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"FEASIBILITY OF APPLYING UNIFORM COST
ACCOUNTING- STANDARDS TO NEGOTIATED
DEFENSE CONTRACTS 5-39995(1)

_ Public Law 90-370.  _.~

lEEEIN

WHY THE STUDY WAS MHD” o

A 1968 amendment to the Eeﬁen@ewﬁmaduﬁﬁwQNnAetwvf*+956‘ Pibi-ekeai

. 80=870=-directed the General- Accounting Office {GAG) ' to stucy the fea- ,
sibility of applying. uniform-cost accounting standards to neget1athum¥¥~'w~-
defense contracts of ;100 000 or more.

A grow1nq proportlon of purchases--ov procurerents--by the Depeamment
0P) have been contracted for on a negotiated, rather than
a formally advertised bid basis.

In the last five (fiscal) years an average of over 86 percent of DOD
procurements by contract were obtained through neaotiation. OQut of an
average of approximately $38 billion a year awarded for military pro-
curements. approx1mate1y $33 billion was committed through neaotiated
contracts

In f1scal vear 1969, 89 oercent of military procurement--over 536 bil-
lion--was obtained 5y contract negotiation. In the same. year,
Government-wide negotiated procurement representad $46 billion cut of a
total procurement of 353 billion or more than 86 percent.

During the Congressional debate prior to enacting the legislation views
were expressed that uniform cost-accounting standards are necessary
mainly because of substantially increased costs of procurement-and dif-
ficulties in contract administration. In-a negotiated bid situation
the estimate of a contractor's cost plays an important role in the es-
tablishment of the price. The cost of any specific order can only be
measured by the application of cost accounting principles.

" In the Senate debate the view was expressed that the essential function

of cost accounting is to allocate direct and overhead costs to individ-
val orders. Thus, the cost-accounting principles followed have a large
impact on the determination of contractor costs.

It was pointed out in the debate that jn the absence of "uniform prin-
ciplées" the entire burden is placed upon procurement officials to eval-
uate the contractor's accounting practices without the guidance of cost
standards recognized by Government and industry.
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FINDINGS AND CON’ZUSIONS

“General cost pr1nc1p]es and procedures" for use. in negotiated Defense
contracts are contained in Section XV.of the Armed Services Procurement

- Regulation "(ASPR). However, the_effectiveness of set;iqn XY is-im-

paired because:

--1t makes frequent references to generally accepted acrount1ng prin-
c1p1es and/or regulations of the Internal Revenue Service, neither
of which was 1ntended to serve contract costing purposes.

--It lacks spec1f1c criteria for. the use. of alternat1ve uccouﬂt1ng
pr1nc1p.es and indirect cost allocat1on metﬁods

--It 15 of limited app]1cab111ty, since 1t s mandatorv for on]y
cost-reimbursement type contracts. (See p. 10.)

Uniform cost-accounting standards could provide a common framework for

estimating prospective cost or for the determination of the actual cost
of a contract. They could provide the guidance, suppori, and coordina-
tion required for better understood estimates and subsequent reports of

~ actual costs. (See p. 13.)

It is feasible to establish and aoply,cost-éccounting standards .to hro-

. vidge a greater degree of uniformity and consistency in cost accounting

as a basis for negotiating and adm1n1scer1ng procurement contracts.
(See p. 22.)

However, under all the wide-variety of circumstances involved in Gov-
ernment contracting, it is not feaswble to establish and apply cost-
accounting standards in such detail as would be necessary to ensure a
uniform application of precisely prescribed metihods of computing costs
for each of the different kinds of cost. (See p. 22.)

Cost-accounting standards should not be limited to Defense cost-type
contracts. They should apply to negotiated procurement contracts and
subcontracts, both cost-type and fixed price. They should be made ap-
plicable Government-wide. (See p. 23.) ‘

Cunmlatlve benefits from the establishment of cost -accounting standards

should outweigh the cost of implementation. (See p. 23.)

>New machinery should be established for the development of cost-

accounting standards. The objective should be to alopt at an early
date the standards of disclosure and consistency and to strive for the
elimination of unnecessary alternative ccst-accounting practices. (See

p. 24.)

Contractors should be required to maintain records of contract perfor-
mance costs in conformity with cost-accounting standards and any ap-
proved practices set forth in a disclosure agreement or be required to

maintain the data from which such information could be readily provided.

(See p. 25.)
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~ COMPTROLLER GENERAL'S REPORT ON
* FEASIBILITY OF APPLYING UNIFORM COST
ACCOUNTING. STANDARDS TO: NEGOTIATED
' DEFENSE CONTRACTS  B-39995(1)

" Public Law 90-370 °
DIGEST
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NHY THE STUDY WAS MADE '

A 1968 amendment to the Defense Product1on Act of 1950--Publ1c Law
W '90=370--directed the General Accounting Office (GAO) to study the fea- -
sibility of applying uniform cost accountlng standards to negotiated
defense contracts of $100,000 or move.

A growing proportion of purchases--or procurements--by the Department
of Defense (DOD) have been contracted for on a nego*1ated rather than
a - formally advertised bid basis.

In the last five (fiscal) years an average of over 86 percent of DOD.
procurements by contract were obtained :through neaotiation. Out of an
average of approximately $38 billion a year ‘awarded for military pro-
curements, approx1mately $33 billion was committed through negotiated
contracts.

In f15ca1 year 1969, 89 nercent of m111tary procurement--over $36 bil-
1ion--was obtained by ‘contract negotiation. In the same year,
Government-wide negotiated procurement represented $46 billion out of a
total procurement of $53 billion or more than 86 percent. -

During the Congressional debate prior to enacting the ‘legislation views
were expressed that uniform cost-accounting standards are necessary
~mainly because of substantially increased costs of procurement and dif-
ficulties in contract administration. In a negotiated bid situation
the estimate of a contractor's cost plays an important role in the es-
tablishment of the price. The cost of any specific order can only be
measured by the application of cost accounting principles.

In the Senate debate the view was expressed that the essential function
of cost accounting is to allocate direct and overhead costs to individ-
ual orders. Thus, the cost-accounting principles followed have a large
impact on the determination of contractor costs.

It was pointed out in the debate that in the absence of "uniform prin-

ciples” the entire burden is placed upon procurement officials to eval-
- uate the contractor's accounting practices without the guidance of cost

standards recognized by Government and industry. -



FINDINGS AND CONCLUSIONS

"General cost pr1nc1p]es and procedures" for use in negotiated Defense
contracts are contained in Section XV of the Armed-Services PYEcurement =
Regulation—{ASRR)...

. However, the effectiveness of sectlon XV is im-
paired because:

--1t makes frequent references to generally accepted accounting prin-
ciples and/or regu]at1ons of the Internal Revenue Service, neither-
of which was intended to serve contract cost1nq purposes.

--It Iacks spec1f1c cr1ter1a for the use of alternative- account1ng
pr1nc1p1es and 1nd1rect cost al]ocat1on methods :

--It is of 11n1ted app11cab111ty, since 1t is mandatory for on]y
cost- re1mbursement type contracts. (See p. 10.) ,

Uniform cost-accounting standards could provide a common framework for

estimating prospective cost or for the determination of the actual cost
of a contract. They could provide the guidance, support, and coordina-
tion required for better understood estimates and subsequent reports of
actual costs. (See p. 13.)

It is feasible to establich and apply cost-accounting standards to pro-
vide a greater degree of uniformity and consistency in cost accounting
as a basis for negotiating and administering procurement contracts.

(See p. 22.)

However, under all the wide variety of circumstances involved in Gov-
ernment contracting, it is not feasible to establish and apply cost-
accounting standards in such detail as would be necessary to ensure a
uniform application of precisely prescribed methods of computing costs
for each of the different kinds of cost. (See p. 22.)

Cost-accounting standards should not be limited to Defense cost-type
contracts. They should apply to negotiated procurement contracts and
subcontracts, both cost-type and fixed price. They should be made ap-
plicable Government-wide. (See p.

Cumulative benefits from the establishment of cost-accounting standards
should outweigh the cost of implementation. (See p. 23.)

New machinery should be established for the develorment of cost-

accounting standards. The objective should be to adopt at an early _
date the standards. of disclosure and consistency and to strive for the
elimination of unnecessary a]ternat1ve cost- account1ng practices. (See

p. 24.)

Contractors should be reguired to maintain records.of contract perfor-
mance costs in conformity with cost-accounting standards and any ap-
proved practices set forth in a disclosure agreement or be required to
maintain the data from which such 1nformat1on could be readily provided.

(See p. 25.)



crui

CHAPTER 1
| ~ INTRODUCTION
The General Accounting Office has made a study of the

feasxbillty of applying unlform cost-accounting standards

to negotiated prime contract and subcontract defense pro-

 curements of 3100 000 and over. This study was undertaken
”'pursuant to statutory direction conﬂained in section«%iﬂmﬁf

MM_LX_,MW.
WHY THE CONCRESS PASSED THE LAW

The Comngress in enacting section 718 was apparently in-

9504 as - amended (82-Seat

fluenced heaVily by the growing proportion of defense pro— :
curements entered into on a.negotiated basis--then approxi-
mately 86 percent‘of the total--and by testimony that dif-

fering cost-accounting practices followed in defense con-

- tracts and among different contractors could result in lack

of adequate cost information and could impair comparability
as among differing bidders and different contracts with the
same contractor. ' '

It was pointed out that, in a negotiated bid situation,_

the estimate of a contractor's cost plays an important role

in the establishment of the price and that the cost of any
specific order can only be measured by the application of
cost-accounting principles

House Report 1455, May 23, 1968, on the bill which
originally contained proposed legislation on this subject,

indicated that it was considered to be necessary mainly be-

~cause of (1) substantially increased costs of procurement,

(2) difficulties in having contractors carry out defense



work under contracts providing adequate safeguards to en-
sure agalngt excessive profits, and (3) Government agencies'
having to accept other contract terms substantia.ly less
favorable to the Government than would - be necessary without
enactment of the erPOSEd leglslation

Among the views stated in the Senate debate'wgré:"

* --The essential functioh-6f-éost?acébuhting'ié“fb'ala
locate direct and overhead costs to ihdividual or-
ders. Thus the cost-accounting principles followed
have a large impact on the determination of contrac-
tor costs. For example, cost items such as depreci-
ation, research and development, inventory, self-
insurance, small cools, and lease f-nancxng can be
treated two or three dlfxerent ways.

--Once a method of treatment for each of these and
other items is decided upon, the contfactor_then may
allocate costs in a variety of ways. The methods
used (1) to apply general overhead to a specific-
product, (2) to allocate overtime or premium time
between Government and commercial work or between
one Government contract and znother, (3) tc handle
interest on investment or financing, and (4) to
charge for work done by affiliated companies, all
have an important bearing on cost determination.

--In the absence of ‘''uniform principles," the entire'
burden is placed upon procurement officials to eval-
uate the contractor's accounting practices without
the guidance of authoritative support for the use of

alternatives in specific circumstances and thus
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results in moia work for auditors and procurement

officials, delays in 1mportanc technical work, and
excessive procurement costs.

--There is growing awareneés wifhiﬁ ‘the accountlng
profession itself that more. unlformlty is needed
Te:tlmony from profe551onal accountants wag offered
to the effect that one of the weakneases of "gener—
ally accepted accounting prruc1ples" which now con-
stitutes a basic guide in negotiated procirements in.
aécertaining costs is that, although the alternz’
tives are well known, the criteria for the use of
‘each alternative have never been established or

'"generally accepted "

" EXTENT OF GOVERNMENT PROCUREMENT

- According to published sta~istics, total Government

-procurement for the fiscal year 1969 amounted to $53 bil-

lion, of which $45.9 billion, or 86.6 percenc, represented

negotiated procurements--procurements not formally adver-

‘tised.. Total Department of Defense procurement for the

£iscal year 1969 amounted to $40.8 biliion, of which
$36.3 billion, or 89.0 percent, was negotiated;

.The underlyinghoignificance of cost-accounting stan-
dards in the total covtract negotiation activities of the
Government is 1nd1cated by the large volume of negotrated
contracts which has substantlally increased in thn past

5 y\ars, as indicated below.



. Nego-
Total . ° tiated - Percent
pro- ~ ° pro- . nego-
curement curement tiated

(billions)
Trend in Government-wide pro-

curement: . .

1965 ' : ‘ $36.8 - 330,2' 82.1
1966 : T aTs 39.9 84.2
1967 o - "53.2 45.5 ~ 85.5

- 1968 T . .52.6 . 46.1 -87.6

1969 53,0 45,9 - 86.6
Department of Defense ‘ )

(note a):

1965 27.4 22.6 82.5
1966 o 37.2 2.0 86.0
1967 43.4 37.6 86.6
1968 : ’ 42.8 37.9 88.6
1969 : 40.8 36.3 -89.0.

Civilian executive agenC1es ‘

(note b): | : R
1965 ' 9.4 7.6 80.9
1966 L : 10.2 7.9 77.5
1967 - 9.8 - 7.9 80.6

1968 ’ o 5.8 8.2 83.7
1969 12.2 9.6 78.7

3Source: Annual reports of Milltary Prime Contract Awards
and Subcontract Payments or Commitments (Depart-
ment of Defense) :

bSource: Annual reports of Procurement by Civilian Execu-
tive Agencies by Size of Business and Types of
Procurement (GenenalmSaleggﬁmAgminlstration Of-
&gmgﬁwAdmfﬁTgtﬁatien%ww

PRESENT Gulgg§_;o COST ACCOUNTING

Section XV of the Armed SETvites—Provurement-Regula—
tion.(ASPR) contains general cost principles and procedures
for the determination and allowance of costs in the




negotiation and administration of'costsréimbdrsemédt—type
contracts and contains guidelines for use, where appropri-
ate, in the evaluation of costs of certain negotiated
fixed-price-type contractsl and contracts terminated for
the convenience of the Government. (See app. II.) Simi-

lar, *hough not 1dent1ca1 guides are c0nca1ned in the Fed-

eral Procurement Regulations (FPRs) which apply to procure-

ments made by civilian agenc1es., The c1v111an agenC1es are
permitted to 1mp1ement or supplement the FPRs with their
own procurement regulations. , :

Section XV relies heavily on the conventional prac-
tices of contractors. It provides that, in ascertaining
what constitutes costs, any '‘generally accepted method" of
determining or estimating costs that is "equitable under

the circumstances" may be -used. Elsewhere, it.places a
/\ y .

dependence upon 'generally accepted accounting principles "

in some areas, section XV also. accepts, generally, the ac-
counting methods accepted by the Internal Revenue Service
for income tax purposes. 4
The following are rot adequate for contract costing
because they have been designed for different purposes.
--Gener ally accepted accounting principles.

--Regulations of the Internal Revenue Service.

lA change in section. XV which would have the effect of

fully applying the cost principles to negotiated fixed-
price contracts, rather than their being general guide-
lines, is under consideration by the Department of De-
fense. ' h '



--Regulations of the Securitieswand.fxchange-GommisSs..

--Rules adopted by the Renegotlatxon Board.

Generally accepted accounting principles are concerned
primarily with those reports of financial condition and re-
sults of total operations for a company, developed princi-
pally fér stockholders and others interesté& in the finan-
cial condition and Oherating results of the company - as_a '
whole. “Such principles are directed at‘cost: allocatlons
between £iscal years so ‘that a conpany s .net 1ncome is
falrlyJatated for each successive year. Except as may be
necéssafy for dgtérmining the amountlof inventory reported
in the contractor's balance sheet, they do.not go iﬁto such
details as cost‘allocations between products and services-
withir a fiscal vear; for example, indirect cost distribu-

tions between Government contracts and other work of the

s
7

contractor. }

Consequently, '"generally accepted accdunt;ng prihci-
ples" =zre being called upon by ASPR and the FPRs to serve
a function they were never intended to serve. There are
many indirect cost allocation methods available and in use
today; however, generally accepted criteria for each ﬁethod»
" used in specific circumstances have not been developed or
established. Hence, even in the“valuation of inventories,
there is a need for specific criteria for the indirect cost
allocation methods used in contract costing.

Regulations of the Inﬁe;nalmxauenuthenuicg are in-
tended to implement the laws in taxing the income of cor-

porations and individuals. Tax laws, in addition to



raising revenue, are intended to achieve a varlety o* so—

cial goals suite Forelgn to the purposes of contract cost-
cing. In addition, tax assessment .and collectlon are con-

~tinucus so that » except for differences in tax rates,

shift. of income or expense. from one year to another. sener-
ally do not have a significant effect on total tax paid
over a period of time. However, similar ahlfts of. cost

from one year ro another, as well as other Shlfts of tosts,',_

‘could have a decided’ 1mpact on the coqts chargeable to a

Government contract ‘
‘The Securities and Exchange Commission (SEC) has been

concerned primarily with reporting of the financial condi-

tion and results of total operations of corporatlons which

are required to file reports pursuant to the Securltles Ex-

~change Act of 1934. SEC has the authority to prescrlbe the’

accounting rules for flnanc1al reporting to the publlc but
has made it known that it Lexpects the accounting profession

to assume the main part of this task. ‘Recently SEC issued

‘a notice of a proposed revision (Release No. 8682, dated

.September 15, 1969) to expand the form of reportlng in an-

nual Teports to be fi led w1th SEC to include data on sales

and revenues and income or loss attrlbutable to major lines

of business. Comments received on the prOposal are now un-

der consideration by SEC. The furnlshlng of data such as

income or loss by lines of business will require the use of

,‘generally'accepted methods of cost allocation.

The function of the Renegotlation Board is to e11m1-
nate excessive profits derived by Government contractors

and subcontractors in connection with the National Defense -
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Program. lhe HYoard ccnducts its proceedings on an overall
fiscal-vear tasis for all renegctiable business of each .
contractor rather than on an individual contract basis.
‘Costs allocable to a contractor's renegotiable business are
to be determined in accordance“with_the method of accounting
employed by the contractor in determining net income. for
Federal income tax p purposes or in accordancew1thsuch other
.methoc'qs the Board and the contractor mav agree upon.
| ‘In:cuwmary,inelther generaily accepted accountlng prln-
ciples nor the regulations of the three Government agencies
discussed shove meet the Heed for contract costing purposes.
while the provisions of section XV of ASPR are intended
to provide general cost-accounting guidance and procedures
for defense conitracting, its erfectiveness is impaired be-
cause: ‘  ‘

--Tt makes frequent rererences to generally accepted
accounting principles and/or regulations of the In- -
ternal Revenue -Service, neither of which, as indi-
cated above is intended to serve contract costing
purposes: i ‘ _

--It ldcks specific criteria for the use of alterna-
tive accountlng prlnc1p1es and indirect cost alloca-
tion methods. |

--It is of limited applicability, Since it is manda-
tory for only cost-reimbursement- type contracts.

APPENDIXES TQ THIS REPORT

Appendix I contains section 718 of the Defense Produc-
*ion Act of 1950, as amended, and our interpretation of the
terms '"Cost- Accountlng Standards' and "Uniform" based’ upon

the legislative history of the act. It contains also a

10



description of the many-faceted features-of the study in=.
¢luding the participétion of many organizations and indi- .
viduals both within and outside the Goverhment;‘ ) |

Appendix I1 contains an excerpt of ASPR, séction XV,
‘refresenting part 1 and a,portioh of part 2 which contains
+he general cost principlesvand'procedures for use in.De—Q"J-i
partment of Defanse contracts with commercial firms. -

;Appenq;x I1I contains an anelysis;of~current‘prohlemﬁwf
areas in the assignment of Government contract costs, ref-.
’erence to related parts of ASPR, section XV, and matters
for consideration in the formulation of cost-accounfing
~ standards. It contains also some géneral conclusions rela-.
~tive to cost-accounting standards. = »

Appendix IV contains a summary of the significant com--
ments the GAOQ received on an earlier draft reporf. .

Appendix V is an evaluation of responses to a ques-
tionnaire which was circulated to a fairly large segment of
,lndustry doing both defense work and nondefense work ' The

questionnaire was de51gned to obtain 1nformatlon on current

cost-accounting practices and other 1nforpat10n,relevant.to
the question of feasibility. The evaluation of the re-
sponses was prepared by Professor Robert K. Mautz (Depart-
ment of Accountancy, Un1verszty of Illinois, and consultant
to the GAO) and his associates Professor K. Fred Skousen
(The University of Minnesota) and David L. Smith (The Uni-
versity of Illinois).

Appendix VI is a research study entitled “Standards.
for Cost Analysis" prepared by Professor William J. Vatter

(The University of California, Berkeley, and consultant to



the GAO). This study was éd:?resse_d to the question of what
cost-accounting standards arz or should be and how such
standards would affec:t the processes of cost analysis.: -
All the appendixes, wita the exception of V and VI are
included as. a part of thﬁ$ rzport. Appendixes V and Vi,

because of their size, are ssparately bound.



CHAETER 2

COST-ACCOUNTING STANDARDS
POTENTIAL BENEFITS AND LIMITATIONS

When prices are establ;shed under bomethlng less than
fully competitive conditions and the restraints of the mar- -
ket operate 1mperfect1y—-as in the case of many negotlated
‘_Government cont:acts—‘cosu data’must play a- 1arge Tole ir
contract negotlatlon, admlnlstratlon, and settlement. Un-
der such condltlons, cost-accounting practices followed can
make a substantial difference in results and variations in
cost aésignment can become a matter for concern. In such
situations equitable agreements depend heavily upon 1ogica1,
consistent, and valid cost measufements.

