


~ ASSISTANT SECRETARY OF DEFENSE ' h}/:\
WASHINGTON 25, D. C, )

JUN1 5 1958

MEMORANDUM FOR THE SECRETARY OF DEFENSE

SUBJECT: Contract Cost Principles

. Since 1949, the Armed Services Procurement Regulation nhas 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
T 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 estimates in contracts of types other than cost reimbursement -

contracts. . _ o

N For nearly five years there has be'en‘iﬁcreasingly intensive pressure o

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 15
Appropriations Committee, the Comptroller General of the United States, and Ly
the Hoover Commission. o o » ' E

We-have been in the process of developing such a comprehensive set LG

of cost prindciples for several years, However, as I am sure you willrecogm'.ze,z'_ '

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 )
Wit 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 that you should be
av@ of the policy approaches that we propose to take, - :
—-— . .

- The industry comment was critical with respect to each element of
cost, such as the cost of institutional and product advertising, which we had’
felt should not be charged to the government but which industry considered a :
normal cost of doing 'busi:nes_s'. In other wo:qs they considered that all no l. -
and proper costs of doing business should be allowed by the government to §§§

extent they Were Ieasonable aad allodable under the contractor's accounting
system even though seme of such costs <learly 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, Wwhich although necessary in the

" conduct of the business should not be allocated to government contracts,

- The industry comment: also made it clear that, , 80 .19.;:3.4&&%9.&93.9.

to be un allowable items of cost,. industry did not favor, the extension of the use

of cost principles to incentive contracts, price redeterminable contracts and

other negotiated !'fixed price’ ,
of texminated contracts. The ‘basis for this opposition seems to be a belief
that the use of cost principles in these situations will lead to_ formula pricing
| rather than true negotiation, W éBelieve that the description which we have
included in the cost Principles themgselves of the methods of use of these
principles in the pricing or settlement of these contracts is adequate to

vaBgure that they will not darnage the negotiation process.

type of contracts or to negotiated settlements

-

In our meetings with Mr., McNeil and the Matesiel Assistant
Secretaries consideration has been given to some twenty issues which were
raised by industry, We have come to agreement among ourselves on all
but one. On several of these issues we have agreed to-accept the industry-
viewpoint whereas in a number of others we believe that we should not -

- accept that viewpoint, |

| Tab A, attached, is a summary of the one remaining issue on which .
we do not have internal agreement and on which we seek your advice, . This o
- has to dq with the allowability, as a part of total compensation to employees,
primarily 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(Comptroller) 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 again’a lack of-
agreement. The arguments on this subject are included in Tab A,




Tab B, attached, represents an identification and evaluation of
A icant remaining issues with industry, Interna.lly we are in com-
Plete agreement that these industry views should not be accepted in the
proposed regulation. '

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

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

A \/) L

"PERKINS McGUIRE '

Assistant Secretary of Defense
(Supply and Logistics)
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4 Inclosures
Tabs A, B, C and D
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‘Issues wmgmoﬁ the Air Force and F&E.SJ: Abmbﬁmrrv. AOOZHJ. 54 and 2&4%—

~ ~
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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 so long as the methods utilized are in
keeping with sound accounting practices and the
results achieved are reasonable in light of the
services rendered, : ‘

A. OOKUMZM:P.HHOZ WEZm BASED QWOZ. MEASURED,

BY PROFITS.

mvmn&».omﬁ%. industry'contends that ooﬁ.—ﬁobmw&.o:
plans based upon and measured by profits: -

1. Are becoming increasingly more widely used as

a means of compensating emiployees and oﬂmnonn _

for services rendered."

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

3., Are mﬁoiwzm as costs for tax ?:.wo..an and
¢ for nmammoﬂwﬁov.

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

~

R _. 4..02:65&3—! .Hwo Air Force Hounﬁonn is that

E FORCE §~..—.~OZ

. payments under wno&nnarﬂlbn plans should not
jvonu.nonauo&ﬂuwno..n& wownoaubw momabwn

“in its negotiations with contractors, has taken
as such, We do reject the philosophy that pay-
~cost of won.nogmbm the contract.

.tion of profits tealized. This is implicit in

the various plans are, wn general, &mﬁmggom
in accordance with the profit position of a

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

the position that wmv.ao.bnn to management under
profit-sharing plans are not allowable. The Air
Force has no objection to profit-sharing plans

ments under such plans should be treated as a

2. Huno».:..a?wu.mbm is a method of distribu~

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

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 employees, If 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 a:n-ﬂv




position makes it clear that their opposition
1s 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
HVHgD in H.O U@o

N

3. Under our contracting techniques we
negotiate, contract by contract, a price based
upon what the job is 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 reimbarsement
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 meagured
by profits, The Government would not have derived
any benefits from the operation of the profit-sharing

. plan.

N, , . s 5. Zo.ﬂdwﬁw., management is confronted \
.w , . With conflicting interests of stockholders an ]

: ® .




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
effect for a number-of years, have never sought
‘reimbursement for payments under such plans,
*The effect of a formal policy allowing payments
under such plans would cause these 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
alone, approximately $25 million a year, Any
general policy in favor of allowing payments
under these plans could cause this amount to be
‘ihcreased significantly,

7. Our vo......wﬂouw 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

he Internal
Revenue Code and the regulations thereunder,

3 q\.

s plans meet the requirements of t
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TAB B

~Jdentification and Evaluation of the Significant Remaizri.ni Issues -
2 with Industry

ISSUE 1

Should there be an attempt to get unifofmity of cost treatment in all of
the various types of -contractual gituations 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 pPricing rather than to negotiation based upon factors other
than estimated costs, , o

Government Position

. The "applicability" section of these cost principles makes it clear that

they are for use only when costs are a factor in pricing. Tkey 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 cost principles provide for the non-acceptance by the govern-
ment of any cost which is normal, legal, and reasonably necessary in the
conduct of the contractor's business?




i [egeneral the industry view was that the government should accept its.
O 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 Institute; ‘ ' :

Government Position

-This is probably the most difficult issue to resolve to the satisfaction of
all parties, As a generdlity we agree that we should accept our share of the
normal expenses of doing business. Nevertheless the difference between com-
mercial 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, -

Pjated to Issue 2'is the additional question as to whether the government
sul¥§lestion 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 accounting principles', Stated
differently,. this question is whether the cost principles should contain rules or .
guidelines for determining the "reasonableness" or "allocability'' of various
cost elements' or whether we should accept, as the criterion, '"generally accepted
accounting practices™, ‘ - | S

Industry Position

_ Indiutx_-y feels strongly and nearly uniformly that "reasonableness" and
"allocability" of costs should be governed 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 attempt

. to prescribe how to evaluate the ""reascnableness" or the "allocability" of any .-
element of cost and, above all, that we should not say that a cost is.not allocable.
to us, ‘ o ' A "



Government Posifion

q_/[ ‘"Generally accepted accounting principles'' 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 cha.rged a particular customer
or c'lass of customers.

ISSUE 4

The, 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 extent of allowability of such costs
and that such agreements should be incorporated 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 sound
business decisions by requiring approva.l in advance of incurring legitimate -
busineu expensel.

Goverament Pos-ition.

The industry comments seemed to assume that a failure 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




happen if there had been an agreement. This pomt can undoubtedIY be cleared
Yy a clearer rewrite of this section of the principles. Nevertheless, the ba,
«uelwill to some degree remain, We consider it highly desirable that there be
an advance agreement on the ground rules when we are ‘dealing with traditionally
difficult questions of cost Particularly where there is no motivation through .the *
B needs of competition to keep such costs within normal and reasonable limits,
This will not lead to any less uniformity of treatment, probably to more, than
we would have by complete reliance on the concept of "reasonableness" advoca.ted
in the industry comments. As to the infringement on management decisions we
- are simply telling management that, if they want reimbursement from us for

f exceptional or unusual expenses in these troublesome fields, they should get outr -
2 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

The subl.s 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
adversely by several or most mdustry groups. '

Advertising Costs o /7

Industry Position

"The mdustry comment strongly urged the allowability of mstztutzona.l
advemsmg in all media on the ground that it stimulates interest and the pursuit
of careers in engmeermg 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 making it easier to attract investment
d 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 prqdu_cts.

Governmert Position

Product and msntutional advertxsing aTe essentially sellmg expense
and are dengned 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 cona:.stently held to this position for many years,
We have, however, allowed advertising in trade and technical journals, provided
icts are not offered for sale. This we propose to continue,. . q

P




5 b. Compensation for Personal Services

- .} (i} Compensation dependent upon of measured by profits. See Tab A.‘

: A(‘ﬁ) Stock Ofﬁons .

. Industry Position -
' ~ Stock options are a proper means of compensating employees, they

QP8 are recognized as costs by generally accepted accounting principles and, under
Il some circumstances, are deductible for tax purposes. :

~° Government Position -

. Stock options are not a cost of doing business in that they do not get .
B on the"contractors' statements of income and expense. ' In the form in which they
g aTe currently used by industry they are not deductible by the employer as a cost .
B for tax purposes, They should not be allowed as a cost for Pricing purposes,

¢. Contributions and Donations

-
A
4

ndustry Position
/o '

: The ‘making of contributions is essential to the conduct of a business
-4¥nd the failure to do. so adversely affects the contractor's standing in the com-
EFnunity and, hence, his employee relations.- Such contributions aid in the - .
development of technical education and scientific researeh. These costs are

deductible for tax purposes. . - __

- Government Position L

) .~ The'allowance of contributions and donations would put contractors '
‘the position of being able to give away the government's money.  They bear :
Telation to the conduct of government work., ' As a matter of governmental ¥/ .
licy these costs have never been allowed under any prior cost principles .

d we feel that we should not change this policy. : B

V4




d. Interest

'f"ﬁlldustry Position : rj

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

Government Po sition

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- J/,
sidered in the fixing of fees or proﬁts (See Tab C, Issue 2). /{

5 e. Plant Reconversion Costé

Industry Position

74 © Reconversion from defense work to civilian work may be very !
stly. Where unusually heavy expense is involved, a.llowabﬂ.ity should not
2 ‘be precluded by the cost pn:ncxples.

Government Position:

The government does allow all initial set-up expense as a charge

% to its work. In addition it allqws the cost of removal of special government

{¢ furnished machinery when special installations, such as large concrete founda-
tions, are involved. This is considered equitable and it is felt that we should
continue the policy of requiring that, upon completion of government wozk, )
set-up or make-ready expense for commerma.l work be charged against
ensuing: productxon.

5 f, Research and Developmen-

Industry Position

' of o Y 2GSV ' '
Under the inai pure research is allowed on a

/2




0-rated basis as a charge against any contracts. Product research-or

PN ent is allowed only as a charge against the product or Product line
0 is benefited. Product research or development is not allowed as a
.charge against government research contracts. Some industry comment
opposed the distinction between pure research and prqduct research,
claiming that this would require a difficult segregjatio:‘:_.v Others felt that
product research sh'oulc_l I?e allocable to government research contracts.

. Others mwmms&meﬁmcuﬁm objected to the

requirement for negotiation to predetermine reasonableness of R&D expense,

/i 'f[, . . g : a/w -/- 'v--wf"l- P21 yo
e Sean Tae ) t tepdatizalien o 4 7 S
L B e ottt o daplpb e

Government Position A :

. The allowance of pure research to the extent of reasonableness

_is new, Previously it was not allowed unless specially agreed on.. Product
research has been allowable as part of the price of products which are . -~

benefited. We feel that this is a reasonably clear and uncomplex segre-
gation and that, for instance, the sale of an atomic reactor should not bear
any part of the cost of developing a new line of refrigerators. Recent dis-
cussions with various industry groups seem to indicate a better understanding-
~ and more willing acceptance of this pPrinciple than the initial written comments
- showed, The point raised by the AIA with respect to the necessity for pre-
agreement on reasonableness is covered under Issue 4 above, = -

% ,

5 g. Tra.mmLa.nd Educational Costs

Industry Position

The prdposgd cost principles:

(i) allow in-training and 6ﬁt-training‘ at 'vocaﬁénai:'a.aa,;
- non-college levels, B T

(ii) allow part-time technical, engineering and scientific - =
. education, including materials, textbooks, fees, tuition,
- and, if necessary, straight time compensation for -
. aftendance of classes during working hours for 2 hours
a week for the year (1 course). - '

(idi) allow post-graduate fuition, fees, mafei'ials for fu_li-tinie o
- scientific and engineering education (BUT NO SALARY OR




GO or in Part

.. 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 u.ndermme this pohcy
~and lead to formula Pricing based solely on a.udxt reports.

