
wwtmawmemmmammmm@

possible lizitation sas to allowsbility for eontrect cost purposes

shere aounts appear excessive, Anong such conditions are the fdlowing:




COST PRINCIPLES

RFNTAL QOSTS

Draft as of 21 August 1958

Allowable 4if rates ars reasonable in light of such factors as
the type, l1ife expectancy, condition and value of the facilities
leased, options available and other provisions of the rental agreement.
Aleo requires a comparison of rental costs with costs which would be
allocable if the facilities were owned by the contractor,

Indus tg

The ultinate tect should be the rental value of comparable
‘properties, and not comparisons to costs which the contractor would
have sustained as owner,

Speeial ¥ o*h.ny Oroup Recommendation

Sane as 21 Aupust draft except to include "market conditionv in
the area" as a test of reasonableness of rental costs.

Recormended Amy Position

Concur in the recormendation of the Special Working Grour.
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(1n) Bextel Costs. (Incluitng Sele and Lemssback of Facilitiss).
 Bovise parngraph (1) of the principle to yend s follows:

(1) Bemtal coets of land, bullding, and equipmant &ud other
persoml property are allowlile 1€ the zates are reasonable in light of
such fuctors s market conditions in the ures, the type, life expectancy,
condition, and wulue of the facilities lessed, eytions swilsbls, snd other
provisions of the rertal agresaet. Application of these factors imvolves
alons with other considerstions comparison of reatal costs with coste which
would be allocable if the facilities were owned by the coutractor.
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Draft unf ‘2 Aqgust 1958

T e ..:,'&.“ »
R, e Mﬁ

A direct eost 13 uv

A

A :—uf!?ft;:"{% - 4 ‘.,,s A %5
Speclal WOrldné

Shai o TR gy i BU sl apeia lﬁ&.."s S T I N R
Addition of an additic;nal aentence“’!na“bverte tlv*aﬁtft’edmmdm -

necessary, o avoidmduplicatiomo faichang: atmder certain, eircumstances,

B

Recormended Arriy Position

Concur in the Special Working Group recormendation,
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DIRFCT

Ih order to take care of @ concept which had bean imsdvertectly cmitted
mammmmumwm.um,uw
adiition of the following sexmtence st the end of 15-202(a)s

13-20a) AdA: |

"When ftems ordinarily chargeshls as indirect costs are charged to
Govermment work as direct costs, the cost of 1ike itame applicadle to
other work of the contrmctor must be elininated from indirect costs
allocated t0 Govermment work.” |



COST PRINCIPLES

PLANT RECONVERSION COSTS

(Plant reconversion costs are those incurred in the restors-
tion or rehabilitation of the ocontractors! facilities to approximately
the same condition existing immediately prior to the comencement of
the military contract work, fair wear and tear excepted.)

Draft as of 21 August 1958

 Unallowable except for the cost of removing government property
and the restoration or rehabilitation cost caused by such removal,

Industry

Plant reconversion costs should be allowable including the cost .
of renoving govermment property and restoration or rehabilitation TN
cost caused by such removal to the extent authorized by advance ,
negotiated agreement.

Special Working Oroup Recommendation

Nomally unallowable, but to liberalize this principle by
allowing additional cost by mutual agreem-ant vwhere equity so dictates
in special circumstances.

Recommended Armmy Position

Ooncur in the recommendation of the Special Working Group.
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-COST PRIMCIPLES

TITLE

t ' Draft as of 21 August 1958

Contract Cost Principles. This is the title which has been used
for Section XV of the ASFR since 1949. , L

Industry

Industry claims that the proposed Section XV poes far beyond

"principles” in that we have included procedural and instructional
material,

Special Working Grbup Recomnendation

‘ . ' Contract Cost Principles and Procedures.