POTENTIAL BENEFITS

In contract negbtiatiéns, an understanding of the con-

tractor's cost-accounting practicés--those in general use
and those claimed to be unique to a particular industry or
individual enterprise--is of'importance,to_negotiators.
Cbét—accounting standafds, by providing a common framework.
for the tuildup of the prospective and actual cost of a
product or- service in the light of the environment. in which
the costs are accumulated, could supply the guidance, sup--
'port, and cobrdination required for better understood cost
estimates and subsequent'reports of actual cdsts.

Standards could facilitate the preparation and report-.
ing of cost information by contractors and its audit and
evaluation by the Government. They could provide guidance
in helping to ensure that items of costs on a gived contract

are reported on a consistent basis and are comparable with

13



(1) costs originally proposed or projected and (2) costs
cited in financing arrangements, interim and final reports,
change orders, claims for reimbursement, price redetermina-

ticns or adjustments, and terminurion claims. Standards

.could also require that the basis upon which forecasts of

costs .are predicated be disclosed; that final reported .

costs incurred be supported by, or be readily reconcilable

*with, the contractor's accounting records} ‘and that costs

identifiable with other products or services or with'othef
contracts be excluded from total contract performance |
costs, | ’

Standards fof‘use in Government procurement operations
could iﬁprove the communicative process now existing be-.
tween the Government, the Congress, industry, and the pub-
lic genarally. .

Standards could serve to identify for contractors- the
type‘of authoritative sﬁpport forucosts incurred that would
be required to be accumulated by them for all contract ad-
ministration: purposes, including audic.

Standards could establish criteria for the use of al-

_ternative methods of cost accounting or could narrow the

use cf alternatives where criteria for their uée,éannot-be
established; _ - '

Properly administered cost-accounting standards, to-
gether with disclosure by the'contracto: of his cost-
accounting practices and agreement thereto by the respon--
sible Government representé;ive, could do much to promote a
common understanding as to the methods of cost determina-

tion to be used consistently under the specific.

14



circumstances and thereby minimize sﬁbsequent controversy
in the administration and settlement of the'contract. For
=xample, no single method of overhead cost allocation suits
all contractors' situations equally well. Standards could
provide underlyihg criteria for determining Qhen certain
mothods are approprlate and when they are not.. For some
Lrua*lon: there may be-no .one best method-and the- questlon

vof the method to be adopted can best be solved by an ad-
vance disclosure agreement. |

Cost-accounting standards, if adopted by all Govern-
ment departments and agencies for use on all negotiated
Government contracts, could eliminate, to a considerable
axtent, differences'wifhin the Government as to interpreta-
tions of acceptable cost- accountlng practlces.
LIMITATIONS

Cost-accounting standards could not, by themselves,
ensure that contracts will be effectively negotiated, ad-
ministered, ,and :ettled or, for that matter, that costs
will be determined in accordance with those standards. But
cost-accounting standards could assist ‘those fespohsible
for contract negotiation, administratioh, and-seftlement to
reach a common understéndihg of contract terms and then
hold contractors to report in.accordanée with such terms.

Neither couid nor should cost-accounting standards
eliminate the diversity in the way contractors do business
or require them to keep uniform accounts. Different ex-
periences have led different contractors to adopt different
accounting practices; Within such environment cost-

accounting standards necessarily have limitations.



As an .example, -onsistency is considered a standard by
most accounﬁants. A requirement for consistent cost-
accounting practices from negotiation through perfofmance
of a given céntféct would be an improvement cver present
praétices. Such a requirement appears‘to be an essential
minimum requirement, aithough cost-accounting standards
»mshouldmbe”expebted‘toulccomplish_Somethiﬁgvmore@qunuth@‘
other hand, to require consistent uniform cost-accounting
pfactices for all contractors, whatever the circumstances,
involved in contract performance, goes to such an extreme
as to be unreasonablejgnd unenforceable. Consistehcy in
the cost-accounting practices for all contractors in simi-
lar contracting situations appears to be a desirable objec-
tive.

Because of the complexity and diversity of the opera-
tions of different contractors, cost-accounting standards
cannot be stated in sufficient specificirty to recognize all
cost-accounting problems arising from such diverse opera-
tions. Because they must of necessity be stated somewhat
broadly, they cannot anticipate and provide specific guid-
“ance for all types of cost-accounting questions that might

be involved.
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MAJOR COST ACGCIUNTING PROBLEM ABEAS

Our studv indicates tnat 2 reéurring prof lem in Gov- -
ernment éon;rabting is that, in reporring;to the Govern-
ment on both proposed and lncurred costs, coﬁtractbrs may‘
select from alrernatlvp acrouﬁ“fmg methods w1thou* <pec1 1c
¢riteria govééhlng such selection. ‘“oreover there is ho
statutory procedure governlng the maintonance of ‘Government
contract records or uhe manner in which ~ontract costs will
be recorded. . Contractors 5ometihes present cost data in
pricing proposals differently from the way they record
their cost of performance. This makes the execution of
several administrative responsibilities quite difficult.

One such difficultv concerns verification of support -
ing cost data in proposals submitted by contractors in com-
pliance with Public Law 87-653, the Truth-in-Negotiations
Act, approved September 10, 1962. That act provides, with
ceftain'exceptioné,"ﬁhar‘a'prime contractror and any subcon-
tractor be required to submit cost or pricing data prior to
the award of any negotiated prime contract of over $100,000
and any subcbntract ‘thereunder of over 3100 000 and to cer-
rlfy that to the best of his knowledge and belief the cost
or pricing data he submitted was accurate, complete, and
current. v
Under Pebligmbawmblobddy~the prime contractor must
agree also that the price to the Government, including
profit or fee, be adjusted to 2xclude any sums by which
the price of the contract was increased because the data

furnished were inaccurat-~, incomplete, or noncurrent,
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second, since there is no requirement that a contrac-
tor or subcontractor apply the sime standards tu both the
preparztion oOf cost or pricing dara submitted in support

of price proposals and the accounting for contract per-

formance costs, as would seem to be reasonable to require,

meaningful audits of negotiated centracts by the Govern-

ment agencies and-GAO are rendereod-more-difficulei:

In that regard, POSITT LT 90=5+2>“approved Septem-

ber 25, 1968, provides rhat--for the purpose of evaluatin
P purp . =4

the accuracvy, cbmpleteness,‘and'Qurrency of cost or pricing
data requirea o be submitred uraer Public Law 87-653--any
authorized representative of the head of the agency who is
an emplovee ot the U.S5.. Government shall have the right to
examine all books, records, docurents, and o.~r data of the

contractor or subcontractor relat~d to the negotiation,

oricing, or performance of the contracr or subcontract.

o)
L
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Also, section
crovides that every contract neguiiated by the Defense agen-
cies, the Coass~GUWsres and the N&F“irorraleAerotrantiesamndumes
5vﬁﬁ@*ﬁﬂﬁ@%@@%ﬁ%@?ﬁﬁ”@%ﬁ?3&n a provision that the Comptroller
General and his representatives be entitled to:examiﬁe any
béoks, documents, papers, or records of the contracztor or
any of his subcontractors that dircctly péftaih to, and in-
volve transactions relaring to, rhe contract or subcontract.

A similar requirement is applicable to contracts negotiated

by the zivilian agencies. (édllmSmin. 254 (c))
Atzachmerit V, appendix 1II, sets forrh a list of the
principal contract costing problem a.ezas reported to us by

the fizid offices of the Defense Contract Audit Agency and
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GAO. ‘Among the most common o¢ -hese are inconsis® .ncies
in distinguishing hetween {.recr and indirect costs and
allocation of indirscr costs. |
In some of rhs cases studied,.contracrors charged di-
réctly to Government work costs Of 2 nature which were
Cnormally handled as_indirect. costs but did wot adjust in-
‘direct charges ro eliminate similar costs which were also
charged to the contracr. sometimes this occurred when
costs had been included in the indirect cost rates which
were used for pricing of prior and subsequent contracts.
The effect therefore was o reccver the same charges‘twice;
In some casas costs normallv handled as direct charges
~vere handled as indirécf charges. This occurred in situa-
cions where fRe Cosrs were not .acceptable as direér.charges
due tova ceiling or orther limitation on costs of the con-~
‘ract to which rhey were directly related. For example, as
noted in appendix III, at achment T, page 7, a contractor,
faced with a loss on a firm f;xed—price contract, charged
51.6 mi11ion‘in direct‘cosfs of rhe éontract‘to overhead.
The $1.6 million in costs consisted of salaries of persons
Qorking directly on the contract and reproduction work and
triefing film which were spe~ifically called for in the
contract. By handling these direct costs as indirect costs,
they were charged to all the contractor's business, includ-
ing other Gevernment c;ntracts, This, in turn, distorted '
*he true cost of the related and other Government contracts.
When a cost ap-lies to more rhan one objective, the
relationship to anv one of the objectives is considered to

te indirect. 1Indiract costs, in the aggregate, represent

19
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the largest single class of expense incurred under Govern-
ment contracts. The allocation of indirect costs is one

of the most controversial areas in cost accountin~ for

Government contracts and is subject to alternative ap-

proaches. It is not a problem that can be solved by simple
or rigid rules. Indirect cost assignments of necessity -
cannot be as accﬁra:ely determined as direct ones, but they
still must be based on some demonstrable :elationships be-
tween the reasons why costs were incurred and the cost ob-
jectives to’which they are iSsignedar . = - |
Because allocation i.direct costs first involves
an accumulation process, vach pool of such costs should
contain only coéts wh;oh .SQ honogeneous~-i.e., similar in
the sense that thev are senable ro adding rdgether with-
out distorting the significance of the results when spread
among cost otjactives on a single or common allocation
base. For -example, pwrﬁgnnel—related costs, materials-

related costs, and machine-related costs mav nor, in given

situations, te logically grouped tog=ther «nd spread among

cost objectives oun a single common base.

In the cases we have cxamined, the problems involving

. tne allocation of indirect costs are most numerous. They

generally cen;ef on the homogeneity concepts noted above,
i.e., (1) costs were improperly combined for allocation on

a common base and/or (2) the allocation base did not provide
for an appropriate assignment of the costs involved to the
cost objectives charged. These situations arise in connec-
tion with both proposed and incurred costs. There were

some instances where contractors in submitting cost data




in pricing proposais deviated from their normal indirect -
cost allocation practices.
NEED FOR DISCLOSURE -

Underlying many of the cost-accounting problems we

observed is a need for a written agreement of cost-
accounting practices to be followed by the contractor.

The determination of which *ypes of cost are treated
as direct costs and which ones are treated as indirect
costs..and their bases of'allocationidepeﬂds-Largely'up0h~
the diverse methods of operation among contractors. Thus,
it seems that an important cost-accounting requirement
would be an advance disclosure agreement with the contrac- -
tor as to its proposed method of determining and distin- '
guishing direct costs from indirect costs and the basis for
allocating indirect costs. The agreement should also pro-
vide that the agreed-upon classifications of ""direct costs"
and "indirect costs" énd allocation methods be éonsistently
applied. Appropriate changes in accounting practices needed
because of significant changes in a contractor's operations
could be recognized by a change in the agreement and appro-

priate adjustment in price if warranted.
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/ CONCLUSIONS AND RECOMMENDATIONS

As a j?sult of this study our conclu51ons afd 1ecom—

1. It is Feas TBTe-to.establish andﬁappiy cost-
aqcounting standards to provide a greater degree of uni-
formity and consistency in cost accounting as a basis for
negotia ing and admlnlbter;ng procurement contracts.

“lcis r rot feaSLFle to establish and apply cost—
accounting standards in such detail as would be nec-
essary to ersure a uniform application of prec1sely
prescrited methods of computing costs for each of
the different kinds ot cost, under all the wide
variety of circumstancesllnvolved in Government con-
tracting. ' -

--Emphasis should be directed to disclosure, consis-
tency, and establishment of criteria for the use'of 
alternative cost-accounting methods.

--To the extent that contractors or divisions of con-
‘tractors could be grouped'on the basis of similari-
ties in the nature of their cperations or in con-
tractlng situatrions, the standards for such groups .
could be stated in more specific terms. |

--The cost-accounting methods to be used in the re-
porting of costs in .support of the bid proposal and
interim administrative actions and in the settlement
of the contract or contracts of a particular contrac-
tor could be specified in greater detail‘by the use

of advance written disclosure agreements. In

)
'
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essence, these .agre=zments would further elaborate .
upon the cest-accounting srandards and thus would
betrer ensure a mutual understanding as to the cost-
measurement methods to be =mployed.

--More explanatory material and better criteria for
identifying énd measuring direct and indirect costs -
and for rhe allocation of indirect :osts should |

© have high priorictv in e;rab}ishing‘costfaccounting'

standards in the interest of providing a better un-

derstanding among the users of cost data as to their o

meaning and significance.
2. Ccst-accountihg standards should not be limited to
Defense cost-type contracts. They should apply tolnego-
tiated procurement conrracts and Subcontracts, both cost
type and fixed price. They shouldvbe made applicable
Government-wide.- ‘
3. Cumulative benefits from trhe establishment of cost-
accounting standards should outweigh the cost of implemen-
tation. v
——Cosf-éccounting standards for contract costing pur;
poses should evolve from sound commercial cost-
‘ accounting‘concepts and should not be incompatible
with generally accepted accounting principles. | . ‘
Therefore extensive modifications to present account-
ing svstems would not seem. to be necessary in most
cases. Although some modifications to existing sys-
tems may be necessary, we do not see the ﬁeed for new

or separate accounting systems.

12
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--Costs which might be incurred directly by the Gov-
ernment will depend Iargely on:

a. The capabilities of the agency to which the re-
sponsibility for establishing and maintaining
cost-accounting standards is assigned.

-b. The recognition of the need for continuing re-
search into the use of cost-accounting Standards
to keep pace with changing technologies. |

¢, The  cooperation of the accounting profeSsion, of
industry, and of other Government agencies with
the designated agency.

--Cost which might be incurrea by contractors in im-
plémenting cost-accounting standards, whether they
are ultimately borne by the Government orvby the in-
dividual contractor, will vary from contractor to
contractor and will depend largéiy on:

a. The cooperation and capabiliﬁies of individual
contractors' organizations. |

b. The exrent to which present cost-accounting and.
management-infcrmation systems can produce cost

~data for negotiated contracts in accordance  with
cost-accounting standards. o

a.lNew'machinery should be established for the devel-

opment of cost-accounting standards. The objective should

be to adopt at an early date the standards of disclosure

“and consistency and to strive for the elimination of un-

necessary alternative cost-accounting practices--alterna-
tives not required for equitable recognition of differing

circumstances.
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--This should be a gradual process cuilding upon tast
experience!

--Consideratle research in acrual op:rating sizua-ions
will be necessary and should bte done in o o
eration with contractors, procurirz agencies, and

professional accounting organizarisns.,

.

-=Cost-accounting standards shoulu nst te zveloped

under the same mechanism or procoedures now tsed for
section XV of ASPR.. Since rhey stculd be applied
to procurement by all Gover:iment izencies, 1% is im-
portant that new'machinery be esratlished co develop
the cost-accounting standards and -5 perfsrm the
continuing research.and updaring rhat will be re-
quired for effective administraric:. ZosT-accounting
standards should be issued is a secarate locumenr
rather than as a part of orlam-ﬁdﬁgnt to TPRs or to
ASPR. However, such standards could be incorporated
by reference in rhese fegularions.

--Perlodic reports to the Congress should be made to

informed

th

keep the interested members ind coznitzee
as to the progress and status of the assiznment.

5. Contractors should be required to naintain records
of contract performance costs in conformizy with cost-
accounting standards and any approved practices set forth
in a disclosure agreement or be required o maintain the

data from which such information could be :eadily provided.
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BASIC LEGISLATION, DEFINITIONS, AND

SCOPE CF FEASSIBILITY STUDY

BASIC LEGISLATION

The General Accounting Office (GAO) study of the fea-
sibility of applying uniform cost-accounting standards to
defense procurements was undertaken pursuant to statutory

direction contained in section 718 of the Defense Produc-

_tion Act of 1950, as amended July 1, 1968. (50 U.S.C.. -
" App. 2167), ‘which provides that:

"The Comptroller General, in cooperation with
the Secretar, of Defense and the Director of the
Bureau of the Budget, shall undertake a.study to
determine the feasibility of applying uniform
cost accounting standards to be used in all nego-
tiated prime contract and subcontract defense
-procurements of $100,000 or more. In carrying
out such study the Lomptroller General shall con-
sult with representatives of the 2accounting pro-
fession ani with representatives of that segment
of Americen industry which is actively engaged in
defense contracting., The results of such study
shall be reported to the Commitcrees on Banking
and Currency and the Committees on Armed Services
"~ of the Senate and House of Representatives at the
earliest practicakbles date, but in no event later
than eighteen months after the date of enactment
of this section," |

DEFINITION OF TERMS

In the light of the legislative history, the term
""cost accounting standards," as used in our study, embraces
the related principles, standards, and general rules of
procedures and the criteria for their usage. '"Cost prin-
ciples" suggests self-evident truths and axioms which have
a degree of universality and permanence and which underlie,
or are fundamental to, the derivation of cost-accounting
standards. Cost-accounting standards relate to assertions

.which guide or which point toward accounting procedures or

applicable governing rules. Cost-accounting standards are
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not the same as standardized or-uniform cost accounring

‘which suggests prescrited procedures from which there is

limited freedom to depart. Since the legisiative history’
suggested section XV of the Arned Services Procurement Reg-
ulation (ASPR) as a possible caticsfactory starting point
and since section XV includes many general rulec of proce-

 dures, the term "cost accountirg standards" is considered

to include all three concepts; namely, principles, stan-

dards, and general rules of procedure.

The term "uniferm" “n-the sfirase "unifdrm-cost acs
counting standards" should also e defined in terms of the
legislative history. Ffor the pucrpose of this study, cost-
accounting standards shall bte decmed to be uniform when
stated with the goal of achieving comparability, reliability,
and consistency of sigrificant cos:c data in similar circum-
stances and with due regard to the attainment of reasonable
fairness to all parties concerned in such circumstances.

SCOPE OF FEASTBILITY STUDY

Our study inéluded a3 wide variety of acrtivities, and
our efforts were manv faceted. Thov involved coordination
within the Governmen: and subszz.ilal contac:ts with repre-
sentatives of industry and the accounting profession; the
usé of consultants for special purposes; the Jevelopment
and circularization of i questionfaire; and a number of
other survey, review, and analyrical procedures.

Coordination within Govzrnment

In accordance with the reguirement of section 718 of
the Defense Production act, to perform the feasibility study
in cooperation with the Secretary of Defense and the Divec-
tor of the Bureau of the Budget, GAD estatlished a Coordi-
nating Committee with these agencies that met from time tu
time during the study. :

The memters of the committee offered advice and ccunsel
atout their specific arszas; arranged meetings with operating
personrel; cornducted special studies as requested; and, in
Turn, were nept apprised of the progress of the study.
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Consultations with industry and
accounting brofession

, “Also in keeplng w1bh the provisions of section 718, we
consulted, during the study, with representatives of the
accounting profession and of industrv. We held meetings
and discussions, encouraged the submission of wricren views,
- and provided opportunities for .nterested zroups *0 re-
search and report on particular aspects related ro “he
problem of uniform COSL-acvounting standards. A.gquesti ion- ~
naire was developed, which wa¥ widelv Circularized to in-
dusury and others in order to provide, among other things,

a further means or eliciting varied JOLnrs of view on cost-
accounting standards,

, Meerings 1ud diocu ions were neld with the following
organizarisn: ., some of whom also coorerated by providing
WTiTren mataroal o or reports presenting information for con-
sigara*ion in the studv. '

ACCOL‘" ING PROFESZI0

Anerican %ccoun z:; Association

Amerxcan [nsrirurs orf Tertified Public Accoun-'
rants : .

Federal Cover:iment Accounta:-: Association

Financial Execusives Inst. ‘

National Association of Accountants
National Society of Public Accountants

)

NDUb*RY :
The Associated General Contracrors of America
Council of Defense and Jpace Industry Assoc1a-

tions:

Aerospace Industries Association, Inc.

Aautomobile Manufacturers Association, Inc.

Electreaic Industries Association

National AeroSpace Services Association

National Association of Manufacrurers

Mational Security Industrial Association
wific Apparatus Makers Association
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Shipbuilders Ccuncil of America

Western Electronic Manufacturers Association
Machinery and Allied Products Institute _
National Council of Technical Service Industries
National Electrical Contractors Association, Inc.
Strategic Industries Association - '

OTHERS :
American Bar Association v
" "Interagency Regulatory Accruntants Comiiittee

Specific contritutions toward our feasibili:y study,
as well as information on current research efforts in re-
lated areas, are summarized Selow.