. Government Position

Smee the intent of the proposed draft was to contmue our e:nst:.ng
Pricing policies and since this intent was not understood from a read.mg of.
the draft, the "Applicability' section of the dra.ft is being rewritten to make
thJ.s intent clear and, hence, to accommodate the mdustry v:.ews.

Industry strongly urges that interest on borrowmgs be a.uowed as - /‘3

Wh.xle we do not feel that we should a.eeede to this poutxon (See Tab B,
i Issue 5 d), we ha.ve emphasized, elsewhere in ASPR, that the extent of the

3:& Industry Pos1t1on / . ., .

. Indnstry felt that the treatment of overtime pPay, extra. pa.y Bhlft pre-
“‘miums and multi-shift premmms was unnecessanly complicated and would
X lea.d to confusmn a.mong the servites to the d.:.sad.vantage of mdustry.

§|ﬁ'

3 Goverment Pos1tmn

) S:.nce the original subm:.ssmn of the draft for zndustry com:nentl, the
] olicy with: respect to overtime, extra pay shifts and multi-shifts has been
reatly simplified in its administration and this simplification, carned into
s prmcz.ples, satisfies the industry objection. - : _ ’




Issues on Which the Industry Views Have Been Adopted m Whole
y. - .. ' or in Part

.. 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 u.ndermrne this pol:.cy
~and lead to formula pricing based solely on aud:.t Teports.

Government Po sition

Since the intent of the proposed dra.ft was to continue our e:nat:.ng
pricing policies and since this intent was not understood from a rea.d:.ng of
the draft, the "Apphcab;hty“ section of the draft is being rewrxtten to make
th.xs intent clear and, hence, to a.ccommoda.te the :.ndustry views.

.

1 Industry Pos:.tion

.

Industry strongly urges that .interest on borrowmgs be allowed as

3 Wlnle we do not fecl that we ahould accede to thic poaition (See. 'I'a.b B.
1 Issue 5 d), we have emphasized, elsewhere in ASPR, that the extent of the
. contractor's capital investment in the performance of the contract lha.u be

- taken into account in negot.iating the a::nount oi fee or proﬁt. BT

- 39 Indnstr‘jr Position - _

Industry felt that the treatment oi overtune pay, extra pa.y ‘shift pre-
b m.iums and multi-shift prem.mma was mecessarﬂy complicated and would -
g lea.d to confusion among the services to the disadvantage of :.ndustry.

3 Govcrnment Posztion

; Sx.nce the original submission of the draft for zndustry commentt, the
_pohcy with: respect to overt:me, extra. pay sh:.fts a.nd mult:.-sh:.fts haa been




' g : SUBSISTENCE), for bona fide employees for one schoo]
) year for each employee so trained.

(nr) disallows grants to educauonal mstitutmns since such
grants are cons:.dered donat:.ons.

In connechon w:.th (ii), industry ob_;ects to the hm:.tat:.on of 2 hours a

' In connection w1th (iii), industry objects to the non-allowabz.hty of salary
and subsistence.’ F:Lnally. industry obJects to the non-allowance of gra.nts

Governmenf Position

The above policy was developed cooperatively by the. pfocurement,
 manpower and research interests of OSD and the m.z.htary departments.
‘% During the development every aspect of the problem was reconsidered and -
"'the above was adopted as bemg a reasonable treatment under toda.y‘s ¢ir-
cumstances, - - 4 -

-y It was felt, in connecton w1th (ii), that this sort of act:.vity

R (o be accomplished outside of working hours, but instances were found
in which this was nat pos sible. Two hours per work week appeared to be a
’reasona.ble solution. In connection with (iii) above, a.lloca.hility of this ,
expenae against. Government contracts is a tight question. . As 2 matter of
policy, therefore, we sought a reasonable solution and one in which a
discipline to reasonableness would be provided., Sharing of the expeaul
rovides this incentive. Grants, in (iv) above, were disallowed oz the
basis that grants are in fact donations and should be a.llowed only :Lf con= -

: tributions genera.lly are a.llo‘Wa.ble (See Itern #4). o

.
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TITLE OF SECTION

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

ADVANCE. UNDERSTANDINGS

Modify 15-20L.1(b) of the 21 August draft to read as follows:

", ,.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-reimbursemeit type contracts
or made a part of the contract flle 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 15-204.2 (33));
travel costs, as related to special or mass personnel

L .”‘l.r\ (111
-/ , ) . movement (ASPR 15-20L.2 (s8)(5));

| Examples of others for which such agreements are nomaily appropriate, though
S not essential, are: : ,

(:l.; pre-contract costs (ASPR 15-20L.2 (dd));

.~ (iv)  use charges for fully dépreciated assets (ASPR 15-20L4.2 (1)(6));
. (v% campensation for personal services (ASPR 15-20L4.2 (£));
(vi) deferred maintenance costs (ASPR 15-20L,2 (t)(1)(i1)

| (v'li; research and development costs (ASPR 15-204,2 (11)(6)); and
selling and distribution costs (ASPR 15-204.2 (kk)(2))."

'DIRECT COSTING

- In ’carder to take care of a concept iffﬁ.ch" had been inadvertently omitted
and to avoid duplication of charges under certain circumstances, we recommend
addition of the following sentence at the end of 15-202(a):

'15-202(a) Add:

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

A " _ 1 | TAB A
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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 following advertising costs are
allowables

(1) Advertising in trade and technical journals,
rovided 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, '

(1iii) costs of parbicipation in exhibits sponsored by the

‘ﬁ . Government for the purpose of developing military
. A applications of products, /-)

(iv) advertising relating to accomplistment of the
contract mission for the purpose of obtaining
- scarce materials or equipment, or disposing of
scrap or surplus materials,

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

-

~ CONTRIBUTIONS AND DONATIONS

Reascnable contributions and donations to established nonprofit charitable
oganizations are allowable provided they are expected of the contractor by the
cormunity and it can reasonably be expected that the prestige of the contractor
in the coomunity 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, /)
TAB A
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INTEREST CN BORROWINGS

Proposal: Maintain unallowability of intérest as a COST, but revised profit
poﬁcy appearing in ASPR 3-808.L4 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 total investment in the performance of

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

(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 where equity so dictates,

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

RENTAL COSTS

(hh) Rental Costs, (]fnclﬁdihg Sale and Leaseback of Facilities).

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

(1) Rental costs of lénd, 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 facilities Teased, options available, and other
o provisions of the rental agreement, Application of these factors involves
. along with other considerations comparison of rental costs with costs which
woﬁs be allocable 17 the facilities were owned by the contractor.
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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 doe§ 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 all 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(¢). 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 Policiés and Techniques-w

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 General. 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.g]] 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.

(8) Contracting officers,

, skill an,
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) Decessary 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.

3-801.8 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 g 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 ;

T 3-801.3 ARMED SERVICES PROCUREMENT REGULATION
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causes delinquency in delivery and uneconomical prices. Requirements
issued 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 officer, 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 contracting 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 unsatisfactory effect which their decisions have on prices
or competition. - R

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 perishable 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 apg the contractor’s ac-
counting system. :

(b) In the course of a ‘procurement program, a serjes 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 shoyld
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 personne] 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 offerars or contractors.

3-805 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:

(1) where a responsible offeror submits a8 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

“request 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

[ 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, or special
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 is 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 mcular elements of a contractor’s estimate of cost and
profits that the most important- consideration, the tota] price itself, is dis-
torted or diminished in its significance. Government procurement is primarily
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
supplied would receive $150 profit while the lower cost supplier would re-
ceive only $100. ‘ ' :

3-808 Pricing Techniques.
9-808.1, 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 A

the negotiation of contract prices. The extent to which any particular method, _ '
or combination of methods, should be used will depend upon the judgment of . 0
‘ the contracting officer, The following paragraphs describe several of the.

principal price negotiation techniques and the circumstances under which
eaCh may be used. The considerations set forth herein are equally appli-

_cable to initial and sub3equent price ne otiations.
: 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 considerably
the degree of price analysis required. ' -

-(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 delivery, Government-furnished materials, and the general
level of business and prices. o :
“(¢) 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 analysis. 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 competition has not been obtained:

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

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

(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;

(vi) the proposed contract will probably represent a substantial

_ percentage of the contractor’s total volume of business; or

(vii) a cost-reimbursement, incentive, price redeterminable, or
time and material 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;
_. (iii) the reasonableness of amounts estimated for the necessary
costs; . '
(iv) the basis used for allocation of overhead costs; and
(v) the appropriateness of allocations of particular overhead
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 historical 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 ¢urves 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).

3-808.4 Proft.
(a) General.

ere competition is adequate and effective and proposals
are on a firm fixed-price basis, the contracting officer normally need not
considerin detail the amount of estimated profit included in a price. However,
when detailed afalysis 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) Extent 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-

Vt.ract;o'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 working capital
is low, generally the profit objective on individual contracts is higher 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 high degree of contractor
efficiency 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 major factor
influencing price. Since a large portion of the procurement dollar is spent by
prime contractors in subcontracting for work, raw materials, parts, and com-
ponents, efficient purchasing practices bya 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]
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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: ' '

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. ‘ :

ARMED SERVICES PROCUREMENT REGULATION  3-808.5
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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
practicable 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 unusua] 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
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
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. :

(f) 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

{3-808.5 ARMED SERVICES PROCUREMENT REGULATION
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fairly definite cost data on subcontract prices are available. [In other cases,

such 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 modi fication a
provision substantially as follows: '

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

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

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

- price established therefor. Thereu n, 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 shal]
be evidenced by a modification to this contract, signed by the Con-
tractor and the Contracting Officer. .

(List éu,bcon_tracts »

3-808.6 Sole Source.ltems. When purchases of standard cémmercial 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 procure ment 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 a fixed period, such as a fiscal .

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

3-809 Audit as a Pricing Aid. : ‘

(8) 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
price 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 i3 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
-revision 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

ARMED SERVICES PROCUREMENT REGULATION ~ {3-309
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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;
(i1) both the initial and subsequent pricing of contracts containing
price revision clauses; ' !
(iii) establishing limitations on costs and pricerevision adjustments;
and : _
(iv) establishing negotiated overhead rates for cost-reimbursement
type contracts. C
(¢) Conditions for Use. Close coordination 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 purchasing

methods; : .
(iii) procurement of a new product for which cost experience 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 establigh-
ment of the initial or revised price. ‘

3-811 . ARMED SERVICES PROCUREMENT REGULATION
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Issues in Items of Cost
in Brief

Industry Contention

Advertising Costs: (1) product
advertising creates mass markets,
which, in turm, contribute to
industry’s ability to perform
defense work cheeper; (i1) in-
stitutional type advertising
affects employee and commnity
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 peys its bills there

" are bad debts flowing from Govern=

ment business which justify al-
lowvability 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 Government. .

Rental Costs. Industry objects to
the limitations of costs to

- "normel costs of ownership"” of

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

that the general rule ought to -
be "open market" rental worth of
the property.

Evaluation and Recommendatiop

Both product and institutional ¢
advertising are designed to inflﬁica
the general public and should be gq
allocated. Vhile we should allow
the costs of carryling 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 Government business,
they are not significant. Recom=
mendation: Continue to disallow
all bad debts. :

Malze-ready expense ocught 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” ace-
camplishes this purpose. Recom-
mendation: Allow only the "normal
cost of ownership" in the two
situations described.



Research and Devel nt. Allowe

ance of applied research upon &
uct line basis, and disallow-

" ance of such product line research

in research contracts, is criti-
cized. The ATA criticizes, as

they did in their presentation

of 22 Jamuery, the requirement for -
negotiation of the research ex-

pense.

Treining and Educationel Costs.
" Industry objects to (i) the limi-

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

and Ziii unallowability of grants.

Applied research has for 1its

the development of improvement oIf:ae

particular hardware. As such, {4 iﬁ |

appropriate that the cost therece 4
borne by the product line involveq
and since the cost should be absorbeg
through sales of the product line ,
it should not be allocated against
other research projects Specifically
awvarded to the contractor. Recom-
mend: No change. -

e

-The entire program wes developed_by

the procurement, manpower and re-
search interests of OASD and the
military departments as a reasonable
program under today's conditions.
Recommend: Ko 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 into the document,

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

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

the problem to the oosts whioh were' subjected to the most consis-

tent and broad oriticism, the following are discussed:

1.
2.
3.
4.
5e
6.
s
8.
9.