Recommended Arry Position

Concur in Special Working Group recommendation,
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ATVARCE_URDERSTANDINGS

Modify 15-204,1(b) of the 21 August &raft to read as follows:

"o Buch agressent may e initisted by contrecting officers indivituslly or
Jointly for all defense work of the contractor, as may de agpropriate. Any
~ such agresment should be incorporated in eost-reimdursement type contracts

or made & part of the eontract file in the case of nesvtiated fixed-price

type contracts, and should govern the eost Geterminations covered therety

throughout the performance of the relasted contract. The absence of such an

aﬁ\iapgg wy onwolcnmtor cost vnl nqt,, in itself, serve to make

e ot ey —rt v

that element either allowsble or unalloweble. Eowever, the nature of certain

costs 18 such that advance agresments are nomelly sesential, These are:
(1) pre-contract costs (ASPR 15-20%.2(ad));

(11) royalties (ASPR 15-204.2 (39)); 2

(111) truvel costs, as related to specinl or mass personnel
movement (ASFR 15-204.2 {(ss)(5));
Exarples of others for vhich such sgreements are nomally appropriate, though
not essential, are: ,
(1v) use charges for fully depreciated assets (ASPR 15-204.2 (1)(6));
(v) compensation for personal services (ABPR 15-204.2 (£));
(vi) @&eferred maintenance costs (ASPR 15-204.2 (t){1)(11));
(vit) research snd dsvelopnent costs (ASPR 15-204.2 (11)(6)); and
(vi1l) selling and &istribution costs (ASPR 15-20%.2 (kk)(2))."

==



COST PRINCIPLES

ADVANCE UNDERSTANDINGS

Draft as of 21 August 1958

Encourages contractors and contracting officers to agree in
advance on items of cost which frequently result in disagreenents,
such as ecomnensation for personal services, deferred maintenance
costs, presontract costs, research and development costs,
royalties and selling costs,

Industry

Some industry groups 6bject to this provision since many of
the itens might be controversial and actual costs cannot be mown
prmr to the plascement of contracts.

Special VWorking (roup Recommendation

Change this principle to clearly indicate that "the absence of
such an agreement on any element of cost will not, in itself, serve
to make that element either allowable or unallowable." In eddition
segrecate the items for which advance understandings are "normally
essential” from those where agreements are "normally anpropriate,
though not essential,.”

Recormended Army Position

Concur with the Spacial Working Oroup recormendation.




12/3/%8

15-20%,2 Listing of Costs. |
(s) advertising Costs.
(1) Advertising costs inciuda the cost of advertising melis
and corullary adninistrative costs. Advertising medis inclule magagines,
Bevwspapers, ¥adio and television ams, @irect mall, trede papers, outdoor
advertising, dealer cards and windov &isplays, eonventicns, exthibits, free
£00ds and sanples, and sales literatwre. The following eosts are
allowsable:
(1) Wmmmm
wmmmmmm
or services for sale but is placed in
Journals wvhich are waluadle for the dissenimation
of technicsl information within the ccntractor's
industry; snd
~  (41) belp wanted advertising, as set forth in (gz) belov,
. vhen considered in confunction with all other
recTuitnent costs.
Y (1114) ecosts of participation in exhibits sponsored by
ij/ mmzmmmuormmsnmm l
: ‘ syplications of products. N

{iv) advertising relating to accarplisiment of the
contract mission for the purpose of obtalining
scarce materials or eguipment, or &isposing of
ecrep or muplus materials.

(2) 1In connection with this elexent, special care must be
exercised in detemining reasonableness. Reascmahlencss cen be determined by
m%suofmtmmmmmmmmgm,
the presance or absence of competitive restmints. :

(3) Wumm(w)u(xv)m,mmmg
shich offers products for sale §s wmllowsble.



COST PRINCIPLES

ADVIRTISING ©

Draft as of 21 Aupust 1958

‘Unallowable except for advertising in trade and technieal
Journals and “help wanted" advertising. ’ '

Industry
Institutional, product end special advertising is a legitimate

and necessary cost of doing business and should be allowed subject
to the test of reasonableness and allocability.

Special Working Group Recommendation

To liberalize the advertising principle to include the cost of
exhibits sponsored by the goverrment as well as advertising for
acarce materiels or disposins of scrap or surplus materiels.