The American Accounting Association appointed a task
force to provide u: with comments on a draft of this repert
and' to be available Ior con:sicering problems thac might
arise, '

The American Institute >f Cerrifiea Putlic Accountants
(AICPA), through its Committze on National Defense, pre-
pared a report for use in our study on its review of the
strengths, weaknesses, and general icceptability of sec-
‘tion XV of ASPR. This orgarization also provided us with a
nistory of both generilly ac.epted wccounting principles '
and the work of the Accounting Principles Board.

AICPA has under way othzsr research studies. One is a
research study of basic cost concepts and implemerzation
criteria. This research study deals with concepts used in
cost determinations for all purposes, including costs of
specific contracts and costs in financial statements. It
should help define cost-accounting principles and their in-
terrelationshiz to generallyv accepted accounting principles.
This project is expected to be completed by the end of 1970,

The Accounting Research Division of AICPA is currently
conducting studies relating -o inventory pricing, depreciatle
assets, and industrial research and development cxgenditures,
witn the objective of narrow:.ng the alternatives currently
available in accounting for -hese irems. Alcthough these
studies are direscted primarily to financial accounting
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considera: lons, they will also have an import ant bearing
-on cost zccounting.

- The Federal Government Accountants Association,
~through an ad hoc committee, prepared a research repor:t for
our study setting forth its views and comments on such mat-
ters as (1) the need by the Government, in general, fo
'valid and consistent cost data, (2) rhe relationship of
_Munlform cost-accounting standards o generally .accepted . ...

accounting principles, (3) the nature and specificity of
standards, (4) administration of standards, once they have
been established, (5) suggestions for _To.emeﬂtxng stan-
dards, and (6) the impact of uniform cosr-a(csunflng stan-
dards on the regulatorv agencies

The Financial Executives Institute provided us with a
report prepared by its Government Procurement Policies Com-
mittee on the results of a revi2w of section XV of ASPR and
other Government agencv procurement regularions. The re-
‘port contains that committee's views with respect to the
use of such regulations as a starring point for the devel-
opment of uniform cost ‘accounting stindards and problem
areas in achieving uniformity.

The National Association of Accountants made a review
of its research srudies, arricles, and reports from its:
membership and committees and provided selections from
those which seemea relevant to the feasibiliry of applying
uniform cost- -accounting standards as a means of enhancing
the comparability, reliability, and consistency of cost
data used for negotiated procurement contract purposes.
This association is making a research study on "Relevant
Cost Concepts and Their Applications in Government Contract
Pricing.'" The plan of this study includes a review of con-
tract pricing practices and problems arising in the deter-
mination of contract costs. .

The Associated General Contractors cf America furnished
us with a brief concerning the views of that association on
the applicability of the cost principles contained in sec-
tion XV of ASPR to the construction industrv.

The Council of Defense and Space Industries Associa-
tion prepared for us an analysis or paragraphs 201 to 204
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of section XV of ASPR. The analysis was made to determine
whether the provisions .of .- :ch naragraphs could be used as
a basic starting point for 'ne development of uniform cost-
accounting standards. ' ’

. ' Use of consultants
, To -assist us in our research ef
services of the following consultants.

Professor William J. Vacrcr, University of California
(Berkeley): to perform a studyv «f ccst-accounting concapts
in a search for what cost-accounting standards are or = .

-should te and how such srdndards would affect rhe processes
of cost analysis, especially as ro their impacr on -he de-
termination of produc: or activity costs. His report is
included as appendix VI.

. ~ Professor Rotert N. Anthomv, Graduai: School of Busi-
o ‘ ness ‘Administration, Harvard University: 1o review sec-
tion XV of ASPR in an effort t¢ week wave a1d means of es-
tablishing improved cost principl:s and their applications.
(This research is incomplece.) o :

Professor Robert ¥. Mautz, (niversity of Illincis: to
assist the staff or GAO in the ~roparation ot 1 quesrion-

naire and, with the assistaince .: Proressor X. Fred Skousen,

School of Business Administraticn, University of Minnesota,
and David L. Smith, Department of Accountancy, University
of Illinois, to analyze the responses to.the questionnaire
and to prepare a report summari:zing the responses.. His re-
port is included as appendix V. '

uestionnaire

The specific purposes of the questionnaire may be
listed as follocws:

1. To zest, fcr toth present aid nossible furture use-
fulness, a four-wav cost clasziflcation model which,
if feasible, might provide sounder hbases for asso-
ciating given costs with.specific contracts or with
other cost obleactives,
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2. To obtain certain kinds of vqtormatlon about cost-
' - accounting practices now in use.

3. To invite respondents ro volunteer informarion re-
garding criteria which they now apply in their
cost-accounting practlce~ that might provide a basis

4for the development of ceost-accounting st andards

'4@:To obtain from respondents their opinions of a num-
ber of suggested cost-accounting standards as an
indication of the specificity with which cost-
accounting standards might be formulated.

5. To seek opinions from respondents abo"t the feasi-
bility of using advance agreements on accounting
standards to be applied to Government contracts.

6. To obtain respondents' opinions regarding the ac-
ceptability of section XV of ASPR as a starting
point for developing unlxorm cost-accounting stan-
dards.

Representatives of th. Coordinating Committee, trade
associations, and the accounting profession and certain in-.
dividuals provided helpful sugges-ions during the develop-
ment of the questionnaire. Several trade associations and
the Financial Executives Institute furnished us with the
addresses of companies to which the questionnaire could be
sent.

Questionnaires were circulated to about 1,400 plants,
divisions, and affiliates of defense contractors and to
about 750 nondefense companies. Also, questionnaires were
sent to about 200 Defense Contract Audit Agency (DCAA) au-
ditors, 84 Department of Defense (DOD) procurement officers,

16 GAO regional managers, heads of Federal departments and
agencies, representatives of Federal regulatory agencies,

and members of the Interagency Regulatoryv Accountants Com-
mittee,

To ensure the confidentiality of responses to the ques-
tionnaire, industry recipients, DCAA auditors, and DOD pro-
curement officers were requested to submit their completed
questionnaires to Professor Mautz at the University of
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21 Professor Maurcz, in addition tc the duties men-
tioned earlier, was charged ~ich razsponsibility for holding
confidentiai all individual responsss to the questionnaire

i for making availazie to 114 summarized tabulations, rep- |
resentative illusrraniens, and various comments deemed by

Respenses to ~he questicnnaire from Government agen-
cles other than DOu were mada directly to us.

Survey work by members ot the Joordinating Committee

Denar!mens 0L PDefense

DCAA proparad reports tor nse in our study covering
(1) rroublesoma areas in applving rhe cost principles con-
ratoed nosconion XVO0r AZPR, (2) a history of principles
iy Coste Of perrorming Government military

":(_‘r Jdet {:‘:!11'.;\.&1
3) decisions tv the Armed Services Board of

contracts, (
Contracr Appeals and the Federal courts relating to account-
Loy matters, (42 2 comparison of the contracr cost prin-

e ob

ASPR, lederal Procurement Regulations, National

o 4nd space Administration Procurement Regula-
Tionas, and the Atomice _Htrby Commission Procurement Regula-
ticas, (31 examples or contrastors' deviations from consis-.
"renr accounting practices or di ttvrlng accounting treatments
as :1T€d in DCAA audit reporis, (5) accounting pr1nc1ples
and practices in other countries, (7) industry views regard-
iy major ravisions to ASPR 1ad the feasibility of uniform

cosz-accounting standards, and (8) views on a variety of
subjects by its contract audit personnel.

‘he Offic> of the Assistant Secretary of Defense, In-
stallations and Logistics, provided us with a report on the
nistory of military procurement and arranged briefings with
procurement and contracting officials of the varlous ser-
vices within DOD.

s

General Accounting Office

Other efrorts during the study by GAO included (1) a
review of the legislative history of section 718 of the De-
fense Produccion Act, {2) a survey of problem areas shown
by GAO reviews that pertained to the application of cost
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principles to Government contracts, (3) a survey of pro-
curement cost principles of selected Federal departments
and agencies, (4) an analysis of the differences between
provisions of. section XV of ASPR and the regulations fol-
lowed by the Renegotiation Board, (5) a survey of the con-
tract cost records maintained by 45 selected contractors,. 4
(6) an analysi® of over 100 cases resulting from prior GAO - -
and DCAA reviews to determine the types of problems which : '
might be lessened by cost-accounting standards, (7) visits : =T
to selected procurement offices of DOD, contractors plants, '

Y

vand DCAA offices, (8) visits anc discussions with procure-

ment, auditing, and accounting representatives of various:

Federal departments and agencies, (9) analyses of responses

to the questionndire which were submitted directly to GAO,

and (10) contacts with 81 different trade associations

throughout the continental United States to elicit infor-

mation as to whether they had préscribed or advocated, di-

rectly or indirectly, specific cost standards or principles -
for use by member companies. '
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EXISTING "CONTRACT COST PRINCIPLES AND PROCEDURES"
IN THE ARMED SERVICES PROCUREMENT REGULATION

The present cost principles used in Department of De-
fense procurements are contained in section XV of the Armed
Services Procurement Regulation. That section is divided
into several parts. There are individual parts (1) for use
in cost-reimbursement-type supply and research contracts
with commercial organizations, (2) for research and devel-

opment under grants and contracts with éduca;ional institu-

~tions, .(3) for:construction-and architect-engineer ¢on= "
tracts, (4) for contracts for industrial tacilities, .

(5) for determining cost under grants and contracts with
State and local governmments, and (6) tor cosc determina-
tions applicable to training and other educational services
under grants and contracts with educational institutions.
There is also'a part aealing with the application of the
principles to the negotiation and administcation of fixed-
price-type contracts and to the negotiation of -termination
‘settlements.

Part 1, Applicability, and portions of Part 2,1 Prin-
ciples and Procedures ror Use in Cost-Reimbursement Type
Supply and Research Contracts with Commercial Organizations
(current as of December 15, 1969), are reprocuced herein.
Omitted trom Part 2 is section 15-205 which deals more spe-
- cificaliv with some 47 selected items of cost.

1 15-201 Basic Considerations

15-202 Direct Costs
15-203 Indirect Costs
15-204 Application of Principles and Procedures

T
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SECTION XV
CONTRACT COST PRINCIPLES AND PROCEDURES -

15-000 Scope of Section. Tiis Secticu contains general cost principles
and procedures for the determination sn:: sllowance of costa in connection
with the regotiation and administration »f cost-reimbursement type contracts
and contains guidelines for use, where appropriate, in the evaluation of costs
in connection with certain negotiated fixed-jrice type contracta anJ contracta
terminated for the convenience of the. Government. .

Part 1—Applicability

15-101 Scope of Part. This Part describes the apphcabxhty of succeed-
_ing Parts of this Section to the various types of contr:\de in connect.xon vnt.h '
" which cost principles and procediires ire used. - .

15-102 Cost- Relmhursemenl Supply and Research Contncu ‘With Con-
cerns Other Than Educational Institutions. This category includes all cost-
reimbursement type contracts (3-405) for supplies, services, or experimental,
developmental, or research work (other than with educational institutions as

trwhich 15 Dt applives and other vhan v stare and loeal governments as
to which L oS anpliesi, exeept that @b does not melede facilities contracts
tsee 1 100) ar conslrnction contraets (see 15 1048)0 The eost principles and
procedures set. forth i Part 2 of this Section shall be incorporaze U hy reference
~ i eostoreimbursenient supply and vesearch concaets with other than educa-
tional mstintons as the bhasis— ‘

(i) for determination of reimbursable cosis under such contracts,
including . cost-reimbursement 1ype subcontracts thereunder, and
the cost-reimbursement portion of time-and-materials contracts '
-(3-406:1) except in such contracts where material is:priced on a
basis other than at cost in accordan:s with 3-406.1(d);

(ii) for the negotiation of overhead rates (Section III, Part 7); sand

(iti) for the determination of costs of terminated cost-reimbursement
type contracts where the contractor elects to ‘“‘voucher out” his
costa (Section VIII, Part 4), and icr settlement of such contracts
by Jdetermination (5-210.7).

16-103 - Cost-Reimbursement Research Contracts With Bdncatlolll Ine
. stitutions. This category includes all cost-reimbursement type . contracts
- (3-406) for experimental, developmental, or reesarch work with educational
institutions. The cost principles and procedures set forth in Part 3 of this
Section shall be incorporated by referenca ia cost-reimbursement research

contracts with educstional institutions as the basis— 4
(i) for determination of reimbursable costs under eont-mmbwt
type contracts, mcludmg cost-reimbursement type subcontracts

thersunder;

ARMED SSERVICES PROCUREMENT REGULATION 115103
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(n) for tha negotiation of averhend rntm ceection 1, Pare 'T) ;‘ and
{(i11) for the determination of (osts of termimated cost reimbursement
tyne contracts where the continetor slets to “voucher out” his’
costs {Section VI Part 4') and for settlement of sueh contracts
h\ detamiination (=217,
It addition, PPart 3 is to ba used in dmnrmmmg the allownble coits of reeearch
and development parformed by edacational institutions under granta. ‘

15-104 Construction Contracts.

{a) Pan of this Seetjon - umtnnn pnm nu andprocedures. for the
eviduntion nnd determinitien of eAS18 I cemne ten with contraets and sub-
contravts for construetion, and other than with <te and odal mevernments
as o which 1h 105 apphiess This eategory ineludes ol contraers for the con-
struetion, alivention, e sepure of huldings, beideesroads, oo cther kinds of
eeac propecty. It abo inehudes conteacts for werkiutecs engineer semvices related
to such construction. It does not inelude contracts for vessels, nireraft, or
other lunds of persounl property.

(b) The applicability of Part 4 to fixed-vrice type contracts and sub-
contracts is set forth in Part 8 of this Section,

{¢) Part 4 applies to all cost-raimbursement type mntrm!q (3-405) for
construction, ns described in (a) above. [lhe cost principles and procedures
set forth in Part 4 of this Section shail ba-ineorporatad by reference in cost-
reimbursement construction contracts as the basis—

{i) for determination of reimbursable costs nnder cost-reimbursement
type contracts, including cost-reimburement -type subeontracts -
thereunder;

(1) for the negotiation of overhiead rates (Section [1], Part 7); and

(111) for the determination of costs of terininated cost-reimbursement
type contracts where the contractor elects to “voucher out” his
costs (Section VILI, Part 1), and for «wnlement of such contracts
by daterminution (8-210.73), :

15-105 Facilities Contracts. Part 5 of this Section contans principles
and procedures for the evaluation and determination of costs under facilities
contracts (13-101.11) and subcontracts thereunder. Such principles and pro-
cedures shall be incorporated by reference in facilities contracts as the basis—

{1) for determination of reimbursable costs under facilities contracta
including cost-reimbursement type subcontracts thereunder;
(i) for the negotiation of overhead rates (Section III, Part 7); and
(it1) for the determination of costs of terminated facilities contracts
where the contractor elects to “voucher out™ his cost (Section
VIII, Part 4), and for settlement of such contracts by determinae-
tion (8-210.7),

(The next page is 1503.1]
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APPLICABILIPNY
15=106  Use of Cost Principies 7or Fixed-Price Contracts. Part 6 of
- this Section provices wiadance Tor the ase of Parts 2, 3, and 1 where ap-
’ propriate, in the ciadoation »f osts in connection with the negotiation of
certaln fixed-price wpe contracts ard termination settlements.
15=107  Advance Understandings on Particular Cost ltems, The ex-
tent of atlowabiliny of fne seiected fems of Gpst covered in Parts 2 through
5 has been stated to apb!v o oroadly to many acvounting systems in varying
vontract situations. Thus.ds o any given sontra -t the reasonabieness and
allocability of certain itema 7 eost s be dithenit (o determine, particu-
arly in connection aith s e separate Jdivisions thereof which may not
be subject 2o effecive. contentive restuaints.-In order to- avoid. pogsible-
subsequent disallowance “or disvate hused on unreasonablenessa or non-
allocability, it is important i prospective s-ntractors, particularly those
whose work ix predominartiy or <ohstantially with the Government, seek
agreement with the Goverrsnent inoadvance of the incurrence of  syecial
or unusual vosts dnocategeries wfere reas tableness or allocability are
; ditienlt todetermine, Such aoveer.ent may also be' initiated by contracting
‘ ‘ aificers individeallv, or joinsiv, o all Jdetense work of the contractor, as
appropriate, Any such agreement \‘muhl iw incorporated in cost-reimburse-
ment (vpe contricts, or made w part of the -ontract file in the case of ne-
potiated fixed-price tvpe contruet~, and shouid govern the cost treatment
covered thereby throughout the @ evformance of the contract. But the ab-
cenee of seeh an advance agreenient on any element of cost will not, in
" itself; serve to make that element eitlier allowable or unallowable. Examples
of costs on which wdvance agreenents may be varticularly important:
(1) compenr=ation L vorsonal services:
(i) vse charre for TUily depreeiited assets;
(Y deferred maintenance 04w,

(iv) precontract costs:

(v) researem and developn.ent costs;

(vi} rovair ‘

(vii) =elhng and dixtrthution costs;
(viil) travei custs, as refated to spevial or mass personnel movement

(ix) idiefacilities and (dle caracity: and ‘

(x) leasing of automatic cata precessing equipment (ADPE).

13=108  Grants and Contracts With State and Local Governments,
Part 7 of this Section jrovides principles and standards for determining
costs applicable to grants and contracts with Stute and local governments.
They are Jdesignes to pr.vide the busis for a uniform approach to the
problem of deternimng coxts and ) promote efficiency and better relation-
ships between grantees and ihe Guvernment. These cost principles apply
to all programs that invoive grunis and contracts with State and local
covernments. They do not uarply to wrants and contracts with:

(i) publiciy dAnanced educational institutions «ubject to Part 3 of
tiis Section; or -

(if) nidicly owned nospias and other providers of medical care
subject 1o requirements promuleated by the sponsoring Gov-
ernment arencies, Anv other exceptions will be aprroved by
the Bureau of *he Budgel in particular cases when adequate
Justifiviation 13 resentad,

) ‘The next page is 1503)
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Part Z—Principles and Procedures for Use in (‘ost-Reimbursement Type
Supply and Research Contracts With Commercial Organizations
15-201 Basic Considerations.. "

132011 ¢ompozition of Totad Cost. Tl total cost of a contraet is the
st of the allowalde divect and vt conts atloeable 1o the contraet, -
curreed or to be tneurred, s onny adiocable credus, Inoasesrtaining what
constitures costs, any generaily accepted method of determining or estimit.
ing vosts that is equitable under the: cicumstances ‘mny be used, mchiding
stand-ed eonts property adjusted for applieable vartanees, ‘

152012 Factore Affecting Allmeaiddity of Costs. Factors o ba con-

siderend andetermining theailowability of individaad T ireid of rostt richide

(1) reasonableness, o) adlocability, oo wapplication of those gererilly ae-

contad e ountine prineiples and pesetices approprade to tee partieniar eirs

-3

cumstanees, and o any hnntations or exelisions set otk oan thes Part 2,

or othetwise lnvllldM the cont taet as to CVpes of amounts of cost ites,

15-201.3  Definition of Reusonablens sx. _

iy Geeneral. A cost s rensonabde s nature or cononnt, it does
nat exeeed that winelh wonld be vewrre t by an ordinarily prudent person
in the conduct of competitive business, The question of the reasonableness of
specitie costs mnst e serntitizead with partiatlar eare o connection with
firms or sepurate divisions thereofl wineh may not be atbjeet 1o effective
competitive restrants, What s teasenaile Gepends upou a variety of con-
sidernrions and crreanistaneess mvolving hoth the nature and wpnount of the
eont i guestion. B deteriiinmg the renconabliness of nopnven cont, consid-
eration shall be given tor ' ‘ .

A1 whether the vost ds of = type generally” recogmized as ordinary
cand necessury for the conduct of the contretor’s business or the
performance of the contract:

Gy the Pestraasts or tsgquiremeids tnposed by cuel faetors as gen

"emlly aeeepted sound business prctices; ames length bargain-

ing, Fuoderai and State bows and regulations, and con?ract ferms
and specifieations: : ' "
(i) the action that a pinddent business man would take in the cireum-

stanees, . constdering s responsibilitios o the owners of the:

business, g empiovees, his customers, the Government and the
public ad lnrge: and : '
civysigmitieant devitions from the established practices of the con-
tractor which may unjustifiably increase the contract costs,
by Application of “Contractor Welgicted Average Share in ¢'ost Risk™
(CWAN). ‘ . -

1) Execept as provided i (2) aned (3) below, to the extent that the
allowability of an indireet cost s bnseed on ressonableness of  the nature
and amount, the ressonablenvss shall be determined by reliancs upon the
approved “contractor weighted sivernge s in cost risk™ (CWAS) (see
Section [11, Part 1o, for tha detinition of CWARS), computed froam data of
the vear in swhich the cost was inenrread, as follows:

(1) if the profit conter within which the cost was ineurred has a
CWAR ratingr of 65 potnts or bigher, 35 points or more of which
mting wers derived from competitive firm fixed-price contracts
or commental sales, the reasonnbleness of the cost. will not be
questioned but see 31004 (b)) ; but

ARMED SERVICES PROCUREMENT REGULATION f 15-201.3
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(i1) if the profit. center within wh:t the cost. was incurred has a
CWAS rating of 50 or higher tut ices than 65, the provisions
of (i) above may be applied ar 20 discretion of the adminis-
trative contracting officer.