10.

vAdvertising Costs (a).

Bad Debts (b)

- Compensation for Personal Servioes (f)

Contributions and Donations (h).

Interest and other Financial Costs (q),

Overtime, Extra Pay Shift and Multi-Shift Premiums (y)

‘Plant Rehabilitation Costs (oc)

Rental Costs
Researoh and Develomment (ii)
Training and Educational Coata (aq)




le Adwerfisins Costs (a) _ —~
Contention

NAM, NSIA, MAPI, AMA, AIA, C. of C,, ETA, and CPA were oritical
of the coverage 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 respsect to
product advertising one association suggested that in the establishe
ment of mass markets, the Government has received price benefits which
Jjustify the proposed action. All contendsd that INSTITUTIONAL TYFB
ADVERTISING should be allowed since such advertising "informs the
public on matters of general interest, stimulates interest and the
pursult of careers in science and engineering, or affeocts 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 obtaine"

Evaluation
Industry generally seems to admit that product advertising ought not -

to be allocated against Govermment contraots. Institutional advertising
may result in some benefit to the Govermment under certain oiroumstances,

but that benefit is somewhat elusive and thus reascnableness of ocost is /\\

e

oxtremely diffiocult to determine,

On the other hand, advertising for needed specific materials, sub- -
odntra.otors, engineering proposals, and the like , for the purpose of
carrying out the contract, establish the kind of a relationship which
Jjustifies: allowance,

Reoommendation -
1, Disallow produot and institutional advertising.

2 Adjust advértising for "soarce material or for second-hand
materials® and for other advertising directly related to the acoomplish

ment of the contraot mission.

2 Bad Debta.
Contention ‘
NSIA, MAPI, AMA, ATA, C, of C., and EIA proposed modifications

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




: _esb

that there are many kinds of oredit losses as "a result of handling
Govermment business,”

Evaluation ‘ |

There is some merit to the argument that tﬁere is a possibility of
losses in oonneotion.wi.‘l,:h subcontraot operations which might be considered
to be in the nature of bad debts. However this is insignificant, Since
tize ma jor source of bad debts relates to qus‘tomeré-,ﬂé.‘ﬁd since the
Govermment, as a customer, pays its debts, such expenss i3 not allooable

to ths Government.

Recommendation

Continus to disallow all bad dabiew
3. Compensation for Personal Services (f)
Contention A
It 13 contended that the proposed.coverage whish disallows com-
pensation plans based upon or measured by profits of the immediats
distribution type (so-called profit-sharing plans) and stock option
teohniques of compensation, imposes "erbitrary limitations upen
allowable persannel compensation based on the form in which com-
pensation is paid" rather than upon the reasonableness of the total
compensation using all forms. : T
Evaluation
The above is a general complaint. In September, 1967, when it was
considered urgent that a draft proposal be released to ‘industry for their

consideration so that the project oould move forward several compromises

. Wers reached and ons issue 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

& memorandum which states, in part:
"eeit 18 proposed that this set of cost >prinoiples be furnished
immediately to the industrial asscoiations for comment and after
full consideration of such comments and appropfiate modifiocations

2




~of the principles, that they be incorporated.in the Armed Services
Proourement Regulation." ' J
In determining the issue for the purpose of securing comment, SECDEF
determined the matter by disallowing profit sharing.
Industry contends that both 'prot.'it sharing and stock options are
appropriate forms of oompansa.fion and argues:

ae That immediate distribution compensation plans based

upon or measured by profitg--
le are becoming inoreasingly more widely used as a means
of oompensating employees and officers for gservices rendersd.

2. are -"oosts" by generally aooepted aocoounting principles
a.nd praotioea, as distinguished from a distribution of profitse

| 3. are allowable for tax purposes and in renegotiation.

4, are aocorded different treatment from bonuses (whioh /Fv
are allowable under‘the d.raft)._ This distinotion is unsound since \
they "are treated alike by the employer for other purposes."

| 5. were }eoognized as "essential to the ultimate main-
tenance of th Capitalistic System™ in 1939 by a Senate Suboommittee
whioh investigated profit sharing (bi-partisaﬁ - Senators Vandenberg
and Herring).
be That 8took Options--

l. are a proper meé.ns of 'éompense.ting employees for services
rendered. |

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

3¢ are allowable for tax purposes. B

‘ Réooﬁmenda.tion . q
Allow immediate distribution type ocompensation plans which may be '
3 : : R




dependent upon or measured by profits and the cost of compensation paid
by stock opfionk both subject to the negotiation requirement of
ASFPR 15-204.1(b).

4, Contributions and Donations (h) See also Training and Educational
Costss;T20

1

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 ocalled upon to contribute to loocal,
state and national charitable and non-profit organizations and to
fail to do so would seriously impair the prestige of the contractor
end 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 publis
welfares It is stated that such contributions are allowable for Inoome
Tax purposes and have been allowed by the ASBCA in their findings. -

Evalu#tion |

| We believe that this élement of:expense is an insignifiocant element
and that a case oan be made for the soundness of the policy of allowing
- reasonﬁble contributions under the basic premises of our project,

Recommendation

We reoammend allowance of this alement,

Se¢ Interest and Other Finanoial Costs (q)
C—— i
Contention

NAM, NSIA, AMA, MAPI, C. of C., EIA oriticize the unallowability
of this items On the other hand, the AIA seeks the allowability of
- interest only when it is asséssed as a result of‘proteoting rights
of the Govermment and at the Govermment's direction. CPA agrees
with the disallowance of interest costs if it is made olear 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 contrastors 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 Section VIII, that the GAO would not
objeot; and finally, that the recent DOD restrictions upon finan-
olng of inventories and werk in process necessitates, and that the
DOD Directives require, "that capital investment by the Contractor
will be taken into consideration in determining fixed-fee or allow-
able profit,"
4




Evaluation N q

The allowability of interest as a cost has been considered many timeg

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

reached was that although it was proper that interest not be allowed

AS A COST, it was appropriate that the fee, profit or price be established 7
in light of the capital investment by the Contraotor. : "‘[
Reocommendation |

We recommend that this concept be appropriately introduced into the
principlese This could be done with the concept used in DOD Directive
780046, 23 follows:
"However, the extent of the ocmtractor's capital investment
in the performance of the contract will be taken into consideration
in the negotiation of the fee or price, as the case may be."
8. Overtime, Extra Pay Shift and Multi-Shift Premiums (y) /‘\)
Contention
NSIA, AMA, AIA, MAPI, Ce of C,, EIA and CPA oriticize this
prinoiple stating that the draft perpetuates the existing dif-
ficulties which are presently being corrected. It is s:ated
that what is required is a sound, operable overtime and extra
pay shift policy with a principle embodying the revised policy.
Evaluation .
We. have. found industry's complaint justified to the extent that the
. len
basic policy has been adjusted. The adjustments have been coordinated ‘ \,}L clf
with the INSIA Defense Advisory Council and have been oozisidered fair

and operatle.

Reocommendstion

Bnbody the revised poliocy into an appropriate 'prinoi‘ple to the
following effect:

While continuing the basie polioy against unnecessary overtime: d

1. reduce administrative burdens on both Government and
irdustry




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

3. permit contractors to exeroise management judgment with.
respect to overtime or extra pay shifts which are of a
sporadioc or emergency nature, or which reduces overall
cost » :

- 4. apply the tests of "reasonableness" and "allocability"
- 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 removal.
It 1s oontended 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 allowables The argument is
made that while the non-allowability may be correct with respect to
minor plant adjustments to undertake defense work, ma jor or abnormal
changes ought to be allowed "on the basis of negotiation", partiocularly

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 malke-ready expense
ought to be a.llocated a.ga.i.nbt the ensuing production. Thus, the Govern-
ment ought to allow the oosté of preparing for the production under its
oontract and the oivilian production ought to take care of the make=-ready
for the new production--thus such expensesii:should not be allocated é.gainst ‘
the Govermment ocontract. Notwithatanding, we found it necessary to both
remove Government'property from the contractors premises and to rehabilitate
the premises "caused by such removal®, | |

Recommendation

Maintain the principles

‘8¢ Rental Costa (hh)
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NSIA, ‘AII., MAPI, Ceo “of" C., EI, and CPA are oritical of two
provisions of the principle (i) the limitation on inter-plant
rentals that such should not "exceed the normal costs of owner-
ship and (1) ‘and that ' in general salo &nd lease baok. situations,
"subgeot‘" o”negotiated excep“bions the ' oosts should not exceed
" that ™whith would Have besh AHSGrred Had ¥he contraotor retained
legal title to the facilities." It is asserted that in both
situations the tests ought to be reasonableness of the rental,
-~ ‘ineludify sUbR othor tests 43 i 1ins with those oharged for
similar propertiés;™ and’ "oomparablo g

e
o

o normal rental to be paid

for like facilities in the open market. It is agserted that.the
. sale-and-lease back technique 1%’ an’ "oatablished method of raising
o capital,"” Cigman

Evaluation . , s
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Ak . Both provisions aro designed to

‘-’levels a.nd removo an initi‘a:tivo of a8 oontraotor by hisf.,own aotion to
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}The teohnique utilized. is&g;.mplyg to limit the
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Inoreasa Governmentai‘“oosts.

e o'osts to f'l:hat whioh vyould have oocu.rred had the transfer gnot 'been madee ﬁq

ofa e

the samaﬂ time, the P°11°Y”r6°°8nizos‘that these are often a.rms-length . %
Ees

,,,,,

'
: \r

transaotions of the type whioh ;jus'bify oost ad';justments a.nd the draft
makes provisions for specifioc negotiations therefor.' One Asso“é‘iation

' ‘reeoifizes “tHe problems 'l’hey day;” "o judge the leasebaok rental in
"'“héi'xn‘s*"of'v the' lesBor"s “costs had he retained title is to measure tﬁa
by i 11

: rental by the" very “index  which the’ leaseback a.rrangement was doaigzed

RS -3 repudiaté." Govornment's reoognition of the validity of this argumant
‘1o was the very reason” for adoption 62 the polioy. I the skale 1Paﬁnd ‘ll‘easebaok
techntques-is an ""‘stablishé"d fethod of raising capital" : there“ 1“; ”{all
¢ "10 the more reasén why we should not allow exoess oost aﬁ’ci-in:tsab.’l%estto.f this

b
Btk ST B

teohnique inasmuch as we do not allow the costs of raising oapital
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generally.

Recommendation

Maintain the principle.
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9+ Rusearch and Development Costs (11).

Contention

NAM, NSIA, AMA, AIA, MAPI, Ce. of Co, and EIA have oriticized
tais prineiple, although concluding, generally, that the present
draft represents the soundest draft which has been yet developed.
The oritiocisms 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
a research contragt mission; and (iii) the AIA partioularly oone
tends that the requirement for negotiation to support reasonable-
ness of the research expense represents an wuwholesame control of
research.

Evaluation

It is reoognized that it is sometimes diffiocult to break down all

* research inté basic and appliede However it is sound that applied re-.

search be allocated to the produst to whioh the research attention is
being supplieds This being true methods must be fﬁund for aeéregating
questionable projects appropfiately.

When research is the service being puiohaéed'it seems manifestly
inapéropriate that other applied research expense be allocated against
such a mi;sion since, as indiocated above, applied resegroh should be
aliooated upon & product iiﬁe basis and the costs should be absorbed
through sales of the product line. |

Only the AIA makes a strong case’'against fhe degirability of
negotiation of the reasénablehess andbgllooability 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 conolusion.

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-

 sults of the research and for relating all projects to others.

8



Fecommerdetion

Maintain the principle.

10. Training and Bducational Costs (qq) See also Contributions and
Donations » '7%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 oontends that it is the ourrent national policy to
stimulate scientifio and techniocal study end thus it is inoumbent
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.

(i11) allows part-time technical, engineering and scientifio N
education, inoluding 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).