Recommended Army Position

Concur with the Special Working Oroup recommendation, except
‘that the cost of participation in exhibits sponsored by the povern-
ment should be allowable only if incurred pursuant to a Department
of Defense invitation for such participation,
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10/y/8
CONTEIBUZTONS AND BOXATTONS |
Rensonahle eontributices end &omations $0 esteblished nomprafit

Mw.mmmm&qm cpertel of the

-mwwm&aummhwwu

'mnmmummmmmuu“?

umm |
mmammammuu

_mwm-ammmmumam'

11gnt of the pattern of past coutributions, particulariy those mede prior
> the placing of Goverment eomtrects. ¥he amount of each sllowahle
contribution sust be deductidtle for purposes of Federal inccme tax, Wut
thils condition does not, fa ftself, Justify allombility me a sontrect eost.




(COST PRINCIPLES .

-

o CONTRIBUTIORS AND DONATIONS

w5 . LN S

"c . Coallomble. -

ot . . . - e 2

The making of contributions is esssential to the conduct of
business and the fallure to do so adversely affects the contractor's
standing in the community and hence his employee reletions, Some
contributions aild in the development of technical education and
scientific research, Support of charitable, scientific and educa-
tiocnal institutions is a nomal cost of doing business and recognized
as such for tax purposes.

. Special Working Group Recaumendation

To allow the cost of reasonadble contributions to established
non-profit charitable organizations of a community type.

'Recormended Amy Position

Nonconcur in the recammendation of the Special Working Group
since contributions are not ocdbligatory upon a contractor but are
voluntary expenditures not necessary for performance of goverrment
contracts. The allowance of contributions and donations would put
contractors in the position of being able to give mmy the taxpayers
WONGY ¢ A e .
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. JUEREEST ON BORFOINOS o
| mz wmmmvam.um,wm
fruntmmams-wwm-mw
(Qummmw umm-
erogh will yesds
.y Mumw-m | |
The extent of & contzestor's total fnvestaent in the performance

of the contract vwill be takem into ecnsiderstion In the Lixing of the
ot of e fee or profit.” |
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COST PRINCIPLES

- . . v

mrt as of-‘a. n:nsf 1950 7
‘Unallowable (hewsver represented).

- Industry
The cost of money for whatever pmpéss and however gvidenced is
an essential cost of doing business, government or commercial, and

therefore should be allowed., Otherwise cormercial business would be
required to bear the cost -of financing goverment work,

5pac.ial Working Oroxp Recomendation

- To remsin unallowable, except to add a statement in Bection III
of the ASPR to indicate that the axtent of a contractors total in-
vestment in the performance of the contract will be taken into
consideration in the fixing of the smount of fee or profit to provide
consistency 4in ASPR with the 80%-20% withholding poliecy.

| Recommended Arey Position

Concur in the recommendation of the Special Working Group.
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PLAET RECORVERSION COSTS

(cc) Plant Reconversion Costa. Plant reconversicn eosts are thoes
mummmummaﬂm?«w'ma factlities
to agproximately the smme condition existing tmmedistely pricr ¢o the
comencensut 0f the military contruct work, fair wear and tear excepted.
mmmummmnwwmmmam
' Govermment property and the restorution or ryebabilitation costs esused by
sach rexvel. Bovever, in spectal eircumstances where equity so dictates,
aaditional costs may be allowed to the extent mutually agreed wpon.
¥henever such costs are given conmsideration, care should be exercised to awvoid
duplication throuzh allowance as contingencies, as additional profit or fee,
or in other eontracts.

1
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Moderators:
Tim |
0300-0930
0930-1015

1015-1050

‘Meeting with Industry Representatives

Cdr. J. M. Malloy
l(r. E. I.ea.thm ‘

‘ Bu'b ect

B Introdnction

Applicability

"All Costs" ‘concept

" (Intermission 1050-1100)

1100-1130

1130-1200

11200-1230

B 330—1300

Réasonableness and
Alloc;bility
Advance Understandings

~ Advertising

COmpen'aafion

Contract Cost Ifrincipleq

Lot

Government Spokesnnn

Mr. E. Perkins McGuire

‘Assistant Secretary of Defense

(Supply and logistics)

Cdr. J. M. Malloy

Office of the Ass't