(2) The cost principles contained o 15-205, or in cartain cases
their subparagraphs, carry either a *(CW.L50" or a “(CWAS-NA)" indi-
cator. Those cost principles or subparngrapns subject to CWAS ara preceded
by the indicator “{CWAS)” and those to wh'ch CWAS i8 not applicable
are pm«i«l by the indicator “(CWAS-NX ", In all cases where cost rea-
sonableness is not determined urder CWAS .wesuse of its express .nappllc-
ability, the déterivination will be made in Accridancs with () above.™

(3) The determination. of rest reasonabloness will be made in ac-
cordance with (a) above 1 atl cusen where e contractor t‘ould not qualify
or does not: choose to qualify under CW AN,

(4) Questions involviog the charging . oif of assets or semng up of
other than normal year-end ncerunls oe reserves will be considered to be
questions of allocatility or wecountings pracives rather than reasonableness.

(5) If the profit center incurs costs (- ., travel, relocation, person-
nel compensation) on the basis of preseried corporate-wide policy uni-
formly applia! to all profit. centars, consnieration should “w piven to the.
corporats CWAS in Jdetermining the reasonibleness of slltll locally 1ncurred
costs. ‘

(6) The CWASN ruting for the company shal) be nsed in testing the

~ reasonableness of corporata type <xpenses which are allocated to the profit.

© centers. 1f the contractor has intermediate m :agement organizations, such
a3 (roups, he shall develop a CWAS rutinu ior such intermediate manage-
ment organizations, which rating shall be app'--i.lla 10 the expenses a]locatzd
by such intemediate organizations to the pm*u witers,

{7 Indireet vosts ineurred in cost centsrs which are applied to spe-

© eific eontracts without relation 1o total profit centar nperations MAy. be
ellmlnatal by the ACO from the ap: phmmon of T WAS.

15-201.4 De/zmtzon of Alocability. A -ost’s allocable xi it is naslgm.ble
or chargeable to n particular cost. objective, such a8 a contract, product,
product ling, process, or class of customer or 2t vity, in accordance with the
relative benetits received or other wjuitable relationship. Subject to the fore-
going, a cost is allocable to a Government contrnet. if it—

(1) s wneurred specitically for the contract ;

(11) benefits both the contract and other work, or both Government
work and other work, and can be Jdistributed to them in reason-
able proportion <o the benefits received ; or

{(1i1) i3 necesdnry to the overnll speration of the business, although a
direct relationship to any particular cost nbjective cannot be
shown. '

15-201.5 Credits. The applicable portion of any income. rebate, allow-
ance, and other credit relating to any allowsble cosi, received by or wecruing
to the contractor, shail be credited to the Governmuent either as a cost reduction
or by vash refund, as appiopriate.

{The . zat page is 1504.13
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SUPPLY AND RESEARCH (ONTRACTS WITH COMMERCIAL ORGANIZATIONS
15-202 Direct Costs.
(u) A direcr eost is any ~ost which can be tdentified =p.»mhr ally with a
pnnwul ar cost ohivctive  Direet costs wre not hanted to itvms whivh are
incorperated in the end product ns matenid or labor,  Costs identified speeifi-

“ecally with the contract wre direet costs of the contraet and are 1o be charged

directly thereto. = Costsidentified specitienily with other work of the contractor
are direct costs of that work und are not to be charged to the cogtract directly
ot indirectly.  Whenitenis ordinarily churgenbhle naindirect costsare charged to

~ Government-work as direct costs, the cost.of tike itemas applicabis towther work
of the contractor must be vlimimxlml fmm indirm': 'mqt.q Sdl(wutod to ﬂowm-

ment.work. . - T -

by This definition thH Ln \\pphvd to r\H itema of cost of sipnificant amount
unless the contractar demonstrates that the application of any dzﬂ'x ‘rent current.
practice achieves substuntinlly the same results. . Direet cost itéms of minor
amount may be distnbuted as indirect mqm as provided in 15-202.

15-203 Indirect Costs.

(a) An indirect cost is one which, beeanse of its iicurrence for cemmon or
joint objectives, ia not rendily subject to trentment ns & direct cost.  Minor
direct cost items may be considered to be indirect costs for rensons of practieal-
ity.  After direet costa have been determined and charged directly to the
contract or other work as approvrinie, indireet enats are those remaining o be
allocated to the several elnases of waock.

{b). Indirect costs shall be acenmuluted by logical cost groupings with due
consideration of th« rensons for incurring the costs . Ench grouping should be

‘determined so as to permit distribution of the gr .ping an the basir of the

benefits accruing 1o the several cost objectives. ‘ominonly, manufacturing
overhead. selling expenses; and general avd admitistrativé expensed ure ceny-
rately grouped. Similarly, the particular.ense may require subdivisions ot these
groupings. ¢.g ., buildine occupaney costs might bé aeparable from those of
personnel adminiatraiion within the manufaetnrirg overhead group. - The
number and composition of the groupings should be governed by practical
considerations and shonild be such as not to complicate unduly the allocation
where substantially the sume results are achieved through less precisa methods
" (c) Each cost grouping sball be distributed to the appropriate coat objec-
tives. This necessitates the selection of u distribution base common to all cost
abjectives to which the grouping iz to be allocuted. The base ahould be
selected 5o as to permit sllocation of the grouping on the basis of the benefita
accruing to the several cust abjectives. This principle for selection is not. to be
applied so rigidly us to complicate unduly the ellocation where substantially
the st residis e s hieved o e preceae oethodss Oniee i appm-
prite base for the depilmtions Coadirect Costs Tias bawli aoeceprisd, Sl hinse
shadl ot Te feeanen b by e e At edicadnal elenents, Caotsgnently,
A tems oaneriy 0 “.".l_.‘y.i.- o »,-.[;y-A,-| cost hase shouled be o pro v
soire s et osts pres s tr e ol e geceplanioe as Government contract
costss e ennmpdes e oo Gl sades Bae s &hwmml» approprove for the
distebonticn o RN T e oz D he o vast of <ades, whether alowabile
or apandow ddes it e e beie s e Y and Tae i Lerr !lll;l'tll‘l ~hare
of G0N e :
(d) The method oi allocation of indirect. costs must be based on the

pa.mcular circumstances involved. Th-. method shall be in accord with those
. *" 1 ure applicable in the circum-

accord with such

O TR

N Jhe ConIrsctor's  estalichien pracrices, il 1o
1 The nent page s 17080
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accounting principles, shall generally be accepiabie’ However, the method

- used by the contractor may. require re-examinarion when—

(i) any substantial difference ~ecurs Between the cost patterns of work
under the contract and other work ~f the contractor; or _

(ii) any significant change cceurs i thie nature of 'Ye business, the

extent of subcontrerting, fixsd asset improvemnent programs, the

inventories, the -nlume of sales and production, manufacturing

processes, the con:izactor’s prosuces, or other relevant circumstances.

(8) A base period for allo-stion of indirect costsis the perod during which

" guch costs: are incarred und- sceumulutnd for distnbution to-wotk performed

in that period. Normally, the base pertud wili be the contractor’s fiscal year;
however, use of a shorter period muay te appropriate in cass of (i) contracts
whose performance involves only a muor portion of the fiscal vear, or (ii)

"where it i3 general practice in the indusiry to use s shorter period. In any

event the base period or periods shall b« s0 selectd 'as to avoid inequities in
the allocation of costs. When the .ontract s performed over an extended
period of time, as many such base perimis will be used as will be required to
represent the period of contruct performunce.

(f) Special care should be exervieal 1 appiiing the principles in (b),
{c), and (d) above when Govertmnet swne:  oriiacter werited (GOCO)
plants are involved. The distributivn { corp..mie division or branch office
general and administration expenses to e’ blaics when they operate with
little or no lependence on corpurate shninisivzioae getivitied, May require
more precise . cost groupings, ‘detailm: iccounts sereentng, and carefully
developea distribution bases. T o

15-204 Application of Principles and Procedures.

(a) Costs shall be allowed to the cxtent that they uara reasonable (see
15-201.3), allocable (see 15-201.4), and ietermined to be aliowable in view of
the other factors set forth in 15-201 2 und 15-205. These criterin apply to all
of the selected items of cost which foilow, notwithstanding that particular
guidance is provided in conrection with certain specific items for emphasis or
clarity.

(b) Costs mcurred a8 reimbursem:nts to a subcontractor under & coste
reimbursement type subcontract of any tier above the first fixed-price sub-
contract are allowable to ihe extent ihat allowance ia consistent with the
Part of this Section XV wiich is appropriate to the subcontract involved.
Thus, if the subcontract is for supplies, such costs are allowable to the extent
that the subcontractor's costs would be allowable if this Part 2 were incor-
porated in the subcontratt; if the subcontract is for construction, such costs
are allowable to the extent that the subcontractor's costs would be allowable
it Part 4 of this Section XV were incorporated in the subcontract.

(c) Selected items of cost are truaied in 15-205. However, 15-205 do'eo-
not cover every element of cost and every -:tustion that might arise in a
particular case. Failure to treat any :‘em cof cost in 15-205 is not intended
to imply that it is either allowsble or urallowsbic. With respect to all items,
whether or not specifically covered, determinatioa of allowability shall be
based on the principles and standards se: forth in this Part and, where sppro-
priate, the treatment of sirailar or relat-d selacted items.

ARMED SERVICES PROCUREMENT REGULATION 115204
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‘June 1968, covering both proposed and incurred costs. As

reported to us by DCAA, the cases selected constituted a
limited effort by its field orr~ces and had been selected
on the basis of the field offices' ''recollection of such

. audit_reports having been issued.'" 7o ensure confidential-

ity, contractor names were delered from the cases submitted
to us. - ik

There were 37 GAC casmes, about equally divided between
matters occurring befors and after ‘065 which, when added

~ to those provided by DCAA, gave us a oLal of 90 cases Ln-
wvolving about 70 differcut defensc aontzéctors. In some

SETThese cases amounts considered o be exceéssive had-been.
included either in requests for reimbursement or in pricing
proposals. Ia some cases corrective action had been taken

‘during the administrative process. Other cases were rep-

resentative of the inconsistencics in accounting practices
followed by the contractors for confract purposes in com-
narison with costing practices {or othar purposes,

We have also includ-d sugppest jons for consideration
dur ring the formulation of uniiorae cost-accounting stan-
dards. These suggestions nLCLQnJllly represent tentative
views pend115 more comprchensive study in the development
of =uch standards in cooperation with industry, the ac-
counting profession, and Government agencies. '
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PRCBLEM ARZAS 1IN THE
-~ ASSIGNMENT OF GOVERNMENT CONTRACT COSTS

A recurrent theme rhroughout the cases we examined '
was that alternative methods, withcut adequats critéria
governing their use, are employed by Government contrac-
tors in reporting similar proposed and incurred costs for
Government contract purposes. A related problem arises
when contractors deviate from their existing cost accumula-
tion and reporting practices. in presenting cost proposals.
During contract performance, FLowever), they continue to re-
cord costs as in the past rather than in the manner in
which costs were proposed. This makes verification diffi-
cult for purposes of determlnlﬂg compliance with the Truth-
in-Negotiations Act, We believe that it would be highly
desirable for the same guidelines to be applied to both the
preparation of the price proposal and the accounting for
cost of performance. '

The 90 cases revealed 120 separate problems bearing on
the presentation of both proposed and incurred costs, which

“can be summarized s tollows‘

Problems
Total DCAA GAQ

Distinctions u¢isern direct : :
and indirect cosrts ' 40 32 8
Allocarion of indirect costs 56 225 . 31
Accounting for rangible. Laplral :
assets : 13 8 5
Accounting for credits. 11 _6 S
120 71 4

1
i
'
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Digests of the cases reviewed are contained in at-
tachments I through IV, arranged by the subject matter

.designations shown in the above table. These cases are

similar to,or are the same as, those mentioned in hearings
held prior to the enactment of Public Law $0-370 and are
similar also to those problems reported initially by DCAA
and GAO field off1ces referred to on page 1 of this ap-
pendix. ‘

The basic problem, as we =e= it on the basis of the

cases we reviewed, is one of iuconsistency by contractors
in the assignment of Goverumer: contract costs. We be-

lieve that, to assist in overLOm.ng'“hls difficulty, a

_standard of consistency is needed in cost-accounting prac-

tices as they relate to Government contracts., This stan-
dard of consistency should be. anunciated as applying to
both Government-versus-commercial business and ali types
of Government contracts. To implement this standard, a
requirement for improved cost zccounring should be an
advanced-disclosure agreement with the con.ractor as to
its proposed method of determiring and distinguishing di-
rect costs from indirect costs. indirect c:cst groupings,
bases of allocation, and methods of allocation. If condi-
tions change, the agreemcnt between the contractor and the
Government should be arended.
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DISTINCTIONS BETWEEN

- DIRECT AND INDIRECT COSTS

‘Contractors sometimes charge indirectly costs which
should be charged directly, tecause the costs are specifi-
cally identifiable with either Government or commercial
work. Conversely, costs are sometimes charged directly
even though no specific identification to a cost objective

- exists, Spec1f1c illustrations of indirect costs charged
~directly are included in attachment I.A. Illustrations of

the converse situatidn~-direct- type ccsts charged indi-

'rectly--are listed in attachment I.3.

Most of the cases cited in attachment I.A. point up
situations wherein the contractors charged directly to Gov-
ernment work costs which were normally handled as indirect
costs and did not adjust their indirect charges to elimi-
natc similar costs from indirect costs also charged to the
contract. Sometimes these costs had been inicluded in the
indirect cost rates which were used for the pricing of
prior and subsequent contracts. The effect therefore was
to recover the same charge twice.

In some cases LObtb normally handled as direct charges
were handled as indirect charges because they would not be
acceptable as direct charges due to ceilings or other limi-
tations on charges to the contracts to which they were di-
rectly related. By handling these costs as indirect costs
they were charged, in. part, indirectly to the contractors'
other business, 1nclud1nc other Lovernment contracts

(See att. 1.B.)

Comments on _applicable

provisions section XV of ASPR.

Subsection 202(a) of section XV of ASPR is applicable
to the issues posed in-the above cases.

"A direct cbst is any cost which can be iden-
tified specifically with a particular cost ohjec-
tive. Direct costs are not limited to items
which are incorporated in the end product as ma-
terial and labor. Costs identified specifically
with the contract are direct costs of the contract
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©  and are to be charged directly thereto. Costs
identified specifically with other work of the
contractor are direct costs of that work and are
not to be charged to the contract directly or in--
directly. When items ordinarily chargeable as
indirect costs are charged to Government work as
~direct costs, the costs.of like items applicable
“to_work of the contractor must be eliminated from
indirect costs allocated to Govermment work,"
(Underscoring supplied.) .
Ihe basic problem as we sce it on the basis of the
cases wo reviewed, is one of inconsistency, The above def-
inition of a direct cost is, in our view, adequate in prin-
ciple, and ASPR provides that consistoncy bs considered by
‘the Government in evaluating the reasmnabisness of charges’
by the contractor.  There is, however, no specific overall
requirenent on the contractor for consistency with its
'usual costing practices and for consistencv between Govern-
ment and commercial work or betwion the various types of
Government contracts,

Also, there is no requirement that the contractor main-
tain competent evidential matter in support of those costs
included in the proposal, nor .s it required tu be consis-
tent in the accounting used in presenting cost proposals
and for costs subsequently incurred. This becomes a Droblem
i those cases whore, s netod atove, the contractor pro-
posed as a direct charge, costs it traditionally records as.
1nd1rec_, and vice versa. As a1 result, there is a diffi-
cult and costly series of implementation and administrative
problems from an accounting and auditing standpoint.

Matters for consideration:

It should alsc be noted that subsection 202(a) has
been interpreted to mean that direct costs are any costs
which were incurred for the oxclusive benefit of a single
cost objective. This definition should recognize that some
costs, al-hough not incurred solelv for a single cost objec-
tive, are so c¢losely ildencifiable with the cost objective
tenefited that they should te classified as direct costs.
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- The ccncept of a direct cost should bte modlrxed jofo)
recognize the principle that a direct cost can be not only

‘a .cost incurred feor the inclusive benefit of a single cost
obJectlve but also a cost having a close relationship to a

single cost. obJectlve. Were this done, guidance would also
have to be provided for identifying such close relation-
shlps.

The- determination of whlch types of costs are _raated

‘as direct -costs and which are treated as indirect costs de-
.. pends prlmarlly upon the methods of ‘¢peration of Aiverse -

contractors. Thus it seems that the first requirement of
improved cost accounting would be an advance-disclosure
agreement with the contractor as to its proposed method of
determining and distinguishing direct costs from indirect

costs. All significant deviations from this agreemer=:

would require amending the agreement with the Government.
The agreement should also provide that the agreed-upon clas-
sification of '"direct costs" and "indirect costs" te consis-
tently applled

We feel that, to resolve disputes associated with the
negotiation of original agreements and more particularly
with the reopening of such agreements’ provision should also
be made for some form of administrative rev.ew at an appro-
priate level within the agency charged with the administra-
tion of such agreements. :
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'ALLOCATTON OF ‘INDIRECT COSTS:

‘When a cost applies to more than one cost objective,
its relationship tc any one of the objectives is considered
to be indirect. Indirect costs. in the aggregate, represent
the largest single element of cust incurred under Government

'_oontracts. The ‘allocation (assignment) of indirect costs.is

one of the most controversial areas in cost 2ccounting for
Covernment contrac:s and is sub1ect to many and varied al-
te*natlve approaches. It is not a problem that cin bte

as is the allocaticn of a direct cost. It still, however,
must be based on some demonstrable relationship between the
reasons the cost wzs incurred aud the basis upon which the
allocation of the -ost is made. '

The ‘allocation process normally consists of (1) the ag-
gregation of indirect costs in an account, or series of ac-

....counts, known as ar overhead pool{s) and (2, :the prorating
of the pool over an appropriate base. '

Because allocation of indire.7 costs first l.volves an

LT
accumulation process, e.ch pool I such costs should coutain

only those costs which are homogemcous--i.e,, simnilar in

the sense that thev are amendati: -o adding “ogether without
distorting the sigrificance of -n.: results when spread among
cost objectives on 2 single- or curen-allocarion base.
Moreover, in alloczting pooled corrs (i.e., *‘strltutlﬂg
them over a base), the base emp;ofed{:hou;d te closely re-
lated both to the sooled costs and to the cost objective,

In the cases we examined inte, the problems involvi.g
the allocation of indirect costs were most numerous. These
difficulties generally centered on the homogesneity ‘concepts . .
nozed above. Conseguently, in attachkment IILA. we discuss e e
cases wherein either (1) costs wera improrerly combined for

.allocation on a common basis or (2) the allecation base did

not provide fo~ an appropriate assignment of the costs in-
volved to the cost osbjectives charged. These situations
arise in connection with botn proposesg and incurred costs,
ihe cases discussec¢ in the attachment also cite instances of
contractors deviat.ng from their existing cost aliocation
practices.
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. Several types or classes of indirect costs sresent
special problems These problems are discussed telow.

Géneral and.administrative'expénSes

General and administrative (G&A) expenses ire essential
to the overall operation of an enterprise. Attachmenz II.B.

“-c¢ites a number: of cases dealing with problems in the alloca-

tion of G&A expenses. Many of the problems associated with
“other indirect costs also apply when dealing with G&A ex-
“penses, the most prévaleat préblem-being”fhe selection <t
‘the proper allocation base. This problem is particulariy
evident in connection with the ''cost of sales" base for al-
locating G&A expenses, because of the inconsistent treatment
some contractors accord to the timing of the recognition of
cost of sales under Government cost-tvpe contracts, as co-
posed to fixed-price contracts and commercial work. Con-
tractors using the cost-of-sales base often record costs
under Government cost- type contracts as cost of sales imme-
_diately upon the costs' teing incurred or billed but recsrd
costs under fixed-price and commercial work as work-in-
process inventory and traansfer such costs to cost of sales
only at the time of dellvery or contract completion.

Under these cirrumstances, and particularly where there
is a large buildup of fixed-price and commercial inventories,
the use of the cost-of-sales base results in . allocating sub-
stancial amounts of G&A expenses incurred in a given vear to
Government cost-type contracts in process but little or none
to fixed-price and commercial work undertaken, though not
completed, in the same year.

We found that some contracts had been overcharged te-
cause costs incurred mainly or exclusively for commercial
operations had been included in the pool of G&A expenses.
Other contracts were oveércharged because the bases of allo-
cation did not include the cost of commercial cperating zc-
tivities and hence little or no G&A expenses were chargec to
such activities.

Independent research and development

Independent research and development (IR&D) is that
portion cf a contractor's research and development that is
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not directly sponsored by Government contract, grant, or
other arrangement. Because of the significant level of such
costs, agreements governing the maximum 'amount (ceiling) for
which the Government will compensate the contractor are
fairly common among major defense contractors. Difficulties

_arise when ceilings are exceeded (overrun).