(111) allows post-graduste tuition, fees, materials for fulltime
soientific and engineering education (BUT NO SALARY OR SUB-
SISTENCE), for bona fide employees for one school ysar for
each employee so trained,

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

The ‘above policy was developed cooperatively by the proouremenf,
manpower and reseéroh interests of ASD andﬁthe 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
oircumstances. |
In connection with (ii) industry objeots to the limitation of 2 hours N
a week for the study during working hours, Basicglly, this sort of

aotivity ought to be acocomplished 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”, i1s a misnomer. 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 - v

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 iaermit

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

“treatment which will be accorded for the area, (1ii) is drafted in a

manner suitable for incorporation by reference into cost-type contracts

so as to stipulate a sufficient reimbursement of cost provisions, but

: sufﬁciently flexible to cover the Problem of the cost comnsiderstion in

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

and procurement 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 problenm of the unaj.lowa.bles , but thet any 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 repame it. Among the names
could be: "Contract Principles and Rules", "Contract 'Costs", 'Costs in

Negotiated Procurement”, and'Cost Standards in Defense Contracting".



<y

Recommendation

Maintain the nature of the document and negotiate with industry on

an appropriate title for the concept.

2. Objective
a. If adjustments are made the generasl 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 ime
proper to use the set for the purpose of the submission of cost esti-
mates by contractors to support pricing. (See paragraph 3.a. ene
titled "Application - Contractors should not be bound 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 costerelated area. ‘

" Specifically, NSIA says the "mfomty of treatment of contractors,
without regé.rd to the specific type of contract involved is, undoubtedly,
a desirable goal... However,”... "AMA calls it a commendable project”.
EIA says that "This Association has consistently taken the view that in
theory no excepﬁion 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 to the esta.blishmégt of a set of cost principles which
will be guide only with respect to the negotiation of fixed price types
contracts and M .." [ Notwithstanding, the ATA provid.e-s an actual
mm 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 & part of
the condifions and factors which have a bearing on reasonableness,

relevancy, allowability," etc. MAPI, on the 6ther band, takes the

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

the suggestions bristles with possible disadvantages."
E\ra.lua.tion |

Only MAPI thinks that the objective, even with acceptance of
certain policy changes, is unsatisfactory. There 18 general admission
that the use is proper (1) in cost reimbursement-type, (ii) incentive
type and _price redetermination type contre.cté » S0 long as the '"sound"
policies in Part 8, Section IIT, Price Negotiation Policies and Tech=

niques and Seétiqn VIII, Termination of Contracts are emphasized.

Recommendation

The objective of the comptehensive 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
j_:ricing estimates"(paragraph 3.a.) for discussion of and recommendation
with respect to the use of the Set by contractors in the submission of .
coat data by contractors to support pricing.

b, -Allowa.nce of all costs which are "normal costs of conducting

business is necessary,

Industry Contention

 The basic objective of the comprehensive set must be fairness
and equity to Govermment and to industry. Fairmess to industry
requires recognition and allowability of ALL COSTS OF DOING BUSI-
NESS to the extent that such costs are allocable and reasonable.

-3
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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
aﬁd legitimate costs of doing business. The determination of such
costs should not be subject to shadings, gre.da.tions, or special cir-_
cumstances, nor should allowability be conditj.oued on the a.bilitj of
a .contractor to previouély hegotiate special cost allowances into in-
dividual contraects. Again the NSIA speeks against the "disauowﬁﬁce
in whole or in part of many elements of costs which are generally
considered to be normal costs of doing business, costs which cannot
be avoided merely because ‘the chernment chooses to call them un-

allowvable and which in non-Government business are normally recwered.

. in the market pla.ce in the price of the article sold." AMA says that,
"a.s a matter of sound philosophy, the Goverrment must be w:llling "o

pay a fair and proportionate share of all the norma.l costs of conduct-
ing business." MAPI states that "To achieve a profit the business
first must realize enough 7-from the sale of its products or éérvices
to pay all its costs of doing business. To thé extent that it fails
to recover all its légitimate costs incurred in performing work for

& single customer it is subsidizing that customer. .../ This 7 fs not

soimd economics and it is not sound public policy in the Government

interest.” The Chamber of Comercé says that the "comprehensive set

of cost principle.s should allow all legitimate costs of @oing business

provided they are reasonable and allocable to the contract involved."
ETA says it this way: "The basis and foundation of such a set of
cost principles would be a recognition by the Government that all

normal and legitimate costs of doing businéss are properly chargeable

-h-
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to Government business depending omn their rea.éonablenesa and alloca- |
bility to the work in question.” NAM states that the comprehensive=
setfob,jective 1s sound provided the principles "recognize the concept
of reasonableness, gemerally accepted accounting p.fa.ctices and alloca~-
bility, and encompass all normal costs of doing business." The Comp-
trollers Institute of America ;’sa.ys that thg p;oposal is defective
since it fails "to recognize or accept certain pormal and legitimate
costs of doing business and fails to give proper emphasis to the
basic principles of reasomableness, allocability and generally accepted
accounting principles and standards.”
Evaluation | |

Of all the points raised by industry, this 1is probably the most
difficult to resolve to the satisfaction of both parties. We agree
that application of the tests of allocability and reasonableness as
the sole criteria for determining allowebility is sppeslirg. However, )
such application for purposes of this statement is not adequate for
two reasons. First, the two terms "a.llocable"l and "reasonsble,"

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

- 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 g:osts which, (1) as a matter of public
policy, or (2) because allowance would represent duplicate recovery.

(1) ‘"public Policz". Enterteirment expenses have become

an accepted cost in commercial practice. They are, in part at least,
& selling expense. The code of ethics of public servants clearly pro=-

hibits acceptance of such favors. Are we then to condone the practice

-5



by inference by acceptance of such costs? We believe the answer is clearly”
and must be specifically stated.

(2) "To avoid duplicate recovery". In several places we have in-
cluded provisions wﬁich are designed to reach équitable results, but avoid
duplicate 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 cﬁ.rrent research and development
activities. This is done in order to prevent duplicate payment (i) when
originally accomplished and (ii) iﬁ the pricing of later production. Ve
believe that the results represents substantial equity to conmtractors who may
capitalize such costs as weJ.l-a.s those who charge them to operé.tions as they

are incurred.

- Reecommendation

Based upon conversations with certain industry representatives and the

general tenor of the written 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 objections go to; (1) compensation
based‘ upbn or measured by profits, (ii) advertising, and (iii) contributions
and donations. ’ |

ce Industry's "gains" wom in ASBcAand. the Courts sho;:ld be allowed.

- Industry Contention

Industry contends that, in any event, the "gains" won in the ASBCA
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
set 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 cé.ae should be preserved."”
The NSIA infers the seme thing when, in criticizing the disallowance

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

inconsistent with the Court of Claims decision in the Bell Afrcraft

Corpora.ﬁion v. U.8. ...vhere & Government contractor was allowed to

capitalize losses on experimental contracts and; allocate them as

costs to other Govermment contracts."

Evaluation

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

questidn of_ whether these ruleé end, hence, these decisions are

Aproper from & policy standpoint ié now up for recommendation.

Recommendation

Reject the contention and reevaluate the items as .appropriaté. :



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

' cost data in support of pricing estimates.

Industry Contention

Industry mist not be asked to accept the cost principles as

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

port of pricing, repricing, progress payments, etc.

Specifically, AMA says, "...the contractor's price breskdown sub-
mitted in support of firm price bids or proposals ca.nnot properly be
forced into the framework of any set of cost principles." NAM and NSIA
sta.te, "Under no circumsta.nces can we agree to omit from submissions of
cost data or estimates any costs that are incurred as legitimate costs
of doing business and properly allocsble to & contract, even though the
Government may be disinclined to share in such costs."

" Evalustion : | _ ' - —

We recognize that our proposed provision / 15-101(a)(1i1)(A).7 cenno.

- be strictly enforced upon contractors, particularly in connection with '

'precontract negotiations. However, the statement of fact that conﬁractors
are 'expected. to follow thes_e Principles as a guide will, we believe, be
effective in most cases. Howevér, vhether industry accepts or not, we
need an objective standard by which to evaluate price proposals and if

' 1ndustry includes unallpwabie cost elements we need to be able to identify
g such.'costs.through expanded audit éva.'l.uation .of propoea.lé.

Apparently the requirement would be much less objectionable if certain
items were not flatly disallowed in every case.

Supported by this provision 1n‘ASi=’R, we believe that contracting
officers and auditors will be able to obtain the cobperation of conttacfors
'in so meking thein submissions. If so, auditing ca.n be reduced to a a0

minimum.
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Recommerdation |
Maintain this concept in the course of the negotiation with industry.
b. Ayplication of principles in resolution of cost issues will harm
n_egotia:dcn.

Ihdustry Contention

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

pricing when such costs have become an issue" 1s usually coupled

with the contention relating to the ALLOWABILITY OF ALL COSTS.

 While the NSIA does the same thing, they do so in a way which will

permit the isolation of this provision as & separate issue,

_ Speciﬁcelhf, NSIA construes the words as implying that "controversial
issues cannot be negotiated and that they will be unilaterally settled by
the Govermment." Accordingly, NSIA suggests this application be deleted.
Evaluation ' :

'.I'.he general industry position is tha.t the cost factors ocught not to
be the subJect of negotiation, that p:rice, not costs, in fixed-price con-
tracting ought to be negotiated. Since the Govermi:en*{; agrees to the con-
clusion (see 3.b. above), provision is made that the principles shall be
used 8s & "GUIDE" in the establishment of the fixed price. Not to do so
leaves the ASBCA and the Courts with the problem of the measurement of costs

in determining settlement of price without & yardstick. We consider the
gu:!.da.nce,proj:e.r.



Recomrendation

Since we believe that it is sound to utilize the same yardstick {n
measuring costs in the settlement of issues as used in the negotiation
and termination ection, adherence to the position is recommended.

4. '"Reasonableness" and "allocabilit ty" are adequate standards for the
determination of costs. ' o

a... Reasonableness as & sta.nda.rd.

Industry Contention -

All comments offered indicated that "reasonableress! 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 un-
allowability which have been determined on the basis that it is
unreasonable for any of the particular expense to be charged to
the chernment. - They content. that the term cannot include "second
guessing" of contractor's mansgement..

Specifically, ATA says that reasonsbleness is important, but they
suggest the deletion of the proposed definition without offering a
substitute. EIA, in suggesting the deleticnm.cf the "competitive
restraints” test says that this test 411 require both the Cont:acting
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 superin:posé upon [ the contractor's
Judgment / ... "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 which the
contract has been let", and suggests that it is not proper to seconde-
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 manage.
ment's preogative ﬁo make sound business decisions by requ;Lring prior |
approval to incur legitimate business expenses. V
Evaluation
It is essgntial that the definition of réasona.bleness be agreed upon,
Once it 18 egreed 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 anything at all, it must presuppose that it is possible for scme-
thing to be unreasonable, and if an action is unreasonable, the cost
thereof should not be allowed. If such a determination of unreasonableﬁesa
of cost can be made in advaﬁce of the incurring of such cost, the contra.cﬁg-"v
should be benefitted.

Recohmendat.ion ’

The concept 1s sound and should be maintained.
b. Allocabilii:y as a standard.

Indnstgz- Contention

. The concept of "allocability", like "reasonableness", needs no |

definition or expansion. Any method of allocation, 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 recoge
nize that 'generally accepted accounting procedures' include a variety
of acceptable methods of expense allocation" (but accepts our definition
* with only the sddition of an "or" in its detailed criticism). In AIA's

rewrite, the definition 1is omitted and mentioned is made only to the q
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effect that, "In ascertaiﬁing vhat constitutes allocable costs, any
generally acéepted 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 a8 published statements or taxes,
does not require the degree of refinement 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 seemed to
recognize this view when they commented; "It (a set of cost principles)
would have &as its-two 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 by 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 complicaﬁe 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

S



that certain eiements such as contributions, profit sharing, and adver.
tising, are not allocable to Goverument contracts.

Recommendation

That this approach be continued.

¢. Soundness of the requirement for negotistion in the determination
of cost treatment, particularly in relation to reasonableness .
a.nd. a.llocability 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 ‘d.esira.ble_ goal." But it states that the negotiation requirement
"(a) favors any compsrv in & strong negotiating position, ('b) opens the <
’door to special treatment, and (c) lin;its.ma.nagement's discretion...' | |
merely because cost coverage hed not previocusly been negotiated." Again
it is stated that the new test of a.ccepta.'oiiity, i.e. » "companies with
. a preponderance of Govermment business are not subject to c_ompetitive
restraints"...would promote a 1a.ck of uniformity in trestment..." The
C. of C. notes an inference "that the predetermination of basis for the
" allowability of costs must be agreed to in e&vance" and. recommends |

deletion of the requirement. NAM feels tha.t the negotiating la.ngnage
' "limits manegement' s prerogative to make sound business decisions by

requiring prior e.pprorva.l to incur legitimate business expenses. ..and

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

" the objective of uniformity by favoring contrectors in & strong nego-

tiating position. Inasmuch as uniformity and equity in the allowence
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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
critical of the actual provisions, seems to take a different view when
it says "provision should..‘.be made fOr the treatment of some items of
cost by coﬁtra.ctua.l coverage where special or peculiar circumstances
justify it." '
Evalustion

Some of the comments apparently arose ‘through a mista.k'en impiession
that failure to ﬁegotia.te these items of cost in advance would meke them
unallowable. Tl;is is erroneous. Absolute uniformiﬁy of cost treatment
and cost result cannot‘be achieved. As & matter of fact, industry's own
proposals feia.ting to the tests éf reasonableness and gernera.lly accepted
accounting principles, if applied, can only result in gross lack of
unifornﬂ.ty of treatment and cost result. The negotiation technique |
con@lained.ébdut was included ‘in the draft to cause specific consider-
stion of the traditionally difficult costs which are potemtielly unale
lowable bécua.se of the high probability of unréasona.b;l.eness Or nonale
locebility. We believe, moreover, that the very best finding of reasone
' ableness .of _co'st' is one which is specifically considered and negotiated
between the parties in advence. Because we believe that the success or
fqn_lﬁre of the whole p_roJéct 18 tied around these difficult costs, we
believe tha.t it is essenﬂal that the 60ncept be maintained untdl it
1s determined that & mitually ecceptable DOD - Industry position can be
agreed uﬁdn. ' |
Recommendation

. Meintain the concept at this time.

"'J.’.II-'




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 management 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 1s therefore improper that particular accounting
standards be included in the comprehensive set.

Bpecifically, NSIA says, "It would req_uire drastic revisions in
existing and accepted accounting systems'of contractors." ATA says that
we "...should recognize the basic principle tha.t any financial system
mst assign the total cost of doing business to the work performed upon
whatever basis fits a coxﬁpa.ny's particular requirements for the rea.listic
reporting of operating results to 'stockhold..ers y» the Securities az_id Ex- |
change Commiﬁion, 4a.nd others.! AMA sta.tes that we should recognize
"the existence and primas facie propriety of the selected. contractor 8
.established a.ccounting system." (Underscoring ad.ded..)

Eva.luation

Generally accepted. accounting principles are broad. standa.rds for ‘the
- evaluation. or the financia.l position of an enterprise and for the measure- -
ment of income a.nd eXpense over a given period of time. Thus, a system
_ méy be maintained in accordance with such principles, fulfilling the
| requirements of m.nagement,' the stockholdcrs, taxing authorities, and
others, and yet not necessa.rily yield costs related to a product or .-
contract to the extent requ.ired for cost reimbursement or to support
pricing Judgments. Thus, we have accepted the concept in its correct
sense by‘ adding “applicable in the circumstences" me‘a.niogito DOD cone -

tract costing and pricing. The related point of consistency, we view
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the same way. Coﬁsis‘cency is esséntial only so long as condiﬁioﬁs Trew

main substantially the same. When conditions change, & system change /\\
mey be required aiso. The draft re;ognizes this fact.

As an éxa.mple of the inadequacy of "generally accepted accounting
 principles and practices" for Government contract costing purposes, wve
might cite the treatment of defrecia.tion on fully depreciated assetsb;

- ordinarily such depreciation dould. ndt be charged as a cost under
generally accepted accouﬁting principles. | However, to achieve equity
in reimbursing the contractor for use of hissassets in this category
in any procurement program, we permit & "use charge” under certain cir-
cumstances, which is the equiire.lent of depreciation.

Within ﬁhis very flexible framework of geﬁera.].ly accepted accounting
principlés and practices, in qrder to aéhieiré some degreé of consistency'
and ecj_uity of treatmenf of difféfgnt contracters .and. to eliminate vas |
- many quesf:i_ons a.s' possible, we have set forth accounting standards or /7
guides in certain‘instanceé. : Thése do not réquire that the contractorv -
change his accounting system a.ny more than a\ta.x statute requires him
to change his own method of accounting. But such guides are necessary
if we la.re to achieve any reasonable degree of .uniformity of policy or
practice in the dealings of our thousands of procurement and audit
pérsonnei with the many Defense coﬁtré.ctors.

It rié interesting to mote that revspi'onse of the American Institute.
of CPA's did not conﬁain objections to this éspect of the ‘proposal.

Recommendation |

- That this general approach be continued.




ISSUES Tif ITEMS OF COST

yirtually every item of cost bas been the subject of some criticispy 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 make the same comment nor criticize the same element,
In order to reduce the problem to the costs which were subjected to the mogt
" eonsistent and broad criticism, the following are discussed:

1. Advertising Coat's (a.)‘A ‘
2. Bad Debts (b) |
3. Plant Rehabilitation Costs (cc)
b Rental Costs
5. Research and Dévelopnienﬁ (11)
6. Treining and Educational Costs (qq)
1. Advertising Costs (a) ' |
A Contentién

: NAM, NSIA, MAPI, AMA, AIA, 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 reasonebleness. With respect to product ’
advertising one association suggested that in the establishment of mass
markets, 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 "reasonesble to
allow the cost of advertising for scarce materials, or for second-

" hand machinery when new machinery is hard to obtain." ’

Evaluation

Ind.ustry generally seems to a.d.mi‘b :that product advertising ought not

to_ be a.u_‘.oéa.ted against Government éonﬁacts. * Institutional Mvef‘bising |

'may result in some benefit to the Government under certain circumstances,

but that benefit is scmewhat elusive and thus reasonableness of cost is

. extremely difficult to determine.




| On the othexr hand, while e.dvertising' Por needed specific materials, gyp.
' o contractors, engineering proposals, and the like, for the purpose of carrying '
out the contract, ‘establish the kind of a relatidnship which Justifies alloy.
ance, it is 8o ﬁmr in n.é.ture and. so difficult to jsolate as to indicate the

desirability that this aspect be absarbed in the fee allowance.

Recommendation

Disallow product and institutional sdvertising.
5, Bad Debts. |

Contention
PEMIER—

NSIA, MAPI, AMA, ATA, C. of C., and EIA proposeld modifications
of the bad debts principle. Generally, it is stated that the un-
allowability of bad debts is too sweeplng since, it is asserted
that there are many kinds of credit losses as "a result of handling
Govermment business.”

Evaluation
‘ There is some merit to the argument that there is & possibility of -
lo_sseé in connection with subcontract operations which might be considered q

to be in the ‘nature of bad debts. However this is insignificant. Since
" the major éource of bad debts relates to customers, and since the Govermment,
as & cﬁstomer, pays its debts, éuch expense i»s»not ellocable to .tllle Govérnmnt..
Recommendation
Coﬁfirme to disa.lloﬁ all bad debts.
" 3. Plant Reconversion Costs (cc)

' contention

NAM, 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 undertake 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
The proposed. a.ction was ta.Len in the belief that maLe-rea.dy expense
ought to be allocated against the ensuing production-. Thus » the Govermnent
ought to e.llow the costs of preparing fo_f the production under its contract
and the eiﬁlian production ought to take care of the make-ready for the
new production--thus such expenses should not be allocated against the
- Govermment contract. Notwithsta.nding, we found it necessary to both A
 remove Government property from the contra.ctors premises and to rehabillitate
the premises "ca.used. 'by such removal”.
Recommendation _ _
Maintain the principle.
4, Rental Costs (hh)
Contention
NSI.A, ATA, MAPI, C. of C., EIA, and CPA are critical of two
provisions of the prineciple (i) the limitation on inter-plant
~ rentals that such should not "exceed the normal 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-lea.se beck technique is an "established method of raising
Capitalo
' Evalua.tion
Both provisions are designed. to maintain rentals e.t rea.sona.ble levels

a.nd remove an initiative of a conrbractor by his own action to increase
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Governmental costs. The technique utilized is simply fo limit the costs
to that which would have occurred had the transfer not been made. At the
same time,. the policy recognizes that these are often arms-length tramsactiong
of the type which justify cost adjustments and the draft mekes provisions for
specific negotietions therefor. One Association recognizes the problem.
They saar, "To 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 designed to repudiate." Government's recogniticn 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
capital", 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 genera.‘l.ly
Recommendstion ‘ _ |
Meintain the principle. : o o q
5. Reseerch and Development Costs (i:l.) :
Contention _
: HAM, NSI.A, AM‘A, AI'A, MAPI, C., of C., and EIA have OritiCized
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 overhear to the accomplishment of
& research contract mission; end (iii) th: ATA particularly con-
tends that the requirement for negotiatio'z to support reasonable-
ness of the research expense represents on unwholesome control of
research.
Evaluation
It is recognized that it is sometimes difficult to break down all

research into ba.sic and epplied. However it is sound that applied re-

. | » | _,‘f.:




" search be allocated to the nroduct to which the research attention is being
suppiied. This being true methods nnJSt be found for segregating questionabye
-projects appropriatelyo |

then research is the service being purcha.sed it scems manifestly insp.
propriate that other applied research expense be allocated ageinst such a
miseion since, a..’s indicated above, applied research should be absorbed through
sales of the product line, | |

‘()nJy. ‘the ATA makes a strong case againet the desirasbility of negotiation
of the reasonableness and allocability of research expense. This problem
was recently analyzed fully as a part of the AIA presentation of 22 Jamuary
| ) 1958, énd that analysis is applicable hereto. The conclusion reached was |
that this req,uirement mist be retained since, (i) in the aircraft indusu-y
there are 0o competitive restraints to discipline the contractors and (11)
there is an urgent need for utilizing fully the results of the resee.rch
and. for rela.ting all projects to otners. ’

Recomenda.tion

Ma.intain the principle.
6. ,'D:a.ining and Educational Costs (aq).
Contention

NAM, AMA, ATIA, MAPI, C. of C., and EIA are critical of the ex-
tent of allowability included in this principle. 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. _ o

Evaluation

The present proposal'

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




(11) allows part time technical, engineering and scientific
education, including materials, textbooks, fees, tuition i

and, if necessary straight time compensation for attendance /j
.-'. of classes during working hours for 156 hours per yeer.

(111) allows post-graduate tuition, fees, materials for fulltime
- sclentific and englneering education (BUT NO SALARY (R SUB-
SISTENCE), for bona fide employees for ome school year for

each employee so trained.

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

The above policy was developed cooperatively by the procurement, manpower
and research imterests of ASD end the military departments. During the develop.
ment every aspect of the proﬁlexﬁ was feconsid.ered and the above was adopted ag
being & reasovable treatment under today's circumstances.

" In comnection with (ii) industry objects to the limitation of 156 hours &

year foi- the study during working hours. Basically, this sort of a.ctivit&

ought to be accomplished outaicie of working hours but instances were found

_ in which this was not possible. This appéérs to be a reasonable solutionm. . q
In connection with (111) industry objécts to the non-aJiowability of '

salary and subsistence; Aliocabiuty of this expense against Government
cozrhraéts_ is & tight question. As 'e.. mtter of policy therefore, we

sought a rea.sohﬁ'ble. sdlﬁtior:,."a.ﬁd oﬁe in which & discipliné to reasonableness
would. be provided. Skarirg of the expenses provides this incentive.

| ﬁna.'l.ly, industry objects to the ﬁon—dlowance of grants iﬁ (iv). 'A
These were disallowed on _the besis that grants are in fact donations and

should be allowéd only-_if contributions generally are. a.'l.'l.owa.bie.. |

Recommendation

Maintain the principle except with respect to educa.tional'grants which

~ should be allowed as & contribution or donation.
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GOVERNMENT CONTR'A'CTS

CONIRACT COST PRINCIPLES: MAPI Files Statement Supplementing
Its Presentation During DOD Hearings on n Proposed Set of
Comprehensive Contract Cost Pr: Principles

As indicated in Bulletin 3560, MAPI participated in a Jjoint
government-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 sutmitted
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 ASPR, -
Section XV, be applied to fixed-price contracts. This position is spelled - c
out fully in the MAPI statement in terms of current public policy on’the C
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
govermment 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 situations.

-Our other specific recommendations are summarized 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. A _

i ’ 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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"statements,df industry views.