We think that any IR&D overrun should not be charged,
dlrectly or indirectly, to the Government. In practice, .
“some contractors change the classification-of the IR&D ex- -~
penditure and/or the account, which, in effect, defeats the
intent of such agreements. appendix II C. indicates some of
the more common problems, notably: :

-~IR&D work tasks are often similar or identical to bid-
ding and proposal (B&P) costs. B&P costs are usually
not subject to a ceiling; consequently, IR&D projects
are sometimes identified as B&P projects.

- --IR&D ‘overruns are_sométimes,included in indirect costs
. for allocation to both commercial and Government work.

. Also noted in appendix I1.C. are cases anolvxng the
failure to charge overhead to IR&D. The situation is
equally applicable to B&P. Some contractors do not charge
factory overhead and/or G&A expenses to [R&D costs, partic-
ularly that portion of IR&D costs to be absorbed by the con-
tractor. Consequently, the: applicable factory overhead and
G&A expenses (which often are as much or more than the ceil-
ing amcunt charged direct to the Government) are allocated
to all Government and commercial work, exclusive of IR&D.
‘Since IR&D is a distinct work project, we believe that it
should bear its proportionate share of indirect costs in-
cluding G&A expenses, just as do all other work projects.

v

Comments on applicable
orovisions of section XV or ASPR
and matters for consideration’’

In view of the varied organization and operating pat-
terns of defense contractors and the impact of such patterns
upon indirect-cost allocation practices, there is a real need
to sharpen the criteria for indirect-cost groupings, the
bases for distribution, and the methods of allocation. In
our opinieon, however, standards for indirect costs cannot be
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stated with sufficient specificity to not also require zn
advance understanding (i.e., disclosure agreement) tetween
contractor and Government represantatives if we are zo.
achieve the desired obJectlves of cost- accountlng standards
_for cost- analy51s purposes. :

The follow1ng provisions of section XV oL ASPR L\e:ar
upon the. problems dlscussed above.

"““"1th general réfercnce to “cost allocability sub::ction ..
15-201.4 provides that:

"A cost is allocable if it is assignable or
chargeable to a particular cost objective, such
as a contract, product, product line, process, or
class of customer or activicy, in accordance with
relative benefits received or other equitable re-
}ationshig." (Underscoring supplied.)

“This- prOVL51on seems to apply to situations involving
lncompatlblllty between pooled costs and the allocation base
but, in our view, permits too many alternacives. There is
nothing in the section, uoreover, that provides any defini-
tive guidance as to measuring '"relative benefits receivador
other equitable realationship.'" For cxample, a cost in con-
sidered allocable if it "benefits both the coniract and

.other work." But .othing contained in the section provides

any guidance with regard to the measurement of tenefits.

The following subsections of section XV of ASPR bear
upon the compcsition of cost pools and thelr bases for dis-
trlbutlon.

Subsection 15-203(t) states that:

"Indirect costs shall be accumulated by log-
ical cost groupings with due consideration of the
reasons for incurring the costs. Each grouping
should be determined so as to permit distribution
of the grouping on the tasis of the benefits ac-
cruing to the several cost objectives., Commonly,
manufacturing overhead, selling expenses and gen-
eral and administrative expenses are separately
grouped. Similarly che parrticular case may
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require subdivisions of these groupings e.g.
building occupancy costs might be separable from
those of personnel administration within the man-
ufacturing overhead group. The number and compo-
sition of the groupings should be governed by
‘practical considerations and should not be such

S.as to complicate unduly the allocation where sub-
stantially the same results are achieved through
less precise metnods "

Subsectlon 15- 203(c) provzde> thdt

”Each cost grouping Shall be -distributed to
the appropriate cost objectives. This necessi-
tates the selection of a distribution base common
to_all cost objectives to which the grouping is
to be allocated. The base snould be selected so
as to permit allocation of the groupiﬂg on the
basis of the benefits accruing to the :everal _
cost objectives. This.prin Lple {or sei.crion is
not to be applied so rigidly as to comvlicate un-
duly the allocation where substantially the same
results are achieved througﬁ less precise meth-
ods." (Underscorlng supplied.)

These provisions represent an effort to provide guid:
ance for the accumulation of cosis in cost pools and for
subsequent distribution on an appropriate base. -On the bta-
sis of the experience we have hac with contractors in im-
plementing this section, it is our view that the section
does not provide sufficient guicance to ensure that costs
in a pool are homogeneous. For example, most defense con-
tractors combine into one manufacturing overhead pool such
heterogeneous costs as machine-related costs (e.g., power,
lubricants, coolants), space-related costs (e.g., deprecia-
‘tion and building maintenance), and people-related costs
(e.g., indirect labor) and then distritute them among cost
objectives on a single, common ltase.

Consequently, consideratior should te ziven to the es-
tablishment of homogeneous subgroupings in the allocation
of costs. We think that this would be consijerably more
preferable to the current provision of subsection 15-203(c)
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which speaks in terms of "a dlstrlbutlon h se comzon to zll
cost obJectlves *hk, N -

Subsection 15-203(d) is pertlnent to -he ‘method of z1-
“ location of 1nd1rect costs., :

1lima i

1l 0

"The method of allocatlon of indireeét cos<zs

N S——,

must be‘ based on the particular circuszstances in-
volved. The method must be in'accord with o
erally accepted accounting prirciples ~h1ch are
appliéable in the circumstances. The contrac-
tor's established practices, if in accord with
such accounting principles, shall generally te
acceptable." (Underscoring supplied.) .

Except for recognizing the reed for allocating indirect
costs in the determination of inventory values for financizl
statement purposes, ''generally accepted accounting yrlngw-
ples" do .not generally address themselves to indirec: cos

~allocations between products and services within a ‘*scal
year. Instead, these principles are generally corterned
with the allocatlon of indirect costs in the aggregate be-
tween fiscal years. Also, there are many indirect cost al-
location methods avaxlable and in use today; however, cri-
teria for each method used in specific circumstances have
not been developed or established. Hence, zven in the in-
ventory area, there is a need for spegific criteria Zor the
indirect cost allocation methods used in contract costing.

There is no separate provision in ASPR dealing spe-
cifically with G&A expenses, Consecuently, the aforemen-
tioned sections of ASPR must be lookad to far guidirce.

ASPR touches on the subject of IR&D in suibsections
'15-205.35 and 15-107(v)., 1In general, the fsrmer sec=ion
discusses the nature and allowabilitv ot suzh costs and the
latter section recommends advance agreements zoverning
their allowability. The two sections do no- adequately ac-
dress themselves to the problems disclosed v the cases
into which we examined, ‘

--There is no def1n1t1ve guidance provided as to the
distinction between IR&D and B&P costs.
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——Slmllarly, there are no guidelines as to 1solat1ng
IR&D costs or excluding overruns from indlrect costs.

--The charglng of overhead to IR&D is dealt with in
ASPR subsection 15-205.35(f). This subsection pro-

. vide5 that IR&D absorb the appropriate share of

_.overhead unless the contractor consistently follows

anorher pollcy
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Contractors have considerable latitude of choice as *o
whether to expense or capitalize the cost of such items as

- office equipment; machinery; tools; and plant repairs, re-

habilitation, and rearrangement. .There is a tendency on
the part . of some contractors to charge the cost of capital

assets to expense rather than to defer such costs to fu-

ture periods.’ This happens ‘despite established corporate
policy to the contrary. These matters are discussed in
attachment III.

Comments on appltcable
provisions of section XV of ASPR

Subsection 15-205.20_provides that:

""(a) *** Costs necessary for the upkeep of
property (1nc1ud1ng Government property unless
otherwise provided for) which neither add to the
.permanent value of the property nor apprecxablv
prolong its intended life, but keep it in an ef-
ficient operating condition, are to be treated as
follows (tut see 15-205.9):

(1) normal mai.renance and repair costs
are allowable,

(ii) extraordinary mainteaance and re-
pair costs are allowable, provided
such are allocated to the periods
to which applicable for purposes
of determining contract costs,
(Rut see 15-107).

"(b) *** Expenditures for plant and equipment,
including rehabilitation thereof which, auccording
to generally accepted accounting principles, as
applied under the contractor's established policy,
should be capitalized and subjected to deprecia-
tion, are allowable only on a . depreciation basis."
(Underscoring supplied.)

This subsection is stated in a conventional manner,
but its provisions are stated at such a high level as to
lack specificity to achieve the reasonable objective of
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cost-accounting standards. Neither is the reference to
generally: accepted accounting principles of much assis-
tance; since such principles are essentially no different
than those expressed in subsection 15-205.20(a).

Matters for consideration .- -~  — -

Consideration should be given to the:development of
criteria for setting the minimum dollar limitations of

_ property -to be capitalized. Such criteria should give con-

sideration to the issue of whether and how differences in

" size'and type of operations of .an enterprise impact upon
.the setting of the minimum dollar limitations and the re-

e ©oovg sa

Tated applications of:such criteria té units of “property.
The cost-accounting standards should also call for the con-
sistent following of the adopted criteria.

CREDITS

The practices of contractors in applyi:g credifs ac-
cruing to them in connection with incurred costs showed
variations which sometimes did 1ot agree with the princi-
ples of equity and fairness. Credits were usually charged
back not to the work which generated the credits but to
the various activities and mixes of work current at the
time of the credit. The credits most frequently involved
were refunds from group insurance prémiums, volume dis-
counts, cash discounts, and State taxes. (See att. IV.)

Comments on applicable provisions
of section XV of ASPR

Subsection 15-201.5 provides that:

" "The applicable portion of any income, re-
bate, allowance, and other credit relating to any
allowable cost, received by or accruing to the
contractor, shall be credited to the Goverrment
either as a cost reduction or by cash refund, as
appropriate." ' ‘

This provision seems to be adequately stated but lacks
specificity as to the manner in which various credits will
be apportioned back to Government contracts.
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Matters for consideration

The whole subject of credits seems to deserve greater
treatment in all ot its many facets.  Those devising such
a cost-accounting standard should deterfiine how the various
credits should ba apportioned back, This standard should
include consideration of whether the credits should be ap-
portioned back in the same manner in which the original

costs were charged,
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CONCLUSIONS

Section XV of ASPR contains the only official codif .ca-
‘tion of contact cost principles applicable to defense pro-
curement. On the basis of - our.review. of the casessubmitted
by GAO and DCAA auditors and the appropriate provisions of
section XV, we believe that the section offers too little
guidance. In other instances, section XV does not adequately
deal with contemporary problems since it does not reflect
current conditions under which LODt*i”LlP" i1e conducted.

The current Ver51on "of .section XV has been in effect

~for 10 yearsm4ﬂ1n the interval it has heen .amenzded from time . ...

to time to take care of certain SPECLL‘C problems tut has
not been given a major overall review-and revision. 1In the
meantime, defense contracting has become more LOWP ex. The
volume of procurement has increased, different kinds of comn-
tractual arrangements have been introduced, and the complex-
ities of administering large weapon System procuremcnts have
increased,

The utility of sectiom XV is rurtier dimitished because
it has mandatory.applicatic: to.cost-reinbursement contracts
only and is to be used as cnly.a guide for fixed-price cor.-

tracts. During fiscal vear 1969, ronadvertiscd Zixad-price

contract awards represented about o5 percent or. iczal De- .
partment of Defense procurements and cost-reimtursement-
type contract awards represe"ted atout ¢4 percent. The re-

maining 11 percent represen;ed formally advor-isad, fixed-
price contract awards. ' »

In view of the marked emphasis on fixed-price contracts
and of the difficulties associated with fixed-cr-ce_contract
proposals as enumerated in this report, the desirability of
a statement of, cost-accounting standards, mandatcry for all
negotiated procurements,becomesappwrenc.

Sectlon XV permits a contractor wide latituae in select-
ing from alternative, generally aczepzad accounzing praczices
but does not provide adequate criteria to gcvern its selec-
tion. The whole general framework of cost accounting needs
to be sharpened so that cost-accounting oractizas are ncre
clearly stated and so that apnc-:x crizerlia “cor their estab-
lishment and use are enunclated. sl XV srovides that in
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ascertaining‘what constitutes costs, any "generallyaccepced

. method" of determining or es*lmatlng costs that is "equi-

table under the circumstances™ may be used. Elsewbere, it
places what we believe to be an overdependence_upon 'gener-

“ally accepted accounting prlnc1ples "

Under genecally accepted accountlng principles, as
they stand today, there are many alternatives permitted in

~acccunting for -transactions but no definitive criteria for , (

the’r applications. Generally accepted accounting princi-
ples are primarily applicable to overall financial report-

o ing.. They do not deal with. cost-accounting standards. to -
the extent necessary for contract costlng purposes. Hence

reference to. generally accepted accounting principles in any
statement of cost-accounting standards should be made only
after careful consideration of their llmlted appllcablll*v
to cost accounting. -

Finally, and perhaps most important, the standard of
consistency in direct-cost and indirect-cost allocation prac-

‘tices should be enunciated as applying to both Government-

versus-commercial business and all types of Government con-

4 tracts, A requirement for improved cost accounting should
be an advanced-disclosure agreement with the contractor as

to its proposed method of determining and distinguishing di-

‘rect costs from indirect costs, indirect cost groupings,

bases of allocation, and methods of allocation. If condi-
tions change, the agreement between the contractor and the
Goverrment should be amended. The use of disclosure agree-
ments would go far toward attaining consistency. : Nl
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I - DISTINCTIONS BETWEEN
DIRECT AND INDIRECT COSTS . .. - _~

A. Indirect Costé Charged Directiy

1. A Government firm fixed-price subcontract p:roposal
included as direct costs, salaries and related expenses of
the progect manager, quality control -engineery financial
man, etc. totaling $150,000, which the contractor normally

CHarges to-everhead.: Indlrect ‘costs of leasing quartery and -

expenses related to new hire, such as agency fees, moving
expenses, etc., amounting to’$41,000, were similarly proposed
as direct costs. The contractor did not adjust the overhead-
rate for similar costs included therein.

2. The contractor treated normally indirect expenses
such as the costs of master crib, material handling and

certain administrative functions totaling $272,000 aud

"supervisory indoctrination'" of $69,000 as direct cost: in

. a Government costétype“contract‘ptopOsal.

3. Indirect costs of acceptance test operation aggre-
gatlng $98,000 were tredted as direct costs in the wontric-
tor's firm fixed-price contract proposal. The operation is
performed by indjirect personnel whose wages were lncluded in
the proposed overhead.

4.,Contraryvto its regular practice, the contractor

' proposed normally indirect travel and subsistence costs of

$52,000 as diréct costs in its cost-plus-incentive-fee con-
tract proposal. The same costs were also included in the
proposed overhead. The contractor's accounting system does
not provide sufficient controls to adjust the applicable
overhead rates when normally indirect costs are charged di-
rectly. .

5. "Program management' costs amounting to $24,000

"which are normally charges to overhead were treated as di-

rect costs in the contractor's firm fixed-price contract
proposal. Thé Government contract proposal was also ailo-
cated a share of similar costs for other contracts and proj-
ects which had been included in the overhead.
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. In its cost- plus-lncentlve-fee ‘subcontract proposal,.

' +he contractor treated stenographic costs of. $51,000 as a

separate direct charge.. .These costs. represent clerical ser- .
vices t¢ be rendered the orime contractor's representatives:
to be stationed at the subhontractor s plant and are nor-

nally included in G&A.

7. In its proposal ‘to definitize two letter .contracts,
the contractor treated temporary duty .costs (labor, related
Lrlnge benefits and travel and-living" expenses) totallng
55047,000 45 "other uirect costs."  The coritractor’s normal
accounting treatment is to 1nclude ‘the labor portion of such
costs as direct labor and to charge the remaining costs to
overhead, - ‘ .

8. Contrary to the contractor's established practice,
normally indirect costs such as factory supplies and build-
ing rentals were treated as direct preproduction costs in a
cost-plus-incentive-fee contract proposal. The contractor,
2gain contrary to its usual policy, also applied overhead

»to the preproduction costs. As a result, the proposal was

inflated by $88,000.

'9. In its fixed-price contract proposals, the contrac-
tor treated packaging material costs and such hardware items
as nuts, ‘bolts and screws as direct costs. Since these
costs had been included in the material-related overhead
rates which were applied separately to the direct material
costs propused. the proposals were overstated by $27,000.

10. Packaging labor costs of $11,000 were proposed as a
separate direct charge. Packaging is normally performed by
indirect personnel whose wages had been included in the man-
ufacturing overhead.

11. -The contractor included in its propcsed direct labor
hours, normally irdirect functions such as production sup-
port, packaging, shipping, shipping inspection and test ac-
ceptance. The proposedeoverhead rate was not adjusted. Ac-
cordingly, the proposing of these functions as direct
charges would result in the contractor's duplicate recovery
of th§ costs involved. (Dollar effect not readily determin-
able,
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12. In its proposal for an increase in the target cost
under a cost= plus incentive-fee contract, the contractor. —
treated normally indirect materlal costs aggregating
$165,000 as direct costs.

12, In preparing a firm flxed-prlce contract’ pro~osal,

.the contractoer departed from ‘its normal practlces,.as fol-

].Q\\‘\ Lo . . T S . . e

: a; Labor &fd material costs for maintenance, cali-
bration and rehabilitation of tool and test equipment aggre-
gating $91,000 were charged as direct costs. These costs’
are normally charged to the tool and test equipment depart-
ments' overhead for redistribution. to the "production labor
overhead" and had also been 1nc;uded in the proposed over-

head.

t. Labor costs for setup and startlng load totaling
560,000 were charged as direct production labor costs. Set-
up costs are normally treatec as 'production labor’ overhead"
and the proposed overhead did include a provision for such

cOosts.

14, In its claim for an equltable adJustment in contract
price, the tontractor treated such costs as the quality con-
trol manager's salary, holiday and vacation pay, night in-
centive and overtime premium pay totaling $114,000 as direct
costs. These costs are regularly charged to overhead.

15. The contractor duplicated overtime premiums of
$18,000 by treating them as part of 'its proposed direct man-
ufacturing labor.- Consistent with the contractor's policy,
however, such.premiums were also charged to overhead. -

16. Several cost items of overhead nature such as bin

stock items, freight and packaging, engineering labor and

quality ‘assurance labor totaling $15,000 were proposed as
direct costs without any adjustment to the overhead rate.
In another Government contract proposél, the contractor

treated similar overhead costs of $21,000 as direct. costs

 without adjustment.
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17. The ‘contractor treated normally indirect costs such
as material department clerical effort and data processing -
costs aggregating $68,000 as direct costs. of a fixed-price- .= - __~
incentive contract proposal. The nature of the proposed
‘work to be performed by the material department and the data
processing center did not differ from their regular tasks
~and did not warrant a departure from normal practice.

18. In developing overhead rates, the contractor- in-
cluded various costs totaling $966,000 which were similar
to those proposed as direct costs. As & tesult, the pro-
posed overhead was excessive by $60,000. .In addition, su-
pervisory labor- costs totaling $11,000 were proposed as di-
rect labor costs even though such costs had been included
in overhead.

~ 19. The contractor charged bidding and proposal labor
and related fringe benefits amounting to $96,000 as other
direct costs of a termination settlement. ‘The costs had:
been incurred prior to the termination and were included in
the overhead and G&A rates of three previous years.’

‘ 20. A contractor with preponderantly commercial business
had proposed certain indirect material costs of $113,000 as
direct costs of a Government cost-plus-incentive-fee con-
tract proposal. The cost had also been included in the over-
head rates, thus representing duplicate charges.

21. The contractor treated indirect packing lahor as a
direct charge to a fixed-price contract proposal. Since
such labor had been included in the composition of the over-
‘head rate, the proposal was inflated by $16,000 representing
the overhead applied to the labor in question.

22. In its firm fixed-price contract proposal, the con-
tractor proposed a-separate '"usage cost' of $14,000 to re-
cover scrap, breakage and production loss. All of these
costs had beert included in the proposed overhead.

23. The contractor charged most of its product engineer-
ing expenses to overhead and then allocated them among Gov-
ernment and commercial contracts on the basis of theé estimated
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costs of production. In some cases, however, product en-
gineering costs were charged directly to the. Government -
while at the same time these contracts also apparantly
absorbed thelr proportlonate share of such costs through
overhead

' 24. The contractor accumulated "common'™ engineering -and
sundry costs in two sets of. accounts--for distribution among
fixed price and cost-type contracts respect1velv.~ The con-

" tractor's personnel admitted that there was no rational ba-

sis for distinguishing between the two types of contracts.
Consequently, it seemed to the General Accounting Office

that a single indirect cost pool, allocable to all types of
contracts, was the more preferable way of dividing these
costs. In one six month period, cost-type Government con-
tracts were overcharged about $57,000.

25, See IIT. 3.

26.
27.
28.

29.

See III. 4.
See III. 5.
See III. 6.