November 14, 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-government conference,
Ve are submitting herewith a further amplification of the
views of the Machinery and Allled Products Institute in re-

gard to the DProposed adoption of a comprehensive set of con-

tract cost principles. This statement is presented in
Although, as you know, many of the companies in these indus-
tries are important government prime and subcontractors, the
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

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,_the'proposal for application of a
set of comprehensive cost principles to all types of negoti-

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 PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION. COUNCIL FOR
TECHNOLOGICAL AOVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GOODS
(THE FACILITIES OF PRODUCTION, DISTRIBUTION, TRANSPGRTATION, GO ATION AND COMMERCE)

IN AGVANCING THE TECHNOLOGY AND FURTHERING THE ECONOMIC PROGRESS OF THE UNITED STATES .

' behalf of the capital goods and allied equipment industries.;f*\\



'1Partment of Defense, acting partly upon its own motion and partly by reason

‘has attempted to develop & set of cost principles which could be applied to
" of course, of developments dating back to the World War II use of T. D. 5000,

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

Honorable Perkins McGuire -2 - _ November 1k, 1958

The antecedents of the present proposal.--For some years the De- _ ‘ib

of suggestions from congressional committees and the General Accounting Office,

negotiated, Pixed-price contracts as well as cost-reimbursement contracts.
This process, covering & period of some four or five years, is an outgrowth,

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

Pt e e

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, 195k4.

. .vSo mﬁch forta brief history of the current proposal's antecedents. .
Let us now consider the history of that proposal against the broad background
of the over-all national defense program. - : : _ .

. Urgent need for reappraisal.--This recitai of the present proposal's
history is importent, we think, because of some startling recent developments 0

~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 Sputnik.--As we have noted, the case for application 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 (Johnson) Subcommittee of the Senate Armed Services Committee.:

In addition to its numerous recommendations for enlargement and im-

- provement of our national defense in terms of military programs and weaponry--

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

recormended 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. _‘}’




Honorable Perkins McGuire -3- November 1k, 1958

The testimony of certaln 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 (10 USC 2301 et seq.) on October lh 1958. Senator
Saltonstall said:

'"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
weapons 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 industriel 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 weespons 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 procurqnent.--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 technological 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." 1In the
legislative area the extension of the Renmegotiation 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 action 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 a 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 asvthey dictated the disallowance of certain
jtems of expense 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 a preferred method as an unmistakable matter of both
legislative and administrative policy. Although the statute deals with the
point only by indirection, ASFR, 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 matter.)

, ~ 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 over-all cost to the government."

We regard these propositions as central and fﬁndamental policies

of Defense procurement to which all other comsiderations 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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L:, 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, en in-
creased interest in defense production and a very considerable reduction in
ultimate over-all cost to the goverrnment.

' " The real issue to be decided.--The realities of the situation as wvell
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 considerations 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. o _ . : '

The principal change in procurement practice to be effected by ‘ //G\\
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
N contracts. Having in mind the effect of the proposal's adoption upon the
broad public policy question posed above, we should like to conmsider it in
terms of its essential nature, its effect on negotiated, fixed-price contracts,
{ts 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 nature of the proposal.--As a part of the colloquy on the sub-
ject of applicability at the recent Pentagon conference, the observation was
made 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 cornmers of

the document than one could judge the worth of a horse without examining the
beast. What, exactly, is the nature of this proposal?

Although the document here involved 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-- /,Q\\
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 guide
" in 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 make 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
applicability 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 manner in which

this theory of differing applicability will be treated in actual procurement
practice. _
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The almost inevitable obliteration of any distinction in actual
ce is illustrated oy a landmark decision of the Armed Services Board
ract Appeaels, the Swartzbaugh case.  As you will recall, the question
d a dispute over the interpretation of a contract price revision art-
The contracting officer sought to apply present cost principles. . In
pion 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 (ASFR, Section
fﬁjf'—ghch a detailed audit is neither required nor desirable in price revi-
sion...The statement of cost principles (ASFR, Section XV) upon which many of
the disallowances were specifically based by contracting officers is not con-
trolling in negotiations for revision of price."

racti
of Cont
jnvolve
icle .

its opi

The case in question involved a redeterminable, fixed-price contract
but 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-
1ieve 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 a 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. :

_ 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, hbwever, dealing with a theoretical exercise but a .
- practical procurement situation. Let us consider the effects of the theory.

Assuming a 1O-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
so 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 '
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constitute--as.we-undefstand 1t--the core of your stare's case for their

- edoption. With the issue thus squarely joined let us consider for a moment
what this proposal would do to contractor incentive.

- It seems to us inevitable that reference to the proposed cost
Principles in pricing or repricing fixed-price agreements Wwill very greatly
reduce the area of risk and the incentive possibilities of sych 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
immediate and drastic improvement in defense contract incentives.

The proposal's effect on normal business incentives.--As we have

already suggested, applicable law and re ions 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 & leading contract pricing authority, as
follows: : B

"Our objective then is to negotiate & contract type and
price that includes reasonable risk and provides the con-
tractor with the greatest incentive for efficient and

economical performance. In all cases 1t is basic to our
Pricing 5Eilosophy that a contractual arrangement lacks
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.)/1

We concur completely with this statement of policy. Moreover, its

- tirely comsistent with the observations of General Quesada to which we re-
ferred very briefly above. In the course of his remarks on this subject,

force the statement of owr’ conviction that'the'cost-reimbursement Process has

& built-in disincentive character which now, in our Jjudgment, would be trans- -

ferred to allffixed-price»contractsvby adoption of the present proposal.

1/ Lt. Col. George W. Thompson, "The Pricing Significance of Contract Types
Used in Negotiated Military Procurement," XVIII Federal Bar Journal,
No. 2, April-gune, 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
rehensive cost principles should have no application to any type of fixed-

o . a
;rgge contract. As contrasted with the cost-reimbursement situation, the
contractor under a fixed-price contract must assume 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--
reigbursement 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 performence 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 falrly 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 might as a result be required to absorb

a subcontractor's disallowences 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 made a part of ASFR that they be amended specifically
to exempt from their application all subcontracts which lack privity with the

government. ‘

B ggé proposal ‘s effect on terminations.--In its present form the pro-
posed set of contract cost principles would apply to the allowance end 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.

: ' It 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

TN

\
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in our d uésion of the essential difference between fixed-price and cost- -
pric:rcoiiiacting situations, we think the logic of a general and unrestricted -
application of the proposed cost principles is wholly illusory. ’

. Rather obviously, & contractorlis 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 menufacturers who report an increasing volume of demands for \J
cost data with respect to negotiated fixed-price procurement together with a
concomitant increase in pre-contract audits of contractors' books and records.)

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 3-101) 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 & 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: : ”

"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-

umns, 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 reports on contractor-
. furnished data presently include an itemization of "inallowable" estimated
costs. To what extent such "unallowability" is presently based on ASPFR
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-
lateral disallowance of expense items now proscribed by the proposed draft

of comprehensive cost principles. .

Faced with an "advisory" audit report based directly om 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.

sJhe 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 inevitably 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
ASFR as the basis for the evaluation of cost informetion...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

MR”E@PPt the proposal for a comprehensive set of cost principles will compound

the direct subsidy to the government--and the corresponding disadvantage to ‘
other customers of a govermment contractor--which such disallowance neces- /,Q\\
sarily requires. ' :

2/ John Green, "Costing and Pricing in Contract Appeals Procedures, "
XVIII 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 government contract work.

Specific Recommendations as to Applicability of the Present -Proposal
Summarized o : :

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 11 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 sumarized 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
govermment, and (4) contract terminations. - (As
& corollary we recommend that cost rrinciples now
appearing in Section VIII of ASPR 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
& catalog of allowances and disallowances (15-204
"Application of Principles and Standards") be made
applicable to such contracts. L

Application of Principles and Standards

, ’The Institute has commented repeatedly'in the past dn,the proposed
comprehensive cost principles' treatment of specific items of cost. We think

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
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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
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e, we continue to beiieve that if the Department of Defense

imﬁrovements ar
1al to publish a set of cost-principles in substantially the

deems it essent
form here proposed, then its treatment of specific items of cost should be

further liberalized in accordance with prior recommendations in the attached

statement.

We should like once again to thank you, your staff, v
associates for your courtesy, your patience, your understanding, and your-
obvious personal 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,
Presiden

CWS:mo
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" such research, the primary aim of the investigator is a fuller knowledge

IRAFT
9 Dec 58/JmMM

COST PRINCIPLE FOR RESEARCH AND DEVELOPMENT

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

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

~

or understanding of the subject under study, rather than any practical
application thereof. Applied research, for the purpose of this regulation,
consisté of that type of effort which (1) normally follows basic msemh,
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 1s the dasign, development, or test of specific articles or
services to be offered for sale, which are within the definition of the temm
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 manufacturing
and production engineering.

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

Le 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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~ Department of Defense Instruction

SUBJECT Treatment of Deprecia ‘on on Emergency Facilities Covered by
. Certificates of Necessity for Contract Pricing Purposes

I. PURPOSE

The purpose of this instruction is to restate and amend Department
of Defense implementation of Defense Mobilization Order No, III-l
(former IMO-11), 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 May 1954, 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 followss

"6, For the purpose of cost computations in negotiated contract
pricing, true depreciation, which includes any extraordinary
. obasolescence reasonably assignable to the emergency period,
- : 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 coantract
prices, have the responsibility for determining true depre-

- ciation. 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 determination of true depreciation."

II. APPLICABII.;ITI‘

~__Aes 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 "negotiated contracts", -

as used herein, means all contracts, other than thosse awarded pursuant
to fomal 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
pricese The term "negotiated contracts", as used herein, also covers
- ‘gubcontracts 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. .

, B. These principles and prccedures shall be applicable to all -
negotiated contracts placed after the effective date hereof and to
' a1l existing negotiated contracts (including letters of intent) at
that date where firm prices have not been finally determined or rede-
termined and to all existing cost-reimbursement-type contracts not
completed at that date except as to predetermined overheadi rates or
fixed amounts of overhead which have finally been agreed upon for
particular periodss s

BASIC PRINCIPLES

Ao As indicated by DiMO-11, Amendment 1, "for the purpose of cost.
computations in negotiated contract pricing, true depreciation which
includes extraordinary obsolescence reasonably assignable to the emer=
gency period, is allowable. Any accelerated amoriization of emergency :
facilities which is in excess of true depreciation, regardless of whether /a
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 conform 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 also
result in obsolescences. : 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 period. In cases where the
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introduction 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 appropriate 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 apportioned as between the emer-
gency period and the post-emergency period; secondly, the portion of
the cost of such facilities assigned to the emergency period shall be
prorated over the fiscal pericds thereof for purposes of determining

* ‘overhead costs in any fiscal period to be allocated to the cost of

performance of defense or other contractse

E. The allocation of the cost of facilities as between the emer-
gency period and. post-emergency period shall be made uith consideration
of the following: ‘

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 ths
. facilities will have. In this connection, the character of
-the expected post-emergency use may be different than the
emergency-periocd use.

- 2¢ The additional costs of specialéconstruction features
of the facilities fairly assignable exclusively to defense
'requlrements.

3e - Subgect 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
’section., '

L4e The normal peacetime life of facilities having a
normal peacetime utility. If Bulletin F of the Bureau of
Internal Revenue is used in connection herewith, care must
be exercised in its use, as its data may not be typlcal of
any specific contracter or 1ndustry, especzally ln the
emergency period.

-3 -




It must be emphasized that this is a process of cost allocation
which does not contemplate an appraisal of the resale valye (other
than residual salvage value) or replacement cost of emergency
facilities at the end of the emergency period. Potential tyuge
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 attiributable 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-
zation over estimated true depreciation shall not be allowable as a
cost for the purpose of pricing negotiated contracts, either directly
or indirectly as a factor of "contingencies" or profit allowancee

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 produce
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 7
. 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, Zach case must be judged on its merits in
‘the light of these principles. If the result obtained by the applie-
cation of the principles outlined herein indicates substantial juse
tification of the total amount of amortization and depreciation
allowable for tax purpcses during the emergency period, as a reason-
able measure of true depreciation, such amount shall be accepted,
without adjustment, as true depreciation. In those isolated cases
- where substantial justification can be showmn for a larger amocunt 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

pricinge.

He Contract pricing for the post-emergency period will be based
upon allowing as a cost, depreciation on emergency facilities, come
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. .

b . . |
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PROCEDURES

Ae Cost determination in negotiated comtract 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 minimum,.