The contractor entered into a cost- type facilities

. contract to establish a production base, rather than for the

productlon of an end item. The cost of salaried personnel
($79,800), normally an overhead item, was charged directly
to the contract on the basis that the services were essen-
tial to the scope of the work (one could always maintain
that any allowable. segment of overhead is "essential to the
scope of work" under a Government contract).
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B. DirectvCosts;Chargéd.Ind%:gctly ”

1. a. A contractor (i) was confronted with a loss in a
50/30 cost-sharing position under a combination cost-plus-
incentive-fee and cost-sharing contract, and (ii) exceeded
the ceiling amount cf IR&D costs established in-Tri-Service
negotiations. In these circumstances, the follow1ng dlrect
costs were charged to overhead in the hope of recovering

. them under. other. Government. contracts (Government .S share L

in the overhead was more than 90%):

(1) The cost of fabricating a test station .
amountlng to $219,000, which should have been charged di-
rectly to the aforegolng contract, was charged to overhead.
The test station was, according to a Government technical
representative, a ''special test facility" specifically re-
quired for contract performance and was being used exclu-
sively for the contract. - :

(2) similarly, an electrical equipment costing
$63,000 was charged to overhead even though the equipment
was to be installed in an aircraft to be deliwered under the
contract. A Governmer* technical representative's report
also indicated that the ..quipment was spec1f1ca11y called.
for in the contract specxflcatlons

(3) The "hardware" costs of a prototype equlpment
aggregatlng $416,000 were improperly charged to overhead.
Consistent with the treatment of (i) related "software'
costs of the same equipment, which the contractor charged to
the IR&D projects, and (ii) similar "hardware' costs of
Government-sponsored development projects which were charged
directly thereto, the costs should have been charged to the
contractor-sponsored IR&D projects. The 'hardware'" costs
of another prototype equipment totaling $242,000 were also
improperly charged to overhead under similar circumstances.

b. The contractor also charged the following direct
costs to overhead:

(1) The contractor capitalized the costs for the
purchase and modification of two special vehicles. One of
the vehicles was leased to a municipality, and the related
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Jepreciation and other costs wére charged to a flxed—prlce

job order set up to accumulate the costs and revenues un-
der the lease. Subsequently, when both the vehicles were
sold to a commercial firm, however, the contractor improp-
erly charged the remaining depreciation of $88,000 and dem-
onstration cost of $24,000 to engineering-overhead. These
costs should have been charged to a job .order in the same .
nanner as those for the aforegoing lease. It is significant
rar thes income-derived: from - the sale was, not- credvted to

te overhead.

(2) Several cost items aggregating $15 000 which
had been incurred for and properly charged to certain fixec-

'pr1<L contracts were subsequently transferred to overhead.

The reason for the transfer was found in the project man-
ager interoffice memo: ''These cost factors were beyond my
Lontrol and have now reached the point where anticipated
profit. . is no 1onger feasible."’

2. For three consecutive years, the contractor, in
claiming reimbursement for incurred costs, charged to en-
jincvering overhead, various direct costs whic¢h were incurred

for and chargeable to specific projects and contracts:

a. Labor, travel costs, freight and other sundry
expenditures totaling $831,000 properly chargeable to a
tirm fixed-price contract which resulted in an "overrun”
were charged to engineering overhead

b. Apparently because of (i) the ceiling amounts
established in an IR&D agreement with the Government, and
(ii) the contracting officer's disapproval of precontract
costs under other contracts, direct labor costs of these
other projects and contracts aggregating $175 000 were
charged to englneerlng overhead.

3. The contractor was performing under a firm fixed-
price contract. The contractor, however, had overrun the
firm fixed-price by substantial amounts. The following
types of direct costs of the contract aggregating $1.6 mil-
lion were improperly charged to overhead: salaries of
sixty-seven employees who were working directly on the con-
tract, "vendor labor" assigned to contract work, and costs
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of reproduction work and briefing film which were specifi-
cally called for in the contract. ’ ‘ '

4. The contractor departed from its normal practices
or changed its procedures. As a result, travel costs of
$390,000 were charged to overhead which should have been
charged directly to fixed-price contracts. This resulted.
in excess costs being allocated to Government cost-type
contracts, - - * ' IR :

5.7The’Cbﬁtfﬁétdrfhad“a”$60vmil{ionﬂresearch»amdfde~,
velopment contract calling for cost-sharing ~n a 75/25 ba--

" 'sis. This contract was to form the basis for a follow-on:

contract for a prototype program. The contractor, kuvever,
had overrun the contract amount by $1 million and faiied in
its bid to sccure the follow-on contract. Direct labor costs
aggregating $381,000 of normally direct personnel were
charged to overhead. The contractor also charged to over-
head 3911,000 of labor costs of normally indirect personnel
who worked directly on the contract on the premise that the
treatment was proper since the personnel usually performed.
indirect functions. The costs, however, were properly
chargeable to the contract in question because the contrac-
tor's policy contemplated charging these costs directly un-
der the particular circumstances of the research and devel-
opment contract,

6. The contractor included premiums for product liabil-
ity insurance in a pool of G&A expenses which were appor-
tioned among Government and commercial work on the basis of
the costs of production and development. Actual premium
costs and rates (which were much lower for Government as op-
posed to commercial work) were readily identifiable and the
premiums should thus have been directly charged. The method
employed by the contractor resulted in a $2.2 million over-
charge to the Government over a. seven year period. The
overcharge was not recoverable by the Government.

7. In the case discussed at I.A. 23, it seemed that
Government work usually involves little product engineering
whereas commercial work involves extensive product engineer-
ing. By assigning such costs through overhead rather than
directly, the contractor in effect arranged for the Govern-
ment to subsidize its commercial work. Since the ccntractor
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declined to disclose details on its commercial ‘work, the ad- "
verze impact on the Government was not determinable, In one
vear alone, however, $6.3 million in product englneerlng
costs were included in overhead,

8.  The contractor entered into a cost-type design con- _
tract containing a ceiling on direct costs., "Almost $655,000

inproposal costs were lncludedﬂln G&A, for: allocation as e

an indirect cost both to this contract and other ‘commercial
and Government work. Investigation proved that. the proppsal
costs were in fact assignable to the contract as direct
costs and not reimbursable, since the contract ceiling on
direct costs had been reached. :

9. The prime contractor treated product engineering
laber s a direct charge, whereas its subcontractor charged
product engineering labor indirectly. As a result, when the.
prime contractor perfei.ued the product engineering and sub-.
contracted the production to the subcontractor, :he Govern-
ment incurred a doub’.e charge~-once for the product engineer-

ing work done Ly the prime, a second time aSgénxoyerngad al-

location by the subcontractor.

10, See II.A(13. Included in the $1 million in over-
head erroneously charged to Government cost-type contracts
were labor fringe benefit costs such as pensions, vacations,
holidays, and old-age insurance taxes. Charging such items
directly would have reduced the overcharge by about $700,000,

11, Overtime premiums incurred on a major Government
subcontract were charged directly thereto as 'other direct
costs." Inconsistent with this practice, the contractor
charged $75,000 of overtime premiums incurred under other
contracts to overhead for allocation in part to Government
cost~-type work,
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IT - ALLOCATION OF INDIRECT COSTS.

A. General

1. A contractor with preponderantly commercial business
nad completely changed the method of indirect cost alloca-
tion for the purpose of a Government firm fixed-price con-
tract proposal. The contractor's manufacturing.overhead -
rate is normally developed on a _plant-wide basis only and
the books are kept accordingly. In its. proposal however,
the contractor had developed-an: overhead rate for each of:.
the plant's 15 product lines. The amount of indirect costs
proposed was about $130,000 higher than that computed on the
basis of the contractor's consistent basis of allocation.

[t is also significant that the contractor stated that it
had no intention of changing its accounting system to record
costs by product lines. |

2. The contractor's standard cost accounting System.
develops separate variances (differences between actual and
standard costs) for manufacturing labor and inspection labor.
by prodi 2t or product line. In manufacturing a product for
the Government during a recent 20-month period, the contrac-
tor experienced an unfavorable variance (actual costs- ex-
ceeded standard costs) on the manufacturing labor, but a
favorable variance (actual costs were substantially less
than standard costs) on the inspection labor. However, orn
three subsequent fixed-price contract proposals for the
same product, the contractor applied the unfavorable maru-
facturing labor variance to both manufacturing and inspec-
tion labor but disregarded the favorable variance on inspec-
tion labor., As a result,the proposed costs were inflated by

$592,000.

3. In addition, the contractor in 2. above, ‘included
in the direct labor base of its proposed overhead rates un-
favorable variances on Government direct labor but excluded’
unfavorable variances on commercial direct labor. This in-
consistent treatment resulted in a higher allocation of
overhead to departments in which- Government work was to be
performed. (Dollar effect not readily determinable.)
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: 4. The contractor deviated from its normal practlce -and
removed (i) product development labor costs amounting to
31772.000 from the allocation base of engineering and manu-
facturirg overhead, (ii) related expenses totaling $391,000
from the expense pools, and (iii) transferred these amounts
10 the G&\ base and pool. These adjustments resulted in in-

croas;ng the proposed overhead for the Govermment contract

hv about $28,000 and allocating 11tt1e or no overhead to. ‘the
sroduct de\elopment prOJect

5. Tre contractor normally develops labor variances -

‘d.kteronce betweén actual and standard ¢osts) by productlve‘f”*;

departments and allocates such variances to. work performed
in the departments generating the variances. In computing
the overhead for a firm fixed-price contract proposal, how-
ever, the contractor allocated unfavorable variances gener-
ated in departments engaged solely in commercial work for
all departments., As a result, $11,000 of the variances
applicable to commercial work was allocated to the Govern-
ment contract proposal.

.. In preparing its firm fixed-price contract’ propos-
als, the contractor inflated the costs by applying two addi-
tional overhead rates: ‘''purchasing overhead" and ''material
overhead." These cverhead rates added costs that had al- ™
ready been included in the proposed manufacturing overhead.
Accordingly, the Government contract proposals contaired
duplicate costs amounting to $28,000.

7. The contractor excluded direct labor costs of
$7920,000 applicable to non-Government work from the labor
base used for overhead rate computation. This had the
effect of decreasing the proportionate share of overhead
borne by non-Covermment work and increasing the share borne
by the Government. The direct labor costs had been incurred

~under the contractor's 'nonrecurring planning and tooling"

work orders for the manufacture of certain vehicles. The
contractor applied a special rate designed to cover fringe
tenefits only to the direct labor in question on the basis
that this was consistent with its policy regarding in-house
fabricated or manufactured capital equipment. However, the
practice was contrary to the treatment accorded to similar
vehicles manufactured under a Govermment contract and to
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contracts requiring planning and tooling. Direct labor
costs under these other contracts had been included in the
Pas2 and had borne their full share of overhead. In addi-
tion, the vehicies were manufactured as inventory stocks
for sale or lease to potential commercial or Government
customers, not as capital equipment for general use.

8. In addition to a single freight rate'fpr_bpph_out—e
bound and irbound freight charges, the contractor proposed
a separate outbound freight rate which resulted in dupli-

cate charges. (Dollar effect .not readily determlnable D

9. In its overhead rate proposal for Government cost—"

type contracts, the contractor had included $1 million of
field service costs which was applicable solely to its com-
mercial business. The contractor is reimbursed for field
service support for its Government products under separate
contracts.,

10. Material overhead was applied to Government fur-
nished materials, even though the contractor's normal prac--
tice is to exclude such materials from the allocation base.
As a result, the proposal was overstated by $21,000.

11. In its proposal for a cost-plus-fixed-fee research

and development contract, instead of its normal single over-

head rate, the contractor developed five separate rates for
~ngineering, shop methods, toolroom, manufacturing, and
technical publications.

12. In proposing a refund of excess profits, the con-
tractor deviated from its normal practices and overctited
its costs, thereby reducing profits. As a result, che con-
tractor's proposed refund was $191,000 less than that com-
puted on the basis of its normal accounting practices,

13. The contractor's division had two distinct depart-

~ments, performing dissimilar work functions. One depart-

ment performed dominantly under cost-type Government con-
tracts, whereas the other worked mainly on commercizl work
and Government fixed-price contracts. Despite this dis-
similarity in both work function and work load, the con-
tractor employed one division-wide overhead rate applicable
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to both departments. Had separate overhead rates been de-
vised, the department with dominantly Government work would
have had a substantially lower rate than the commercial de-
partment. The erroneous equalization in rates resulted in
charging about $1 million to Government cost-type contracts
over a four-year period which was more appropriately charge-
able to commercial work and Government fixed-price contracts.
The overpayment was recovered by the Government. -

14. See 13. above. Within one of the contractor's de-
partments, three branches performed dissimilar work func-
tions--administrative,. engingéering, and construction. ,
Though one branch had the lowest proportion of Government
. cost-type contracts of the three, it had the highest sepa--

rate overhead rate, had such a separate rate been used.
. The effect of erroneously equalizing the overhead rates in
the three branches by use of a division-wide rate was, con-
sequently, to oveicharge Government cost-type contracts
about $1.370,000 over a four-year period, in addition to
the overcharges discussed in 13. above. GAO was informed
by the cognizant administrative agency that action would be.
taken to collect the overcharge. to the extent necessary to
protect the Government's interest.

~15. By agreement with the Government. the contractor
was. to pay $284,000 of the $305,000 in costs incurred under
several research and development contracts. These contracts
were for work that would primarily benefit the contractor
rather than the Government, but contracts were necessary so
that the contractor could obtain the free use of Government-
owned technical data. The contractor absorbed only $40,000
(rather than $284,000), the remaining $244,000 being charged
to the G&A expense pool for ultimate apportionment to all of
‘the contractor's work--commercial and Government. This re-
sulted in a net overcharge of $188,000 to cost=and
incentive-type Government contracts. The charge to G&A was
- predicated on the theory that the work performed was IR&D
rather than R&D. Corrective action was taken when the mat-.
, ter was brought to the contractors attention.

16. See T1.B.6. By commingling costs readily identifi-
able to commercial and Government work, the contractor, in
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effect, violated the concépt that nosts in the pool should
be homogeneous and closely related to the allocation base.

17. The contractor had eight plants in one metropoliran
area with varying levels of Government work. Instead of
using individual plant rates for use and occupancy expenses
(e.g. depreciation, real estate .taxes, maintenance), the
contractor lumped all expenses and used an average vate for -
all plants, based on square footage. This resulted in
charging the Government $146,250 more in one year then had
individual rates for each plant being used.  The principle
reason for the overcharge was that one plant, with about'
83 percent Goverament business was a rznt-free Government-
owned facility, and thus did not have any applicable de-
preciation, real estate taxes and similar expenses charge-
able to its operations. By commingling the dissimilar costs
of the eight plants, this one particular plant absorbed a
disproportionately high share of the total use and occupancy
expenses of all elght plants. :

18. The contractor's recorded costs such ‘as. employees
salary and related payroll taxes, travel and living allow-
ances, relocation expenses, tools and supplies, amortiza-
rion of improvements, and depreciation of capital assets -
(except furniture and fixtures) by the department incurring
these costs. In proposing annual overhead rates, the con-
rractor used one division-wide rate rather than separately
identifiable departmental rates. Thus, low overhead depart-
ments with a relatively heavy workload of Government cost-
type contracts were picking up. overhead costs-of high over-
head departments with low cost-type workloads. ' Actual over-
head costs reimbursed by the Government were overstated by .
5111,000 in one year alone. No recovery was made since the
contractor maintained that the agreement for that year was
conclusive. The following year, the use of two separate
rates, applicable to apparently dissimilar fabrication and
R&D work, reduced overhead by $400,006, vis-a-vis the
single division-wide rate. :

]

19. The contractor used differing methods for arriving -
at the allocatior base of common costs, with no one method
being technically preferable to another. The deviation
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‘rom a previously used and approved procedure under another
_ortrac: resulted in an $11.4 million overcharge to the
Governcent under the contract reviewed. This matter is now
in litigation. '

20. The contractor made an almost complete overhaul in
its mezhod of chargirg various types of overhead to contracts
including (a) additions and deletions from the base(s); (b) .
changes in the base for allocating direct labor; and (o)
changes in the composition of overhead pools. These changes
maderafzer“the-propdsal'thWéfted~ahy~ef£bnt~tbwpeffbrm;auv;-pk
pricing review under P.L. 87-6533 for contracts negotiated.
orio- <o the change, short of expending an inordinate amount
or time. ‘ ‘

21. See 1i.8.16. The commingling of costs incurred ex-
clusively for commercial work with those that are applicable
to botx Goverrment and commercial work violates the concept
of homogeneity of overhead pools. Also, the allocation of
these exclusively cormercial custs, using as a base both
Goverr—ent and commercial work, runs contrary to the princi-
ple that a close relationship should exist between the pooled
costs and the allocation base. ' '

22, Over a three-vear period, costs of about $81,000
applicable <olely to commercial work were included in G&A

1d allocated betweer commercial and Government work, The

Sovernment absorbed 351,000 of the amount under cost-type
contracts. - '

23, The contractor maintained two distinct facilities
perforning different work functions. Overhead was accumu-
lated in one pool, however, and distributed among all con-
cracts on the basis of direct labor hours. Since one of the
activi-ies was far more active than the other, this procedure

had the effect of transferring fixed and variable costs of
the less active activity to the more active activity. In-
cluded in the amount of fixed costs transferred were costs
applicable to idle capacity of the less active facility.
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2-. The ooutractor was awarded a multi-yesr fixed-price
production contract it a time when. its capacity was fully
‘noazed under several contracts, Subsequently, activity

declined, and after Iour years the particular contract was
the onlr onethe contractor was performing under. Conse-
suently, change orders would incur an excessive amount of
costs zpplicatle to idle plant and as a result, the con-
Tract was terminated.  This case indicates a need to con-
“ider, Ia formulating cost accountlng standards, the effect

»r 1dl° ‘1oac1tv .on the ailocation of fixed casts  to. Govern-

ent ceontracts, ‘particularly where such flxed costs are
relatively significant.

25, "Past-service pension costs" are those current
JERTE resulting from unfunded pension cost liabilities ap-
slicabls to pricr periods. The. contractor apportioned
such costs among Government and commercial work on the ra--
“io of current sales, rather than on the basis. of relative
sales curirng the period wherein the pension cost liability
related. This resulted in allocating $2.1 million to Gov-
2rnment contracts over a S-year period, or almest $1.6 mil-
~lon more rhan had the contractor allocated such costs on
e boils of relative sales during the period that . the pen-
sion cost liability realted. Durlng this 5-year period

:bout 63 percent of this contractor's sales were to the
iovernweﬁt; during the preceding 20 years, only 16 percent
vt 1ts :iles were to the Government. In formulating cost

wieounting standards, this case points up a need to es-

“1blish the most equitable basis for allocatlng past-

wrvice pension costs,

In addition, the contractor's estimated liability for

mimfunded pension costs was about $60 million. Assuming that- -

the 65 percent sales rate to the Government is maintained,
“he Government will incur $39 million worth of such costs,
cr abour $29 million more than seems warranted..

26. Procurement burden identifiable to two. subcontracts
was about $500,000, However, the contractor allocated prc-
curement bu*der on.the basis of total direct material and
procurerment dollars, and this resulted in $2.7 million be-
ing allocated to the contract as applicable to these two
major subcontractors, or $2.2 million more than the costs
identifiable with these procurements.
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27. The contractor entered into agreements governing
the sharing and ceiling of IR&D and B&P direct costs; also,
appropriate overhead, though the term was not defined. The
contractor's normal method of allocating overhead was on
the basis of direct labor cost. For purposes of the IR&D
and B&P agreements, however, the contractor proposed
changing its allocation method and in effect allocated most
of ‘these nosts to other Government contracts. A further re-
duction in the amount of overhead allocated to IR&D and B&P
stemmed from the omission of certain costs from the allocable

pool of expenses for purposes of establishing the overhead

rate on the grounds that the costs (a) had no direct rela-
rion to the IR&D and B&P work and/or (E) were minor. Neither
contention was correct. ’ ' o

AS a result of all this, atout 31G.9 million was
charged to IR&D and B&P over a four-yezr period, whereas
519.5 million should have been charged. Since cost ceilings
had been reached in all four years, the $8.6 million was
charged to other Government contracts rather than absorbed

by the contractor, as they properly should have been.

28. See IIIL.10.
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B. Ceneral and Administrative Expenses

_ 1. The contractor's operations include three divisions
engaged almost 100% on Goverrment work which used the cost
of sales base'in allocating their IR&D and G&A expenses.
Under cost-type contracts, costs were charged to cost. of
sales on a monthly tasis as incurred and tilled; under
Zixed-price contracts, costs were transferred to cost of
aales or. ly wheo the products anolved were dellvered

Prlor to 1964 becauae ot the short productlon
cycle of fixecd-price contracts there was little fluctua-
tion be:iween opening and closing inventories. However,
teginning in that year, large, long-lead-time fixed-price
contrac:zs were awarded to Division A and B, and since no
significant shipments would be made for three years, the
procedures would produce low cost of sales and resulting
very hizh IR&D and G&A rates, making the two divizions less
competizive in bidding for new business, As a result,

Divisions A and B changed to the percentage of completion

wethod, under which cost of sales is recorded on the basis

Cof perlodlc estimates of the percentage of contract comple-

cion,

Division C, on the other hand, adopted the percent-
ige of completion basis with respect to only one of its con-
tracts aad continued to charge costs incurred under its
ixed-price contracts to cost of sales at the time of ship-
aent. During 1966, because of the added fixed- -price work,
this method of accounting resulted in increasing inventory
from $1% million to $67 million. This meant that the cost
of production exceeded the recorded cost of sales by $48 mil-
lion, but little IR&D and G&A expenses were allocated
thereto. Rather, it was allocated to cost-type contracts in
zhe amount of 3$450,000, In 1967, the inventory increased an
additioral $58 million, bringing the ending inventory up to
5125 miilion. The continued use of the same accounting pro-
cedures wQuld further increase the IR&D and G&A expenses
allocated to cost-type contracts.