B 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 standpoint of length
of useful productive life. o

Co 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 rein-
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 pricing,
either directly or indirectly. When costs of such contracts are
redetermined in the light 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 contingencises
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-

. clatione :

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 procure-
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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VI,

- VII.

true depreciation, in the light of the basic principles set forth herein,
recognizing the impossibility of having absolutely demonstrable proof of
the conclusions reachede. _ : . |

E. Where the emergency facilitles of any contractor at one plant
or at one general locatlion are used in the performance of contracts for
more than one of the military departments, one of these departments shall -
make determinations of irus depreciation binding upon each other departmente.
The responsible department shall be the one, if any, 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, ,

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

" "Whenever 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 contimied availe
ability of the facilities for Defense use."

CANCELLATION o _

This Instruction cancels Departmerﬁt of Defense Directive 4105.,3L4, dated
10 December 1952, and Department of Defense Directive Transmittal Si-43,
dated 50 April 1954, § T

IMPLEMENTATION = -

Such implementing regulations, directives, or instructions as may be

necessary shall be issued within each military department, and copies
shall be furnished to the Assistant Secretary of Defense (Comptroller)

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

five (L5) days from date hereof,
EFFECTIVE DATE

This instruction is effective on the day of issuances

. /T.P. PIKE A'
Assistant Secretary of Defense £
(Supply and Logistics)

- = . A 1196




(f._ OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
@

Supply end Loglstics | Septezber 7, 1960

| DearAdm.ral 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-

B - tion 4105.52 vhich provides for uniform negotiation of such costs and estab-
iy - 1ishes an Armed Services Research Specialists Committee to provide scientific
- and technical advice ia connection with the negotiation.

P
d—;

At the outset a brief anmalysis 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 deseribed. It indicates that ad-
vance understandings are particularly important with contractors 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 where it
: - 18 determined that the cost is unreasonable and, hence, the Govermment

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

DOD Instruction 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 (i11) the contractor's defense work involves contracts

- vith 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 spomsaoring
department on the scientific and technical factors which influence the

extent to which the independent program should be supported.
' Now we will respond to your specific questions.

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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will utilize, where appropriate, the services of other research specialists.

™

. 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 k105,52,

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 i1s 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 dol-
lar volume of contracting, as such, 18 not significant; however, the amount
of independent research and development expense allocable to defemse 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+ This question asks if contractors who will participate 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 overheasd rates. Advance
understandings reached by the research and development negotiators will of
course be utilized during the negotiation of final overhead rates.

b, This question asks the role that Government sciemtific and techni-
cal personnel will play in negotlating advance understandings in the research
and development area. The Armed Services Research Speclalists 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

. 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 carrying out its responsibilities, the committee

N
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S5e ' This question asks whether the military departments will "control"
a contractor'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

- 1s found to be "reasonable", there i1s no question of "econtrol" 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 18 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
ard development program is not intended.

6 ‘ This question asks 1f a distinction will be made between comtractors
whose business is primarily commercial as against those whose business is

primarily Government. The mix of Govermnment and commercial business is an

[ <1

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 found it necessary to scrutinize costs with more care
in connection with contractors whose work is predominantly or substantially
with the Govermment. EHowever, the same tests of reasonableness will be
applied in each instance and the mix of govermment 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 is owr view that a preliminary decision of unreasonable-
ness should generally precede the use of cost sharing methods. In the event
a contracter’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 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 is 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 a cost sharing arrangement in order
to provide a mtivation for more efricient accomplishment of the program.

9. This question asks whether further guldelines will be 1ssued to
contracting officers setting forth tests of reasonableness or other criteria

foa.' the recognition of research and development costs. While we do not now
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CFFICE OF THE ASSISTANT SECRETARY OF DEFENSE

Supply and Loglstics - . September 7, 1960

Dear Admiral Boyle:

Your letter of 8 July asks for our response to nine specific questions
relating to ths 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 vhich provides for uniform negotiation of such costs and estab-
lishes an Armed Services Research Specialists Commlittee to provide scientific
and technical advice ia connection with the negotiation. o

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

ASFR 15-205.35 allows a comtractor's independent research and develope
mexnt expenses on the basis specifically described. It indicates that ad-
vance understandings are particularly important with contractors vhose
vork 1s predominantly or substantially with the Goverrzment. General gulde-
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 Govermnment
should not bear its full allocable share of the total research program.

. DAD Instruction 4105.52 makes provision for the negotiation of cone
tractors' independent research and development costs by a single military
department vhen (1) the research and development costs are substantial,
(11) a substantial porticn of the contractor's business is with the Depart-
ment of Defense, and (111) the contractor's defense work involves contracts
vith more than one military department. The Instruction also establishes
the Armed Services Research Specialists Comxittee and assigns to the Come

mittee the mission of providing, whea requested, advice to the sponsoring

department on the scientific and technical factors which influence the
extent to vhich the independent program should be supported. _

FNow we vill respond to your specific questions.

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

- 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 vhether the nego-
tlation procedures are available (a) to any conmtractor who desires to
recover research and development expenses, or (b) who also does business
vith 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 Imstruction k105,52,

Thus, where a small amount of cost is involved, elther 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 onpe military department
and who particularly desires to negotiate a centrallzed advence understanding,
notwithstanding the amount of cost involved, will be accommodated to the
extent that the current worklocad will permit. A conmtractor who is dealing
vith 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 ingquires if there
are additional factors which suggest the need for such negotiation. The dol-
lar volume of contractirg, as such, is not significant; however, the amount
of independent research and development expense allocable to defense work S
an important criterion. Additional factors are whether a substantial pari :
of the contractor's business is with the Department of Defense and whether
the contractor's defense work involves contracts with more than one military

department.

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 dwring the negotiation of final overhead rates. :

4 This question asks the role that Government sclentific and techmi-

cal personnel will play in negotiating advance understandings in the research
and development area. The Armed Services Research Specialists Committee will

- review, vhem requested by the negotlator 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

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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5« This question asks whether the military departments will "control"
a contractar's independent research and development program. Our approach
1s concerned only with the problem of cost allowability and not "control."
When the cost of a contractor's independent research and development program
is found to be "reasonable”, there is no question of "comtrol" inmvolved. Oof
course, when a determination is made that a contractor's proposed program is
not reasonsble and, hence, the full allocable portion will not be allowed, N
there is a measure of control being exercised. This type of comtrol, however,
1s ariented toward the reimbursement of costs under Defense contracts. Any
contracter 1s obviously free to pursue any type o 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
ard development program is not intended.

6. - This question asks if a distincﬂon vill be made between contractors

| whose business 1s primarily commercial as against those whose business is

primerily Government. The mix of Govermment and commercial business is an
important consideration in connection with the evaluation of many elements
of cost and will be particularly so in conneetion with research and develop-
ment costs. We have found it necessary to scrutinize costs with more care

in connection with contractors whose work is predominantly or substantially

vith the Govermment. However, the same tests of reasonableness will be
applied in each instance and the mix of govermment and commercial business
Wwill not, per se, control the final result. _ :

T and 8. These questions concern themselves with the use of cost
sharing formmlae and request clarification as to whether cost sharing 1is
appropriate unless there has been a rrelimpary finding that the over-all cost
is unreasonable. It is owr view that a rreliminary decision of unreasonable-
ness should generally precede the use of cost sharing methods. In the event
& contractor's business is substantially commercial, it i3 expected that the
pro rata amount of research and development expense allocated to commercial
business will act as a deterrent to the incwrring of unreasonable or unnecese
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 unreasonsble 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 finrther guddelines 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 issus such implementing instructions of a procedural natwre
as are necessary to operate the system which has beén established.

< Sincerely yours,
_ /s / )

G. C. BANNERMAR
Director for Procurement Policy

Rear Admiral Jas. D. Boyle, USN (Ret)
National Security Industrial Assoclation, Inc.
ll°7 - 19& S'u'eat’ No w. :

Washington 6, D. C.
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| . SECTION IV
CONTRACT COST PRINCIPLES

vl5~000 Scope of Section, This Section ;ontains general cﬁst prineiples
and standards for use in cénﬁectionviith (1) the determination of historical
costs, (iL) the preparation and‘presentati§n of cost estimates by prospectivs
contractori, contractors éﬂf;ffffffffffffff~i“ negotiated procurement and in
termination for convenience of the Goverument and (141) the audit of cost -
in the negotiation and administration of contracts, and (17) the ovaluation

~of cost data in procurement and contract administration.

o - _' Part 1 - Applicability

15-101 Soopo of Part, This Part prescribes the use of the cost principles
. “and standards set forth in the several succeeding Parts of this Section in ‘

contracting Qgg;sziszfiffifg'and deiineates the nature of such use under

different circumstances,

15-101.1 Use., Part 2 is prescribed for use:
'(i) As a contractual baaii, by incorporation by reference in the
-contract, for doteruinaﬁion of:
(A) "reimbnrsable costs under cost-reimbursement type contracts

including cost-reinbn:aemgpt t_type subcontracta therenndar

‘and the cost-reimburaament portion of time and naterials
contracts; '
(B), terminations when the amounts thereof are determined
| unilaterally by the con*racting officer;
. - (C) costs of terminated cost-reimbursement. contracts,

. - YT ot s e e Lo e aAERENS - e
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(i1) As a basis for:

(4)

(B)

the development‘and submission of cost data and price

analyses by contractors and prospective contra:tors as

requirsd in support of negotiafed prieing, repricing,

negotiated overhead ratzs, requests for progress payments,

‘and settlemen? proposela under termination.

audit reports prepared by the Audit Agencies in their
advisory capacity of providing accounting informatien

respecting negotiated prieing, repricing and termination,

(144) By Contracting Officers in the evaluation of cost data, as

: follews-

(A)

In Rotroepective ricing and Settlements, In negotiatin¢
firm fixed prices or settlements for work which has been '
completed or substantially completed at. the tine of
negotiation (e.g., final negotiations under tixedypriee

.iucentive contract, redetermination of price after com-

pletion of the work, negotiation of final overhead rates,
or negotiation of a settlement agreement under a contract
terminated for the convenience of the.Government), the

treatment of costs is a major factor in arriving at the

emennt ot the prico'or settlement, Aecerdingly, ASFR,

Section XV, Part 2, shall serve as the basis for evaluation

of cost data, However, the finelly agreed price or

settlement represents something other than the sum total

of acceptable costs, since the final price accepted by

each party does ﬁot necessarily reflect agreement on the
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(3)

‘covering, in whole or important part, work which is yet
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fanter in forward srizing, &3P0, Srabion 47, Dars 2,
shall corve a3 a gulls ia tha smlvaclon of zaut daks,

Tha axbtsat to whish u,,3i~ub4.u 3 Lormrd podedng

‘ variaa greatly Ieza 2a23 1o 2253, Ia a9zohlabisa

co¥Iring fature wark, asheal Coats canaot b3 Xmowm audz

tha inmportancs of cost estinates depsnds on the sircump-
atancas, Ths comtrasting offi:ar aust consider all tua

fastors affacting ths rsasonableness of the total zropaz.d
prizs, such as the tachnical, production or finnacisl R
risk assumed, the complexity of work, the sxtent of | |
compstitive pricing, and the contractort's rScérd Zor /"\§
effiqiehcy,.econumy and ingenuity, as well as availabl$

cost estimates., He must be fi:s to bargain for a total

.price which equitably distribvves the risks bstwsen tha

contractor and the Goverrment snd providas incentives for
efficiency and cost reduction, In negotiating sach a
price, it 1s not possible to identify the treatment of
specific cost olananxs since the bargaining is ona tot&l
price basis. Thus, uhile Part 2 will be used to evaluats

cost data, it will not'control négotiation of prices for

" work to be performed in the future, e,g., negotiation of

& firm fixed-price contract, an intermediate price revision

3 : v
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to be performed, or a target price under an incentive
contract,
(4v) As the basis for the resolution of questiéns,of acceptability

" of individual costs whenever such questions become issues,

15-101.2 "Allowable" and "Unallowable" in Connection with Pixed-Price
. Type Contracts. As used in ASFR, Section XV, Part 2, the words "allowable,"
"unallowable,® and the like, shall, in connection with any fixed-price type

contract, mean "acceptable,” "unaccsptable,” and the like,

W,
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Neéotiation Requirement

Modiff 15-204.1(b) to read as follows:

(b) The extent of allowability of the selected items df cost covered in
ASPR 15-204.2 has beén'stated to aprly bfoadly to many accounting sysiams in
varylng contract situations. Thus, as to any given sontract, the reasonrableness
<ad allocability of certain items of cost may be difficult to determins, particularl
in the case of contractors whoée business is predominantly or substantially with
the Govermment. - In order to avoid possibls subsequent disallowance based on ™
unraasonableness or non-allocability, it is important that prospective con- j
Lrastors, particularlj those whose work 1s_pr9dominantly or substantially with:

Lhe Govermment, seek agreement-with_the Govermment in advance o:ﬂﬁggAincqgrqnok
‘of special or unusual costs in categoriea whers reasonableness or allocaﬁilityi ’
are diffisult to determine., Such #greemgﬁt may be initiated by the contractiné
officef. Aﬁy such agreement should b§ incorporated‘in cost-reimbursement type/"\\
contracts or mace 3 part of the contracﬁ file in £he case of negotiated fixed-
price type gontraﬁts, and should govern the qost determinatiéns covefed therebj' |
throughout the performancetor the rélated_contract. Included are such elaments as:

(1) compensation for personal services (ASPR 15-204.2(f)); ]
(11) ‘use chargeé for fu%iy depreciated assetﬁ (ASPR 15-204.2(1)(6))3
(111) food and dormitory service furnished without cost to employees
 or involving significant losses (ASPR 15-204.2(n)); - . |
(iv) deferred néidtghance costi (ASPR 15420h.2(t)(1)(11));
(v) pre-contract coé;a_(ASPB 15-20h.2(dd));
(vi) rese#rch and dovelo;n;nt costs (ASPR 15-204.2(11)(6)); .