It is significant to note that although Division C
computes the IR&D and G&A expense rates on the basis of cost
of sales and applies such rates to the cost of sales on its
tooks, it employs a different method for progress payment
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purposes.. The division has regularly applied these rates

“o the work in process, or input costs, on its billings to
secure additional working capital. The amount of IR&D and
G&A expenses received through progress payments in this

manner during a recent three-year period has been about

33 million more than that computed on the ba51s of D1V151on

C's normal accounting system.

2. The contractor's D1V131on A uses, the direct labor

-

 hour tase td-allocate its G&A’ expenses._ Thls ‘basis 1s in="

consistent with the Corporate headquarters and all other

~Jdivisions of the contractor which use the input cost base.

Moreover, the direct labor hour base was not consistent with
“he practices of most similar companies. A special survey
oI 29 companies in the same industry disclosed that only two
used direct lator hours, one used direct labor dollars and
26 used either a cost of sales or input cost base.

Division A's work was previously almost all Govern-

.ment business. However, the division' s commercial work be-

2ar. to increase in 1964--from 1.4% of total sales to l4. 7%,
29.2%, and 21.6% in 1965, 1966, and 1967 respectively. The
cormercial work requires almost five times as much direct
material and subcontract costs as Government work ard pro-
:ortionately less direct labor hours. As a consequence,
during a recent three-year period the use of the direct labor
nour basge resulted in shifting $2 million of G&A expenses
from commercial. to uovernment work. -

3. Costs for Government cost-type contracts are re-
corded as cost of sales when incurred or billed, whereas
similar costs for commercial work and Government fixed-price
contracts are charged to, and remain as, inventories until -
delivery or contract completion. There is little difference
in the work tetween the cost-type and fixed-price contracts.

Prior to 1968, the contractor's business was com-
prised primarily of Government.cost-type contracts. Begin-
~irg in that vear, however, the contractor started to under-
zake commercial work as well as work under Government fixed-
price contracts. This led to substantial increase in inven-
tory. For example, whereas the closing inventory had never
exceeded $6 million previously, it increased to $20 million
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*c8 ancd 1. _xzocezed o reach 355 million in 1969, The
ficanc wuildes of the inventories, couplad with the
actor' s une oI the cost of sales base of alluzation
result I i zdditional $3 million of G&A expenses be-
llocated to Covernment cost- CVpe contracts in 1968 and
<. {ooling o =: under a Government subcontract are

Ce oI alzs when incurred or billed- ta the
prime contractor, iren whom progress payments are received.
un tre other hand, the contractor plans to charge similar
tosts under a cemmareial program to inventory accounts and
anortize them on > basis of units produced over a 5 to
Wevzar perisd, Usder the present or planned procedures, a
disproporticnate share of the G&A expenses would be allo-
cated to the Goverrment tooling costs and other cost-type
contracts, while that portion of the commercial program to
ce completed in 1969, for example, would be charged with
iittle or no expenczes of that year. Unless a consistent

ethed 1z used o rzcord the cost of sales for all work, or
1 otera equizable cllocaricon base is used, Government work

ould ke allocated 3513,000 of excessive G&A expense in

L2069 and 1970,

t2in mazerials were proposed at list prices in a
Dirm fixed-price contract proposal.  In computing the pro-
osed GaaA oxpense, nhowever, the contractor applied the G&A
c1ce to the list prices of the materials, which prices al-
ready included G&A 2xpense as well as profit. As a result,
the proposed cost was inflated by $186,000.

5. The contraczor did not perform certain inspection
and maintenance worx required under a facility contract,
i proposed to refund the Government an amount equal to

“he cost of performing similar functions in a subsequent

serioc. As computed by the contractor, ‘however, the pro-
sosed refund was urcerstatad by $13, 000 because it did not
incluce an allocable share of G&A expenses. The contractor
>aularly includes sucn allocable expenses when billing the

-

-

Joverriient for si ”11_3.1‘ WOI‘K.

“. The contraczor normally develops two budgeted G&A
razes: one Zor cos:t-type contracts and a "book' rate. The
former, which excludes certain ‘costs unallowable by ASPR
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Section XV, is used for proposing G&A expense on cost-type
contracts, whereas the latter is used for overall cost- con-
trol purposes. For its firm fixed-price contract proposal,
however, the contractor developed a third rate which was
unjustified on its merits and which was higher than the
other two. The use of the third rate resulted in an addi -
tioral $32,000 being allocated to the Government contract

proposal.

3. See I.B.6.
9, See I.B.8.

iO. See II.A.IS.'l
11. See 1II.A.22.

12, Warehousing costs for commercial operations, but
~ot Government operations, were omitted from the G&A cost
iof sales base and consequently were not allocated any part
of o&A. Inclusion of these costs in the-allocation base
would have been appropriate since the contractor's Parts
Division was as much an operating segment of the company as
—arnufacturing and assembly operations and received the same
nouse office supporting services. Corrective action was
not taken, o '

13. The contract provided for the Government to bear
-he indirect costs allocable to direct IR&D costs, but did
not specify whether indirect costs would be allocated to
211 IR&D costs or merely those within the IR&D ceiling.
There was a $1,067,000 overrun of direct IR&D costs, and
related overhead was $1,034,000. Rather than charging over-
head to the overrun (where it would have been absorbed by .
che contractor) the contractor sought to charge the
51,034,000 through ''normal" overhead,.where it would be ab-.
sorted by all work, Government and commercial.

14, Although IR&D activities benefited from home office
direction, etc., no G&A was allocated to such activities,
chus resulting in G&A being distributed over a narrower
base (adverse monetary impact on the Goverrnmernt not readily

ascertainable).
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15. Jor internal :urposes, G&: was distritu-ed om 4 “a-
315 which ook into acdcount assets, gross income; and per-
sornel employed. The tost of sales base was used to allo-
cate G&A for cortract tilling purpcses. Thisz i: an illus-
tration oI inconsistency in practice, and under -he alter-
native selacted, almos: $316,000 mcre was charged to the
Sovernment, '

. lo, About. $I165,00C in corpgra:ad¢produc:'maﬁagementfe
penses, related o two commercial product lires, were in-
cluded 'in G&A expenses for distribution to all work--Gov-
2roment and commercial. The justification given for this
practice was that commercial products were ircluded in the
5&A allocation tase and that it would be inecuitable to ex-
clude expenses related zo product lines makirg up the dis-
tribution base. We believe that because these were commer -
cial costs they should have been excluded from the G&A cost
bool,

L
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Cs Independent Research and Development

‘1. In one year alone, the contractor charged costs to-
taling aimost $8 million to such indirect cost accounts as
Sales Proposals, Technical Operations Services, Basic Studies

and New Technology, Conceptual Studies, and Development.
Since the contractor performed almost exclublvely for the

Government, he received reimbursement for practically all
L COSts., These tasks are so closely related to IR&D that, in

the opinion of most experts, it is virtually 1mpoq»1bl= to
determine what is or {3 not an IR&D expenditure. The matter
of distinguishing between IR&D and B&P should bte cornsidered
in establishing cost standards. :

2. See II.A.27.

3. The contractor undertook, and subsequently aban-
doned, the construction of a test facility. According to
the contractor, the facility

"**¥* was intended to improve (1) the com-

pany's position in future competition

*F*%, and (b) a very important segment of
{ [R&D}."

Costs of $239,000 were not charged to IR&D but
rather to a manufacturing overhead account and 75 percent,
sr about 3179,000, were allocated to GovernmenL contracts.

4. GAO has noted that where contractors engage simul-~
taneously in IR&D and B&P work, the ceiling on the former
coupled with the absence of a ceiling on the latter, has
created a tendency on the part of contractors to classify
IR&D-type costs as B&P. In one notable situation, at least
half of a contractor's claimed $3.8 million in anrual B&P
costs were similar to IR&D and not clearly necessary to
support tids and proposals per se. DOD at one time was con-
slderlwg a ceiling on B&P also, but abandoned the idea. DOD
currently has under consideration a new ASPR formula to pro-
vide ceilings for both IR&D and B&P.

3. See II.A.15.

5. See I.B.l.a.
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7. See  1.B.2.t.

8. See II.B.1.
_ 9. Commercial IR&D costs éggregating $200'000‘1ncurred
by the contractor's Central Lnglneerlng Division were allo-

cated to its defense division in the ratio of. ‘defense/space
cost of sales to corporate -wide cost of sales. However,

"~ the contractor did not allocate any” IR&D costs incuried. By -
the derense division to commercial ‘acrivities,

. 10. The contractor charged to overhead independent re-
search costs totaling $249,000 which exceeded the ceiling
amount of an advance agreement with the Government.

11. See II.B.13.

12. See II.B.1l4.
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III. TANGIBLE CAPITAL ASSETS

4 1. A survey of 20 contractors. on the East Coast dis-
closed variances inthe capitalization policies of these con-
tractors, the low dollar value limit for capitalizing rang-
ing from $0 to $1,000, with 18 contractors at 3250 or less.
One problem is the expensing of quantity purchases of. low
value "assets. At one plant with a $200 minimum capizaliza-

tion policy;—-about $3.3 million “in low value ifems were oui-
pensed in two years. Our tests showed that roughly. :wo-
thirds of the low cost items expensed were for purchases in
quartity. The variation in practices, and the substantial
values involved, indicate a need for consideration of capi-
talization policies in the formulation of cost standards.

2. A similar need was observed in a survey conducted
of four West Coast contractors (with virtually 100 percert
Government sales) showed minimum capitalization policies
ranging from $100 to $500. Differences in depreciating
capital assets were also noted including, for similar
classes of assets, the use of different useful lives and
~depreciation methods.  The expensing of large quantity htuvs
of low value assets was also noted.

3. The contractor treated capital expenditures totalirg
$578,000 (for such items as firewalls and alectrical and
heating systems for its buildings) as direct "special tool-
ing" and preproduction'" of a cost-plus-incentive-fee con-
tract proposal. The expenditures constituted tetter-ents
of or additions to the existing facilities and should have
been capitalized in accordance with the contractor's zapi-
talization policy. Furthermore, the related depreciation
should have been charged to overhead consistent with the
treatment of other related costs of the facilities.

4. In its cost-type contract proposal for preproduc<
tion costs, the contractor expensed and charged as direct
costs various items and production aids totaling $445,000
which met its established criteria for capitalization.

5. The contractor expensed and charged a "special test
equipment' valued at $68,000 as a direct cost of a
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-fixed-price-incentive contract proposal. The equipment
should have been capitalized because it met the contrac-
tor's unit cost criterion for capitalization.

6. Acquisition and setup costs of $30,000 for a '"spe- -
cial equlpment" were proposed as direct material costs.
Similar. type costs, however, have been regularly depreci-

'l-ated and charged to overhead

7 The contractor 1ncurred rearrangement costs totallng
$234,000 for expanding its production facilities, necessi-
tated by two new contracts. The contractor, however,
charged $132,000 of the costs to certain contracts which
had been completed before the incurrence of the costs and
which had not benefited from the rearrangement. Tn addi-
tion to the obvious impropriety of charging costs to con-
tracts which received no benefit, this procedurc was also
contrary to the ccntractor's written policy, which states,
™. .. . in those divisions ‘in which the negotiation of over-
head rates is a significant factor in contract pricing, ma-
jor (8100,000 or over) rearrangement and start-up expenses
are deferred and amortized over 36 months."

8. Fees of $276,000 for architectural and engineering
services for the construction and alteration of various fa-
cilities were charged to overhead as 'rental of building '
services." The treatment of the fees was not consistent
with other costs of the facilities in question which had
been capitalized as leasehold improvements. The cost was
‘clearly of a capital nature and should have been capital-
ized. :

9. Contrary to its written policy, capital expendi-
tures of -$40,000 (to connect plant facilities to the city
“water syétem) were charged to the engineering overhead of a
plant, whose major efforts are directed to Government work.
The cost constituted an improvement to the facilities and
should have been capitalized.\ Furthermore, the contractor
charged to overhead depreciation totaling $1.4 million for
assets ("emergency facilities'" and others) which had been

fully depreciated on the contractor's books).
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10. The- contractbr bu51rese was prev1ou91y more than
30% Government work. Beglnnlng in 1966, the mix of the
contractor's business shifted to predominantly commercial;
Government work dropped to 58.1%, 31.9%, -and 20.0% in 1966,

© 1967, and 1968, respectively, whereas commercial work in-

‘reased from 9.5% of 1965 to =1. 9%, 68.1%, and 80.0% for

- nwthe same years.

: Apparently_because of the major change in the mix
of the contractor's work, the confractor made subtstantial
revisions to its accounting system in 1966. The revisions
consisted of increasing the overhead expense pools from
5 to 7 and ‘the numter of overtead rates from 2 to 5, and
changing numerous accounts. More importantly, the contrac-
tor undertook mass plant rearrangement project, incurring
costs totaling $1.1 million. Analysis disclosed that ''nor-
mal" rearrangement cost had never exceeded an average of

©$216,000 annually in the past and that $855,000 of the to-

tal amount was incurred for the specific purpose of meeting
commercial production requirements. Accordingly, the lat-

_ter amount should have been capitalized as an extraordinary

rearrangement and the related amortization charged to the
Lenefiting commercial work in the future periods. The con-
t ractor, however, charged the amount to overhead for allo-
cation to all work. As a result, $519,000 of the extraor-
dinary rearrangement cost, which was incurred colely for
commercial business, was allocated to Government contracts.

11. The contractor entered into a five-year lease with
two two-year options to renew. The contractor also entered
into a $600,000 leaschold improvement agreement with the
lessor, and sought to amortize the improvements over five
cvather than nine years. This resulted in an estimated

'$83,000 overcharge over a 29-ronth period. There are no

guidelines in ASPR or in Government contract law governing
the amortization périod for leasehold improvements. How-
ever, ASPR does provide for depreciation as an allowable
cost subject to the limitations of the Internal Revenue
Code of 1954, as amended. In accordance with section 178
of the Internal Revenue Code of 1954, a factor in determin-
ing the allowable deduction for amortization of improvements
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made to Ieased.property would he the term of the lease.
The taxpayer would be required to include in the term of

- the lease the period by which the lease could be extendec

pursuant to an option-exercisable by the lessee, unless hc.
lessee were to establish that it was mora probable that zhe

" lease-would not be continued. We found no evidence to'in-

dicate tha" the conttractor established its intent with re-
spect to exercising its options to renew the lease or that

it was requested to do so by the procurement offlcxala“

' 12 In connection with a pooling-of-interests through
acquisition, the IRS permitted the successor corporation tc
revalue to $12 million, assets of the predecessor corpor..-
tion having a net book value of $9,730,000. The $12 mil-
lion is currently allowable by DCAA auditors and the cor. -
tracting officer for purposes of calculating depreciation,
since ASPR allows depreciation on the basis used for Fed-
eral income tax purposes. Prior to the pooling, deprect.-

_tion was. based on the old net book value. Ir. offect,

therefore, the same assets are being depreciated o two.
bases. The contractor originally claiimed tha- the assel.
should have been written up to $25 million (rather than

$12 million) and is appealing the IRS valuation. All con
tracts entered into after acquisitior have a clause perm-t-
ting retroactive adjustments based on the final settlement
of this issue. This case suggests a need for consideration
of valuation of assets for depreciation purposes in formu-

lating cost account1ng standardb.

13. One major defense contracter tsed three differer
methcds of depreciating facilities, depending upon uh;;h‘
the data were being reported for corporate purposes, tax
purposes, or contract costing. In the case of one bulld-
ing, the method employed for corporate purposes was ''sum-
of -the-years-digits" cver a 35-year life. The same 35-y=ear
life was used for tax purposes, except that 60% was writ:eu
off over five years and 40 percent over the remaining 30
years. Only a 12-1/2-year life was used fcr contract-cost-
ing, 80 percent in the first five vears and 20 percenc cn :
straight line basis over 12-1/2 years. A recent (August 22,
1969) revision to ASPR should result in greater consistency
by the contractor in the selection of depreciation bases anc
methods.
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IV CREDI

1. The contractor pald “about- $19 dlll*on in group in-
surance premiums over a nine-year period. The carrier. con-
sistently refunded about 10 percent of these premiums, be-
cause of favorable claims experience. Employees paic a
.fixed premium, and the risk of vpward premium fluctuztions
was borne almost exc1u51vely by the Governmen: through the
contractor. However, the entire refund was not returned rto
the Government, . rather, it was shared-in proportion o~ - “=7
employee-employer contrlbutlons. Lorrectxve ALCIOH wis de-
clined. 4 : '

2. Volume discounts applica>le o cost-reimbursement
contracts were erroneously credized zo fixed-price ceatracts
and thus did not acérue to the tenef:t of the Governrent,
Corrective actxon was taken.

3. Tweive of 33 contractors reviewed had over a 25 per -
cent unrealized appreciation in excess of the btook vaiue of
common stock held in pension funis. The excess amour-ed to
about $580 million, and the Govermment could realize zbout a

~$100 million savings if, in computing the actuarial- apprais=:

als for contractors' annual contribuzions to the funds, ap-
preciation was. considered income and Deﬂsxor fund con-ribu-
tlons were reduced accordlngly

4. The Government was overcharged 3139,000 because the
contractor did not properly reduce material costs for ap-
propriate cash discounts applicatle zo cost- type contracts.
Reasons were: Incorrect method of allocation ($107,000);
discounts not given on interdivisional purchases ($22,000) ;
discounts not allocated to certain contracts (510,000).

The major deficiency, the use of an incorrect method of al-
location, resulted from the contractor using as a base
transactions . to which discounts are rot applicable, chh as
Federal income taxes withheld, old age insurance contribu-
tions, and unemployment insurance taxes. By thus broaden-
ing the base, the discount rate on cost-type contracts was
reduced. Corrective action was taker.

5. The contractor accumulated ir a "preproduction
bank" development, tooling and processing costs for a rew
product line which were to be recovered through the sales
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of such products. Investigation-diéclosed that the '"bank"
had not recorded such recoveries and consequently that pre-
production costs included in a fixed-price proposal were

probably overstated.

. 6. See I B.1. b.(1).
7 See II A 2
8 See II A, 3

9' Evén though the original expenditures had been
charged to overhead, the contractor did not credit the over-
head for Federal gas tax refund and other income of $13,000
and proflts realized from vending machines totaling $178,000.

' 10. The contractor received a refund of $1.6 million,
including interest, for state taXes previously paid cn its
military division's sales. The cost of the original tax
payment had been reimbursed by the Government or Government
prime contractors. Instead of refunding the entire amount
tothe Government, the contractor returned only $449,000 as
an offer of a compromise settlement.

11. See II.B.6.
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' TABULATION OF PROBLEM AREAS

_ Numter

Subject Total . DCAA  GAO

1. IR&D/B&P/Economlc Plannlng .78 67 11
2. Allocation 64 51 13
*3. Current Expensing vs. Deferral - —--—- 23~ 21 - 2
4. Direct vs. Indirect ' 41 25 16
5. Depreciation Methods ' | - 23 17 6
6. Material Costs : -2 16 5
7. System ‘ 23 15 3
8. Reasonableness/Allocability ‘ 20 13 7
9. Lease vs. Purchase 14 10 4
10. Advertising/PR . 11 9 2
11. Compensation ‘ ’ 9 8 1
12. Special Facilities/Idle Facilities 9 8 1
I3, Organization/Merger 7 7 0
14, Standard Cost Accounting System 6 6 0
15. Selling Costs 6 6 0
16. Deferred Compensation 9 5 4
17. Patent 4 4 0
18. Taxes 4 4 0
19. 1rade/Business 5 4 1
20. Travel/Relocation 6 4 2
21. Miscellaneous 7 16 11
22. Multiple Subjects 9 18. 1
23. ASPR XV, Part 3 7 )

4 :
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SUMMARY OF STGNIFICANT COMMENTS ON

EARLIER DRAFT REPORT ON THE STUDY
OF THE FEASIBILITY OF ADOPTING

UNIFORM COST-ACCOUNTING STANDARDS
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SUMMARY OF SI”NIFICANT CC‘&MENTr ON Eﬁ\ 1R
DRAFT REPORT ON T? STUDY OF THE FEASIBILITY
OF ADOPTLNG UNTFORM COST- ACCOUVTIVG STANDARDS

An earller draft. of the report on our study was cir-

culated for commeunt by interested Federal agencies profes-

sional accounting associations; .and. varisus. aSSOClatlonb ‘ef
industrial companies.” This draft srated our preliminary
conclusion that it is feasible to ‘apply uniform cost-

accounting standards to all negotiated defense contracts.

We received comments on the earlier draft from 10 Fec-
eral agencies, five professional accounting associations,
and 12 industrial associations.

FEDERAL AGENCIES

Comments were received from:

- Atomic Energy Commission
Bureau of the Budget
Department of igriculture
Department of Defense
Federal Power Commission
Federal Maritime Commission
General Services Administration
Interstate Commerce Commission
National Aeronautics and Space Administration
Securities and Exchange Commission

The reSponses from Federal agencies indicated agree-
ment with the tentative conclusion of *he General Account-
ing Office (GAO) that it is feasible to adopt and apply "
uniform cost-accounting standards for use in defense pro-
curements. The Departmont of Defense (DOD) stated:

"The report concludes that it is feasible
to apply uniform cost accounting standards to all
negotiated Defense contracts. It further con-
cludes that the standards should (i) embody such
cost accounting standards presently in ASPR
[Arued Services Procurement Regulation. Sec-
tion XV as have served well in the past, and
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. (11) be directed to accounting results, rather -
~ than accounting systems, through the establish-
ment of specific criteria governing the use of
cost accounting alternatives or a reduction in

the number of such alternatives.

"We are in general accord with these con-
clusions and are of the opinion that the appli-
. cation of appropriate standards would assist in
the negotiation of contract prices to the ex-
tent. costs are a factor in the negotlatxon of
‘fpriceeﬂg,:.. o e e SN TS T L

The Bureau of the Budget -ommented:

"We are cognizant of the fact, as we know
~you are also, that the feasibility of develop-
" ing and adopting uniform cost accounting stan-

dards for use in negotiating Defense contracts
is a highly controversial subject. Accord-
ingly, we are pleased that your resecarch.and
..study of this matter has, as stated in the
opening paragraphs of fhe draft report, not
only led to the conclusion that it is feasible
to apply uniform cost accounting standards that
will be useful in negotiation, review, and ad-
ministration of Defense contracts but may also
prcve helpful in advancing the art of cost .ac-
countlng for general management purposes,

"While we concur in the draft report we
have a few observations as indicated in the en-
closure, which you may find useful 1n flnalizxng»
the report you submit to Congress.'

Three Government agencies which award a substantial
volume of procurement contracts and which concurred in our
conclusion on feasibility wére the Atomic Energy Commission
(AEC), General Services Administration, and National Aero-
nautics and Space Administration. For example, AEC com-
mented:

"Our staff has reviewed your report with
great interest and we agree with your conclusion
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that it is feasible to develop cost accounting

standards and-apply them to Government contracts.

We agree also that such standards should be help-

ful not only in the negotiation and the review

and administration of Government contracts, but

also in providing information for general manage-
* ment purposes. '

”ACCOUNTiNG»ORGANIZATIONS

Comments were recelved from-,

.. American Accounting Association: SRS :
‘American Institute of Certified Publlc Accountants
‘Federal Government Accountants Association
Financial Executives Institute
National Society of Public Accountants

_ With respect to the accounting profession, all the re-
spondents except one concurred in the conclusion on feasi-

- bility of adopting uniform cost-accounting standards. The

American Institute of Certified Public Accountants (AICPA)
qualified its endorsement of our conclusion by stating:

"We do not object to the major conclusion
of your study that uniform cost accounting stan-
dards are feasible. But we cannot at this time
give unqualified endorsement to this conclusion
because of what we perceive to be continuing un-
certainty-as to the meaning and meact of uni-
form cost accounting standards.’

The Task Force on Defense Contracts of the American Account-
ing Association stated:

"We were impressed by the thorough study
"that was made as well as by the wall-organized
presentation in the report. We concur with
the conclusion that uniform cost accounting
standards can be established for defense con-
tracts, and that this is desiratle provided
that the standards are established and applied
in a reasonable manner."
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The Financial Executives Institute did not express

concurrence with the tentat1ve conclusxon in our draft re-

port.

It stated:

""We have seen no persuasive evidence that wide-
spread abuses exist, or that uniform cost ac-
counting standards likely to evolve from any
future effort will improve the current practice

. of. total cost -determination in any meaningful

way. In the absence of. such evidence, we are
not in a posxtlon to accepL the conc1u51on of the

: are necessary or de51rab1e We contlnue to op-

pose on economic and practical grounds a deter-
mination that uniform cost accounting standards
are necessary. We believe that current prin-
ciples and practices are adequate to protect
the Government from abuses. It is clear that
the size and diversity of the defense contract-
ing environment makes occasional problems in-
evitable. We do not believe, however, that a
set of detailed standards designed to cover
every conceivable situation' can or should be
developed."

In conclusion, however, Financial Executives Institute did.
indicate its willingness to participate in the development
of standards, should this be undertaken, by stating:

"Finally, while we continue to oppose a project
to develop standards as being unnecessary and
therefore wasteful, we are prepared to partici-
pate, should it be undertaken, with other mem-
bers of the accounting profession in both the

- research and decision-making phases of the proj-

ect."

INDUSTRIAL ASSOCIATIONS

Comments were received from:
Council of Defense and Space Industrv Associations:
Aercspace Industries Associarion, Inc.
Automobile Manufacturers Association, Inc.
Electronic Industries Association
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:“;Natlonal AeroSpace Serv1ces Association
National ‘Association of Manufacturers
National Security Industrial Association
Scientific Apparatus Makers ASsociation
Shipbuilders Council of America

' Western Electronic Manufaciurers Association

Machinery and Allied Products Institute
‘National Council of Technical Service Industries
Strateglc Industrles Association

With reSpect to the 1ndustr1al assoc1atlonb,‘four in-

. dicated that uniform cost- -accounting standatrds were not:

feasible and five indicated that the draft report did not
adequately demonstrate the feasibility of uniform cost-
accounting standards. The remaining three industrial as-
sociations indicated (1) that it was feasible to engage in
further study, (2) that uniform cost-accounting standards
were not feasible but that improvement could be made by
further development of section XV of ASPR, and (3) that uni-
form cost-accounting standards were not feasible but that
improvement - could be- made by narrowing accounting alterna-
tlves. L :

A review of the industrial association responses brings
to light a number of recurring viewpoints in connection with
the positions taken by the associations on the feasibility
of uniform cost-accounting standards. The most repetitive
and significant viewpoints expressed were thac (1) the cost
of implementation had not been adequately considered,

(2) uniform cost-accounting standards would not permit necz-
essary and desirable flexibility for management's needs,
(3) adequate safeguards and controls already existed,

(4) the cases on problem areas presented in our draft re-
port were not representative of industry practices, and

" (5) there were problems.of consistency within the Govern-

ment. In the following paragraphs, these viewpoints are
presented in greater detail together with a brief discus-
sioh regarding such viewpoints.

l.ECost of implementation not adequately considered

Nine industrial associations provided comments relat-
ing to the cost of implementing uniform cost-accounting
standards. They commented, in general, on the lack of a
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demonstratlon in the draft report that the btenefits would
outweigh the administrative costs of lmplemen;atlon.
Opinions,. in general, were that costs were more likely to

- outweigh benefits. The respondents viewed probable imple-

menting costs as 'very substantial,'" "excessive," 'pro-
hlbltlve,ﬂ "“"considerable cost to the economy," "exorbi-
tant," "greatly increased," and "expensive." One respon-
dent pointed-out that, “since the standards had not been
defined or.developed, the real cost could not be estimated;
another indicated that an nstimate of all related costs
should be included in- the report. o e

With one exception, no suggestions were made as to how
one might arrive at some reasonable estimate of the imple-
menting costs. That respondent stated:

"The report should include an estimate of all
these related costs based on the experience of the
accounting profession in developing and applying
financial account1ng pr1nc1p1es.”

Discussion

e

Uniform cost-accounting standards providing for allo-
cations of costs to all products, services, or contracts,
regardless of the type of contract or the identity of cus-
tomer, do not exist. Since just what will be involved in
getting from tne present situation to the implementation
of the cost-accounting standards which would be formulated
in the development of suitable standards is not known,
meaningful estimates of the costs of establishing uniform
cost-accounting standards are not possible. The costs will
vary by contractor. Some of these costs will be incurred
directly by the Government. Others initially will be in-
curred by the contractors and ultimately will “: borne by
the Government. Other costs may be incurred and borne, in.
whole or in part, by the contractors. Present estimates of
the value of the benefits to be obtained from the establish-
ment of uniform cost-accounting standards also depend on
factors which are yet to be determined.

From the outset of the study, we recognized that the
cost of implementation was an important factor to be con-
sidered. In our questionnaire to industry, we proposed a
cost model which would segragate and identify costs: into
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four general categories which ‘wé labeled (with definizions)
as directly associated costs, objectivelv tracezble costs,

-ascribable costs, and geaerally allocatle costs. We re-

quested respondents to comment on the exzent tc which thoy
were already so identifying their costs and, if they were

- not, to give us their best estimare of the incrsmenrtal cost

to segregate and identify costs accordinz to ths model.
Most respondents did not give us an eszimazed cost,
offering as their reason.the difficulties they nad in visu-

Te

alizing just what mlght be required. .Prcfeaso* Robert Ko ..o ...

Mautz of ‘the University of Illinois, in zis report on the
evaluation of the questionnaire responses, poirzed ou: that
the method of applying the classificatio: and :he extent :o
which detail would be expected under it cbviously could not
be ‘specified in the questionnaire and th=u,'as : rasulT, a
considerable burden of interpretation feil on r=e respon-
dent. According to Professor Mautz, less than : percent of

‘the respondents (of a rotal of 739) gave any dollar acoun<

indications at all, and these varied remarkablyv--from as
high as a million and.more dollars to much smal.:r amecunts.
As some responderits t6 the questionnaire indicazad tha: they
not only uaderstood but also were applyirg this :lassifica-
tion to some extent _in their practices ncw, some might have
little additional cost of implementation. Ochers found the

cost substantial.

A prominent public accounting firm, which zlieves
there is a great need for cost-accounting standzzds. and

" which strongly endorses the idea of a proiect tc deyelop>

such standards, has expressed to us ‘its view tha: the ost
savings to the contractor, and hence to the Government, are
very likely to exceed the expense of impl:menta:ion. =s
support for. this view, this firm indicates that zf present
a great deal of expense is incurred by costractess in the
nature of public accounting fees for the sreparation oI

- cost proposals and claims for recoveries tacause 5f the ne-

cessity to reconstruct transactions and develop :3s= infor-
mation by a laborious work-sheet analysis proces:. It wisu-
alizes that, if standards were adopted, evantualls con:trac-
tors would have accurate cost information ceadil- available
and that much outside assistance could be avoide:.
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As to the cost of establ*shlng and’ maintaining uni-
form cost-accounting standards for. use in. connection with
negotiated procurements, we believe that‘ R

1. Costs which might be incurred by the Government
will depend largely on.v

. The capabilities of the agency to which the re-
sponsibility for establishing and maintaining
uniform cost accountlng standards is assigned

b. The recognitxon of ‘the need for continuing re-
search into the use of uniform cost-accounting
standards to keep pace with changing technolo-
gies.

¢, The cooperation of the accoﬁnting profession, of
industry, and of other Government agencies with
the designated agency.

2. Costs which might be~1ncurred by contractors in im-
plementing uniform cost-accounting standards,
whether they are ultimately borne by the Government
or by the individual contractor, will vary from
contractor to contractor and will depend largely on:

a. The cooperation and capabilities of individual
contractors' organizations.

b. The extent to which present cost-accounting and
management-information systems can produce cost
data for negotiated contracts in accordance with
uniform cost- accountlng standards.

2 Unlform cost-accourtlng standards

would not permit necessary and desirable
flexibility for management s _needs

Six industrial associations expressed the viewpoint
that uniform cost-accounting standards would not permlt
necessary and desirable flexibility for management's needs.

Industrial associations have indicated that cost ac-

- counting is a tool of management necessarily adapted to the
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character of the bus1ness, the nature of its manufacturing
processes, the size of the enterprise, and the extent of
management's need for. detailed cost. information. . Because
business and the circumstances of business are so varied,
cost-accounting systems and cost-accounting practices are
equally varied. The associations contend that, even if the
development of uniform cost-accounting standards were fea-
sible, such uniformity ‘as might be achieved might come at

" the cost of sacrificing a necessary and desirable, flexibil-
ity in practice and, perhaps, within the individual enter-
"prlse, with some" loss of-dccuracy for management ‘purposes.
Scme viewed the tentative standards included for dlscu551on
in our draft report and other statements therein as envi-
sioning standards that would require costly modification to

existing accounting systems which are not economically

feasible or workacle and which do not answer the data neec
of management and would result in further deterioration of
the industrial base available to perform under Government

contracts., ‘ ' o

One association appraised the tentative outline in our
draft. report for developing standards as not only clearly
contemplating rigidly uniform application of accounting
practices but also that they be carried out in great depth
and in detail. Another association believed that the type
of informaticn gathered under uniform cost-accounting stan-
- dards would be so general as to require industry to main-
tain a separate cost information system for corporate man-
agement use, *

Discussion

We believe -that management has the right to accumulate
and process whatever data it regards as important to its
operations and to institute whatever reporting requ1rements
- as are useful to management. Uniform cost- accounti ng stan-
dards for contract costing purposes, which should evolve
from sound cost-accounting concepts, would not preclude the
"contractors from maintaining whatever records they require.
The accounting systems, practices, and procedures in use to
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achieve management's objectives need not neceSSafily_be
limited to these purposes. They can accommodate other pur-
poses such as the  Government's contract cost data needs.. ...  — -
Moreover, since the Guvernment sustains, as part of con-. - '
tract costs, a portion of the cost of maintaining contrac-
tor's cost-accounting systems, it does not seem unreason-
able for the Government to require such cost data as are .
needed for good contract admlnlstratlon. S

_3 Adeguate safeggards and contruls already ex1st

Five industrial aSSOC1at10ns indicated that existing
safeguards and controls were adequate for protecting the
Government's interest. They cited the Truth-in-Negotiations
Act; cost and price analyses; congressional investigations;
the Renegotiation Board; requirements of the Securities and
Exchange Commission (SEC) and the Internal Revenue Service
(IRS); and audits by GAO, the Defense Contract Audit
Agency (DCAA), and independent public accountants.

Discussion ; SR

Although respondents enumerated these controls, they
did not indicate how such controls served to lessen the in-
consistencies found to exist in the assignment of costs.
Consistency in the treatment of costs and the disclosure
by the contractor of changes in contractor accounting meth-
ods are not now required by ASPR for contract costing pur--
poses but are included in SEC and IRS requirements. We be-
lieve that some requirement for disclosure of a contractor's
cost-accounting practices should be instituted. The prin-
cipal features of any disclosure requirement might well be
directed toward achieving consistency in the treatment of
contract costs and preventing significant changes in con-
tract costing without notice to, or approval of, the Gov-
ernment. '

With respect to the Truth-in-Negotiations Act, the
principal difficulty is that, although contractcrs are re-
quired to certify as to the currency, accuracy, and com-
pleteness of cost and pricing data, there is a lack ¢f ade-
quate standards for use in the preparation of the .cost and
pricing data presented. Furthermore, there is currertly no
requirement to maintain data on costs incurred in the same-
manner as proposed in price negotiations, hence where they
differ there is no realistic way to evaluate the accuracy
of estimated performance by comparison with actual perfor-
mance,
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The effectiveness of cost and price analyses is se-
verely hampered in that, under the present grouna rules of-
ASPR, ‘many accountlng alternatives are permitted, partlcu-
larlv by ASPR's referring to generally accepted accounting
principles, but no criteria for the use of alternatives are
provided. Therefore we believe that cost-accounting stan-
dards which would set forth criteria for the use of partic-
ular accounting alternatives would faC111tate a. cetermlna-
tion of what constitutes costs.

Renegotlatlon, by statute, ‘is t1ed to the Irternal
Revenue Code and is concerned with total contract opera-
tions rather than a contract-by-contract approach. Conse-
quently, the Renegotiation Board takes a broader view of
cost allocation than is implicit in a contract-by-coritract
approach. In addition, the provisions of the Renegotiation
Act and the Board's regulations are more liberal than ASPR.
For example, what is considered a reasonable and proper
cost for tax purposes may.not be a reasonable and proper
cost for contract cost1ng purposea

With respect to the requirements of SEC and IRS, it
appears that the principal thrust of the comments received
was to take issue with the statement in the draft report
that there were ''numerous alternatives currently available
to contractors for the accounting treatment of contract
costs.'" The respondents reasoned that this was not the
case since the accounting convention of consistency re-
quires that any changes in accounting methods be approved
by IRS and that, if the company's sharzs are publicly
owned, such changes be disclosed by independent public ac-
countants. We agree with these comments as to approval by
IRS and disclosure by ‘independent public accountants. How-

"ever, as was stated earlier, consistency in the treatment

of costs and the disclosure by the contractor of changes in
contractor accounting methods are not now required for. con-
tract costing purposes. Further, the reporting require-
ments for SEC and IRS are concerned only with total costs
and revenues for a reporting period and. not with separate
product and contract .costs. In determining costs by prod-
ucts, most of the complexities of indirect cost allocations
are involved. In this connection, SEC has issued a pro-
posed revision to its reporting requirements to irnclude
data on sales and revenues and income or loss attributable



APPENDIX 1V
Page 12

o major lines of business. Acceptatle allecation methods

wiil te needed should.this proposed revision be adopted by

SEZ,

DCAA has responsibility for reviewing contract cost
proposals prior to contract negotiation, as well as re-
ported costs involved in the rszimbursement .and settlement
of all zontracts where incurred costs are factors, About
half of DCAA's productive man-hours are devoted .to reviews
of cost: proposals..  GAQ reviews only’a limited number. of.:
individual contracts and contract costs ona highly selec-
tive basis. Whether seiective contracts are audited or -
whether every contract is audited, the absence of an
authoritative body of cost- accounting standards provides
the coritractors with latitude for the selection of me thods,
from the alternative methods of accounting available in ar-
riving at contract costs, without generally agreed- upon
criteria governing their selectlons. :

Although public accountants are.required to disclose
material departures. from acceptable accounting principles
or significant departures from accounting practices previ-
ously employed, such disclosures do not-necessarily extend
to contract costing. Moreover, the public accountants'
principal concern is with mattsrs related to the presenta-
tion of financial statements and they are less concerned
with contract costing matters.

4. Cases gresented are not representative of
industry practices and other comments on

the cases presented

Ten industrial associations commented on the cases
cited in the draft report on inconsistent treatment of con-
tract costs. The most frequent opinion expressed was that
the cases were not representative of DOD contractor account-
ing practices. Some respondents expressed the view that
the cases were biased or were selective and liable to bias;
others questioned the statistical-sampling techniques used
or suggested that it was improper to create the impression
that the cases were widespread. :
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Among other opinions expressed with. respect to the

cases cited in the draft report were that: N L

--The repetition of the cases cited could be prevented
by improvements in existing statutes and regulations.

--The cases carried the erronecus inference that cur-
rent audit procedures had been acceding to'changes
in accounting practices not justified by changed cir-

- Gumstance s, o T B STW ST P

--The cases involved operating practices which were
" questionable under current ASPR criteria.

--The cases cited indicated a need for better contract:
administration. '

- --The cases cited represented instances where some
party (Government or contractor) might not have dis-
charged its responsibility properly or where honest
disagreements had occurred,

Discussion = -

To determine whether inconsistent treatment of costs
by DOD contractors was a current problem, we requested DCAA
to canvass its regional offices for such cases as might be
readily available in which (1) changes from contractors'
normal accounting practices had taken place for purposes of
submitting cost proposals or (2) deviations had been noted
between cost accounting for cost-type and fixed-price-type
contracts, This canvassing approach seemed to be the only
reasonable means of obtaiming an indication of current con-
ditions within a relatively short period of time.

DCAA subsequently provided us with summaries of 53 au-
dit reports, most of which had been issued subsequent to
June 1968, covering both proposed and incurred costs. DCAA
reported that the cases selected represented a limired ef-
fort by its field offices and had been selected on the hasis
of the field offices' "recollection of such audit reports
having been issued.” (See app. III.) ‘
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Similarly, selected audit reports issued by GAO over
the yecars were reviewed and GAO regional offices were re-
quested to provide us with any cases they rec.illed which
pointed to a need for standards. . (See app. III.) The
cases reported are intended to :llustrate the types of im-
portant problems existing in relation to cost-accounting .
standards. for consideration of the ‘types of correctlve ac-
tion needed. . ' L e .

~ 5, onbiemswof'consistency within the Government"

Seven industrial associations commented on problems of
consistency within the Government. Four respondents indi-

cated that some lack of uniformity and consistency in cost-

accounting treatment was being caused by demands of Govern-
ment procurement and audit representatives in their efforts
to reduce the Government's cost. Four respondents indicated

‘that inconsistencies were due to the lack of uniform Govern-

ment requirements and procurement and reporing procedares.
Discussion

In our study we surveyed the" ‘contract cost “princizles
of the principal procuring agencies of the Federal Govern-
ment and found that differences existed in such pr1nc1;les.
We believe that, to the extent possible, the Government's
regulations and requirements should be consistent so that

- the Government could be considered by contractors as a

single customer, regardless of the Federal agency entering
into the contract. We believe further that a solution to
many of these problem areas could be achieved if the con-
tractors were to disclose their underlying cost-accounting
standards and techniques so that they could be -evaluated in
relation to uniform cost-accounting standards. ' Thereafter
an agreement, subject to modification under appropriate cir-
cumstances, could be reached that would preclude utilizing
accounting alternatives without adequate justification.