(vi1) royalties (ASFR 15-204.2(3J));




Draft
21 August 1958

{viii) selling and distribution costs (ASPR 15-204.2(kk)(2)); and
‘ | . {ix) travel co:its, as related to Special Or mass personnel movement
(ASPR 15-204.2(s8)(5)).

- . " AN
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Compensation for Personal Services

Modify 15—2OA.2(f) to read as follows:

() Compensation for Personal Services,

(1) éeneral; a. Compensation for personal services includes all
remuneration paid'eﬁrrently ef‘aecrued, in whatever form and whether paid
immediatel} or deferfed, for services rendefed by employees.to_the contractor
during the.period of contract performance. It includes, but is not limited
to, ealariee wages, directors' and executive comuittee members! fees, benueee,
incentive awarde, enployee stock options, empleyee insurance, fringe benefits,
and contributions to pension, annuity, stock-bonus and plana for incentive
eenpeneation of management enployeee. Except as otherwise speeifieally pro-
vided in this paragraph (r), guch costs are ellowable to the extet that the »
total eompeneation of individual employees is reasonable for the services . ~//Q\\
rendered and are not in excess of those eoets which are allouable by the
Internal Revenue Code and regulations thereunder.

| _ E. COnpeneation is reasonable to the extent that

the total amount paid or aecrumd is corensurate with compensation paid under '
the contractort's established poliey and conforms generally to compeneation paid
by other contractore of the same size, in the same industry, or in the sane

geographic area, for similar services, However, certain conditions give rise

to the need for special eonsideration and possible limitation as to alloulbility

for contract cost purposes where amounts appear excessive. Among such conditione
are the following°
(i) Cumpensation paid to owners of closely held
/// corporatione, partnere, eole proprieters or members of the immediate families TN
7
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thereof or to persons who ars contractually comitted t.o acquire a mbatantial
fina.ncial int.creat in the contractor's enterprise, Determination should be ndo
that such conponastion is rea.aonable for the actual personal services rendered
rather than a distribution of profits.,

-1

{ | _ . (41) Any change in a \éontr,acto'r's compensation

Ry .\..,b\'.. ’ . [ ]
a’»l_"J' policy fesulting in a substant.ial increase in the contractor's level of"

ccmpenaation, part.icularly when it was concurrent with an increase in the ratio
of Government contracts to other buninoss s Or any cha.nge in the treatment of
allowability of :pecific types of conpenution dus to changes in Geygrrment
policy. | .
(111) The contractorts business is such that his
- caapensation levels are not subject to the restraints normally occnrring in
' the conduct of competitivo buainesa(é‘“g& )
<. ccapensation for services rendersd- pa:ld to partners.
and sole proprietors in lieu of qalary will be allowed to thc_ extent that it
is r@uona.blo and does not conmstitate a distribution of profits, °
| " In addit:lon to thc goneral requimonts set zorth
:Ln A through ¢ above, certain fom of conpenution are subject to further
requirements as specified in (2) through (10) belaw.
(2) Salaries and W _a_&. Sglar:lea and wages for current services
mcludc grou empenntion paid to euployau in the form of eash, products,
or services, and are allmble subject to the qualifications of () bolow.
| (3) Cash Bonusoa and Incontive mEnution. Incentivo ccnponntion
for managuont employees, caoh bonusea, suggeetion aurds, safety auards, and
'.neontive compensation based on Production, ‘cost reduetion, or efticiont
perfomnco , are allowable to the extent that the overall compensation 1‘1
8

N
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detenmined to be reasonable and such costs are paid or acerued pureuant to an//—\\
agreement entsred into in good faith between the coatractor and the employees
before the services were rendered, or pursuant to an eetablieﬁed plaa followed
by the contractor so coneistently as to imply, in effect an agreenent to make
such payment., (But see ASPR 15-204, l(b) ) Bonuses, awarde and 1ncentive
compensation when any of them are deferred are ellowable to the extent provided
in (6) below,
(4) Bomuses and Incentive Compensation Pald in Stock. Costs of
bonuses and incentive compensation paid in the stock of the contractor or of
an affiliate are allowable to the extent set forth in (3) above (including
.-the incorporation of the principles of paragraph (6) below for deferred bonueee
and incentive cenpeneation), enbject to the following additional requirements:
(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
(11) accruals for the coet of stock prior to the issuance
of such stock te the employees shall be subject to edjuet-
. ment according to the poasibilitiee that the enployeee
will not receive euch stock and their interest in the
| * accruals will be forteited. _ ;
Such costa otherwise allowable are eubjeet to adjnetnent aceerdiqg to the
prineiplee set forth in (6)e. belaw. (But see ASPR 15-204, l(b) ).
(5) Stoek Options. The cost of optione to employeee to purehaee stock
. of the contractor or of an eftiliate is unallowable. ‘

- A ‘ ¢ g
(6) gefe rred Compensation. a. As used herein deferred compensation
includee all remuneration, in whatever forn,(ror services eurrpnﬁly rendered 7N

—

9
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for which ths cmployse is not paid until after the lapse of a statad period

of years or the occnrrence of other events as provided in the plans, except

!

that it does not include nomal end of accounting period accruals, It 1nc1udee

(1) contributione -to pension, annuity, stock bonus, and profit. sharing plans,

c s ——— " S———

(ii) con+ributiens _to dieability, withdrawal insurance, survivorship, and

.. et '~'°

similar benef*t plans, and (ii1) other deferred compeneation, whether paid

e
in cash or in stock. — —— -

b. Deferred compensation is allowable to the extent
that (1) it is for services rendered during the contract period; (11) it is,
together with all other compensation paid to the employee reasonable in
amount (iii) it is paid pursuant to an agreement entered into in good faith

between the contractor and employees before the services are rendered, or ?

pursuant to an eetabliehed_plen_rollowed by the contractor so consistently

as to imply, in effect, anvagreement to make such paymente- and (iv) for a _
plan which is subject to approval by the Internal Revenue Service, 1t ralle
within the criteria and standards of the Internal Revermue Code and the
regulat;one of the Internal Revemue Service. (But see ASPR 15-20h;1(b).);

8. In deternining the cost ef deferred compensation

alloiable under the contract, appropriate adjustments shall be made fdr

credite or gains arising out of both normal and abnormal employee turnover,
or any other eontingenciee that can result in a forfeiture by employees of |
suech deterrad eulpeneation. Adjustmente shall be made only for forfeituree
whieh direetly or indirectly inure to the benefit of the contraeter- for-

teitnree vhieh inure to the benefit of other enployeee eovered by a deferred

,compensation plan with no reduetion in the contractor's costs will not'nonnnlly

. \

10 /
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. give rise to adjustment -in contract costs, Adjustments for normal emp'lor/gx‘

" turnover shall be based on the contractorts experiencs and on foreseeable

prospecis,'. and shall be ronectod in the amount of cost currently allowable,
Such ad,juttnontl will be ‘unnecessary to the extent that the eontx;tctor can
dononatrata that its contributiens take into account normal tortoituru.

"Adjustments for possible future tbnoml forfeitures shall be effected according

to the following rnlu:
(1) abnormal forfeitures that are f;;OIQLablo
" and vhich ean be eurrently svaluated with.
reasonable accuracy, by actuarial or other
sound cmpﬁtatioﬁ, shall be reflected by an .
adjustment of current costs otherwis,ot_:
allowable; and | | N
(1) abnormal forfeitures, not within (1) above
| may be made the venbject of agreement botvuq
the Govermment and the eontrac'tox; either as
to an equitable adjustment or a methed of
detemin:lng such adjutnent.
d. In determining whether deferred eomponsation is
tor aorvion rcndorod during the contract period or is ¥or future aorvicu, '

conlidoution ah&ll be givon to eonditiona imposed upon eventual paynent s sueh

, aa, requir-unto of continued uplomnb R consultation after retirement, and

(4]

covomta nct to ecnpoto.

(7) Eringe Bemsfita. see (0)e s,
(8) mgm m;_zs_h}_g and Mul &i-Shit‘t exiung, See (y).

.
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(9) ZIraining and Education Expenzes, See (qq).
(10) Insurance and Indemnification. See ().

12
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(11) Research and Development Costs,

i (1) Research and development costs are divided into two ma jor
categories for the purpose of contract costing — (1) basic research, also
referred to as general research, fundamental research, pure research, and
blue-sky research and (ii) appliednresearch'and devclopment, also refsrred
to as product reeearch and product line reseerch. '

(2) Basic reseerch 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 fhller knowledge or understanding of the sub ject
- -under study, rather than alpractical application thereof, Coete of indepen-
dent basic research (that which is not sponsored by a‘contrAct: grant, or
.other arrangement) are allouable, subject to (6) below and subject also to
~ their being allocated to all of the work of the contractor, 7N

(3) Applied research is. that type of research which is directed
toward practical application of science, Development is.th; systematic use
of scientific knovledge directed toward the production of or inprovenents in
useful materials, devices methods or proceseee, exclusive of design, manu-
facturing and prodnction engineering, Costs of a oontraotor's independent
applied research and development (that which is not eponeored by a contract,
grant, or other arrangement) are ellouable, sub ject to (6) below under any
production contract to the extent that euch applied research and development
are related to the product lines for which the Goverrment has contracte and
such costs are allocated as indirect coeto to all production work of the
contractor on such contract product lines. Costs of independent applied
. research and development are unallowable under research and develorment
contracts, However, in cases where a contractor's normal course of bneinese

13
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- does not involve production work, the costs of independent -applied research and
development work (that which is not sponsored by contract, grant or othnr
arrangement) are allowable, subject to (6) below, to the extent that such work
is related and allocated as an indirect cost to the field of effort of the
Goverrment applied research and development contracts.

(4) Independent research and develomment projects shall absorb
their appropriate share of the indirect costs of the department where the
work is performed,

(5) Research and development costs (ineluding amounts capitalized),
regardless of their nature, which were incurred in accounting periods prior
to the award of a particular contract are unallewsble.

(6) In additionm to the definition of reasonablenese provided in .
ASPR 15-201, 3, the reasonableness of expenditures for independent, research
and development should be determined in 1ight of the pattern of the cost of ’

| past programs (particularly those existing prior to the placing of Government
contracts), with due consideration to changes in science snd technology. Sach
expenditures must be scrutinized with great care in connection with contractors
uhose work is predominantly or substantially with the Goverrment, ‘Yhere such
expenditures are not subject to the restraints of commercial product pricing,
there must be assurance that these expenditures are made pursuant to a planned
research program which is reasonable in scope and is well managed, The costs
should not exceed thoee which would be incurred by an ordinarily prudent

person in the conduct of a competitive business. (See ASPR 15-20h.l(b).)
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COST PRINCIPLE FOR RESKARCH AND DEVELOPMENT

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

‘of research which is directed toward increase of knowledge in science, In
‘such research, the primary aim of the investigator is & fuller knowledge .-

or understanding of‘ the subject under study, rather than any practical
spplication fhereof,. Applied reaoarch, for the pux;pose of this regulation,
consists of that type of effort which (1) normally follows basic ressarch,
but may not be severable from the related basic research, (2) represents
efforts to determine and expand the potenAtiali